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What is International Tax Planning? 
 
“International tax planning is the art of arranging cross-border transactions with the knowledge 
of international tax principles to achieve a tax effective and lawful routing of business activities 
and capital flows.  The planning process follows the money flows in cross-border transactions, 
as they pass from the host [or source] country where they arise to the home country where they 
eventually end.  Tax planning helps to reduce the cumulative impact of taxation, as compared to 
the separate tax incidence in the countries through which the transaction flows.  Its prime 
objective is to receive the after-tax flows of overseas income lawfully at minimal cost and risk.”  
[Roy Rohatgi, Basic International Taxation (Second Edition), Volume Two, Practice of 
International Taxation, BNA International Inc., 2007, page 1.] 
 
While this is a good summary definition, a real understanding of what this means will only come 
through discussion of, and especially participation in applying, international tax principles and 
tools to real-life situations.  During this course, you will be deeply involved in both this 
“discussion” and “participation”. 
 
Why is International Taxation important? 
 
Businesses and investors must conduct their cross-border commercial activities and 
investments in an efficient fashion that maximizes their after-tax profits while minimizing 
commercial, legal, and tax risks.  To demonstrate how important this can be, the following case 
study example sets out a real-life cross-border commercial situation and assumes that the 
taxpayer (X) has conducted no international tax planning.  We will go into detailed discussion of 
this during the first class session. 
 
 Engineering and construction company case study: 
 
 Engineering and construction company (X) is a country A company and is subject to 

country A taxation on its worldwide taxable income.  Company X has an engineering 
and construction contract to be performed at a construction site in country B for its 
country B client (Y).  There is no tax treaty between countries A and B. 

 
 Assume that X conducts no international tax planning and simply performs its 

obligations under the contract in its own name and through its own employees and 
assets (e.g. construction equipment, engineering know-how and other intangibles).  
Assume further that country B’s taxing authorities see the construction site in country 
B as well as the full contract price which is paid by Y, a country B resident.  In such a 
case, the country B taxing authorities will typically attempt to tax X’s entire net income 
from the contract at country B’s regular tax rate on net income.  Other charges such 
as value added tax, import duties, and locally imposed taxes will of course apply as 
well.  Country A’s domestic tax rules apply as well to all of X’s activities and income, 
including of course those being taxed by country B. 

 
 Even if country A’s tax rules allow a foreign tax credit for the country B tax paid, the 

country B taxes may be artificially high in comparison to the country A taxes resulting 
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in significant unrelieved double-taxation.  These artificially high country B taxes can 
arise, for example, from the following: 

 
• X uses in its work for Y significant engineering know-how and other intangibles 

that it developed over a period of many years through extensive R&D and 
through many varied projects for numerous clients.  Although these R&D 
expenditures are (or were) deductible in calculating country A taxes either as 
incurred or through amortization, it is unlikely that country B would allow any of 
these expenditures to be deductible against the income earned under the 
contract with Y. 

 
• Both during the bidding process to win the contract with Y as well as during 

the course of its work, the management of X (as well as various support 
functions) will significantly contribute to the project.  Support functions can 
include treasury, accounting, legal, tax, human resources, training, etc.  
Although economically some reasonable portion of the costs of management 
and these support functions are economically allocable to the Y contract, the 
country B tax rules may severely limit or prohibit the deductibility of these 
indirect costs in arriving at country B taxable income. 

 
• Country B is attempting to tax all of the net income associated with the Y 

contract.  And this includes income that arises from work performed by X 
personnel within country A or in some third country.  For example, engineers 
and designers working in country A may conduct architectural and design 
work including the preparation of the blueprints required for the facility to be 
constructed in country B.  Such taxation could arise from country B’s sourcing 
of such income based on the work being incidental to the project in country B 
or from country B’s aggressive apportionment of all or the bulk of the profit to 
the activities conducted within its borders.  In any case, if the country A tax 
authorities regard this architectural and design and blueprint preparation work 
as creating income sourced in country A because the work was performed 
there, then there will likely be no ability to claim the country B tax thereon as a 
foreign tax credit against the country A tax. 

 
• The country A employees of company X may become subject to individual 

income tax in country B on their wages earned on the project. 
 
 Bearing in mind the dual objectives of maximizing after-tax income and achieving 

corporate goals, with appropriate planning, X might decide to break up its activities on 
this contract (and the net income there from) among some number of separate legal 
entities.  These entities could be established in country A, in country B, or in some 
third country.  Some of these entities will be taxed by country B while others may be 
taxed either solely in country A or solely in some third country.  Further, some income 
that is taxed in country B may be subject to tax at lower withholding tax rates instead 
of the normal country B tax rate on net income.  This planning will of course affect in 
some favorable or unfavorable manner the other abovementioned country B charges 
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(e.g. VAT, import duties, etc.) as well as potentially country A’s taxation (e.g. potential 
deferral of some country A taxation). 

 
Tax Goals Include: 
 

• Deferral or Reduction in Domestic and Foreign Taxation (including all taxes, e.g. income, 
withholding, employment, VAT, import duties, business taxes, etc.) 

• Utilization of Foreign Taxes as Foreign Tax Credits (or maximization of exempted 
income for home countries that apply an exemption system rather than a foreign tax 
credit system) 

• Financial Statement Effect for Public Companies (i.e., minimizing the level of income tax 
expense including elimination of home country income tax expense on low-taxed foreign 
earnings permanently reinvested outside the home country) 

• Minimization of Risk from Assessments, Penalties, etc. 
 
Legal and Business Goals Include: 
 

• Simplicity for Operations, Operating Personnel, Customers and Suppliers 
• Simplicity for Legal Documentation of Transactions 
• Simplicity in Accounting for and Reporting of Transactions 

 
Achieving tax goals may require complexity and risk that is inconsistent with a taxpayer’s legal 
and/or business goals.  Only if the international tax planner fully understands the taxpayer’s 
business and philosophy will he be able to develop strategy that reasonably balances these 
various goals.  In particular, see Section X below. 
 
How important is International Taxation in relation to the conduct of business activities? 
 
In the purely domestic context of one country, the legal and tax formats of many types of 
transactions are relatively fixed and well known such that plenty of boilerplate structures exist 
for them. Standard corporate, partnership, or other structures and contracts are often easily 
obtainable.  In the cross-border arena, however, the varying rules and customs in the various 
countries generally mean that all but the most common of transactions must be individually 
planned and structured.  It is normally not enough for several business executives from the 
negotiating companies to merely agree on the economics of their deal.  Rather, efforts to 
understand the effects of each country’s taxation, duties, and other charges are integral to the 
economics of a contemplated transaction.  Further, planning to reasonably minimize these taxes 
and other costs to the parties often requires that the planning be completed before contract 
drafting is completed and the contracts are signed.  As a result, tax considerations should be an 
important part of the preparation for negotiations and of the negotiations themselves. 
 
As a very simple (and real) example of the need to plan ahead of time, a company planning to 
acquire by purchase a Chinese company spoke only to a local Hong Kong law firm that helped 
the acquirer restructure its existing Hong Kong companies that would then make the acquisition.  
The law firm had no tax expertise and gave no consideration to possible tax consequences.  As 
part of their work, the law firm arranged for the transfer of shares in one of the Hong Kong 
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companies for a sales price of nearly US$50 million.  Unexpectedly, the acquirer was presented 
with a Hong Kong stamp duty charge of approximately US$100,000.  This was money that could 
have been saved had the acquirer discussed its plans with its tax advisors in addition its 
corporate advisors. 
 
Using above engineering and construction company X as a further example, in the absence of 
upfront planning, X and its client Y will likely sign one contract for all products and services.  
Had X made the effort to plan ahead, it might have been able to tailor the contractual 
arrangements with its client Y so that its tax minimization objectives are achieved.  For example, 
perhaps one contract between Y and an engineering subsidiary of X in country A would cover 
solely engineering services performed in country A.  Another contract between Y and X’s locally 
incorporated construction subsidiary in country B might cover the construction services and any 
locally performed engineering.  Another contract between Y and a trading company in the X 
group might cover the sale of tangible personal property used in the construction.  Such 
arrangements of course can not only save X considerable costs, but it may be able to lower X’s 
overall charges to its client Y thereby making X more competitive.  This sort of up front planning 
can be particularly important in competitive bidding situations.  (See Section G below for 
additional discussion.) 
 
To summarize, a lack of attention to taxation in cross-border transactions can cause an 
otherwise good business transaction to be of only marginal value or to even lose money after 
tax costs are considered.  Further, in any bidding situation where a company is competing 
against other bidders for a contract, an economic advantage arising from good international tax 
planning can be the difference between success and failure on the bid.  A final point of course is 
that a lower effective tax rate will increase a company’s earnings per share…and that makes a 
difference to share prices. 
 
How is International Tax Planning accomplished? 
 
Methodology for approaching cross-border tax planning 
 
While any domestic tax planning of course requires a disciplined mind and attention to 
applicable law and factual details, international tax planning requires a perhaps more careful 
and methodological approach due to the exponential increase in factual and environmental 
variables that occur in the international arena.  Such an approach follows: 
 

• Step 1—Understand the background and facts relevant to the specific business and any 
intended transaction(s) (see Section A below) 

 
• Step 2—Understand the environment of the country(ies) where the business or other 

activities will be conducted and/or where legal entities are established or are resident 
(see Section A below) 

 
• Step 3—Identify relevant questions and issues that face the taxpayer(s) 
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• Step 4—Determine alternative approaches that will resolve the issues and be responsive 
to the taxpayers’ needs 

 
• Step 5—Help the decision-makers reach conclusions 

 
• Step 6—Work with the taxpayers to implement their decisions 

 
Concepts, structures, and techniques 
 
In the remainder of this paper, we cover various concepts, structures, and techniques at an 
“overview” level.  We will then cover selected topics in greater detail in class discussion and will 
demonstrate them in real life situations through examples and case studies when appropriate. 
 
A. Understand the background:  The business and the environment 
 
The business 
 
Taxation does not exist in a vacuum.  It only has relevance in connection with an actual or 
contemplated transaction.  As such, you must know and understand all background and facts to 
the relevant business and intended transaction.  Only through knowing such will you be able to 
identify relevant issues that need to be resolved. 
 
To summarize very briefly, “all background and facts” can include, without limitation, some or all 
of the following: 
 

• A description of the business and its processes (e.g. manufacturing and sale of a 
product, performance of a service, where management decisions are made, etc.) 

 
• The number of employees, their locations, and their functions and activities performed in 

each location 
 

• The location of manufacturing or other facilities and the location of sales and other 
offices (including warehouses where inventory is maintained, representative offices, 
customer service centers, technical support facilities, etc.) 

 
• The legal structure of the group of companies if there is more than one legal entity 

including an organization chart or other description that shows the ownership and 
country of incorporation of each legal entity, the location of board of directors meetings 
or other central management activities, the location of branch offices and representative 
offices of each legal entity, the allowable business scope of each entity or branch, and 
the specific business activities conducted by each legal entity, branch, or representative 
office 

 
• The ownership of the overall group (e.g. publicly listed, closely held, in which countries 

the owners are resident, etc.) 
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• The location of suppliers/vendors, the goods or services being supplied, and the terms 
under which such are provided (e.g. how much authority do vendors have in practice to 
act on a principal’s behalf) 

 
• The location of customers and the terms under which sales are made (e.g. who is 

importing product) 
 

• The location of clients (of a service business) and the locations where services are 
performed for the clients including the nature of the services performed at each location 

 
• The intellectual property owned and used including its nature, which group entities own 

it, which group entities utilize or benefit from it, in which countries it is utilized, and what 
license or other agreements deal with it 

 
As a framework within which to organize one’s thoughts when asking questions about a 
business and its factual background, it can be useful to use the following aspects and “flows” 
that occur within any business.  These aspects and flows are: 
 

• People 
 

• Intellectual Property 
 

• Product and/or Service 
 

• Cash and Other Financial Arrangements 
 

• Legal Documentation 
 
By thinking carefully through each of these five bullet points and diagramming them and/or 
mapping them in an organized fashion, the tax professional can see where his understanding of 
the facts is incomplete.  He can then request appropriate documents and develop further 
questions for relevant personnel, the answers to which will provide a full and complete 
understanding of the business and any specific transaction at issue. 
 
Assume that you’re a tax lawyer helping one of your law firm’s clients.  Facts about the client’s 
business can only be obtained by reading relevant documents and speaking with client and 
other knowledgeable personnel.  It must be remembered that most client personnel do not know 
what is important to you.  For example, operating personnel typically think along product or 
service lines and not along legal entity lines.  Unless asked, they will seldom voluntarily 
distinguish which legal entity is performing a particular function, owns a particular asset, or is 
employing the personnel performing the function.  Even many financial personnel, particularly in 
the US where relatively less attention is paid to which entities perform which functions (due to 
some extent to the consolidated federal income tax filings), will have little understanding of what 
background and facts you really need.  You must be sensitive to this and ask searching 
questions, following up as appropriate. 
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To thoroughly understand the business, persons with knowledge from the following departments 
will typically need to be involved.  The level of involvement of each will of course depend upon 
the nature of the particular project. 
 

• Operations 
• Trade 
• Sales & marketing 
• Legal 
• Accounting 
• Taxation 
• Human resources 
• Treasury 
• Investor relations 
• IT 
• Logistics 

 
In pursuing your career, you’ll want to consciously develop your ability to talk to people and ask 
relevant questions.  Your skills will develop with time and experience.  It may be added that one 
of the best ways to encourage people to talk is to be genuinely interested in their company and 
business.  People like to talk about their business and will take extra time and care in what they 
cover when they see such interest. 
 
The environment 
 
The environment of a business or investment includes both tax and certain non-tax laws and 
regulations in each country in which the taxpayer operates.  Perhaps the primary non-tax law 
that will most often be relevant is the local companies act or other laws that define the various 
types of entities, what they can do, how they can be owned and controlled, etc.  In addition to 
the pure legal issue of what entities exist in a country and their respective characteristics, a 
country’s business traditions and common usage may be relevant as part of the background.  
For example, in Japan, the use of a Kabushiki Kaisha (KK) for a new subsidiary may be dictated 
if the alternative of using a Godo Kaisha (GK) is ruled out due to the nature of the business to 
be conducted.  Although this has been changing to some extent in recent years, the use of a KK 
has historically implied a greater commitment to being in Japan and was often important to 
customers, employees, and suppliers.  Even today, it might be the case that the use of a GK 
would be such a negative in the minds of these people that it affects the ability of the business 
to be successful. 
 
As one example of the importance of non-tax laws, the companies law in a number of countries 
will only recognize that a contribution by a shareholder is to be treated as a contribution to 
capital if shares are issued to the shareholder in connection with the transfer.  As a result, a 
transfer of cash or other property by a parent company to its subsidiary that is not documented 
as a loan or for which no shares are issued may result in taxable income being recognized.  As 
another example, if you conclude that a taxpayer group of companies would be better off 
merging several operations that are each conducted in a different legal entity in order to be able 
to offset gains and losses, then the terms of any local laws and regulations regarding business 
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combinations will determine what legally can or cannot be done.  Or, as a further example, if 
you decide that placing a holding company over several operating companies makes sense, 
then any local rules applicable to holding companies must be examined.  Some countries have 
detailed rules on what holding companies may or may not do. 
 
One other aspect of the environment within each country is the degree to which there is a true 
“rule of law” in practice.  “Rule of law” refers generally to the extent that the local government 
and tax authorities actually respect and follow their own laws and rules as opposed to their 
taking arbitrary actions that are not based on laws or other written and consistently applied 
rules.  Within Asia, there is a reasonably broad “rule of law” spectrum within which the various 
countries fall. Within China there are many national-level rules drafted in relatively unclear 
language.  As such, local tax bureaus and other regulatory bodies in enforcing these national-
level rules often have wide latitude so that widely differing treatments will be found throughout 
the country.  As stated in an article on Chinese taxation:  “[C]haracteristics [of the Chinese 
taxation system] include: the coexistence of formal taxes, sundry levies and hidden taxes; 
legislation without a democratic mandate; law-making and administration by numerous 
authorities and a multiplicity of tax jurisdictions; … difficulty in implementing issued tax laws 
uniformly, with execution often dependent on locality and taxpayer status.”  Eva Huang & Bin 
Yang, “Characteristics of the Chinese Tax System and its Cultural Underpinnings: A 
Comparison with the West”, 1 J. Chinese Tax & Pol'y 13 (2011).  (This article, which can be 
found on the course website, includes a summary of Chinese cultural considerations beginning 
on page 27.) 
 
Another aspect of environment is the existence or lack of existence of effective courts and 
appeals mechanisms for tax issues.  While many countries do have an effective appeals 
mechanism where differences of opinion can be fairly adjudicated, some countries do not.  
China has been a good example of the latter.  In late 2012, though, it was reported that an 
Administrative Review Committee of Appeal had been set up within the State Administration of 
Taxation on 26 October 2012.  As this committee is reported to include eight persons from 
outside the State Administration of Taxation (four university professors, three lawyers, and the 
China Tax News chief editor), it is hoped that this will represent a significant step forward. 
 
For guidance on these issues generally within a country or specifically with respect to a 
particular type of contemplated transaction, local tax counsel is necessary.  It should be added 
that the practices of authorities can change over time.  As a result, this type of environment 
issue should be revisited with local counsel any time it becomes important. 
 
This course is primarily focused on income taxation.  However, international planning must take 
into account many other taxes and charges.  Typically, the more important of these are value 
added taxes, import duties, business taxes on gross receipts, capital charges, and stamp duties.  
See Section W below for a listing of such taxes and charges. 
 
The above paragraphs in this section on environment focus primarily on the conditions in the 
country in which a transaction or business operations will take place.  In addition, law and other 
factors within the home country of the corporate group or investor or in intermediary countries 
where holding companies or other functions take place may be important as well.  These could 
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include home country tax issues such as controlled foreign corporation (CFC) rules (see Section 
C) or an aggressive transfer pricing regime as well as non-tax issues such as home country 
securities and anti-corruption laws.  The US, for example, has corrupt practices and boycott 
legislation through which it attempts to influence the actions of its residents and their overseas 
subsidiaries. 
 
B. Legal tax planning vs. unacceptable tax evasion; Assessment of risk 

 
You have spent several years obtaining a J.D. plus much effort in your Tax LLM studies to allow 
you to tell the difference between legal tax planning and unacceptable tax evasion in the US.  
You’ve also presumably studied the various penalty sections and have become familiar with 
terms such as “fraud”, “negligence or disregard of rules or regulations”, “substantial authority”, 
“reasonable basis”, “more likely than not the proper treatment”, “unless it is shown that such 
failure is due to reasonable cause and not due to willful neglect”, and “transaction lacking 
economic substance”.  You also know the mechanisms available to contest an IRS agent’s 
determination both administratively within the IRS as well as through the US’s court systems.  
And you’ve been introduced to the requirements of Treasury Department Circular No. 230.  As a 
result of all this studious effort, you can give intelligent advice to a client on the various benefits 
and risks of differing interpretations of the US tax law as applied to a specific transaction and/or 
person. 
 
Most countries have a penalty regime.  In some, the regime is fairly simple and straightforward.  
In others, like the US, it’s relatively complicated.  It is fair to say that most other countries do not 
have as complicated a penalty regime as the US.  While this may be true, though, it does not 
mean that these regimes are unimportant.  Rather, what is important is that the tax professional 
and his client understand sufficiently these regimes and their implementation by local tax 
authorities to be able to assess the risk of taking a more beneficial tax position when there’s a 
choice of several—even if the position chosen does not seem particularly aggressive on the 
surface.  For example, some countries impose penalties irrespective of the strength of the legal 
arguments supporting a taxpayer’s position.  Also, the base for some penalties may be the 
amount of income under-reported rather than the amount of tax underpaid. This can cause 
penalties to arise even when there is no tax due, perhaps because of operating losses or a tax 
holiday.  By contrast, some penalties imposed under US tax law are based on the amount of tax 
underpaid, meaning for example that where there are tax losses or where sufficient pre-
payments have been made, there may be no penalty. 
 
Typically, amounts assessed as penalties in a local country are not creditable under foreign tax 
credit regimes in the home country, and may as well not be a deductible expense in calculating 
home country taxable income.  And where the home country has an exemption system 
applicable to foreign source income, penalties will normally represent an extra cost with no tax 
benefit (i.e., no credit and no deduction in calculating home country tax liability).  Considering 
this, where there are significant penalties at issue if a beneficial tax position is taken in a local 
country, the assessment of risk becomes a critical step in the client’s decision-making process.  
It may be added that the tax authorities in some countries will “leak” to the press news of large 
tax assessments or other information about recalcitrant taxpayers that can be embarrassing and 
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damage business reputation.  As such, the risk can go well beyond just additional tax, interest 
and penalties. 
 
Most countries charge interest on late payments.  Understanding how such interest is calculated 
is important, as in some countries, the rates may be quite high. 
 
In advising your clients on cross-border transactions, you will of course be relying to some 
extent on professional advisors in other countries.  Considering the high ethical and social 
principles that your clients conform to as well as their personal or organizational capacity (or 
lack thereof) for accepting tax risk, you must learn from those local professional advisors 
enough to allow you to make sure your client understands the consequences of his choices. 
 
The environment that your clients find themselves in today reflects serious changes that have 
partially resulted from the Enron and Parmalat debacles as well as the Sarbanes-Oxley 
legislation and other societal developments.  A number of these changes may have started in 
the US, but numerous other countries are following suit in an international ripple effect.  In 
addition, the Organisation for Economic Co-Operation and Development (OECD) has 
spearheaded a move to increase transparency through information exchange agreements.  The 
following is from page 49 of a 2009 OECD book titled “Building Transparent Tax Compliance by 
Banks”: 
 

The potential for a more effective exchange of information has significantly changed 
since the beginning of 2009. Today all OECD countries have endorsed the Article 26 
standard [article in OECD Model Tax Convention dealing with exchanges of information 
between the treaty parties]. Major financial centers outside of the OECD such as Hong 
Kong and Singapore have also endorsed the Article 26 standard and there is now a 
spreading network of Tax Information Exchange Agreements. More than 50 such 
agreements have been signed this year and many more are under negotiation. All these 
developments mean that countries are better equipped to obtain information from their 
partners.   

 
By 2012, the above-mentioned 50 agreements had risen to almost 900. 
 
Things are starting to go significantly beyond just more transparency.  In mid-2010, IRS 
Commissioner Douglas Shulman commented as follows about future joint audits in addressing 
the Business and Industry Advisory Committee to the OECD: 
 

As Chair of the FTA [Forum on Tax Administration, which brings together tax 
commissioners from more than forty countries], I am working with my international 
counterparts to build greater cooperation between tax authorities across the world as we 
strive to improve tax administration, both domestically and internationally. 
 
The commissioners of the FTA can also speak with a unified voice on such critical 
matters as offshore compliance, corporate governance and high net-worth individuals, 
as well as lay out practical solutions for issues, such as a coordinated approach to joint 
audits and early competent authority resolution…. 
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…we are now working on developing a protocol for joint audits with other countries. And 
before I go any further, let me be clear on a critical distinction. A joint audit is not a 
simultaneous exam. Rather, it is a process where two or more countries join together to 
carry out a single audit of a company with cross-border business activities. 
 
…both countries receive the same information and presentations from the taxpayer. 
 
… two or more tax authorities would hear the same facts, agree on the issues more 
quickly, jointly characterize a transaction, and agree on a treatment…. 

 
While this future of joint audits will take some time to become common and widespread, this is 
clearly a new and different future in comparison to the past.  For example, past tax authority 
audit practice typically has involved separate audits of a taxpayer by a local country where a 
taxpayer might be operating and by the taxpayer’s home country.  Such a taxpayer is able to 
present his situation in the most favorable light to the local country tax authority auditor and is 
then able to support his home country reporting upon a later home country audit with a 
difference emphasis or logic.  Joint audits would truly create a new atmosphere and could 
require taxpayers to conduct more in-depth thinking and planning in many cross-border 
situations. 
 
As a further development, on the reporting and compliance side, the Financial Accounting 
Standards Board (the private sector organization in the US that establishes financial accounting 
and reporting standards) issued in June 2006 “FASB Interpretation No. 48” (commonly known 
as “FIN 48” and now codified within Accounting Standards Codification 740-10 (www.fasb.org)).  
Under FIN 48, affected financial statement issuers must accrue and disclose uncertain tax 
positions, including in some cases the nature of the uncertain positions.  All analysis of these 
positions must be made assuming that all facts have been disclosed to the relevant tax 
authorities.  The low risk of a future actual audit cannot be a part of the analysis; in other words, 
a taxpayer cannot include “audit lottery” thinking in its analysis. 
 
These FIN 48 rules affect issuers using US Generally Accepted Accounting Principles (typically 
referred to as US GAAP).  For issuers using International Financial Reporting Standards (which 
includes issuers in much of the rest of the world), the International Accounting Standards Board 
has been considering this topic and issued an exposure draft of a new standard on accounting 
for income taxes in March 2009.  This exposure draft included a similar requirement (see 
paragraph 49 of ED/2009/2, Income Taxes).  It is possible that the Board will consider this 
“uncertain tax position” aspect of the exposure draft further in the near future. 
 
What’s a simple example of an uncertain tax position in the international context?  Say for 
example that a US parent company has set up a wholly-owned Hong Kong subsidiary that 
conducts certain consulting services from its offices in Hong Kong.  Say further that Hong Kong 
based consultants sometimes travel into China to service certain clients.  Without going into 
detail, say that it is not clear whether the China/Hong Kong tax arrangement protects the Hong 
Kong company from the 25% Chinese enterprise income tax on profits from the consulting 
services performed in China.  Further, if China were to assert tax on such profits, it is not clear 
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how the tax base for China’s tax would be computed.  Assume that the Hong Kong subsidiary 
believes that it is not obligated to pay any Chinese tax and has not volunteered it.  If all 
information were provided on a full disclosure basis to the Chinese authorities, it is possible that 
they would assess a tax liability.  The decision by the Hong Kong subsidiary to not declare itself 
to be taxable in China is an “uncertain tax position”. 
 
Financial statements issued by a US publicly-held company will typically reflect a lower tax 
expense on its income statement for any uncertain tax positions where it is “more likely than 
not” that the company will sustain the beneficial tax position.  Where this “more likely than not” 
test is not met (i.e. it’s more likely than not that the tax authorities will win the issue), then the 
company will report on its income statement the higher tax expense even though its tax returns 
will be prepared on the more beneficial basis.  This difference between the higher income 
statement tax expense and the tax liability shown on the applicable tax return will be reflected 
as a liability on the company’s balance sheet, even though the company hopes to never pay it.  
And the total amount of this liability, which is termed “unrecognized tax benefits”, must be 
separately disclosed in the financial statements. 
 
Many US publicly-held companies in recent years have included in their financial statements 
material “unrecognized tax benefits” to reflect these uncertain tax positions where the “more 
likely than not” test has been failed.  Interestingly, a law firm has been trying to attract as clients 
“whistleblowers” who would turn in damaging information on such companies to the IRS (or 
other relevant tax authorities) to earn a whistleblower reward.  To encourage such potential 
whistleblower clients, the law firm has published on its website (http://www.tax-
whistleblower.com/ferraro500/) a listing of the Fortune 500 companies in the order of the 
amount of the companies’ unrecognized tax benefits.  In other words, how much has each 
company set aside as a liability for taxes that it might have to pay (but hopes not to) and for 
which the company believes that it has not met the “more likely than not” test.  The following 
gives just a few of the companies listed on the website and the amount of unrecognized tax 
benefits as of their 2011 yearend for each.  You will note the significant size of these recorded 
liabilities. 
 

Pfizer $7.309 billion 
J.P. Morgan Chase   7.189 billion 
Microsoft   6.935 billion 
General Electric   6.384 billion 
AT&T   5.853 billion 

 
Partially as a reaction to FIN 48, the US Internal Revenue Service (IRS) in January 2010 issued 
Announcement 2010-09.  This document announced the IRS’s intention to require certain 
business taxpayers to disclose on their filed tax returns their uncertain tax positions.  This 
significantly changed the previously existing IRS/taxpayer dynamic under which the IRS 
primarily identified tax issues that it wished to question on technical or other grounds through its 
very time- and resource-consuming audit efforts.  And it also changed the “audit lottery” 
mentality that had been, as a practical matter, an important part of many tax planning decisions.  
In September 2010, the IRS issued finalized Schedule UTP and accompanying instructions 
indicating generally that corporate taxpayers with assets of $100 million or more would have to 
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apply the new disclosure rules for the first time in their fiscal year beginning in 2010.  Corporate 
taxpayers with certain lesser asset levels and perhaps pass-through vehicles as well will be 
transitioned over the next few years into this reporting. 
 
The US tax system has for many years included certain requirements or, one might say, gentle 
encouragements for full disclosure of tax positions including, for example, the “accuracy-related 
penalty” rules of Internal Revenue Code section 6662, the treaty-based position rules of section 
6114, the tax preparer penalty of section 6695, and the abusive tax shelter penalty of section 
6700.  These, however, have been somewhat limited in scope and effect, relatively speaking.  A 
more recent and perhaps broader “encouragement” to more conservative tax planning and full 
disclosure was the 2010 enactment as part of the Health Care Reform of high strict-liability 
penalties for transactions lacking “economic substance” as defined in Internal Revenue Code 
section 7701(o).  In general, where a disclosed transaction meets this definition, then a 20% 
penalty will apply if the taxpayer’s position is not sustained.  Where there has been no 
disclosure, then the penalty is doubled to 40%.  See further discussion on this 2010 
development in Section Q below.  In the words of the Joint Committee in JCS-3-09 (September 
2009) on page 48: “By increasing the cost to taxpayers when a transaction is determined to lack 
economic substance, the codification and penalty regime intends to change the taxpayer’s cost-
benefit analysis and deter some aggressive taxpayer behavior.” 
 
To summarize, simply stated, the environment has changed.  Whereas previously corporate 
CFOs, tax directors and their in-house and outside professional advisors typically only worried 
about additional taxes, interest and potential penalties that were normally somewhat limited in 
amount, now accounting and tax planning decisions or positions, even when clearly legal, can 
carry very much higher penalties and, more importantly, broader potential problems that can 
affect a company’s business as well as its reputation and the light in which it is seen by 
customers, suppliers, investors and social activists.  This has helped elevate concern about tax 
risk management above the traditional CFO level to CEOs and boards of directors.  An OECD 
paper on Corporate Governance and Tax Risk Management (“Forum on Tax Administration, 
Information Note, General Administrative Principles: Corporate Governance and Tax Risk 
Management”, July 2009) states on page 4:  “How a large business manages tax risk can affect 
its financial performance and reputation. CEOs and Boards of large businesses are increasingly 
considering tax risk management as part of their overall corporate governance.” 
 
Evidence over the past decade of the broader potential problems includes: 
 

• The public backlash and resulting legislation against tax-motivated corporate inversions 
 

• The SEC and investor reactions to the use of certain generally accepted accounting 
methods (e.g. accounting for IRUs in the telecom industry—“indefeasible right of use”) 

 
• The tendency of governmental authorities and others to act based on the merest 

unsubstantiated hint of impropriety (e.g. governmental agencies refusing to allow Arthur 
Andersen to bid on government work and audit clients deserting well prior to Arthur 
Andersen’s indictment, much less its conviction on witness tampering charges or its 
exoneration by the US Supreme Court a few years later) 
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• The negative reaction of investors when a publicly held company subject to the 

Sarbanes-Oxley Act discloses “material weaknesses” in its internal control systems (e.g. 
when a US listed company has acquired a new subsidiary, say in China, and that 
subsidiary is found to have inadequate internal controls over its local tax obligations that 
must be disclosed in the US listed company’s SEC filings) 

 
• The establishment by the OECD Centre for Tax Policy and Administration of a “Base 

Erosion and Profit Shifting” initiative with encouragement by the G-20 Leaders in a 
declaration on 19 June 2012 
(see http://www.oecd.org/ctp/baseerosionandprofitshifting.htm) 

 
• The public hearings, media attention, and activists’ actions against Starbucks in the UK 

as a result of its low UK tax payments in comparison to its level of UK sales (see 
http://www.parliamentlive.tv/Main/Player.aspx?meetingId=11764&st=15:23:30&utm_sour
ce=Starbucks+Transfer+Pricing+Leaves+a+Bitter+Taste&utm_campaign=Starbucks+Co
nstant+Contact&utm_medium=email, 
http://www.guardian.co.uk/business/2012/nov/12/starbucks-tax-avoidance-
controversy?utm_source=Starbucks+Transfer+Pricing+Leaves+a+Bitter+Taste&utm_ca
mpaign=Starbucks+Constant+Contact&utm_medium=email, and 
http://graphics.thomsonreuters.com/12/10/EuroStarbucks.pdf?utm_source=Starbucks+T
ransfer+Pricing+Leaves+a+Bitter+Taste&utm_campaign=Starbucks+Constant+Contact&
utm_medium=email) 

 
As a result of the above, the risk of being wrong, if only in appearance, has changed.  There are 
not only the traditional tax risks, there are also serious business risks.  This affects how advice 
and the risk thereof must be presented to a client.  It also means that the “smell” test has 
become more important.  As a professional advisor, you must always step-back and think:  
“How would my client’s position or my advice to my client appear in hindsight where all relevant 
facts are known?”  Note in this regard the Starbucks situation in which their bad press appeared 
to hurt their reputation in the UK more than Nike’s reputation was hurt by its continued 
association with Lance Armstrong until his doping revelations caused Nike to terminate that 
association.  (See http://www.brandindex.com/article/starbucks-suffers-more-nike.) 
 
With the above in mind, a few practical comments on the management of tax risk are in order. 
 
Whether planning for a contemplated one-off transactions (e.g. a merger or acquisition) or for 
on-going business operations (e.g. initiating product sales into a new country or reorganizing an 
existing supply chain), the financial and tax consequences must be adequately understood 
through timely planning and analysis.  Anticipated consequences and related benefits and risks 
concerning all taxes, excises, duties, exchange controls, etc. must be fully and consciously 
understood.  In addition, on an on-going basis, multinational groups should monitor the relative 
profitability or level of loss within each group member to identify where various tax authorities 
might have reason to question inter-company transfer pricing and/or intra-group relationships. 
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The above leads to a need to not only understand the various types of risks, but also to identify 
the person or group within the client organization who must understand and sign off on the 
benefits and risks being accepted.  Where a client has not already done so, the client should be 
encouraged to squarely face their need to deal with tax risk and to document how it is to be 
handled in an internal written policy.  Working with a client that does not understand the risks it 
is assuming is particularly risky for the professional who is attempting to advise it. 
 
An interesting recent development that reduces risk both for tax authorities and taxpayers is the 
“enhanced relationship” concept that grew out of the OECD's Forum on Tax Administration.  
Under this approach, a country’s authorities and the taxpayer attempt to work together on an 
on-going basis to resolve areas of uncertainty before tax returns are filed and thereby reduce 
the time-consuming and potentially costly adversarial process that has typified the tax 
authority/taxpayer relationship for so long.  In the US, the IRS implemented the Compliance 
Assurance Process (CAP) program several years ago and has been expanding it.  Some other 
countries, such as the Netherlands and Australia, have initiated it as well and others are 
developing similar pilot programs. 
 
Types of risk facing taxpayers include the following: 
 

• Interpretational risk—The interpretation of tax laws/regulations/rulings/etc. and how they 
are to be applied to specific fact patterns has been a part of professional tax practice for 
as long as there have been taxes.  Explaining these types of risks to clients has been 
our bread-and-butter work. 

 
• Implementation risk—We may provide excellent advice to our client on how they can 

proceed to structure a transaction or operate their business so as to achieve certain tax 
related goals.  However, unless we are a part of the implementation process and review 
each step and all documents, there can be considerable risk that what gets executed will 
differ from what was recommended. 

 
• Changing facts—The manner in which a business operates changes over time based on 

the needs of its customers and the actions of operating management.  Unless tax 
personnel are monitoring the changes (preferably well before they occur), high tax risk 
may result.  Perhaps the most obvious example of this is transfer pricing on related party 
transactions.  Pricing established at one point in time may no longer be supportable as 
market conditions change.  A less well known, but very common example of “changing 
facts” in the international tax arena is where a company from one country (country A) 
has set up a representative office in another country (country B) to facilitate sales of 
products to country B customers.  Under the rules of country B, as long as the 
representative office limits its activities in a proscribed manner, then there will be no 
country B corporate income taxation on the company sales to country B customers.  As 
customer needs expand, assume that the representative office begins to provide 
technical support services in connection with the products sold to country B customers.  
Such an operational change may potentially cause the company to be taxable in country 
B not only on any income earned from the provision of technical services, but also on 
some or all of the gross profit earned on the sale of products to country B customers. 
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• Compliance risk—The day-in/day-out requirements of complying with tax return filings, 

estimated tax payments, withholding tax payments and filings, value added tax 
payments and filings, etc. requires significant management and control.  Where such is 
lax or where there is inadequate on-going communication between operating personnel 
and tax personnel, material risks can result.  These risks can be particularly acute in 
overseas locations where there are primarily operating personnel and few financial 
employees.  Typically, many multinational corporations will have no local tax personnel 
of their own and will rely solely on local professional lawyers and accountants for 
compliance and planning.  It can easily happen that such local professionals are not kept 
informed of business changes and other developments. 

 
• Reputation risk—Media knowledge, and therefore public knowledge, of tax disputes can 

occur in any country when tax issues are aired through court filings or other documents 
that are in the public domain.  The tax authorities in some countries, though, have made 
active use of the media to whom they will leak information on specific taxpayers whom 
they wish to pressure into agreement. 

 
Japan has been sufficiently well known for such pressure tactics that the US government 
has even been a defendant in a case charging that “the IRS knew or should have known 
that the NTA [the Japanese National Tax Administration] would not treat the information 
[the IRS had provided to the NTA] in accordance with the secrecy provisions of the 
Treaty”.  Specifically, “Plaintiffs claim that Defendant violated section 6103 by providing 
confidential tax information, whether false or true, to the NTA because the IRS knew or 
should have known that the NTA would leak the information.”  Following the 
transmission of information, stories appeared in the Japanese media regarding the 
examination and including some of the information provided.  See Aloe Vera of America 
Inc. v. United States et al. No. 10-17136 (submitted May 9, 2011), 2011 WTD 192-26 
and Aloe Vera of America Inc. v. United States et al. No. CV 99-1794 (Feb. 2, 2007), 
2007 WTD 27-22. 

 
• Financial statement risk—This category of risk includes two principal issues.  First, there 

is the potential for unexpected material income statement charges for increased taxes 
and penalties, the amounts of which affect earnings per share and share price.  Second, 
there may be penalties and significant public embarrassments from failing to achieve the 
documentation and internal control requirements of the Sarbanes-Oxley legislation in the 
US or of similar legislation that has been enacted in some other countries.  Self-
disclosure of deficiencies in a company’s control of its own tax accounts would be 
seriously embarrassing to both its management and the board. 

 
The above discussion focuses primarily on the risk that our clients face or that our employers 
face if we are working in an in-house position.  As individuals, though, we face risk both 
professionally and personally if we give wrong advice or if we are unable to effectively 
communicate our advice to our client or employer.  This risk of course extends as well to any 
law or accounting firm within which we work.  With this in mind, two practical points are worth 
briefly noting. 
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• A professional must apply intellectual honesty to determine what he knows and what he 

does not know.  In discussion with, or in any applicable written communication to, a 
client, a professional must make clear what he does not yet know but will, if appropriate, 
find out and get back to the client on. 

 
• The professional must identify the decision-maker and must assure that he has 

effectively communicated the benefits and risks of any matter to that decision-maker.  If 
there is not a letter or other written communication to the client that covers these, a 
professional must internally document the benefits and risks that he has verbally 
communicated to the client. 

 
The Ernst & Young “2011-2012 Tax Risk and Controversy Survey” provides some excellent 
closing thoughts to this Section B. 
 

Rarely have tax function leaders, tax administrators and tax policy-makers been in such 
agreement: a convergence of trends has created the ripest environment for tax 
controversy in years. Audits are more frequent and aggressive, and thus more costly to 
defend or litigate; assessments and penalties have now entered the realm of billions of 
dollars; and companies face unprecedented scrutiny and reporting of their tax affairs by 
advocacy groups and the news media, often hurting brand reputation and -- in the worst 
cases -- shareholder value, even when such coverage is unwarranted or inaccurate. 

 
Students are encouraged to look closer at this survey, which is included in the course website.  
It may also be found at: http://www.ey.com/GL/en/Services/Tax/2011-12-Tax-risk-and-
controversy-survey. 
 
C. Jurisdiction 
 
Jurisdiction is of course a very broad and technical subject.  However, for our purposes and 
from a very practical perspective, a country’s jurisdiction is merely the area within which it can 
effectively enforce its laws. 
 
Although not necessarily contemplated by drafters of tax law around the world, jurisdiction 
effectively governs the overall structure of tax laws worldwide.  The practical ability to enforce 
laws against a country’s residents and non-residents is integral and has been a major reason 
why countries worldwide over the past century have structured their tax laws along generally 
similar lines. 
 
While a number of countries have in recent years inserted some “territorial” aspects into their 
laws, most countries have taxed their residents, over whom they have full jurisdiction, on their 
“worldwide” income.  “Worldwide” and “territoriality” as bases of taxation and methods of 
eliminating double-taxation are covered later in this paper. 
 
As for the taxation of non-residents, including non-resident entities owned by residents, most 
countries apply the following: 
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• Direct Taxes versus Withholding Taxes 
 

Where a taxpayer established or resident in country A has sufficient connection and 
activity within country B (typically a place of business and regular business activity 
through employees or agents, often termed a “permanent establishment”), country B will 
usually attempt to directly tax the taxpayer’s profit (i.e., net income).  This reflects the 
fact that country B will have sufficient information in such cases to reasonably calculate 
the taxpayer’s profit (gross income less expenses).  It also reflects the fact that country B 
can readily enforce its tax laws directly on the taxpayer since the taxpayer (despite its 
establishment or residency in another country) will have a place of business within 
country B along with significant local assets and personnel. 
 
While country B’s domestic law and applicable tax treaties will most typically provide for 
taxation based on a taxpayer’s actual profit, some countries (most often developing 
countries) will apply “presumptive” taxation.  This means that a formula-based estimate 
of profit or a negotiated level of profit will be the basis for tax rather than an actual 
computation of profit.  See further discussion of this subject in Section M below in the 
section headed “Differences between branch and subsidiary taxation”. 
 
In the absence of a permanent establishment, country B will most typically not tax 
business income from the sale of goods or the performance of services.  In the words of 
the OECD Commentary, “until an enterprise of one State sets up a permanent 
establishment in another State, it should not be regarded as participating in the 
economic life of that State to such an extent that it comes within the taxing jurisdiction of 
that other State.”  (Paragraph 42.11 of the Commentary under Article 5 of the OECD 
Model Tax Convention.) 
 
While having a permanent establishment normally means that a non-resident maintains 
a place of business and regular business activity, some countries (most typically 
developing countries) will deem a permanent establishment to exist when a non-resident 
having no place of business of its own within the country sends personnel to perform 
services within the country’s borders.  This approach, which is reflected in some tax 
treaties, carries various administrative and compliance difficulties for both authorities and 
taxpayers.  (For background on this issue and certain 2008 changes to the Commentary 
on Article 5 of the OECD Model Tax Convention, see the OECD public discussion draft, 
“The Tax Treaty Treatment of Services: Proposed Commentary Changes”, dated 8 
December 2006 and Paragraphs 42.11ff of the OECD Commentary on Article 5 of the 
OECD Model Tax Convention.  See also Article 3 of the Protocol signed 21 September 
2007 amending the 1980 treaty between the US and Canada.  This Protocol has added 
to the treaty a “service permanent establishment” provision in Paragraph 9 of Article V.) 
 
Where a country A taxpayer has less contact with country B so that there is no 
permanent establishment, country B will generally attempt to enforce its tax laws through 
a withholding regime.  Country B therefore requires withholding of tax when a country B 
person pays income to the country A taxpayer.  The withholding tax is usually, but not 



23 

always, a percentage of the amount of gross income.  This reflects the facts that 
information on the expenses of the country A taxpayer is not readily available (making it 
difficult to calculate net income) and that it will likely be difficult for country B to legally 
force the non-resident taxpayer to make tax payments since that taxpayer will have few 
assets within the practical reach of the country B courts.  Because of this latter fact, 
country B imposes the withholding obligation on its own residents against whom 
enforcement is easy. 
 
Withholding tax is generally only imposed on certain types of payments, e.g. 
compensation, certain service fees, dividends, interest, royalties, and rents.  Business 
income from the purchase and sale of goods, and often from the performance of 
services as well, is typically not taxed in the absence of a permanent establishment.  
Note that import duties and import VAT will apply even if there is no taxation of the 
country A taxpayer’s business income.  Also, in most cases, these import duties and 
import VAT will be legal obligations of the country B customer rather than the country A 
seller, unless that latter party is the importer of the goods into country B.  Occasionally, 
countries will require withholding from the purchase price paid for land or other capital 
assets sold by an overseas taxpayer to a resident.  In the closely watched Vodafone 
case that was decided by the Indian Supreme Court in January 2012, the India tax 
authority’s attempt to apply withholding on a sale of shares between two non-residents 
was thwarted.  The Chinese authorities have also been aggressively pursuing some 
offshore sales. 

 
• Attack the Shareholders of Foreign Subsidiaries 

 
A number of countries have recognized that considerable business activities of their 
resident taxpayers are conducted through foreign subsidiaries of those resident 
taxpayers.  Because such subsidiaries are outside the jurisdiction of the country of the 
parent company, a number of countries have enacted “controlled foreign corporation” 
rules (often abbreviated as “CFC” and sometimes labeled “anti-tax-haven provisions”).  
These rules tax the parent (over which its country of residence does have jurisdiction) for 
the calculated profits from certain defined activities of the foreign subsidiaries even 
though the subsidiary has not paid any dividend to the parent company.  Usually, any 
such income that is taxed is treated in the same manner as an actual taxable dividend 
from the foreign subsidiary would be treated.  In Asia, for example, Australia, Japan, 
Korea and China have enacted CFC rules. 

 
At the beginning of this section, it was noted that drafters of tax law around the world did not 
necessary contemplate jurisdiction a great deal when tax laws were first being enacted.  
Regarding the US, it is interesting to note what Stanley Surrey said back in 1958 about the US 
not taxing the non-US source income of non-US corporations owned wholly or partly by US 
persons (e.g. foreign subsidiaries of US parents). 
 

These jurisdictional rules, in the United States and probably elsewhere, developed 
almost intuitively without any intensive consideration of the situation. In fact, the 
combination of initially low tax rates and the small volume of international activities 
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meant there was no situation to consider.  But the rules were there, and as rates and 
international activities increased, the rules formed the foundation of the tax structure in 
this area and shaped the consequent tax treatment.  [Stanley Surrey, “The United States 
Taxation of Foreign Income”, 1 J.L. & Econ. 72 (1958), as quoted by Jasper L. 
Cummings, Jr. in “Consolidating Foreign Affiliates”, 11 Fla. Tax. Rev. 116 (2011).] 

 
D. Sanctity of the separate legal entity 
 
Some countries attempt to apply “substance” rules that can, on occasion, ignore legal entity 
lines and contractual labels.  Some countries allow group loss relief or the consolidation of tax 
accounts of some related companies.  This can have the effect of ignoring to some extent the 
legal entity lines that separate the various company members in a group of related companies.  
Despite these “substance”, group relief, and consolidation rules, most analysis of taxation 
issues must be done on a taxpayer-by-taxpayer basis, which means for non-human taxpayers, 
a legal-entity-by-legal-entity basis.  Each company, partnership, trust, and individual must be 
separately considered and contracts must be carefully reviewed as to which individual or legal 
person is affected.  (Note that around the world there are some number of legal forms of 
organization that might not be legal-entities under local law, but which are treated as separate 
taxpayers under one or more countries’ tax laws.  The discussion in this section equally applies 
to such forms of organization.  See further discussion in Section J below.) 
 
As a brief example of this legal-entity-by-legal-entity analysis, assume a two-company group 
where one company manufactures a product and the second company sells it to customers.  
The first company (X) owns the manufacturing facility, buys the raw materials, and employs the 
production personnel.  The second company (Y) employs sales personnel, rents office and 
display space, and contracts with customers. 
 
Because X has produced the products with Y selling them, and in the absence of other 
information, it is natural to assume that X must have sold the manufactured products to Y.  If 
this is the case, then there must be appropriate documentation of this between the two 
companies, i.e. a sales contract, invoices, etc.  However, this is not the only possible contractual 
situation.  Assuming the jurisdiction in which the companies are located allows an agent to act 
on behalf of an undisclosed principal or provides for a commissionnaire arrangement 
(“commissionnaire” is described in Section M), Y could legally be making sales on behalf of and 
for the account of X.  In this case, there would need to be an appropriate agency or 
commissionnaire agreement between the two companies. 
 
The point of this brief example is that in analyzing the taxation of each of the two companies, it 
is necessary to look at each company separately and determine its character from all of its 
relationships with other parties.  For example, if products are being sold from X to Y, then Y is 
earning gross profit from its resale of the products to its customers.  On the other hand, if Y is 
acting as an agent or commissionnaire, then it is earning service income.  As will be seen later, 
the distinction of the type of income being earned can make significant differences in how such 
income is taxed in cross-border situations. 
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Another point of this example involves the timing of income recognition by X.  If products are 
being sold by X to Y, then that date of sale defines the point when X must recognize income.  
On the other hand, if Y is acting as an agent or commissionnaire, then the recognition of X’s 
sales income only occurs when sales are made to third parties, which will typically be at a later 
date. 
 
Within the US, large affiliated groups often operate through many domestic subsidiaries.  Due to 
consolidated reporting for both financial and federal tax purposes, such groups can on occasion 
be somewhat sloppy in their attention to documenting their internal corporate relationships and 
intra-group transactions.  It is particularly important that such groups, whether large or small, not 
act similarly when forming and operating subsidiaries, affiliates, or branches outside the US. 
 
It is appropriate at this point to briefly mention the US “check-the-box” rules, which are perhaps 
unique around the world.  If the student has not already done so, it is strongly suggested that he 
or she read, at a minimum, Treas. Reg. §§301.7701-2(a), -2(b)(1) - (8), -3(a), and -3(b)(1) – (2).  
These provisions will often allow an option regarding how a particular form of organization 
(whether established under US law, state law, or the law of some non-US jurisdiction) will be 
characterized for US federal income tax purposes. 
 
In brief, a form of organization that has more than one owner might be able to be characterized 
for US federal income tax purposes as either a corporation or as a partnership.  Being 
characterized as a corporation means that the organization will be treated for US federal income 
tax purposes as a separate taxpayer.  By contrast, being characterized as a partnership means 
that the organization is not itself subject to tax; rather, its owners are treated as partners and are 
subject to the partnership tax rules specified in Subchapter K of the US Internal Revenue Code. 
 
In contrast to an organization having two or more owners, where there is only one owner, the 
organization might be able to be characterized as either a corporation or a “disregarded entity”.  
In applying the US federal income tax rules the separate legal existence of the organization is 
ignored and its assets and activities are treated as being directly owned/conducted by the single 
owner. 
 
The particular point to make here in relation to this “sanctity of the separate legal entity” subject 
is a little about the sometimes non-intuitive situations that can arise when the US “check-the-
box” rules are applied to non-US entities.  Say that a US MNC forms a new subsidiary in China 
using the limited liability company form of organization available under the Chinese Companies 
Law and elects under Treas. Reg. §301.7701-3 to treat that new subsidiary as a disregarded 
entity for US tax purposes.  That election means that when the US MNC prepares its US 
corporate tax filings, it will “pretend” that there is no subsidiary in China and that it is operating 
through a branch in China.  As such, it will directly recognize as its own income and expenses 
the revenues and costs incurred by the entity in China.  It will also, for example, calculate 
depreciation expense as if it directly owned the subsidiary’s fixed assets. 
 
This “pretend” treatment is solely for US federal income tax reporting purposes.  As such, there 
still is a real separate legal entity owning assets and conducting business within China.  That 
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entity is respected for all Chinese legal and tax purposes as well as by any other relevant 
jurisdiction, including even the US for all purposes other than federal income taxation. 
 
How will the US and Chinese tax authorities each view this Chinese subsidiary from a transfer 
pricing perspective?  Say that the subsidiary sells to a related party in a third country that 
maintains income tax treaties with both China and the US.  Which treaty’s dispute resolution 
(competent authority) procedures will apply?  Or will both potentially apply?  Say that the 
subsidiary borrows money from a lender in a third country?  Will the US have any ability to 
require the US MNC make interest withholding tax payments.  The questions that can arise from 
this ignoring by the US of the separate legal entity status are endless. 
 
E. Consolidated financial statements vs. separate entity taxation 
 
Many multinational companies are publicly held with their share prices and market capitalization 
affected importantly by the level of their financial statement net after tax earnings.  As such, 
since the level of income tax expense under accounting rules directly affects net after tax 
earnings, public companies are normally interested in planning that will reduce their tax expense 
and increase their earnings.  Of even greater concern, though, are unexpected increases in 
their financial statement tax expense that decrease their earnings, and therefore their share 
price and market capitalization. 
 
An unexpectedly high effective tax rate on a consolidated financial statement can arise from 
having profits and losses in different group companies.  The profits and losses may offset on the 
consolidated financial statement income statement but, as discussed in the previous section, 
without some form of group tax loss relief or group tax consolidation, the separate company 
profits are subject fully to taxation with no benefit being realized for the losses in other group 
companies. 
 
A very simple example to illustrate: 
 

 
Parent Subsidiary 

1 
Subsidiary 

2 
Subsidiary 

3 
Financial 

Statement 

 
 

Country A 
 

Country B Country C Country C 
Consoli-
dation 

      
Financial Stmt Pre-
Tax Income/(Loss) 

 
$50 

 
($25) $100 ($25) $100 

      
Tax Rate 35% 25% 35% 35% N/A 
      
Tax Expense $17.5 $0 $35 $0 $52.5 
      
  After Tax Income     $47.5 
      
  Effective Tax Rate      52.5% 
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Note from the above example that there can be two situations where losses do not offset gains.  
First, as shown by the two subsidiaries in country C, the lack of local consolidation or other loss 
relief results in country C tax being calculated based on 100 and not based on the combined 
income of 75 earned within country C.  Second, the country B loss of $25 in Subsidiary 1 does 
not offset at all either the $50 of income in the Parent in country A or the $100 of income in 
Subsidiary 2 in country C. 
 
This first situation is not unusual.  Many countries do not maintain any domestic tax 
consolidation or other intra-group loss relief or intra-group contribution rules.  Under loss relief, a 
group member incurring a loss may surrender that loss to an other group member that reduces 
its taxable income by the amount of the loss.  Intra-group contribution rules achieve loss sharing 
by allowing one group member to make a tax deductible contribution to another group member, 
with that contribution being taxable income to the recipient. 
 
Operations in multi-corporate form within a single country must be structured, to the extent 
possible, to avoid such problems.  The single country situation occurs very often in multi-
national groups due a number of reasons.  One common reason is that autonomous divisions 
within a multi-national group often act without regard to what other divisions are doing in the 
same country.  As such, a separate company is often formed for each division’s activities.  
Multiple corporations can also arise from mergers or acquisitions where new host country 
entities are directly or indirectly acquired by a group already having one or more subsidiaries in 
a host country. 
 
The second situation described above is very common.  Home country tax consolidation or 
other such rules normally will not allow losses in overseas subsidiaries to offset profits of the 
group’s domestic members. 
 
Planning to overcome the detrimental effects of these two situations (i.e. the inability to offset for 
tax purposes profits and losses in different group members) is often an important focus of 
international tax planning. 
 
F. Universality of laws and legal concepts 
 
While the detailed rules vary, the basic structure and conceptual frameworks of virtually all 
countries’ taxation systems are the same.  The same may be said for many other areas of the 
law.  As such, it is possible for an international tax planner to intelligently review a transaction in 
any country.  If he is good at what he does, he is able to review and understand the facts of the 
business activities or transaction, identify issues, and then work with local taxation advisors for 
the particular country(ies) concerned to arrive at specific answers and recommendations.   
 
In the tax area, for example, there is an almost universal structure of direct taxation on non-
residents (individuals or corporations) that have a certain minimum level of contact with a 
country (usually termed a “permanent establishment”).  Where that minimum level of contact is 
not met, then a withholding tax regime applies.  (See comments under Jurisdiction above.) 
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More generally, many countries have, conceptually, very similar laws and legal structures in 
areas such as companies law, types of corporations and partnerships, competition law, contract 
rights, labor law, intellectual property law, etc. 
 
Though the basic structure and conceptual frameworks may be similar, cultural and other 
differences can significantly impact the interpretation and practical implementation of law in 
each country. It is particularly important for the international tax advisor to gain an 
understanding of these differences and to work closely with local professional advisors who 
know the local legal environment and practices.  See “The environment” in Section A above. 
 
G. Break up the whole into parts 
 
A particularly important technique of international tax planning is to break up a major transaction 
or business activity into its component parts.  By doing so, some parts may be taxed in some 
more favorable manner or perhaps not taxed at all in a particular jurisdiction. 
 
Engineering and construction project 
 
For example, assume a major engineering and construction “turnkey” contract for the design 
and construction of a major chemical processing facility.  The contractor is based in country A 
while the location of the project and the customer is in country B.  As explained in the example 
above under “Why is international taxation important”, without planning, country B’s taxing 
authorities will often attempt to tax the contractor’s entire net income from the contract at 
country B’s regular tax rate on net income.  With planning, the contractor’s activities on the 
contract and the net income there from are broken up among some number of separate legal 
entities.  Some of these entities will be taxed by country B while others may be taxed either only 
in country A or only in some third country.  Further, some income that is taxed in country B may 
be taxed at lower rates than the normal tax rate on net income. 
 
This engineering and construction project can be broken up into a number of identifiable 
activities including: 
 

• Onshore construction (“onshore” refers to activities occurring in country B while 
“offshore” refers to activities occurring in country A or in some third country other than 
country B), 

 
• Onshore construction supervision, 

 
• Onshore engineering and drafting (typically there will be both onshore and offshore 

components, but the bulk will often be offshore), 
 
• Offshore engineering and drafting, 
 
• Technology and other intangibles (generally provided from offshore), 
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• Financing (could be from onshore or offshore or both plus it may be possible to separate 
out certain financial advising and consulting functions that could be valued and treated 
separately from the financing itself), 

 
• Equipment procurement (often conducted offshore but there may be significant onshore 

procurement activities in some cases), and 
 
• Personnel procurement (often conducted offshore but there may be significant onshore 

procurement activities in some cases). 
 
Each different activity can be placed into one or more separate companies to allow for differing 
taxation (or no taxation) of the activity.  As a few examples: 
 

• Offshore services can be in a country A company that itself has no activities or place of 
business in country B.  Typically, such a company would earn income from its services 
free of country B tax. 

 
• The sale of offshore-sourced construction material and equipment can be made by a 

country A company with no activity or place of business in country B.  As long as the 
customer or another company acts as importer of record and takes title to the 
construction material and equipment at the country B border or before, the country A 
seller’s income from such sales is normally not taxable by country B. 

 
In addition to the issue of separating activities, it can also be possible to contract with a client in 
a manner that helps and facilitates tax planning.  Accordingly, in this example of an engineering 
and construction contract, instead of having only one contract with the customer that covers the 
entire project, it may be possible to break up the contract into two or more separate contracts.  
One contract might cover solely the onshore construction and certain other onshore activities.  
Another contract might pay for offshore services such as engineering and drafting.  A further 
contract might involve a purchase or license of intellectual property that might relate to some 
special nature of the project.  Finally, another contract might cover the purchase and importation 
by the customer of certain construction materials and equipment. 
 
An important issue in separating contracts is whether the customer will agree to a break-up of 
the single contract into multiple contracts.  Where a “turnkey” contract is intended by the parties, 
there may need to be certain completion guarantees or other contractual mechanisms to 
provide the customer with comfort equivalent to what it would have had had there been a simple 
“turnkey” contract.  Note that in a “turnkey” contract, the constructed facility is only taken over by 
the buyer when the facility is completed and working.  As such, a “turnkey” contract can be seen 
as being close, economically, to the purchase/sale of a piece of property.  On the other hand, 
the several broken up contracts are for services, for intangibles, for various components of the 
facility, and for the purchase of equipment.  While risk of this is normally low, planning of this 
nature can potentially be challenged by local tax authorities under anti-avoidance rules and 
“substance versus form” concepts if they believe that the several transactions should be re-
characterized and viewed as one combined arrangement for the application of tax law rather 
than as a number of separate contracts.  See discussion on this in Section Q below. 
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Manufacture and sale of products 
 
Where a group is manufacturing a product in one country and selling it into one or more other 
countries, the manufacturing function and the selling function may be separated into different 
legal entities.  Further, the selling function can be further separated through the use of a 
distributor, agent or commissionnaire while the manufacturing function can be separated by the 
use of contract manufacturers or tolling.  In either case, the company that acts as the distributor, 
agent, commissionnaire or the contract manufacturer or tolling party can be related (i.e. 
commonly owned or controlled). 
 
It is possible to place in different group companies differing functions and levels of risk so as to 
control which entities should economically earn relatively more or less profits.  For example, the 
company that will hold inventory will normally carry a risk of inventory obsolescence.  However, 
this risk could be contractually transferred to another related company.  Or, a company might 
sell directly to customers, but a different related company will carry the credit risk of the 
customers’ receivables.  Companies in a group that carry relatively more business or credit risk 
should normally earn a greater proportion of any aggregate profit earned by the related 
companies involved in the transactions.  This is basic to the “supply chain” planning that many 
multi-nationals are now using. 
 
H. Classes of income and source 
 
Why relevant 
 
Source is the location where income is treated as being earned.  Note that it is “gross income”, 
and not “net income”, that source rules focus on.  Where net income must be determined since 
net income is the base for a tax being imposed, different rules on expense allocation will apply 
to calculate that net income tax base. 
 
Source is important for a number of reasons. 
 

• Typically a country does not tax a non-resident individual or company unless that person 
has income sourced in that country.  (See Section K below regarding “residency and 
basis of taxation”.) 

 
• Source is typically used in foreign tax credit limitation calculations.  (See the foreign tax 

credit portion of Section L below regarding “elimination of double-taxation”.) 
 

• A number of countries have some form of territorial basis for taxing not only non-
residents but for taxing their residents as well.  For these countries, the source of income 
may be one factor that defines their residents’ tax base.  (See Section K below regarding 
“residency and basis of taxation”.) 
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Source conflicts 
 
Different criteria for determining the source of income apply to the various types of income.  As 
is perhaps understandable, countries are not uniform on which criterion is used for each type of 
income.  Thus, as shown below, there may be more than one possible criterion for a type of 
income.  To determine the source of any particular item of income, the domestic tax laws of the 
country concerned or the rule in the relevant tax treaty would have to be checked. 
 
With each country within its domestic tax law and each treaty having its own sourcing rule for a 
particular type of income, there is of course room for conflicts where a specific item of cross-
border income in the hands of a taxpayer is relevant to two or more countries.  Such conflicts 
can potentially create double-taxation or no taxation in either country. 
 
As a simple example of a source conflict, consider a company performing technical services 
within its country of residence for an overseas client.  Typically, such services would be taxed in 
the home country as domestic source income since the services are performed therein.  
However, the domestic law of the client’s country may potentially take one of several positions.  
On the one hand, the client country’s domestic law may source fees for technical services in the 
country where the services are performed…in which case there is no conflict on source between 
the two countries.  On the other hand, it may source the technical services fees based on the 
residency of the payer or, alternatively, classify the fees as royalty with the same result on 
source.  And because of this sourcing rule, the client country’s domestic law may impose a 
withholding tax on the gross income, which in the case of a technical service fee or royalty, is 
typically the total amount of the payment.  Where such a conflict arises, the home country would 
typically not provide any foreign tax credit relief or any territorial exemption since no foreign 
source income has been earned from its perspective.  This creates unrelieved double-taxation. 
 
Tax treaties will typically reflect two countries’ agreement on both (i) the definitions of some 
classes of income and (ii) the specific source rules applicable to each class.  For example, there 
will typically be treaty provisions defining the classes of dividends, interest and royalties and 
giving the source rules applicable to each. 
 
Say that a lender and a borrower from countries A and B, respectively, provide in their loan 
agreement that under certain circumstances the total interest paid will include 10% of the 
borrower’s profits.  A tax treaty between A and B will typically provide definitions of dividends 
and interest so that both countries will treat this equity component of the interest calculation in 
the same manner. 
 
Identifying what payments are royalties as opposed to business profits or capital gain has been 
particularly challenging given the advances over the past few decades in technology along with 
the expanding types of business transactions applicable to intellectual property.  Recent 
developments reflecting the changing environment include the 2008 amendments to the OECD 
Commentary on Article 12 of the OECD Model Tax Convention.  See the OECD Commentary 
under Article 12 as well as the OECD public discussion draft “Draft Contents of the 2008 Update 
to the Model Tax Convention”, 21 April 2008, pages 11ff. 
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Despite the much needed agreement and clarifications that tax treaties provide, since they are 
normally broadly written and leave many details to be determined under the domestic law of 
each country, there can still be conflicts in how these domestic laws treat various items or 
allocate expenses against various classes of income.  Such conflicts can result in double-
taxation or no taxation on particular items of income.  Examples of this include: 
 

• Treatment of interest on a loan made by a partner to a partnership.  One country may 
treat such interest as actual interest and apply the treaty’s interest sourcing rules while 
the other country treats it as a special allocation of partnership income and therefore 
sources the amount based on the character of the income earned by the partnership 
(e.g. business income) and the treaty sourcing rules applicable thereto. 

 
• Treatment of payments made under a “purchase” that is contractually structured as a 

lease.  Countries have varying approaches to the treatment of economically purchased 
assets that are documented as leases.  As such, one country may treat the transaction 
as a true lease while the other treats it as a sale and purchase.  As a result of the 
difference, one country may treat the full amount of each lease payment as rental while 
the other country treats only a small portion of each payment as interest, the remainder 
being the payment of the purchase price.  Not only can different sourcing arise from this 
varying treatment, but significant timing and taxability differences can arise as well.  For 
example, if the country of the lessee treats the transaction as a purchase and the seller 
maintains a permanent establishment in that country, then the full gross profit on sale 
may be taxable in that country upon the signing of the lease contract and/or delivery of 
the asset with only the interest element being recognized over the following lease term.  
If the country of residence of the lessor taxes the lessor on a worldwide basis and treats 
the transaction as a true lease, then likely the lessor’s entire income will be recognized 
ratably over the lease term.  Such a situation can create significant unused foreign tax 
credits for the lessor when his country of residence does not allow flexible carryback and 
carryforward of unused credits. 

 
While the above paragraph was written from the perspective of potential for double-
taxation and unused foreign tax credits, a very significant financial industry has 
developed over the past thirty or forty years that has focused on cross-border leasing 
(often leveraged) that has specifically utilized such varying treatments as the basis for 
tax advantages.  The result has been an above-market return for passive investors 
acting as the lessors and an effective low cost of financing for asset purchasers such as 
airlines purchasing new aircraft, film companies producing movies, and other big-ticket 
purchasers.  As a specific example of such structured leasing, for many years Japanese 
investors financed many Australian and American aircraft as well as American film 
productions. 
 
In vary brief terms, the way this works is as follows.  The country of the lessor treats the 
lease contract as a true lease.  As such, the lessor retains the asset on its balance sheet 
and claims annual depreciation charges, which may in some countries be computed on 
an accelerated basis.  Further, the lessor’s rental income is recognized over the term of 
the lease.  The net result of this treatment is that a lessor may have losses in the early 



33 

years (depreciation in excess of rental income) and income in later years (rental income 
in excess of depreciation).  Where the lessor can utilize the early years’ losses against 
income from other sources, then there is a time-value-of-money benefit. 
 
While this goes on in the country of the lessor, the country of the lessee characterizes 
the lease contract for tax purposes as a sale and purchase agreement with deferred 
payments.  As such, the lessee places the asset on its balance sheet and claims 
depreciation, as above, often on an accelerated basis.  The “rental payments” made by 
the lessee to the lessor are broken into two components:  (i) payment of purchase price, 
and (ii) interest on deferred purchase price payments.  With the lessor not maintaining 
any permanent establishment in the lessee country, there will typically be no taxation on 
any gross profit from the “sale” of the leased property and only interest withholding tax 
on just the interest component portion of the lease payments. 

 
• Definition of real property.  Treaties typically include an article specifying that real 

property may be taxed by the country in which the real property is situated.  As 
definitions of real property differ amongst countries, conflicts can potentially arise where, 
for example, an item is deemed real property by the country in which the property is 
physically situated but is deemed personal property in the country of residence of the 
taxpayer owning the property. 

 
• Apportionment of expenses against income of a permanent establishment.  The host 

country of a permanent establishment and the country of residence of the taxpayer may 
each have different domestic law rules on allocating expenses against the income of the 
permanent establishment.  Most typically, some degree of double-taxation can arise 
where the host country domestic law does not allow allocation of certain central office 
expenses (e.g. management salaries, home office occupancy costs, research and 
development costs, etc.) or the deduction of various indirect costs such as interest.  As a 
result, the taxable profit in the host country can be significantly higher than the taxable 
profit on the permanent establishment’s income as calculated by the country of 
residence.  For a country that exempts from taxation the income of foreign branches, the 
amount exempted will be less than the taxable profit in the host country.  For a country 
applying a foreign tax credit system (such as the US), the lower foreign source taxable 
income in the foreign tax credit limitation calculation can result in unused foreign tax 
credits.  (Note: In addition to the differences in the categories of expenses that can be 
allocated, the bases on which the allocations are to be made for each category may 
differ.  For example, one country might allocate certain expenses based on the sales 
generated by each branch while another country might allocate those same expenses 
based on the net assets of each branch.) 

 
Categories of income 
 
From several of the above examples it will be seen that source rules, by their nature, are 
applied to categories of income.  Specifically, the first three examples involved, respectively, 
interest on loan versus allocation of partnership business income, purchase price and interest 
payments versus lease payments, and income from real property versus personal property.  As 
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a result of this category nature, any specific item of income must first be placed into one of a 
limited number of defined categories before the source rules can be applied to it.  The domestic 
law of each country, of course, defines these categories, which can be modified in tax treaties.  
While most countries have followed a relatively fixed pattern of categories (see below bullet 
points), there can be some variation country-to-country.  And there can be variation in tax 
treaties as well. 
 
Note that in class discussion I will refer to these categories as “boxes”.  An item of gross income 
must be placed in only one of a limited number of boxes.  With few exceptions, it is not possible 
to split an item of gross income and place part in one box and the remainder in another.  This is 
a principal point to take away from this discussion. 
 
As a simple example of this point, a well-known issue within domestic US tax law is the 
characterization of a hybrid security as being alternatively debt or equity.  This is normally an all 
or nothing determination.  If the hybrid security is deemed to be debt, then payments under the 
instrument will be interest or principal repayment.  If deemed to be equity, then payments will be 
dividends, return of capital, or capital gain.  There is normally no ability to break up the security 
into its economic pieces and treat each piece separately.  
 
As indicated by this example, this “only one box” issue is not only a cross-border issue.  It’s also 
how domestic transactions must be analyzed when determining taxation.  And there can be 
plenty of differences of opinion between taxpayers and tax authorities regarding the category in 
which a particular item of income falls. 
 
For any student who likes computer games and wants to scan a somewhat ad nauseum 
discussion of the possible classifications of income earned from virtual currency, see “Virtual 
Currency in Virtual Economies: Income Characterization Issues for Social Media Companies” by 
James Carr, Jason Hoerner, and Carlos Kaplan, 2011 WTD 224-18, 21 November 2011.  
 
Typical categories of income and bases for identifying source 
 
To illustrate the diversity of source criteria that exist, a listing of typical categories (“boxes”) of 
gross income and common source criteria for each follows: 
 

• Gross profit from sales of tangible products in the ordinary course of a trade or business 
 

- The location where the business is carried on, usually through an office or other fixed 
place of business 

 
- The location of the product when the title of ownership passes from the seller to the 

buyer 
 
- The location of order acceptance 

 
- The location where the sales contract is signed 
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- The location where various functions important to the selling process take place such 
as negotiations, holding of inventory, signing of contract, etc. 

 
• Capital gain (usually defined as gain from the sale of real estate, securities, intangible 

property, or any asset other than inventory sold in the regular course of business) 
 

- The location of the real property where such is the subject of the sale 
 

- The country of residence of the seller 
 

- The country of registration of the securities being sold 
 

- The location of the property being sold 
 

- The location of the business where business assets (including goodwill) are sold 
 

- The location of effective management where ships or aircraft are sold 
 

- The location where rights are exercisable or used where certain intangible assets are 
sold 

 
- The location where various functions important to the selling process take place such 

as negotiations, signing of contract, etc. 
 
• Services 
 

- The location where the services are performed 
 
- The residence of the payer (particularly in the case of technical service fees) 

 
- The location of the business performing the services 

 
• Employment 
 

- The location where the employment services are performed 
 
- The residence of the payer (usually the employer) 

 
- The residence of the employee 

 
- The location where employment compensation is received 

 
• Royalty and rental 
 

- The location where the property being licensed or rented is used (always this location 
if the property being rented is real estate)  (Note that location of use is not always 
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clear for personal property.  Different countries may take varying positions particularly 
for software transactions.  For example a computer manufacturer (OEM) pays 
royalties for the right to commercially exploit (copy, install and sell) an operating 
system by installing the system on the manufactured computers and then selling 
them.  Is this intangible personal property used where the software is installed, where 
the OEM is based, or elsewhere, such as where the computer holding the operating 
system is sold or later used by a buyer?) 

 
- The residence of the payer of the royalty or rental 

 
- The residence of the recipient of the royalty or rental, especially if that person is 

carrying on a business of providing such property from that residence 
 

- The location of the business that is earning royalties or rentals in its regular course of 
business (e.g. a branch office outside the country of residence) 

 
- The location where intangible rights were created (e.g. where invented) or are 

registered 
 
• Interest 
 

- The location of use of the loan principal 
 

- The location where the interest cost is borne (e.g. a branch office outside the country 
of residence of the debtor) 

 
- The residence of the payer of the interest 

 
- The location where the funds are provided by the creditor to the debtor 

 
- The location where the loan contract is executed 

 
• Dividends 

 
- The residence of the company paying the dividend (typically the country of 

incorporation or the location where management and control is exercised—note that a 
company can have dual residency causing more than one country to claim that 
dividends paid are sourced therein) 

 
- Occasionally the location where the company paying the dividend conducts the 

majority of its business and earns its income out of which the dividends are later paid 
 

• Other gains including financial instrument gains, foreign exchange gains and hedging 
gains 

 
- The country of residence of the seller or alienator 
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- The country of the permanent establishment to which the financial instrument, foreign 

exchange or hedging transaction relates 
 

- The country of the market through which the gain is realized 
 

- The location where various functions important to the selling process take place such 
as negotiations, signing of contract, etc. 

 
- The location of the currency where foreign exchange is sold 

 
- The location of the business assets against which a hedge has been placed 

 
I. Timing of recognition of income and deductions 
 
Why timing is important 
 
As you know from domestic US tax planning, taxpayers typically attempt to defer the receipt of 
income and accelerate the recognition of expenses.  This is normally desirable simply due to the 
time value of money.  The present value of a dollar of tax paid later is less than the present 
value of a dollar of tax paid today.  In the international context where some countries may have 
significant rates of domestic currency inflation, the deferral of any local currency denominated 
tax liability can reduce very significantly the present value of the tax to be paid. 
 
In the US where net operating losses may be carried forward for many years, there is normally 
little concern that a loss might expire unutilized.  Capital losses, with their five-year carryover 
period in the US for corporations, are more sensitive to potential expiration.  Other countries 
may have short carryover periods and often have no provision for loss carrybacks.  As a result, 
the timing of income and deductions may be of particular importance in the international context.  
Accordingly, if a taxpayer is in a loss position and there is a short carryover period for the 
losses, then the taxpayer has an incentive to accelerate income and defer deductions in order to 
maximize the use of the loss carryover. 
 
Some countries in their annual budget proposals will regularly raise or lower their tax rates 
depending on their economy’s needs.  Depending on the direction of change, either accelerating 
or deferring taxable income may be appropriate. 
 
Cash vs. accrual methods of accounting 
 
Under the cash method of accounting, income and expenses are recognized when cash is 
received or paid.  Some countries have a “constructive receipt” concept under which income, 
the receipt of which is delayed by an action of the income recipient, will be recognized at the 
earliest time that the income was actually available to the recipient.  Some number of countries 
apply the cash method of accounting to individual taxpayers. 
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Under the accrual method of accounting, income and expenses are generally recognized when 
there is a legal right to the income or a legal obligation to pay the expense.  Under most 
contractual arrangements, the legal right will only occur when the action (e.g. delivery of goods, 
performance of service, etc.) has been completed.  In some cases, this occurs on a ratable 
basis (e.g. rental, interest, etc.).  Most typically, the accrual method of accounting is required for 
legal entity taxpayers. 
 
As will be appreciated, where local tax law allows the use of the cash method of accounting, 
there will generally be greater freedom to plan the timing of income and deductions.  However, 
even in the event of an accrual-based system, there may be an ability to affect the timing of an 
income or expense item by amending the contract to provide for altered terms (i.e., to change 
the facts to which the applicable law will be applied).  As a simple example, assume that a 
taxpayer wants to defer income from the performance of certain services that involve the 
preparation of a written report at the completion of the work.  Assume further that the normal 
approach for pricing the work is a per hour charge.  If the two parties are willing to agree a flat 
fee for the anticipated work instead of a per hour charge, then the contract could be amended to 
provide for that flat charge with it becoming payable only upon completion and delivery of the 
report.  In this way, under many countries’ systems, the accrual of the charges that would be on 
a ratable basis as hours are worked under the hourly fee approach will be changed to an 
accrual only upon completion and delivery of the written report.  This will have the effect of 
deferring the service income until the completion date.  Needless to say, the reason why this 
becomes the correct result is that the parties have in fact changed the economics of their 
agreement.  (Note that such planning through the change of contractual terms between two or 
more parties is extremely easy when the parties are related.  When unrelated parties are 
involved, such planning is still possible, but will require arm’s length negotiations between the 
parties.) 
 
Accrual income recognition 
 
The terms of a sale transaction (in particular, the point in time where ownership passes from the 
seller to the buyer) can determine the timing of income recognition.  Sometimes, such terms are 
controllable.  For example, in a sale transaction, the title may transfer from the seller to the 
buyer at the point of origin (e.g. when the products are delivered to a common carrier), the point 
of destination (i.e., upon delivery at the location of the buyer), or at some point in between (e.g. 
when the products “cross the ship’s rail”).  It can also occur at some later time such as upon 
installation of an item of equipment and a demonstration that the equipment is in working order.  
(Note that while the intent of a change in contract terms may be to accomplish a tax objective, 
that change may also affect other matters.  Thus, for example, a change in the time of title 
transfer may also affect the date on which the buyer must begin insuring the purchase and 
which party is legally responsible for the transportation.) 
 
Many countries have long-term contract methods that apply to income from major transactions 
that last in excess of one year.  Such rules sometimes require either pro-rata profit recognition 
over the period of the contract or full recognition of profit upon completion of the project. 
 
Income from services typically is recognized when the services are performed. 
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Royalties and rentals are typically recognized as income over the period of use of the property. 
 
Interest typically accrues and is recognized for tax purposes ratably over the accrual period.  
Note that countries may or may not have rules that treat original issue discount in the same 
manner as interest. 
 
Exchange gains and losses and income from financial derivatives such as swaps and options 
most typically are recognized for tax purposes when there is a realization event or the 
transaction otherwise closes.  Some countries, though, allow or require that such gains and 
losses be recognized on a mark-to-market basis.  See Section V for further information on 
exchange gains and losses. 
 
Translation gains and losses arising from the translation of financial statements from one 
currency to another may be recognized in each period for which a translation is made or they 
may be recognized in some other manner such as being deferred until some future event, such 
as the closing of the branch giving rise to the translation.  See Section V for further information 
on translation gains and losses. 
 
Accrual expense recognition 
 
Expenses for services, royalties, rents, etc. are typically recognized as the item is provided and 
there is a legal obligation to pay an amount that can be reasonably estimated. 
 
Depreciation and amortization of assets that fall in value over time is typically allowed.  The 
period over which such assets are depreciated or amortized varies considerably by country.  In 
some countries, purchased goodwill is deductible neither immediately nor over its useful life.  
Further, some countries do not allow any depreciation of the cost of non-industrial buildings. 
 
J. Forms of organization 
 
Types of organizations 
 
From a broad perspective, it is important to be aware of five basic forms of organization: 
 

• Corporation, 
 
• Partnership, 
 
• Limited Partnership, 
 
• Limited Liability Company, and 
 
• Variable Interest Entity 
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While all five of these are “entities” in a legal sense, as explained further below, the variable 
interest entity (VIE) is not a specially defined entity under local law.  Rather, it can be any one of 
the other four types, which are normally defined under local law (e.g. companies law, 
partnership law, LLC law, etc.). 
 
In addition to these five forms, trust vehicles are occasionally used for business or investment. 
 
Throughout the world, there is a wide variety of names and iterations of these types of vehicles.  
Further, under the laws of the various countries, these forms of organization and their owners 
are treated in varying ways.  For example, a partnership (general or limited) may be treated 
under taxation law as a taxable entity separate from its partners or it may be treated as a 
transparent entity with the partners being treated as the owners of their proportionate shares of 
the partnerships activities and assets.  It must be well kept in mind that “form of organization” 
and “taxpayer” are not synonymous terms. 
 
It should also be understood that the treatment of a particular form of organization for tax 
purposes is not “universal”.  For example, say that a partnership organized under country A law 
is conducting business in country B through an office.  Country A might treat the partnership as 
transparent and treat the partners as the applicable taxpayers.  Country B, on the other hand, 
might treat the partnership as a taxpayer, separate from its partners, and tax the partnership 
rather than its partners.  Such inconsistencies must be carefully analyzed to understand their 
consequences.  Also, tax treaties do not typically resolve such inconsistencies in treatment. 
 
In the approximate fifteen years since the US instituted its “check-the-box” rules, which were 
partly in response to the proliferating use of LLCs, this situation of two countries each treating a 
form of organization in a differing manner has become very common.  As such, situations will 
often be encountered in practice where an LLC or private company, which is formed by a US 
taxpayer either in the US or in some other country, is treated under US rules as transparent 
while the other country treats the entity as a taxpayer separate from its owners. 
 
Comparison of corporation and partnership: 
 
Corporation                                                          Partnership 
- Typically used by larger businesses - Typically used by smaller businesses 
- More complexity in formation and 

continued existence 
- Typically simpler to form and legally 

maintain 
- Incorporated and given legal personality - Often formed solely by P/S Agreement with 

no legal personality under governing law 
- Governance (Shareholders, Board of 

Directors, Management) 
- Managed by partners 

- Less flexible form - More flexible form (can have partners with 
differing capital and income interests) 

- Limited liability of shareholders - Unlimited liability of partners 
- Free transferability of shares - No free transferability of ownership interest 

- Agreement of other partners needed to 
transfer ownership 
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Limited partnerships 
 
A limited partnership is a partnership that has both limited and unlimited partners.  Limited 
partners will generally only be obligated to pay in their agreed capital contribution. 
 
Limited partnerships have often been used in oil and gas, real estate, and other investments 
where certain principals who have organized the investment have unlimited liability while the 
non-active/passive investors’ liability is limited to their agreed contributions.  As is true generally 
for partnerships, there is considerable flexibility in the limited partnership form to apportion the 
income and loss in any way that makes economic sense to the partners. 
 
An increasing number of countries have a “limited liability partnership” format.  This is often not 
a true limited partnership but rather is focused for use by professionals (doctors, attorneys, 
accountants, engineers, etc.) who must practice in a general partnership format but where local 
law allows them some limited liability protection from the mal-practice of their partner 
colleagues.  An example of this is the “special general partnership” found within the Chinese 
Partnership Law. 
 
Limited liability companies 
 
A limited liability company (LLC) is a hybrid of a corporation and a partnership.  Its typical 
characteristics are: 
 

• Fixed by agreement 
 
• No shares; rather members hold units in the LLC 
 
• Units not freely transferable 
 
• Limited liability of all members; only their contribution or the amount of their agreed 

obligation to contribute is at risk 
 
• Flexible governance structure that could resemble a corporation or partnership 

 
We are seeing LLCs more often in international taxation due to several factors.  First, an LLC is 
a limited liability vehicle that allows greater flexibility to structure ownership and income sharing 
interests in comparison to a normal corporation.  Second, for US investors, there are favorable 
US tax rules that generally allow an LLC to be treated either as a corporation or as a partnership 
for US tax computational purposes.  This US treatment includes both an LLC formed under the 
law of one of the US states as well as LLCs and certain similar entities formed under the laws of 
other countries. 
 
Note in particular that when analyzing the possible use of any LLC that will be treated as 
transparent in its country of establishment that it is necessary to include a careful review of the 
manner in which any host or source country will view the LLC.  In some situations, it is possible 
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that tax treaty benefits can be lost due to the LLC not being considered a tax resident in its 
country of establishment.  Even where a country does allow the owners of the LLC treaty 
benefits, there can be practical concerns about applying for and sustaining treaty benefits. 
 
Variable interest entities 
 
A VIE is an investment structure wherein the investor (or investors) exercise control and realize 
benefits of ownership and risk of loss through contractual means rather than solely through 
equity ownership.  This form of organization has been used extensively in foreign investment 
into China and other locations where local laws may restrict foreign ownership in certain 
sectors. 
 
As a simple example of a VIE structure, say that a US parent company (Parent) as part of its 
business does consulting work in the area of internet security.  Say further that it sees an 
opportunity for providing such consulting to a branch of the Chinese military, but local rules 
require that such consultation services may be obtained by the military only from a locally 
controlled Chinese company. 
 
In order to take advantage of this opportunity, a trusted employee of a wholly owned Chinese 
subsidiary (Sub) of the Parent forms a new Chinese company (VIE) that will contract directly 
with the Chinese military for the consulting services.  Since equity ownership is solely in the 
hands of the employee, the employee, the VIE, the Sub and the Parent enter into a series of 
contractual agreements under which the Parent’s group acquires all of the economic benefits of 
the VIE’s business and is obligated to provide financial support to the VIE.  The Parent’s group 
also controls the voting rights to the VIE through contractual agreements. 
 
While our interest is in recognizing VIE arrangements as a form of organization sometimes used 
in cross-border investment, there are many accounting rules and significant literature on the 
subject.  The principal focus of these accounting rules is on whether the activities of the VIE are 
to be consolidated in the financial statements of the group parent company.  Separate from 
these accounting rules are legal and tax issues such as: 
 

• Whether local laws are being violated through the use of the VIE structure; 
 
• Whether the VIE should be considered under local tax rules and home country tax rules 

as only a nominee or straw-man acting on behalf of the investor; 
 
• How controlled foreign corporation rules, transfer pricing rules, and other relevant home 

country rules might or might not apply; and 
 
• Whether there are ethical issues and reputation and other risks that the parent’s board of 

directors and management are adequately facing and evaluating. 
 
For those interested in the US Generally Accepted Accounting Principles applicable to VIEs, 
see ASC 810-10 in the Accounting Standards Codification, which can be found at www.fasb.org. 
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Joint ventures 
 
Two or more groups from the same or differing countries will, on occasion, decide to jointly 
pursue a new business or one-time project that will be conducted predominately outside the 
home country of one or both of the participants.  In such a case, it will be necessary to 
determine what form of organization will be used as well as in which country the chosen vehicle 
will be established. 
 
Especially where a new business is being pursued, the joint venture may develop an 
independent management that is not a mere extension of one of the venturing parties. 
 
The term “joint venture” is a general term that does not signify any one particular type of 
organization.  Typically, a joint venture will take one of three forms. 
 

• Corporation 
 

Ownership is based on share holdings with clearly set out governance provisions. 
 
• Partnership or LLC 

 
There is greater flexibility in sharing of profits and losses and in manner of governance. 

 
• Consortium  

 
Typically, rather than forming a corporation, partnership, LLC or other form of 
organization available under local law, the principals of a consortium will enter into 
contractual arrangements that set out how they will work together on some joint project.  
Normally, a consortium is not able to contract in its own name since there is legally no 
consortium entity.  There may be no sharing of profits and no joint and several liability 
toward third parties who contract directly with one or more of the parties.  The 
consortium agreements will set out how the parties will work together toward their 
common objective and how they will share common expenses.  Consortiums are 
sometimes used in large construction projects. 
 
Typically, a consortium will be ignored by the taxing authorities who will deal with each 
consortium member directly.  On occasion, a consortium will be treated as a partnership.  

 
Characterization of foreign entities 
 
It is of course very common that a taxpayer (individual or entity) that is a resident of one country 
owns an interest in an entity established under the laws of another country.  When determining 
that taxpayer’s home country tax obligation, it is necessary to determine the character of that 
entity as either a corporation or as a partnership (or as otherwise transparent such as 
“disregarded entity” status under the US “check-the-box” rules) under the home country tax law.  
If it is determined to be a corporation, then the taxpayer will typically only recognize income 
when dividends are paid (ignoring CFC legislation that might apply).  If a partnership or 
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otherwise transparent, then the taxpayer will often recognize his share of the income or loss 
from the entity’s activities, irrespective of whether distributions have been made. 
 
Most typically, the home country determination of how to characterize a foreign entity is not 
based on the local tax treatment in the country of formation.  Rather, as a first step, an 
examination must be made of the legal rights and obligations of the members of the entity under 
the applicable foreign law.  The results of that examination are then treated as “facts”.  Then, 
one examines those “facts” in light of home country law and determines how the legal rights and 
obligations of the members are similar to or different from those of shareholders and partners of 
home country corporations and partnerships. 
 
The US “check-the-box” approach under the Internal Revenue Code section 7701 regulations 
that effectively allow taxpayers their choice is perhaps unique. 
 
K. Residency and basis of taxation 
 
Introductory comments 
 
Most countries use the terms “resident” and “non-resident” to categorize all types of taxpayers 
including individuals, estates, limited liability companies, corporations, trusts, and other 
taxpayers including forms of organization such as partnerships that might not be separate legal 
entities under local law but which are treated as separate taxpayers under local taxation rules.  
Where a vehicle such as a partnership is not treated as a taxpayer within the country but 
instead is treated as being transparent, the residency of the vehicle is not normally relevant.  
Rather, the residency of the partners or other owners who are taxed on the income of the 
vehicle will be relevant. 
 
How residence is typically determined and the importance and significance of a taxpayer’s 
status as a resident or non-resident is covered in the sections below. 
 
Determining residency 
 
Various countries typically use the following residency tests, sometimes singly and sometimes 
in combination, to distinguish the residency of individuals, corporations and other taxpayers. 
 

• Individuals—The typical criteria used by most countries for determining whether an 
individual is a resident or a non-resident include: 

 
- 183 Day Test—An individual remaining within the country for 183 days or more in one 

year will typically be a resident.  This test may be applied on a calendar year basis or 
on the basis of any consecutive period of 365 days. 

 
- Qualitative Test—An individual whose business and family interests cause him or her 

to be most closely associated with that country (in contrast to any other country) will 
be a resident. 
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• Corporations and Other Non-Individual Taxpayers—The typical criteria used by most 
countries for determining whether a corporate or other entity is a resident or a non-
resident include: 

 
- Location of Formation—An entity formed in or established under the laws of a country 

will be a resident of that country. 
 

- Management and Control—An entity that is managed and controlled, often by the 
board of directors of the entity, within a country will be resident within that country.  
Sometimes, a country’s residency rules may look to the day-to-day operational control 
either instead of or in addition to the control exercised by the entity’s board of 
directors. 

 
While the above two criteria are what are most commonly found, other factors sometimes seen 
include: 
 

- Location of Head or Main Office 
 
- Location of Principal Activity(ies) 

 
- Nationality or Residency of Controlling Shareholders and/or Directors 

 
Since each country maintains its own residency rules within its domestic law, there will clearly 
be situations where the same individual or corporation finds himself or itself to be a resident of 
more than one country.  Such dual-residence may be affected where there is a tax treaty that 
applies to a particular taxpayer.  While treaties often do not alter each country’s domestic law 
definition of resident, they do typically provide “tiebreaker” provisions that will establish of which 
country a taxpayer is resident for purposes of applying the tax treaty.  See Section P and the 
“intermediary country” portion of Section O herein for further discussion of residency in a treaty 
context. 
 
Some countries will apply for certain individual tax purposes a concept of “domicile”.  An 
individual’s domicile will typically be the country to which the individual plans to return or to 
remain in for the long term with no intent to go elsewhere.  Domicile may be important for 
certain special taxation statuses or for certain taxation regimes such as estate, inheritance, or 
gift taxes.  The concept may also be applicable to determining property ownership under certain 
separate or community property laws. 
 
Importance of residency 
 
The residency of an individual, a corporation, or any other type of taxpayer typically affects the 
manner in which the person is subject to taxation.  The three areas where residency is most 
important are: 
 

• Basis of Taxation—What items of income are taxable to the person in his country of 
residence or in other countries from which he earns income 
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• Rate of Taxation 

 
• Applicability of Tax Treaties 

 
Basis of taxation 
 
Most countries apply differing bases of taxation to residents and non-residents.  Note that the 
following discussion under “Typical Bases of Taxation for Residents” introduces three terms: 
 

• Pure Worldwide Income Basis, 
 
• Hybrid-Territorial Income Basis, and 
 
• Pure Territorial Income Basis. 

 
These are not terms that are commonly used today.  Rather, you will typically see just the terms 
“Worldwide” and “Territorial” used.  These three new terms and the discussion of them are 
intended to give you a better understanding of what in fact exists. 
 
Recently, there has been a somewhat-heated dialogue in the US on how foreign income should 
be taxed.  I believe that the current general use in the media and by some professionals of just 
these simple “Worldwide” and “Territorial” terms has made it more difficult for participants in this 
dialogue to actually understand what they’re hearing or reading and know what they are talking 
or writing about. 
 

• Typical Bases of Taxation for Residents 
 
- Pure Worldwide Income Basis 

 
Some countries impose tax on the worldwide income of their residents (individuals, 
corporations, and other taxpayers).  (A few countries such as the United States 
require this for their citizens wherever they may actually reside in the world.)  
Residents of such countries typically file an income tax return that reports income 
earned both within the country of residence (domestic source income) and outside the 
country of residence (foreign source income). 
 
Since the foreign source income may have already been subjected to tax in the 
country of source, such countries typically provide their residents a foreign tax credit 
mechanism to alleviate the double-taxation that would otherwise occur.  Double-
taxation is taxation both by the country of source and the country of residence on the 
same income. 
 
While the foreign tax credit mechanism is most common, some countries only grant 
(or allow as an alternative) a deduction for foreign taxes against the taxable income of 
the resident taxpayer.  Note that a deduction against income, in contrast to the foreign 
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tax credit mechanism or the exemption approach mentioned below, only reduces the 
cost of double-taxation by the value of the deduction, i.e., normally the amount of the 
deduction multiplied by the marginal tax rate in the country of residence.  A deduction 
therefore cannot normally prevent double-taxation. 
 
The various approaches to eliminate double-taxation are discussed in more detail in 
Section L. 
 
The US and China are two examples of countries that apply a Pure Worldwide 
Income Basis. 
 

- Hybrid-Territorial Income Basis 
 
Some countries impose tax on their residents in ways that vary depending on the type 
of income: 
 
 Dividends from foreign corporations meeting certain criteria, gains from sales of 

shares of such foreign corporations, and sometimes income earned through a 
permanent establishment that the resident maintains in a foreign country 

 
“Hybrid-Territorial” countries will typically allow an exemption for all or almost all 
(e.g. 95%) of such income and gains.  With this exemption of any resident country 
taxation, there is no need for any foreign tax credit mechanism or a deduction for 
foreign taxes on such income.  (Some countries will apply, for example, the above 
mentioned 95% exemption rather than a 100% exemption in order to theoretically 
offset deductions of the resident dividend recipient that relate to exempt foreign 
income.  This is an administratively easy approach to protecting the domestic tax 
base of the country of residence.) 
 
The criteria that must be met for the exemption to apply to dividends or gains from 
a particular foreign corporation can typically include minimum percentages of 
ownership by the resident, the nature of the foreign corporation’s income and 
activities, and the level of taxation paid by that foreign corporation on its income.  
This exemption will sometimes be termed a “participation exemption”. 

 
 All domestic income and other foreign source income 

 
All such income will be subject to normal resident country taxation with a foreign 
tax credit or deduction mechanism provided to relieve double-taxation.  In major 
developed countries using this “hybrid” system, other foreign source income will 
typically include foreign source interest and royalty income. 

 
Germany, France, the UK, and Japan are examples of countries that apply a Hybrid-
Territorial Income Basis. 
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- Pure Territorial Income Basis 
 
Only domestic source income is subjected to tax.  Foreign source income goes tax-
free.  A few territorial basis countries have rules that impose a tax on foreign source 
income upon its remittance into the country of residence.  As long as such income 
remains outside the country of residence, it is not taxed. 
 
Singapore and Hong Kong are examples of jurisdictions that apply a Pure Territorial 
Income Basis. 

 
Note that the above three bases of taxation for resident taxpayers are typically imposed 
on a net income basis, i.e. the profits remaining after all expenses have been deducted 
from gross income. 
 
In addition to the above three geographical bases of taxation, countries generally apply 
some form of the classical or imputation systems of taxation to corporations and their 
shareholders. 

 
- Classical versus Imputation System of Taxation 

 
Under the classical system of taxation, which many countries employ, corporate 
profits are effectively taxed twice, one time at the corporate level on its taxable 
income and a second time at the shareholder level when the corporation’s profits are 
distributed.  The US has a traditional classical system, although recent changes to the 
taxation of dividends earned by individual shareholders have reduced the amount of 
double-taxation. 
 
In contrast to the classical system, the imputation system partially or wholly eliminates 
double-taxation of corporate profits.  One mechanism employed is that a part or all of 
the taxes that are paid at the corporate level are credited against the tax liability of the 
shareholders when they receive dividends.  Where a shareholder is an individual, he 
will typically add together the amount of dividend received and his share of the 
corporate level tax (his “imputation credit”).  The individual tax rate is then applied to 
this sum to calculate the total tax due.  The individual then reduces this total tax due 
by his imputation credit.  If the imputation credit is less than the total tax due, then the 
individual will pay the excess.  Where the imputation credit is more, then some 
countries allow a full refund to the individual. 
 
Where there is a chain of corporations so that earnings from one corporation are 
distributed to a corporate shareholder, various approaches are used to partially or 
fully prevent there being more than one corporate level tax. 
 
Generally, only residents may receive the benefit of an imputation credit.  As such, 
with respect to non-resident shareholders, most countries do effectively impose taxes 
both at the corporate level and the shareholder level.  A few countries allow non-
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residents some imputation credit benefit under tax treaties that they have executed 
with other countries. 

 
There’s one additional taxing format difference worth noting that is used by some 
number of countries. 

 
- Schedular System of Taxation 

 
In contrast to including all income and deductions into one pool that results in one 
taxable income number, the tax laws in some countries define some number of 
“schedules” into which various types of income and their related expenses fall.  
Examples of such types could include rents, interest, business income, etc.  Effects of 
this type of system include the ability to apply differing tax rates to different types of 
income and the limiting of a taxpayer’s ability to offset losses in one schedule from 
offsetting income in another schedule.  It can also allow differing taxation or 
exemption of domestic and foreign source income for each “schedule”. 

 
• Typical Bases of Taxation for Non-Residents 

 
- Source of Income Subject to Tax 
 

Normally, a country will only tax non-residents on their domestically sourced income 
earned in that country.  In some cases, though, where a non-resident conducts an 
international business from within a country, that country will include in the tax base of 
the non-resident its income sourced outside the country that is attributable to that 
business conducted within the country. 
 
As an example of this, say that a trading company established in country A sets up a 
trading branch in the US, from which its local employees arrange for international 
purchase and sale transactions where title to property sold passes outside the US 
and the property sold will be used, consumed or disposed of outside the US.  The US 
will tax the trading income from any such transaction if there is not an office or other 
fixed place of business of the company outside the US that materially participates in 
that transaction. 

 
- Nature of the Tax Base 
 

As explained in Section C above regarding jurisdiction, a country will typically tax a 
non-resident taxpayer on a net income basis if that taxpayer has a permanent 
establishment in the country.  On the other hand, where there is no permanent 
establishment or where certain types of income have been earned that are not 
attributable to the permanent establishment, then a flat rate on gross income will 
typically apply.  (Note that for sales of property such as real estate or securities, gross 
income typically means gross receipts less any cost of sale but before any deduction 
for expenses.  For income items like dividends, interest, and royalty, gross income will 
mean gross receipts since there is normally no cost of sales for such items of 
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income.)  Also, where there is no permanent establishment, the tax base will often 
exclude the non-resident’s normal business income such as the sale of inventory or 
the performance of services in the normal course of business, even if this income in 
sourced within the country. 
 
Some countries apply the “force of attraction” principle in defining the tax base and 
how it is taxed.  In brief, where a permanent establishment exists, such countries will 
require that all domestically sourced income be included in the income of the 
permanent establishment irrespective of whether that income was, in fact, attributable 
to the activities of the permanent establishment.  The US applies what is sometimes 
called a modified force of attraction rule that is found in Internal Revenue Code 
section 864(c)(3).  Generally, tax treaties will override such “force of attraction” rules. 

 
The rules regarding the determination of taxable net income or loss will of course vary by 
country. 
 

• Some countries, such as the US, have a very complex tax law that calculates all items of 
income and deduction separately in arriving at taxable income or loss.  These rules are 
almost fully independent of either internal management or financial accounting rules. 
China also follows this approach since the tax law and implementing rules, although 
relatively brief compared to the tax laws and rules of other countries, provide an 
independent calculation of taxable income that does not depend on Ministry of Finance 
financial statement accounting requirements. 

 
• Many other countries have tax laws that do not have a separate calculation of all income 

and deductions.  Rather, they start with either the change in net worth between the 
beginning and end-of-year balance sheets or the book net income or loss from the year’s 
income statement.  They then make some relatively limited adjustments to arrive at 
taxable income or loss.  Such adjustments might include special tax depreciation rules, 
disallowance of certain contingent liability reserves, incentive provisions such as 
research and development expenditure deductions, etc. 

 
The financial statements that are the basis for these taxable income computations are 
typically prepared under local accounting rules or some other statutorily defined 
approach, such as, for example, in Japan where Japanese Generally Accepted 
Accounting Principles (GAAP) are used.  Japanese GAAP is based on the Japanese 
Commercial Code accounting provisions as modified by Japanese SEC and Japanese 
Society of CPA rules as well as some tax accounting rules.  Increasingly, as countries 
around the world are adopting or modifying their local rules to align with International 
Financial Reporting Standards (IFRS, also referred to as International Accounting 
Standards), there will need to be adjustments by each country to account for changes to 
accounting results so that their tax base is not unintentionally changed.  This may add 
increased complication in some countries. 

 
An important point regarding this distinction of determining the tax base is how publicly listed 
companies in various countries approach tax planning.  Listed companies in the US and other 
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similarly situated countries that have a tax base totally divorced from financial statement 
treatment typically can take tax positions that affect the income and expenses shown on the tax 
return but which do not affect these items on the published financial statement results (i.e., no 
effect on pre-tax financial statement net income).  This gives such companies relative freedom 
in their tax planning.  On the other hand, the motivation to tax plan may be very different in 
countries where the tax base begins with the same accounting as is used for the published 
financial statements.  For example, if it is possible to apply an accounting method that defers 
income, then likely the financial statement pre-tax net income or loss will be similarly affected as 
well.  Company management may be less than excited by such tax planning that reduces 
reported earnings. 
 
Another related point involves the characterization of corporate distributions.  Again using the 
US as an example, the detailed tax law provides the concept of earnings and profits for 
determining when a distribution will be considered a dividend, return of capital, or capital gain to 
the recipient.  These rules are generally applied independently of the legal characterization of 
the payment under any applicable local corporate law or companies act.  For example, the local 
law in another country might allow a statutory reduction of capital so that a portion of the capital 
in a local corporation can be returned to one or more shareholders.  When a US shareholder 
receives his portion of such a capital reduction, he will determine the tax effect in the US of his 
receipt based on the relevant US rules (i.e., redemption provisions) and the level of earnings 
and profits within the local corporation as calculated under US tax rules.  For local tax purposes, 
the statutory reduction of capital would normally be recognized as such so that the distribution 
would likely be treated as a return of capital with no tax effect unless there is a reduction in the 
local law defined retained earnings, in which case that portion would likely be treated as a 
dividend distribution subject to withholding tax.  Generally, there is no earnings and profits 
concept in other countries, only accounting retained earnings. 
 
Rate of taxation 
 
A number of countries impose different rates of tax on resident and non-resident taxpayers.  
While this is by no means uniform, many countries apply graduated rates to their residents, 
whether individuals, corporations, or other types of taxpayers.  (Graduated rates—sometimes 
termed progressive rates—are tax rates that increase as the level of income rises.  An example 
of graduated rates is where the first 100,000 of income is taxable at 20% and the second 
100,000 is taxable at 25% with any amount over 200,000 being taxable at 30%.)  Such 
countries often impose on the permanent establishments of non-resident taxpayers the same 
graduated rates of tax, or alternatively the highest marginal rate imposed on residents without 
allowing the lower graduated rates.  On the other hand, such countries will typically impose tax 
at a lower flat rate on other types of income earned by a non-resident (e.g. salaries, interest, 
dividends, rentals, royalties, etc.). 
 
Note that a number of countries either do not tax capital gains or they tax them at a different 
rate than is applied to income on normal business transactions (typically termed either 
“ordinary” or “revenue” transactions).  Such rates may be similarly applied to residents and non-
residents, or there may be differences in the rates applied.  Some countries do not distinguish 
between capital transactions and revenue transactions such that all such gains and losses are 
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included in the tax base to which the normal tax rates are applied.  Both China and Japan apply 
this approach in calculating the corporate tax base.  
 
Applicability of tax treaties 
 
With just a few exceptions, tax treaties may only be applied to residents of one or both of the 
countries that are parties to the particular treaty.  A typical exception is that certain non-
discrimination rules may apply to nationals of a contracting state even though such individuals 
might not be resident in either country. 
 
Two examples will help explain this point about treaties normally only applying to taxpayers 
having resident status in one or both countries. 
 
As a first example, a US citizen living and working in the US earns interest income from a 
Japanese source.  This US citizen, as a resident of the US for purposes of applying the treaty, 
will be able to apply the US/Japan tax treaty to reduce its Japanese interest withholding tax. 
 
As a second example, a Hong Kong company operates through a branch in the US with that 
branch earning interest income sourced in Japan.  There is no tax treaty between Hong Kong 
and Japan.  Assume that the interest income is effectively connected income taxable in the US 
as income of the branch.  The question is whether or not the Hong Kong company will be able 
to apply the US/Japan tax treaty to achieve reduced Japanese withholding tax on the interest. 
 
In this case, since the Hong Kong company is not a resident of either the US or Japan, it may 
not benefit from the terms of the US/Japan tax treaty.  As such, the Japanese withholding tax 
imposed will be that that applies under the Japanese domestic law. 
 
This second example points to the fact that under normal circumstances, the mere presence of 
a corporation’s branch in a country will not make the corporation resident in that country.  
Looking back to the first example where the treaty does apply, note that the residency status of 
the payer of the interest is not important; only the fact that the interest is sourced in Japan is 
relevant.  Under the interest sourcing rules in the treaty, interest can potentially be sourced in 
Japan no matter whether the payer is a resident or a non-resident Japan. 
 
Ability to control residency 
 
An individual, corporation or other entity may sometimes through planning be able to control its 
resident or non-resident status with respect to a particular country.  This is possible because 
residency status is normally based on the actual facts surrounding a taxpayer.  While facts in 
the past cannot be changed, the future factual pattern can sometimes be controlled.  For 
example, if in a particular country an individual is only resident if he meets a 183 day test, then 
planned travel can allow a taxpayer to avoid meeting this test, thereby achieving non-residency.  
Where a particular country applies a management and control test to determine corporate 
residency, then it may be possible to arrange for certain of a corporation’s management 
functions to take place outside the country, thereby achieving non-resident status.  This sort of 
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planning to achieve the desired residency or non-residency status can be a powerful tool in 
international tax planning. 
 
L. Elimination of double-taxation 
 
Introductory comments 
 
Double-taxation means that income is somehow being taxed twice.  There are two commonly 
used terms to describe types of double-taxation. 
 
First, the term juridical double-taxation means that a taxpayer is being taxed by two jurisdictions 
on the same item of income.  A typical example of this is where a US individual, taxable on his 
worldwide income, has earned salary in another country from several months work in that other 
country.  The salary is taxed by the other country on a source basis and by the US on a 
residency basis.  Both countries are appropriately applying their domestic law.  Another typical 
example is where a corporation resident in one country maintains a branch in another country or 
has a source of income such as dividends, interest or royalties sourced in that other country.  
Both countries tax the relevant income under their respective domestic law. 
 
Second, the term economic double-taxation means that two different taxpayers are each being 
taxed on the same item of income.  For a typical example, assume that X and Y are members of 
a group and that X manufactures a product in country A, its country of residency, that is sold to 
Y for distribution in country B, which is Y’s country of residency.  Assume that the tax authorities 
in country A review the transfer pricing between X and Y and determine that X sold product to Y 
at artificially low prices.  As a result, the country A tax authorities make a transfer pricing 
adjustment that increases X’s taxable income. 
 
In the absence of any agreement by the country B tax authorities to reduce Y’s taxable income 
by the amount of the transfer pricing adjustment, the same income is being tax once by country 
A in the hands of X and a second time by country B in the hands of Y. 
 
In this section, we examine mechanisms that reduce or eliminate the effects of juridical double-
taxation.  As for economic double-taxation such as the above-mentioned transfer pricing 
adjustment, in the absence of a tax treaty, there may be no mechanism to relieve the double-
taxation aside from vigorously pursuing appropriate adjustments in each country through 
administrative and judicial channels.  Where there is a tax treaty, then the competent authority 
procedure found in most treaties can be used.  This procedure, which is set out in Article 25, 
“Mutual Agreement Procedure”, of the OECD Model Tax Convention, provides a mechanism 
under which a taxpayer can request that the competent authorities of the two relevant countries 
meet and work out an agreement that will eliminate the double-taxation.  While this mechanism 
can often be successful, there is normally no requirement that the competent authorities must 
agree on a resolution.  They may only agree to disagree, in which case, the double-taxation 
may not be relieved. 
 
As a general rule, countries that tax their residents (and, in some cases, non-residents as well) 
on income sourced in other countries will have some mechanism to prevent such taxpayers 
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from being taxed twice on the same income (juridical double-taxation).  The two typical 
approaches to preventing such juridical double-taxation are: 
 

• Foreign Income Exclusion 
 

• Foreign Tax Credit 
 
The principle of both approaches is that the country of source is given the first right to tax the 
income.  The other country (i.e., normally the country of residency of the taxpayer) either gives 
up its right to tax the income or reduces its taxation to the extent of tax imposed by the country 
of source. 
 
Both approaches can apply to individuals, corporations and non-corporate entities treated as 
taxpayers (i.e. usually partnerships or LLCs when they are not treated as flow-through vehicles). 
 
Some countries allow their taxpayers a deduction against foreign source income for any foreign 
taxes paid as an alternative to a credit or an exemption.  This, however, does not eliminate 
double-taxation because the benefit of such a deduction is, at most, only a reduction in resident 
country tax in the amount of the deduction multiplied by the marginal tax rate in the country of 
residence. 
 
Foreign income exclusion 
 
As covered in Section K above, some number of countries use a hybrid-territorial income basis 
in imposing tax on their resident corporate taxpayers.  Such countries typically use an income 
exclusion approach to implement this system. 
 
As an example of long duration, the Netherlands domestic law provides a “participation 
exemption” under which dividends received on shares in a qualifying participation as well as 
capital gains realized on the disposal of the shares will be free of Dutch taxation.  Dutch 
domestic law also has a mechanism (termed a proportional tax exemption) under which there is 
an exemption for tax that is attributable to income earned by a Dutch resident through a foreign 
permanent establishment. 
 
The net result of such types of foreign income exclusions is that tax is imposed only by the host 
country of the non-Dutch company (i.e., the qualifying participation) or permanent establishment 
as well as by any applicable country of source of the company’s or permanent establishment’s 
income.  The Netherlands does not tax such income.  Note that while there may be no company 
level tax in the Netherlands, there may be a dividend withholding tax imposed on the 
shareholder of the Dutch company when the Dutch company pays a dividend out of the 
excluded earnings. 
 
Note that countries that allow a foreign income exclusion normally do not allow that exclusion to 
apply to all foreign income.  Rather, some foreign income is included in the domestic tax base to 
which the domestic tax rates are applied.  For example, a hybrid-territorial income base country 
often includes in the taxable income base foreign sourced interest and royalties and sometimes 
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the income of foreign permanent establishments.  To the extent that such included foreign 
income has been subjected to tax by a source or host country, a foreign tax credit is allowed to 
prevent double-taxation.  See the section on the foreign tax credit mechanism immediately 
below. 
 
Foreign tax credit 
 
In general 
 
Countries that apply a worldwide taxation approach include both domestic and foreign income of 
their residents in the tax base and apply normal tax rates to calculate tax. And, as noted in the 
section immediately above, countries that apply the hybrid-territorial income base typically 
require that some categories of foreign income must be included in the tax base and are not 
covered by any foreign income exclusion.  In the absence of a foreign tax credit mechanism, 
there would be double-taxation. 
 
Under the foreign tax credit mechanism, the country of residence allows its taxpayers to reduce 
their domestic tax on foreign source income included in the domestic tax base by the amount of 
any foreign taxes incurred on such income.  Through this mechanism, the taxpayer typically 
bears on its foreign source income a total tax (residence country tax plus host/source country 
tax (i.e., the “foreign tax”)) that is equal to the higher of (i) the tax of the country of residence 
and (ii) the foreign tax. 
 
For example, say that a foreign tax has been applied at a 30% rate while the rate of the country 
of residence is 40%.  In such a case, the taxpayer’s total tax cost will be 40%.  He will pay 30% 
to the host/source country and 10% to the country of residence.  This 10% is the calculate tax at 
40% less the 30% foreign tax paid.  This reduction is called the “foreign tax credit”. 
 
If the rates in the two countries were reversed, then the taxpayer would still have a cost of 40%.  
However, 40% would be the foreign tax while zero would be paid to the country of residence. 
 
Note that the foreign taxes available for use as foreign tax credits must typically be taxes that 
are either based on or are measured by income.  Thus, taxes based on property values, payroll, 
gross receipts, etc. as well as value added taxes may not normally be used as foreign tax 
credits. 
 
Limitation on foreign tax credit 
 
The above example is a very simple case.  In “real life”, the calculation is rarely so simple.  
There can be differences between the two countries in their rules on the sourcing of income, the 
timing of income recognition, what direct expenses are deductible, and which indirect expenses 
are allocable against foreign source income and the basis on which they may be allocated.  
There can also be unexpected effects from the movement of exchange rates.  Finally, there may 
be more than one host/source country.  In a large multi-national company, there may be fifty or 
one hundred or more different host and source countries involved.  And, there may be both 
national and local income-based taxes in many countries. 
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In order to deal with these complex calculation issues and achieve other goals mentioned 
below, most countries have implemented in their foreign tax credit systems a foreign tax credit 
limitation mechanism that typically involves a formula that calculates the maximum amount of 
foreign tax credit that the country of residence will allow for foreign taxes.  This formula is: 
 
 Foreign Source Taxable Income 
     Maximum Credit = Resident Country Tax before Credit X ------------------------------------------- 
        Total Taxable Income 
 
An important purpose behind this formula is to protect the domestic tax base.  It accomplishes 
this by effectively limiting the credit for all foreign taxes to the average effective tax rate in the 
home country (Resident Country Tax before Credit / Total Taxable Income) as applied to the 
foreign source taxable income.  Thus, the amount of tax remaining payable to the home country 
can be no lower than this average effective tax rate as applied to domestic source income.  This 
is illustrated in example situations later in this section. 
 
This formula is generally applied on either an overall worldwide basis or a country-by-country 
basis.  For the former, the taxes from all host/source countries are combined in this one formula 
calculation.  This allows the averaging (or as sometimes called, the “cross-crediting”) of foreign 
taxes from high-tax countries and from low-tax countries.  Using the above example, there might 
be equal amounts of foreign source income from two source countries where one has a 50% tax 
rate and the other a 10% tax rate.  The average of 30% would then be the effective foreign tax 
rate. 
 
Where a country applies the latter approach (country-by-country), the formula is applied multiple 
times with only a single country’s (say country A’s) foreign source taxable income placed within 
the formula.  The resulting limitation is then compared to the country A tax liability and the lower 
of the formula limitation and the country A tax liability is the amount of foreign tax credit allowed. 
 
Foreign tax credit carrybacks and carryforwards 
 
Under this formula mechanism, it can of course happen that the total foreign taxes will exceed 
the limitation.  In such a case, some countries allow carryovers of the unused credits to some 
number of future years.  A few countries also allow a carryback of unused credits to certain 
earlier years.  For example, say that the limitation calculated under the formula for year 1 is 100 
but that the total foreign tax paid is 125.  There are 25 of unused credits.  If in year 2, the 
calculated limitation is 110 and the foreign taxes for that year are 100, then there is an ability to 
use 10 of the unused credit carryforward.  This allows the taxpayer to reduce his tax payable to 
the country of residence in year 2 by this additional 10.  The remaining unused credit of 15 is 
carried forward for possible use in year 3. 
 
Timing of recognition of foreign taxes 
 
One other aspect to be aware of is the timing of when foreign taxes are accounted for in the 
foreign tax credit calculation.  Often some income taxes related to a particular year (i.e., 
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imposed on that year’s income) will be paid to the relevant government within that year and 
some will be paid in the following year.  For example, say that a taxpayer has a permanent 
establishment in a particular host country and must file corporate income tax returns in that 
country.  Say further that the taxpayer must pay corporate estimated income taxes for calendar 
year 2 of 50 in May and another 50 in November of year 2.  At the time in April of year 3 when 
the corporate tax return is filed for year 2, the taxpayer must pay another 30 with respect to its 
income tax obligation for year 2.  In this case, the total tax applicable to year 2 is 130, but 100 
was paid in year 2 and 30 was paid in year 3.  In some countries of residence, an “accrual” 
basis is used and the full 130 is accounted for in the foreign tax credit calculation for year 2.  On 
the other hand, in some other countries of residence, a “cash” basis is used under which only 
100 (plus any year 1 tax paid in year 2) is used in year 2’s foreign tax credit calculation and the 
additional 30 may only be claimed in year 3. 
 
The indirect foreign tax credit 
 
In order to claim a foreign tax credit, the taxpayer must have directly paid foreign taxes.  With 
two exceptions, it is normally not possible to claim a credit for foreign taxes that have been 
legally imposed on or otherwise paid by another taxpayer.  The legal liability for the tax must 
rest with the taxpayer and not any other person.  The two exceptions are the “indirect foreign tax 
credit” and any situation where some other person who pays the tax is merely an agent or 
nominee acting on behalf of the taxpayer.  Any case where the taxpayer himself or his agent or 
nominee has paid the tax is referred to as a “direct foreign tax credit”.  (Note that in the typical 
case of a withholding tax on types of income such as dividends, interest, royalty, rentals, salary, 
etc., the recipient is legally the taxpayer although the recipient does not itself make payment to 
any government.  The payer of the income withholds the tax from the gross amount due to the 
recipient and pays that amount withheld to the government.  This person is not a nominee of the 
recipient and is often legally acting as a withholding agent of the government.  Despite this 
payment mechanism, these withheld taxes create “direct foreign tax credits” with respect to the 
recipient of the income.) 
 
The “indirect foreign tax credit” only arises when a taxpayer resident in one country (typically a 
corporation or a legal entity treated as a corporate taxpayer and hereinafter referred to as 
“shareholder”) owns shares in a corporation or legal entity treated as a corporate taxpayer 
resident in another country (herein referred to as “investee”).  Usually, most home countries 
require that the shareholder owns some minimum percentage of the investee before the 
shareholder may take advantage of the indirect foreign tax credit.  This minimum percentage is 
typically in a range of 10% to 25%.  The indirect foreign tax credit is also sometimes called the 
“deemed paid credit”.  With respect to the foreign tax credit computations of the shareholder, the 
country of the investee is the country of source. 
 
Some countries have “unilateral” indirect foreign tax credits.  This means that the rules allowing 
such tax credits are found in the domestic law of the country and apply generally to all residents 
of that country.  On the other hand, some countries have no “unilateral” rules, but rather allow 
such tax credits only where they have been agreed in tax treaties with other specific countries 
(“bilateral”).  In these latter cases, an indirect foreign tax credit would only be allowed for taxes 
paid to such other treaty countries.  In addition to allowing such tax credits where domestic law 



58 

might not otherwise allow them, tax treaties will sometimes also clarify the rules of calculation of 
indirect foreign tax credits and may also allow such credits to a larger class of taxpayer.  For an 
example of the latter point, maybe the domestic law of a country will provide that the indirect 
foreign tax credit is only allowed where the shareholder owns 25% or more of the shares of the 
investee.  In such a case, a tax treaty might reduce that percentage ownership requirement to 
10%. 
 
Contrast of direct foreign tax credit and indirect foreign tax credit 
 
The best way to describe the indirect foreign tax credit and to contrast it to a direct foreign tax 
credit is through an example.  As will be seen, a basic conceptual point is that the indirect 
foreign tax credit mechanism is meant to achieve for the shareholder’s taxation of its dividend 
income from the investee roughly the same economic result that that shareholder would have if 
it chose to do business in the source country through a branch (i.e. a permanent establishment) 
rather than through an investee (or subsidiary as would typically be the case where the 
shareholder wholly owns the investee).  Recall that if the shareholder had conducted its 
business in the source country through a permanent establishment, the shareholder would have 
a direct foreign tax credit for any source country tax paid and the indirect foreign tax credit 
mechanism would not be relevant. 
 
Many countries have adopted the indirect foreign tax credit mechanism into their domestic tax 
laws.  The principal intent is to provide their resident taxpayers with the ability to freely choose 
their form of organization for operations in other countries (e.g. branch or subsidiary) without 
having to consider the residence country tax rules. 
 
Let’s first do a very simple example without involving the foreign tax credit limitation formula to 
illustrate the point.  Then, below, we will assume a more complicated situation so that the 
manner of calculation including that of the limitation formula can be better understood. 
 
Assume first that X, a resident of country A, conducts business through a permanent 
establishment in country B.  X’s pre-tax earnings in country B are 100.  The respective tax rates 
are 40% in country A and 30% in country B.  Assume further that country B has a 10% branch 
profits remittance tax.  (For the subsequent comparison where X operates through a subsidiary 
(i.e., an investee) rather than through a permanent establishment, we will similarly assume that 
country B has a 10% dividend withholding tax.)  For simplicity, it is assumed that X has no 
income other than what it earns in country B. 
 
[See calculation on following page.] 
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Calculation of Country B Tax: 
 
 Country B earnings 100.0 
 Country B tax rate   30% 
 
    30.0 
 Country B 10% branch 
     profits remittance tax     7.0   (10% of 100 earnings less 30 tax) 
 
 Total country B tax   37.0 
 
Calculation of Country A Tax: 
 
 Total income 100.0 
 Country A tax rate   40% 
 
 Tax before credit   40.0 
 Direct foreign tax credit  (37.0) 
 
 Country A tax due     3.0 
 
Total Taxation: 
 
 Country A tax     3.0 
 Country B tax   37.0 
 
 Total tax   40.0 
 
 Combined effective tax rate   40% 
 
[Continue on following page.] 
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Now assume that X is a shareholder and has no permanent establishment in country B but 
instead operates in country B through its wholly owned subsidiary Y (an investee) and that all 
earnings of Y are immediately distributed by Y to X.  Assume all other facts to be the same. 
 
Calculation of Country B Taxes: 
 
 Country B earnings of Y 100.0 
 Country B tax rate   30% 
 
 Direct country B tax on Y   30.0 
  
 Country B 10% dividend 
     withholding tax on X     7.0   (10% of 70 dividend) 
 
 Total country B taxes   37.0 
 
Calculation of Country A Tax on X: 
 
 Dividend income   70.0 
 “Gross Up” for tax paid by Y   30.0 
 
 Country A taxable income 100.0 
 Country A tax rate   40% 
 
 Tax before credit   40.0 
 Direct and indirect foreign tax credit  (37.0) 
 
 Country A tax due     3.0 
 
Total Taxation: 
 
 Country A tax     3.0 
 Country B tax   37.0 
 
 Total tax   40.0 
 
 Combined effective tax rate   40% 
 
You will of course see from the above that the combined effective tax rate in both instances is 
40%.  Thus, the overall intent of the indirect foreign tax credit is achieved.  That intent, again, is 
to equate from the country of residence’s perspective the economic tax situation between 
operating through a branch (i.e., permanent establishment) and a subsidiary (i.e., investee) in a 
different country.  In this manner, X, whether in its capacity as a taxpayer operating directly in 
country B or as a shareholder owning an investee that conducts business in country B, 
ultimately bears an overall tax cost that is equal to the higher of the residence country (country 
A) and the source country (country B) tax rates.  The following table reflects the above and also 
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adds in a column showing the double-taxation that would result if there were no indirect foreign 
tax credit mechanism. 
 

   
X Owns Sub Y in 

Country B 

  
Branch of 

X 
No 

Indirect 
With 

Indirect 

  
in Country 

B 
Foreign 

Tax Credit 
Foreign 

Tax Credit 
     
A Revenue 1000 1000 1000 
B Expenses 900 900 900 
     
C Net Income 100 100 100 
     
 Country B Tax    

D    30% + 10% Profit Remittance Tax 37   
     
E    30%  30 30 
F    10% Dividend WH Tax  7 7 
     

G Country A Tax before FTC at 40%* 40 28 40 
     

H FTC Limitation 40 28 40 
     
I FTC Allowed 37 7 37 
     
J Country A Tax Payable G - I 3 21 3 
     
K Total Tax Obligation (D or (E+F)) + H) 40 58 40 
     
     

Assumptions:    
     
 --All Revenue and Expenses are in Country B   
 --In 1st case, Revenue and Expenses are directly earned/incurred by X 
 --In 2nd and 3rd cases, Revenue and Expenses are directly earned/incurred by Y 
 --X has no income or operations in Country A   
 --Y distributes its entire after tax income of 70 as a dividend to X  
 --Country B has a 30% tax rate.  It also imposes a 10% dividend WH Tax and 
       a 10% Profits Remittance Tax on the net income of branches  
 --Country A has a 40% tax rate    
     
* The tax base for column 3 is the sum of the 70 dividend plus the 30 "gross-up" 
 for the Country B tax paid by Y    
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More complex example 
 
Now for a more complex situation.  Say that a shareholder (again referred to as X) resident in 
country A owns 60% of the shares of an investee corporation (referred to as Y) that is a resident 
of country B.  Assume that the 40% shareholder of Y is a resident of country B and is not 
considered further in this example.  Say further that the tax rates of country A and country B are 
40% and 30%, respectively.  During the current year, Y has pre-tax net income of 100 to which 
the local 30% tax rate is applied.  Thus, there is 70 of retained earnings that may be distributed 
by Y to its shareholders as dividends.  Say that Y declares and pays a dividend of 40 out of the 
70.  After a 10% dividend withholding tax, X as the 60% shareholder will receive a net cash 
dividend of 21.6 (40 total dividend x 60% ownership interest less 10% dividend withholding tax 
of 2.4).  Note that the dividend withholding tax of 2.4 is a direct tax and is not affected by this 
indirect tax credit mechanism.  Thus, the “gross dividend” is 24. 
 
If there were no indirect foreign tax credit mechanism, then X’s tax computation at this point 
would be as follows: 
 
 Gross dividend 24.0 
 Country A tax rate 40% 
 
 Tax before credit   9.6 
 Direct foreign tax credit  (2.4) 
 
 Country A tax due   7.2 
 
Economically (as shown in the immediately following calculation), in this situation where the 
indirect foreign tax credit mechanism is not applied, the combined effective taxes on both Y and 
X on only the income related to the dividend is a very high 58%.  This 58% is calculated as 
follows: 
 
[Calculation on following page.] 
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 Tax on Y (portion applicable to X’s 60% ownership percentage and for Country B only) 
 
            Dividend to X 24 
     ----------------------------------  X Direct Tax on Y 30 = 10.3 
     Total after tax earnings 70 
 
 Tax on X (Country A and Country B) 
 
     Country B withholding tax on dividend     2.4 
 
     Country A direct tax on dividend      7.2 
 
 Total Combined Taxation    19.9 
 
  19.9 
 Effective Tax Rate ------- =   58.0% 
  34.3* 
 
 *Pre-tax income of Y related to dividend to X: 
 
            Dividend to X 24 
     ----------------------------------  X Y’s pretax income 100 = 34.3 
     Total after tax earnings 70 
 
The following will illustrate the indirect foreign tax credit in order to show its effect in reducing 
the effective tax rate from 58% down to the higher of the residence country and host/source 
country tax rates.  The initial computation calculates X’s taxable income in country A. 
 
 Gross dividend 24.0 
 Dividend “Gross-Up” 10.3** 
 
 Total Taxable Income 34.3 
 
  Dividend Received by X 24 
 **  Gross-Up Formula:  Gross-Up     = ----------------------------------------- X Tax Paid 30 
  Total After-Tax Earnings 70 
 
                                      Gross-Up     =        10.3 
 
The next step is the calculation of the tax based on country A’s tax rates. 
 
 Total Taxable Income 34.3 
 Country A tax rate 40.0% 
 
 Tax before foreign tax credit 13.7  
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The next computation is to determine the amount of available direct and indirect foreign tax 
credits that may offset the above country A tax amount. 
 
 Direct foreign tax credit   2.4 
 
 Indirect foreign tax credit 10.3*** 
 
 Total available tax credit 12.7 
 
 ***  The indirect foreign tax credit is the same as the calculated “gross up”. 
 
Finally, we determine the tax payable to country A. 
 
 Tax before foreign tax credit 13.7  
 
 Total available tax credit 12.7 
 
 Tax payable to country A   1.0 
 
The combined effective taxes on both Y and X on only the income related to the dividend is now 
limited to 40%, the higher of the tax rates of the two countries.  This effective rate is calculated 
as follows: 
 
 Tax on Y (portion applicable to X’s 60% ownership percentage and for Country B only) 
 
            Dividend to X 24 
     ----------------------------------  X Direct Tax on Y 30 = 10.3 
     Total after tax earnings 70 
 
 Tax on X (Country A and Country B) 
 
     Country B withholding tax on dividend     2.4 
 
     Country A direct tax on dividend      1.0 
 
 Total Combined Taxation    13.7 
 
  13.7 
 Effective Tax Rate ------- =   40% 
  34.3 
 
Similar to what was said at the conclusion of the more simple example above, in this more 
complex example as well, the indirect foreign tax credit has achieved an overall effective tax 
rate on the income distributed to X that is equal to the higher of the residence country (country 
A) and the host/source country (country B) tax rates. 
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M. Form of doing business in a country 
 
Forms of doing business—definitions and background 
 
While there is some variation around the world, a corporation or other investor from one country 
that is planning to conduct business within another country typically has a choice of the 
following alternatives: 
 

• No Direct Presence 
 
• Representative Office 
 
• Branch of Foreign Legal Entity  
 
• Corporation or Other Legal Entity Established under the Local Country’s Laws 
 

Often, especially where the importation and sale of a product is involved, sales may be made 
through a local distributor, agent, or commissionnaire in conjunction with one of these forms of 
doing business.  Consignment sales are also sometimes made internationally. 
 
In order to set the stage and provide the context for further discussion, we must say a few words 
about each of these forms as well as about distributors, agents, and commissionnaires.  For 
consistency, we will assume that corporation X from country A wants to conduct its business in 
country B.  If it does so through a subsidiary or an investment in some other type of entity, then 
we will refer to that subsidiary or entity as Y.  Where applicable, we will also refer to an X 
subsidiary or other type of entity in a third country (country C) as Z.  We will refer to an agent or 
commissionnaire as G and a distributor as D.  For simplicity in this discussion, we will assume 
that X owns 100% of Y and Z and will not be involved in any local joint venture.  In addition, 
although the discussion has been written assuming that G and D are not related to X, Y or Z, be 
aware that X could have business reasons for establishing its own agency, commissionnaire, or 
distributor operation in country B.  In such a case, the same business arrangements described 
in this Section M could involve related rather than unrelated parties. 
 

• No Direct Presence 
 
Depending on the business of X, it may be able to sell to or otherwise service customers 
in country B without opening its own office in country B.  For example, if X manufactures 
in country A a product that it wants to sell in country B, it could advertise the product in 
local advertising media and sell only when it receives an order at its headquarters in 
country A from a country B customer.  The products would be shipped directly to the 
customer and imported by the customer.  X could also send its sales and technical 
personnel on short trips to country B.  If X were in a service business such as consulting, 
it would likely do much of the service work in country A but would send its personnel 
when necessary to country B to gather information and present its findings to a country 
B customer. 
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X could appoint G as an agent or commissionnaire in country B to represent it.  
Typically, there would be an agreement between X as principal and G as agent or 
commissionnaire. 
 
X could enter into a distribution agreement with D. 
 
X could place one or more of its personnel on “secondment” with a local agent, 
commissionnaire, or distributor. 
 
The above paragraphs in this section focus on there being “no direct presence” in the 
country where the customer is located.  This “no direct presence” condition can also be 
applicable to countries where manufacturing or other processing or supplier activities will 
be conducted.  The typical approaches to achieving this are through contract 
manufacturing or tolling arrangements. 
 
• Generally, in contract manufacturing, one party contracts with another party that has 

certain manufacturing capabilities for the manufacture of goods to be produced to the 
first party’s specifications and that utilize intangibles (e.g. patents, know-how, 
trademarks, etc.) owned by that first party.  Typically the contract manufacturer will 
purchase raw materials from unrelated parties and will sell the finished goods to the 
first party.  Sometimes, though, the first party may supply to the contract 
manufacturer some or all of the raw materials or components.  It may also occur that 
the first party will purchase some or all of the raw materials and will pay the contract 
manufacturer a service fee for the processing, thus continuing to own the raw 
materials as they become work-in-process and later finished goods.  The first party 
will typically pay a price for the goods (or a service fee) that reflects a cost-plus or 
other service-based pricing method since the principal commercial risks (e.g. 
inventory obsolescence, finding customers, risk of manufactured products becoming 
obsolete, customer credit risk, etc.) are being borne by the first party with the 
contract manufacturer merely taking on a service role of producing to the first party’s 
specifications. 

 
• A tolling arrangement is economically similar to contract manufacturing, but usually 

the first party will own the raw materials, work in process and finished goods while 
the other company (the tolling party) processes them into products.  In addition, the 
first party will normally have imported the raw materials into the country of the tolling 
party.  The first party will pay a service fee to the tolling party and will not be 
“purchasing” the finished goods.  Some countries recognize tolling arrangements in 
their custom duty laws and allow raw materials to be imported, processed, and 
exported without the payment of (or by allowing a refund of) value added taxes, 
import and export duties and other related charges. 

 
Through contract manufacturing and tolling arrangements, a country A company may 
effectively conduct manufacturing, processing or other supplier activities in country B 
without creating a direct presence in country B. 
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• Representative Office 
 
X may want to have its own personnel present in country B.  However, X may want 
these X employees to limit the extent of their activities for various business, tax, and 
legal reasons.  These limited activities to be conducted might include market research 
and analysis, promotion of the company’s products, supervision of and liaison with 
agents, commissionnaires and distributors, unpaid technical support to distributors and 
other customers/users of the products sold, and other limited activities that fall short of 
concluding contracts with customers.  Such activities can also sometimes include 
product sourcing or buying functions when X opens an office locally for the purposes of 
sourcing products that X will purchase and resell to its customers outside of country B. 
 
A particularly important point to note in regard to the activities of a representative office 
is that the activities must be for the benefit of the company of which the representative 
office is a part.  The activities must not benefit some other legal entity.  Thus, for 
example, if X is manufacturing goods in its home country (country A) and has opened 
the representative office in country B for market research in relation to those 
manufactured products, then that is a proper use of a representative office.  However, if 
the goods are manufactured by company Z (whether related to X or not) and are to be 
sold by Z directly to customers in country B, then the same market research activities in 
country B by X will not typically be true representative office activities.  In such a case, X 
is performing income-producing services for Z since Z would have to pay X for these 
market research activities.  Such income producing services would normally cause a 
need to register a branch. 
 
This point that the representative office’s activities must be on behalf of the entity of 
which the representative office is a part is emphasized in the terms of most tax treaties.  
In particular, see paragraph 4 of Article 5 of the OECD Model Tax Convention.  The 
activities mentioned therein expressly must be for the “enterprise” that is conducting the 
activities. 
 
Similar to the “no direct presence” alternative above, X could have agreements with one 
or more agents, commissionnaires and distributors. 
 
A number of countries (i.e., country B) allow foreign country taxpayers like X to open 
offices that carry on only limited activities.  Typically, in such situations, the local 
country’s laws (companies act, corporate law, tax laws, etc.) and practices allow such 
companies to avoid both any local companies law reporting and income tax reporting.  
Such companies are treated as if they have no business activity and no locally sourced 
income.  Often, there are only employee withholding tax and relevant payroll tax filings 
required and no corporate income tax or value added tax filing requirements.  (See also 
“Issue 5.4 Commercial Representations” in section 5.d. of Part III, “Issues arising under 
Article 5 (Permanent establishment) of the Model Tax Convention”, of 2002 Reports 
Related to the OECD Model Tax Convention, No. 8, Organisation for Economic Co-
Operation and Development, 2003.) 
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Note that similar to the discussion below for a branch, a representative office is not a 
separate legal entity from the entity of which it is a part. 
 

• Branch of Foreign Legal Entity 
 
In the case of a branch of X in country B, this normally means that X has registered 
under the local companies act, corporate law, or other relevant legislation to allow it the 
right to conduct business in country B.  As such, X can conclude sales contracts locally, 
its personnel can perform income-producing services and invoice the customers or 
clients, X can be paid by customers locally, etc.  Typically, X through its country B 
branch can conduct any activity that would be lawful for a company locally formed under 
country B’s laws.  (There will on occasion be exceptions to this “typical” situation due to 
business licensing or other local country B requirements.) 
 
Typically, upon registration of a branch, the country B income tax authorities will require 
that all corporate income tax returns, VAT returns, etc. be filed.  As such, X will normally 
be fully taxable in country B on any income arising from activities conducted in country 
B, it will have VAT collection and filing obligations, etc.  X will also be subject to any 
branch profits remittance tax where there is one in country B.  As a branch, X will 
normally have employees in country B.  As such, it will have to make employee 
withholding tax and relevant payroll tax filings (e.g. unemployment insurance, required 
social insurance and retirement benefits, etc.). 
 
Similar to the other alternatives above, X could have agreements with one or more 
agents, commissionnaires and distributors in country B. 
 
A particular point to understand is that a branch of X (as well as a representative office) 
in country B is not a separate legal entity.  X is the taxpayer and has assets and 
activities in country B.  Country B has jurisdiction over these assets and activities.  While 
some countries will for some purposes attempt to treat a branch as if it were a separate 
legal entity, it is in fact not a separate legal entity.  As such, typically, X is liable for all 
obligations of the branch, the branch accounts are fully included in the accounts of X, 
any contract signed in the name of the branch will create rights and obligations for X, 
cash may be transferred between the home office and the branch without any tax effect, 
income and expenses may be received or paid either by the home office or the branch 
with there being no differing tax effect, etc. 
 

• Corporation or Other Legal Entity Established under the Local Country’s Laws 
 
X may choose for various business, legal, and tax reasons to form a corporation or other 
legal entity (Y) in country B.  Country B law will define the entities available and their 
respective characteristics.  Many countries provide for traditional corporations, the 
shares of which may be either publicly or privately held.  Often, there is also a corporate 
vehicle, often with a lower minimum capitalization level and simpler governance 
provisions, that may only be privately held.  Limited liability companies are also found as 
are partnerships.  Typically, limited liability companies will be treated as taxpayers under 
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local law.  While partnerships will usually be transparent for tax purposes, in some 
countries they are treated under the tax rules as taxpayers in much the same manner as 
corporations are treated. 
 
Reasons for X choosing to form Y rather than merely registering a branch of X include: 
 
 Desire for limited liability 

 
 Appearance in local environment of greater commitment from having a well 

capitalized locally formed subsidiary—this can be important to customers, 
prospective employees, creditors, etc. 

 
 Local licensing requirements (conducting certain businesses may require a license 

that will only be granted to locally formed entities) 
 

 Ability to qualify for local incentives (e.g. loans, training grants, special taxation 
regimes, etc. may only be applicable to locally formed entities) 

 
 Ability to purchase real property or other restricted assets (the purchase of real 

property, certain assets such as natural resources, shares of certain strategically 
important companies, etc. may only be allowed to locally formed entities) 

 
 Requirement in local law that operations be conducted in a locally established legal 

entity with local equity participation 
 

 Higher degree of comfort with intra-group transfer prices where, for example, goods 
are manufactured in country A and will be sold through a sales office in country B—in 
such cases, there is potentially a greater degree of comfort in transfer pricing 
supported by invoices and other relevant documentation between two legal entities 
(i.e. X and Y) in comparison with management decisions made internally within X on 
how much profit to attribute to a country B branch sales operation (see further 
comments below in “Differences between branch and subsidiary taxation”) 

 
 Assurance that country B tax is imposed only on income from targeted activities 

placed within Y, thereby eliminating any impact from country B’s application of the 
“force of attraction” doctrine to other income of X  

 
 Ability to apply different (and potentially more favorable) foreign exchange translation 

rules that apply in country A for a legal entity in comparison to a branch 
(documentation and accounting requirements may also differ) 

  
Typically, Y will conduct a business in country B.  Such business could include 
manufacturing products, the importation of goods and the holding of inventory, the sale 
of goods to customers (e.g. distributors, wholesalers, retailers, end-users, etc.), the 
performance of services, the sale or rental of tangibles or intangibles, etc.  Similar to the 
other alternatives above, X (or Y) could have agreements with one or more agents, 
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commissionnaires and distributors in country B.  In the conduct of Y’s business Y may 
make purchases and sales of products either from or to related parties or unrelated third 
parties.  Similarly, in respect of the performance of services, the rental of property, etc., 
Y may transact with related or unrelated parties. 
 
Note that X could choose to form a corporation or other legal entity (Z) in a third country 
(country C) and then have Z form a representative office or branch in country B.  This 
can sometimes make good sense in international tax planning.  It may also be possible 
in some circumstances for Y to be a dual-resident company (i.e., resident under the 
domestic tax laws of, for example, countries A and B so as to be taxable under each 
country’s regime as a resident).  This might be desirable, for example, where there will 
be a considerable period of start-up losses within Y in country B that might be used 
against other income being earned in country A either by Y or, more likely, by Y’s 
country A affiliates where liberal consolidation or other loss relief rules apply in country 
A. 
 
This Section M on “forms of doing business” focuses primarily on an operating company 
from one country that wishes to extend its operations into another country through 
internal growth.  It will often happen, though, that such a company (X in country A) may 
choose to enter another country not through internal growth but rather through the 
acquisition of a target company or target group (T in county B).  As such, X’s goal is to 
acquire, through alternatively a taxable purchase or a tax-free share exchange, all the 
shares of T or a portion or all of T’s assets.  In the case of a purchase of T’s assets, X 
will typically form a locally incorporated entity (Y) and will use it as the acquisition 
vehicle.  Alternatively, X could form a branch in country B for the asset acquisition, 
although this is less common. 
 
When X will be acquiring T’s shares, whether by purchase or by share exchange, X will 
normally have to decide whether to make the share acquisition directly or through a 
newly formed Y in country B that will be used as the acquisition vehicle.  (X could also 
form a country B branch to make the share acquisition or form Z in a third country 
(country C) for the acquisition.  These alternatives are beyond this present discussion.)  
There are numerous financial and tax issues that may be important to this decision of an 
acquisition directly by X or indirectly through Y as an acquisition vehicle.  Local law in 
country B will determine what and how relevant these issues are.  These issues may 
include: 
 
 Repatriation of investment—When X forms Y, it might choose to capitalize it with 

both equity and inter-company debt.  While the interest on the debt will typically 
attract an interest withholding tax in country B as will dividend payments made by Y 
to X, the interest due and debt principal provide a mechanism for the easy 
repatriation of funds to X.  Such funds can include either excess cash in the target at 
acquisition or cash generated later through operations.  Often, due to domestic rules 
allowing inter-company loans between residents or dividends to be paid by one 
resident to another without any tax consequences (i.e., dividends paid by T to Y), it 
may be easy and without additional tax cost within country B for excess funds within 
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T to be loaned or distributed to Y.  Y would then use those funds to make interest 
payments or repay debt principal to X. 

 
 Step-up in basis of T’s assets—It can of course occur in an acquisition that the 

purchase price of the T shares is in excess of the inside tax basis of T’s net assets.  
Some countries will allow a step-up in the tax basis of T’s net assets to the price paid 
for T’s shares when T is subsequently liquidated or merged into Y.  Such a post-
acquisition liquidation will not be possible when X has directly acquired T’s shares.  
(Countries in Asia generally do not have any tax law that is equivalent to Internal 
Revenue Code section 338 in the US, which allows an election to step up the basis 
of T’s assets even in the absence of a liquidation or merger of T into the acquiring 
company Y.) 

 
 Availability of local financing—Attracting local sources of financing to support an 

acquisition will often be easier where Y, as borrower, is used as a locally 
incorporated acquisition vehicle.  Even where such local sources agree to support 
the acquisition through loans directly to X, there may be disadvantages.  First, a loan 
to X will normally mean that more than just X’s investment in T is subject to the 
claims of the country B creditors.  Second, interest paid by X to country B creditors 
may be subject to country A interest withholding tax. 

 
 Deductibility of interest charges against T’s operating earnings—By incurring interest 

charges within Y, it may be possible to achieve a tax deduction for these costs 
against T’s post-acquisition operating earnings.  This could occur through available 
country B consolidation or loss relief rules.  Or, it could occur for interest incurred 
subsequent to a liquidation of T into Y or merger of T and Y. 

 
 Facilitation of local equity participation—Where there is a local partner who is to have 

an equity position in the acquisition, Y provides a vehicle for that.  Some countries 
have local-equity participation requirements.  Further, shares in Y could also be used 
for equity-based compensation. 

 
 Facilitation of acquirer country planning—Where X is a US company, it may desire to 

use as an acquisition vehicle a local entity for which it can make a “check-the-box” 
election under Treasury Regulation section 301.7701-3. 

 
• Distributor 

 
Typically, a distributor (D) is a country B company that will enter into an agreement with 
X (or sometimes Y or Z) to purchase product and resell it to wholesalers, retailers, or 
end-users in country B.  Often, there will be a distribution agreement signed by D with X 
(or Y or Z).  This distribution agreement will include commercial terms that may cover 
pricing, exclusivity of selling activity, terms of payment, timing of delivery, quantum of 
inventory D will hold, minimum level of annual sales, local advertising that X or D will 
provide, etc. 
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Under typical circumstances, D will take the risk of holding inventory and all credit risk of 
the customers.  D will earn gross profit, the amount of which will reflect the commercial 
risks it is taking. 
 
Normally, D will purchase from X and will be the importer of record with respect to the 
products.  As a result, in the absence of other activities by X in country B, X is usually 
not considered by country B to be conducting a business or to be selling product in 
country B.  This normally means that X will not become subject to corporate income 
taxes or VAT in country B on the income from its sales to D.  As importer of record, D 
will typically pay any customs duties and VAT due at the time of importation. 
 

• Agent and Commissionnaire 
 
Typically, an agent (G) is a company in country B that will enter into an agreement with 
X (or sometimes Y or Z) as principal, to act as an agent on X’s behalf in the conduct of 
X’s business.  As such, G as agent represents X by promoting X’s products or services 
and working to secure contracts with third party customers for sales or the performance 
of services by X. 
 
An agency agreement may provide for an agent to exclusively represent its principal or 
alternatively an agent may represent many principals.  The agreement will provide for 
the degree of authority that the agent has in representing and negotiating with third 
parties on behalf of the principal.  In some cases, the agent may hold the authority to 
enter into sales or other types of contracts that legally bind the principal with third 
parties. 
 
The agency agreement will also include commercial terms covering matters such as 
pricing to third parties, credit requirements for prospective customers, the calculation 
and terms of payment of the agent’s commission, the quantum of inventory, if any, that 
the agent will hold for the principal, any local advertising that either party will provide or 
otherwise bear the cost of, etc. 
 
Typically, the principal will take the credit risk if a customer does not pay.  However, in 
some cases, the agent will assume this responsibility. 
 
An agent may hold some inventory for the principal although it is probably more common 
for the agent to not be responsible for holding inventory.  Even where the agent does 
hold inventory, usually the agent does not purchase and re-sell the inventory.  Rather, 
the agent holds it for the principal with sales of such inventory being made in the name 
of, for the account of, and on behalf of the principal. 
 
G will earn a service fee from its agency activities rather than gross profit from the sale 
of products.  The amount of such service fees will reflect the commercial risks it is taking 
and may have incentive features depending on results.  Where G takes neither customer 
credit risk nor inventory risk nor bears any local advertising costs, its service fees earned 
will, relatively speaking, be less than the gross profit that D would earn where D as a 
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distributor takes such risks and bears such costs.  Note that D’s gross profit is the 
difference between D’s sales proceeds to its customers and its product costs paid to X. 
 
Through the use of G as agent, X will often be able to indirectly operate in country B and 
avoid any need to register its own representative office or branch.  Further, where an 
agent’s powers to contractually bind the principal are limited (and of course there are 
many exceptions and the specific facts must be reviewed carefully), the country B tax 
authorities will typically not treat X as conducting a business in country B.  And this 
means that X should have no corporate income tax obligation (and having no employees 
of its own, X as well will have no payroll tax obligations).  This result of no local 
corporate income tax arises from the domestic laws of many countries as well as in 
virtually all bilateral income tax treaties.  See the definition of “permanent establishment” 
in Article 5 of the OECD Model Tax Convention.  Note that the US domestic law, 
contrary to that of a number of other countries, has a very broad definition of “US trade 
or business”, causing potential income taxability (i.e., “effectively connected income”) 
whenever a foreign principal operates in the US through an agent, even if that agent 
holds limited authority to bind the foreign principal. 
 
Where G does have the power to contractually bind X, X will often be treated under local 
tax rules and under the terms of most tax treaties as if it were directly conducting 
business in country B with the full tax consequences that would arise if X maintained a 
branch in country B.  This is often termed a “dependent agent branch”.  Where such a 
branch is deemed to exist, there can be particular fuzziness in determining the amount 
of gross income and related expenses that are attributed to the activities of this taxable 
make-believe branch.  (Some general aspects of difficulties involved in calculating 
income of a branch are discussed in the following section.  These can be even worse for 
a dependent agent branch.)  Note that although X may be subject to local income 
taxation, as long as it has no employees of its own in country B, there should be no 
employer reporting and payroll tax responsibilities. 
 
Even if G does have the power to contractually bind X, some countries and most tax 
treaties will still relieve X from any income taxation if G is, in fact, an agent of 
independent status.  While definitions may vary, such an agent is typically one that is 
financially and operationally independent of the principal.  Where G is operating for only 
one principal, it is normally difficult to support its status as being independent of that 
principal.  A good example of the type of entity that is clearly an agent of independent 
status is the large Japanese trading company, a number of which have operated in 
Japan and internationally for many years. 
 
Whether or not X is determined to have any income tax obligation, there may still be 
value added tax and import duty concerns unless any inventory held in country B is held 
in bond and is only imported through customs at a time when the customer takes 
delivery as importer of record.  Where products clear importation procedures prior to 
sale, there can be practical difficulties for X to satisfy all requirements and make 
payment of applicable VAT, customs duties and other charges if it has not registered a 
branch, as would be typical of many situations where an agent is being used.  Often, the 
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agent and/or applicable logistic services providers will perform such functions on behalf 
of X. 
 
In contrast to a typical agency relationship, some countries, in particular civil law 
countries, provide in their local law for a commissionnaire relationship between a 
principal and a company acting as the commissionnaire.  While this is similar to an 
agency relationship, there are important differences.  Generally, under such a 
relationship, the commissionnaire acts on behalf of and for the account of the principal in 
selling products, but does not do so in the name of the principal.  Rather, the 
commissionnaire sells to customers in its own name with the customers having no 
knowledge of the identity or existence of the principal.  Consistent with this lack of 
knowledge of the principal, the customers have no privity of contract with the principal.  
As such, the principal and the customers do not have contractual rights against each 
other that can be exercised directly.  They each only have such rights against the 
commissionnaire. 
 
In common law countries, it may be possible to approach the terms of a 
commissionnaire relationship through an agency with an undisclosed principal. 
 
Because of the peculiar nature of a commissionnaire relationship, it may be possible for 
X (or Z) to maintain that it has no taxable presence in country B despite the activities that 
the commissionnaire performs on its behalf.  In all cases, local commercial law as well 
as local tax law and any applicable tax treaties must be examined.  In addition, the tax 
authorities and commentators in a number of countries have questioned whether, and 
have sometimes concluded that, such arrangements create a taxable presence for the 
overseas principal.  The typical concern is that the commissionnaire is a dependent 
agent of the foreign principal.  Also, even in the absence of an income tax presence, 
there may be value added tax and import duty consequences that must be considered.  
(For current controversy and background regarding commissionnaire arrangements, see 
discussion beginning with item 19 on page 33 of the OECD Revised Public Discussion 
Draft concerning “Interpretation and Application of Article 5 (Permanent Establishment) 
of the OECD Model Tax Convention”, 19 October 2012.) 
 
There is one final point that can potentially apply to distributorships, agencies, and 
commissionnaires in some countries.  This is that local law may provide a distributor, 
agent or commissionnaire with a vested right to its position, even in the absence of 
written contract terms to that effect.  As such, if a foreign principal decides to terminate 
the relationship, the local company holding the position may have a legal right to 
compensation from the principal.  While this is not usually important from a taxation 
perspective, it can potentially create an inter-company pricing risk in a related party 
situation when such a relationship is terminated.  The risk is that the local distributor, 
agent or commissionnaire will have income imputed to it upon the relationship’s 
termination. 
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• Secondment of personnel 
 

Personnel from X can be “loaned” to a local agent, commissionnaire, distributor, or other 
company in country B, whether related or not.  Typically, such loaned employees are 
furthering the business of the company to which they are loaned and, as such, they do 
not normally cause X to be seen by the country B tax authorities as doing business 
within or having a permanent establishment in country B.  See Section T for additional 
comments on secondment. 

 
Differences between branch and subsidiary taxation 
 
The rules in various countries, whether affected by a tax treaty or not, are typically reasonably 
fuzzy regarding how much profit to attribute to activities that are conducted through a branch.  
For example, where a branch of X in country B is selling products manufactured in X’s home 
country A, the first reaction of country B’s tax authority’s may be that 100% of the profit (sales 
price to customer less manufacturing costs and other expenses) should be taxable in country B.  
X might try to use a fair internal intra-company transfer-price in preparing its branch accounts 
and tax filings, but such pricing, by its nature, will be somewhat arbitrary with likely no 
documentation (other than the taxpayer’s own computations) to back it up. 
 
In contrast, where X forms a subsidiary Y for the sale of country A manufactured products into 
country B, there will be an actual inter-company transfer price between two legal entities (X and 
Y) that is reflected in various documents (e.g. purchase orders, invoices, importation 
documentation, etc.).  The legally agreed terms of such sales will likely be set out in a 
distribution agreement between X and Y.  And under that distribution agreement, issues such as 
which of X and Y will bear various costs and risks will be clearly set out.  For example, X could 
contractually bear some portion or all of the local advertising costs as well as the risk of 
inventory obsolescence.  It could also bear the credit risk of non-payment by Y’s customers if 
that were desired.  In contrast, where X sets up a sales branch, there will be no clear 
contractual terms that set out what costs and risks will be borne by the branch and those that 
will be borne by the X home office.  The lack of such contractual terms of course reflects that 
reality that X’s home office and its sales branch are merely portions of one legal entity. 
 
In addition to the bearing of costs and risks, where there are two separate entities (X and Y), the 
inter-company transfer price will reflect any intangibles that each company owns.  For example, 
X may own valuable product and manufacturing patents and know-how as well as trademarks 
and trade names while Y may own certain marketing intangibles within country B concerning 
local distribution channels.  It is clear which intangibles X owns and which Y owns.  Where X 
operates a sales branch in country B, as above with costs and risks, with X and its sales branch 
being a single legal entity, there is no clarity regarding which intangibles should be considered 
to exist only in country A and wholly or partly in country B.  Again, this makes the determination 
of a fair intra-company transfer price very difficult. 
 
While many countries may have little in their laws about calculating the income of a branch, they 
often will have transfer pricing rules that will provide an arm’s length standard for inter-company 
transactions, such as in this case, an actual product sales price for the products sold by X to Y.  
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Where a tax treaty exists, typically an associated enterprises article supplements local transfer 
pricing rules (see Article 9 of the OECD Model Tax Convention).  And, for calculating the 
income of a permanent establishment where a branch has been used, treaties will normally 
provide an arm’s length standard for intra-company transfer-pricing (see Article 7, paragraph 2 
of the OECD Model Tax Convention) so that in theory the same transfer-pricing rules should 
apply similarly to both intra-company and inter-company transactions.  Despite this, there are 
still actual and subjective differences because, for intra-company transfer pricing, there is no 
legal documentation supporting the branch’s gross profit calculation (i.e., no invoices and no 
distribution agreement) and no clarity regarding what intangible property should be treated as 
wholly or partly existing within the branch. 
 
The above subjectivity regarding the splitting of functions, costs, risks, and assets between a 
home office and branch is reflected in the OECD’s 2008 “Report on the Attribution of Profits to 
Permanent Establishments” (17 July 2008).  In this document, the OECD has explored some of 
these issues in detail.  See this document for some good discussion of the OECD suggested 
approach of using “significant people functions” for certain more difficult determinations.  The 
results of this 2008 Report were generally included in the OECD Model Tax Convention and 
Commentary with its July 2010 revision. 
 
As an additional practical thought, it may be said that an adjustment of a branch’s profits by 
local tax authorities may be administratively easier for them than making the complicated and 
time-consuming economic analysis that is typically required for a normal inter-company transfer-
pricing adjustment. 
 
Other areas of difference exist in addition to that described above for profit on sales.  First, in 
the case of a subsidiary Y, as a separate legal entity, it of course will contract in its own name 
for and pay all expenses it incurs.  This includes payments to X for any services or other 
benefits that Y receives from X.  A branch, though, being merely a part of an entity X, likely will 
not directly pay all of the expenses that benefit it.  The country A home office of X may pay 
expenses that relate solely to the branch’s operations.  Further, because the time and effort of 
some home office personnel will benefit the branch’s business, some portion of the home office 
salaries and other overhead costs will be properly chargeable against the income of the branch.  
Some countries, though, will limit what overhead and administrative costs can be allocated to a 
branch, thereby artificially increasing the effective tax rate on the branch’s economic income.  
Where a subsidiary is used so that there will be one or more service contracts covering such 
costs, such limitations are typically less likely to apply.  As an additional issue, in a branch 
situation many countries would only allow the actual costs incurred at the home office level to be 
charged against the branch’s income.  These countries would not allow the X home office to 
earn any profit element.  By contrast, in the case of an inter-company charge by X to Y, the 
charge can normally include a profit element in addition to the actual costs incurred by X.  The 
current OECD suggested approach would allow a profit element where supportable based on 
transfer-pricing principles. 
 
As another area of difference, there is generally more ability to deduct (when appropriate to the 
factual situation) inter-company interest and royalties in a subsidiary situation.  Country B will 
not normally allow intra-company interest and royalties to be deducted against branch profits, 
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although they might allow an appropriate allocation of actual interest and royalty/R&D expenses 
paid to third parties.  A further point is that allocating or charging actual third party interest or 
royalty expenses to a branch’s accounts may cause unexpected withholding tax obligations in 
country B.  This is because country B may treat such charges, even if paid from the home office 
in country A, as being sourced in country B.  See paragraph 5 of Article 11 where this sourcing 
concept is applied to interest in the OECD Model Tax Convention. 
 
There is considerable discussion of branch profit calculation in the OECD Commentary on 
Article 7 of the OECD Model Tax Convention as well as in Parts I through IV of the above-
mentioned OECD report “Attribution of Profits to Permanent Establishments”.  In 2010, Article 7 
and the related Commentary were extensively amended to reflect the recommendations in this 
OECD report.  Under the newly articulated concepts, the branch is treated in a more complete 
manner as if it were a separate legal entity.  As such, it is possible to have intra-company 
interest and royalties as well as profit elements in regard to home office services and other 
support provided to branches.  These changes will tend to result in decreased profits 
attributable to a permanent establishment in comparison to the pre-2010 amended Article 7.  
The amended language of Article 7 will likely be slow to enter into new and newly amended tax 
treaties.  As a result, the prior Article 7 and its approach to dealing with intra-company charges 
will be applicable for some time to come.  It may be added that this newly articulated OECD 
approach might be actively rejected by many developing countries due to their understandable 
desire to maximize rather than minimize the profits of permanent establishments operating 
within their borders.  It will be a useful exercise for the reader to compare new Article 7 in the 
OECD Model Tax Convention with Article 7 of the UN Model Tax Convention to appreciate this 
issue.  See in particular Paragraph 3 of Article 7 of the UN Model. 
 
Although not a difference between branch and subsidiary taxation, an additional issue related to 
this overall area of doing business in another country is “presumptive” taxation.  In brief, some 
countries will either require or accept, as a minimum level of tax in some situations, a formula 
approach to determining taxable income.  In Asia, certain countries readily accept branch or 
subsidiary income that is based on gross revenue being equal to or greater than, say, 105% of 
expenses.  Where X has received a payment of revenue from a customer in country B, the 
formula approach to determining taxable income will be a percentage of the total revenue.  
Rather than using relatively set formulas, some others countries may tax based on negotiations 
between the authorities and the taxpayer.  These various types of “presumptive” approaches 
may have basis in local law or merely be based on local practice. 
 
As a brief example of the use of a “presumptive” arrangement, assume that X is selling directly 
to unrelated customers in country B.  X’s wholly-owned subsidiary Z, established in country C, 
maintains branches in a number of countries within the region, including country B.  Through the 
country B branch, Z performs various services for X supporting X’s sales to country B 
customers.  When Z prepares its country B branch accounts and tax filings, it reflects as its 
gross revenue from services an amount equal to 105% of its country B branch expenses.  
These expenses include the salaries of any expatriate personnel working in the branch 
irrespective of where paid and any other expenses incurred elsewhere but allocable to the 
country B branch.  While technically this level of gross income would be subject to country B’s 
arm’s length transfer pricing rules, local practice is to accept this level of gross income. 
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Carrying this example further, with a statutory tax rate of, say, 20%, this means a 1% of 
expenses effective tax ((105 revenue less 100 expenses) x 20% = 1) .  Note in this type of 
computation that any non-deductible expenses will cause a higher effective tax rate.  For 
example, if 5 of the 100 of expenses is non-deductible, then the effective tax rate will rise to 2% 
of expenses:  (105 revenue less 95 deductible expenses) x 20% = 2. 
 
Some countries’ practices expect higher levels of deemed income.  For example, in Mainland 
China, a tax authority-issued circular provides for a minimum taxable profit where an actual 
accounting of all income and expenses is not or cannot be provided.  This minimum is 15% of 
expenses or 15% of revenue, which would be applicable where revenue is known but expenses 
are not known or easily supported.  Local authorities throughout China may attempt to claim 
significantly higher rates of deemed profit that can be as high as 40%. 
 
Determining which form of doing business to use 
 
Of course, learning about the types of forms of doing business and their characteristics is 
important.  However, what’s more important is learning the process by which a form of doing 
business is chosen.  This process begins with fact-finding that examines (1) the characteristics 
of X and (2) the facts concerning the business activity it plans to conduct in country B.  The next 
step involves applying the legal, accounting, and tax characteristics of countries A and B to the 
determined facts to identify issues and arrive at one or more possible structures.  Finally, the 
results including the relative benefits and risks are presented to the decision-maker in a manner 
that allows a logical decision. 
 
In the following, we will list out some of the questions about X that should be asked and also 
some of the possible activities that X might conduct.  Within our course, we will illustrate the 
additional steps through discussion and case studies. 
 
Sample questions regarding X 
 
What is the ownership of X?  Is it a public company such that X must directly own 100% of the 
activities in country B?  Or, is it closely held by just a few shareholders?  If the latter, maybe 
there is a possibility that the activities in country B could be owned directly by the shareholders.  
In some cases, avoiding ownership by X can eliminate a layer of tax in country A when 
dividends (or partnership distributions) are paid by Y or Z directly to the shareholders of X. 
 
What is the tax position of X?  Is it currently operating in its home country at a loss?  If there are 
loss carryforwards, what is the “life” of those losses?  Are they in danger of expiring?  (Many 
countries allow loss carryforwards, but limit the carryforward period to just a few years.)  Does X 
have excess foreign tax credits or excess foreign tax credit limitation?  Does X file a 
consolidated tax return in country A or have group loss relief available to it?  If X has losses, 
particularly if they are in danger of expiring, and the operations in country B are expected to be 
profitable, it might make sense to attempt to have the country B profits earned inside X so that 
the home country losses are utilized.  (The US rules allowing a “check-the-box” election for 
certain subsidiaries (Y) to treat them as disregarded entities or as partnerships may accomplish 
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this loss utilization goal without impacting the corporate status of Y in country B.)  Where 
country B imposes a dividend withholding tax on dividends paid by Y but has no branch profits 
remittance tax, then the use of a branch of X (or Z) in country B may be advantageous.  The 
foreign tax credit position of X and its ability to offset gains and losses in some manner are also 
important to understanding the optional forms of doing business available and their effect on the 
real cost of country B taxes.  For example, if X has excess foreign tax credit limitation such that 
it can take advantage of the country A foreign tax credit mechanism when it pays country B tax, 
then there will be less incentive to choose a form of doing business that minimizes country B 
tax. 
 
Does X already have other operations in country B?  What is the tax position of those existing 
operations in country B (e.g. already profitable, losses, etc.)?  If X’s new activity in country B will 
generate start-up losses, maybe the form of doing business chosen can allow these start-up 
losses to offset the taxable profits of these existing country B operations and/or of X’s domestic 
country A operations. 
 
What generally is the nature of the business of X and its third-party liability risk profile?  Does it 
need to maintain limited liability protection between itself and the planned activities in country 
B?  Generally, the use of a representative office or a branch will not allow limited liability.  
Rather, a corporation or other limited liability vehicle (e.g. LLC) would be needed. 
 
These questions and those in the following section are only illustrative.  There are many many 
more questions that could be asked; they will depend on the specific situation of X and its 
intended activities.  Note that in thinking about X itself, it’s worth breaking up questions into 
three categories: (i) the business, activities, personnel, assets (tangible and intangible), etc. (ii) 
the legal structure and contractual relations of the X group both internally and with third parties, 
and (iii) the tax status and attributes of X and its group companies. 
 
Activities of X in country B 
 
It is very important to understand the activities that X plans to conduct in country B.  Here, we 
mean what X, through its personnel (including its employees, agents, commissionnaires and 
nominees) and its assets, will do physically and contractually in country B with third parties.  
These activities might include any of the following and more. 
 

• Traveling sales personnel—Sales personnel based in country A or in countries other 
than country B may on occasion travel into country B to promote X’s product or service.  
They may take orders, negotiate terms of sales/service contracts, sign contracts, etc. 

 
• Local sales agent or commissionnaire—X may enter into an agency agreement with a 

country B company (G) under which G will represent X in country B and display samples 
of X’s products.  Sales or services will be made by X and contracts with customers will 
be between X and the customer without G being a party to those sales/services 
contracts.  X might be shipping its products to the customers directly from country A or 
perhaps hold some inventory in bond.  In either case, the importation of products would 
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be made by the customer as importer of record.  Or, X may execute a commissionnaire 
agreement with a country B company. 

 
• Local distributor—X may enter into a distributor agreement with D.  Under the agreed 

terms, D purchases from X and resells to the customers it identifies.  D is the importer of 
record and may hold an inventory of products that D has purchased from X. 

 
• Local sales and technical support personnel—X may transfer its personnel into country 

B and/or hire local sales and technical support personnel to identify target customers 
and to facilitate sales and servicing of such customers.  Where technical support 
personnel are involved, an important issue is whether X provides their support to country 
B customers free of charge or whether X imposes service charges. 

 
• Open office of X—X may decide that it needs to have visibility in country B and to 

perform various sales and administrative functions locally.  As such, X may decide to 
open an office that prominently displays the “X” company name, logo, and trademarks. 

 
• Maintain inventory in country B—X may want to shorten the time necessary to deliver 

products to customers.  Or, X may want to relieve the customers from customs 
formalities including the need for each customer to act as an importer of record.  As 
such, X may begin to maintain inventory in country B.  Such inventory might be in a 
customs bonded warehouse where it has not yet been “imported” legally into country 
B…in which case the customer will still act as the importer of record in the formal 
customs importation process.  Or, the inventory might be in a local warehouse following 
legal importation for “free circulation”.  Another issue of holding goods in a warehouse is 
whether the warehouse is independently managed such that X is merely purchasing a 
warehousing service or whether the goods in the warehouse are managed and 
controlled by either X personnel or X’s agent.  In the former case (and assuming that X 
has no personnel or other activities in country B), it might be that the warehouse merely 
receives instructions from X personnel in country A regarding the disposition of certain 
inventory held in the warehouse.  In the latter case, it is more likely that X’s personnel or 
agent will take instructions on delivery directly from the customer.  These differences can 
often result in significantly different taxation results.  Importation of product also typically 
requires the payment of import VAT along with duties and custom declarations.  In some 
countries this may be sufficient to create a tax presence for income taxation.  

 
• Open a distribution center, retail store, or similar facility—X may wish to more fully 

control the sales process through fully owning the distribution or retail portions of the 
sales chain. 

 
• Service center in country B—X may wish to more fully control the quality of its products 

and services by maintaining its own servicing centers for the repair of its products and 
the support of its users. 

 
• Manufacturing in country B—X may wish to manufacture its products close to or inside 

its country B market.  Will it set up its own manufacturing facilities or conduct contract 
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manufacturing through some unrelated manufacturer that will conduct production in 
accordance with the specifications and intellectual property of X? 

 
N. Incentives 
 
Many governments, in order to encourage increased local employment, faster economic growth, 
etc., will enact certain incentives.  These incentives include: 
 

• Income tax holidays 
 
• Investment allowances 
 
• Export aids (e.g. VAT systems that “zero-rate” exported goods and services, lower tax 

rates when certain export levels are met, etc.) 
 
• Free trade zones 

 
• Special customs regimes (often to encourage local processing/manufacturing of 

products through tolling or other arrangements) 
 
• Regional management centers 

 
• Special tax-favored regimes for specific activities (e.g. fund management, oil trading, 

etc.) 
 

• Training grants 
 

• Low cost land for production and other business facilities 
 

• Low interest or subsidized loans 
 

• Industrial parks with extensive infrastructure focused on attracting specific industries 
 
In some Asian countries, there is significant competition in incentives to attract foreign 
investment.  The belief, of course, is that the benefits of increased foreign investment to the 
local country and its people will more than offset the local costs of these incentives. 
 
Specifically, incentives can cost a host country significant amounts of forgone tax revenue 
and/or increased costs.  For example, a tax holiday may exempt a foreign owned subsidiary 
from any income taxation for several years on substantial levels of profit.  An important issue is 
who benefits from this host country loss of tax revenue. 
 
In the case where the foreign shareholder is located in a country that exempts its residents from 
tax on dividends from foreign subsidiaries (which would generally include any country using the 
pure territorial income basis or the hybrid-territorial income basis), then the benefit will be 
retained by the foreign investor.  On the other hand, where the home country taxes on a pure 
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worldwide income basis and uses a foreign tax credit mechanism, normally the taxes forgone by 
the host country accrue to the benefit of the home country tax authorities.  (See Section L herein 
for discussion of how home countries unilaterally eliminate double-taxation.) 
 
Some limited number of tax treaties negotiated by developing countries that maintain tax 
incentives include what are called “tax sparing” provisions.  Under these provisions, the home 
country of the investor calculates the foreign tax credit as if the normal host country income tax 
had been paid.  Through this mechanism, the benefit for the forgone revenues flows to the 
investor and not the home country tax authorities.  The point is, of course, that a developing 
country offering incentives expects that those incentives will have much more effect if the 
investor will in fact realize the full benefit.  Where there is only a timing difference because the 
investor’s home country will later collect the foregone tax,  
 
Interestingly, the US as a policy has always refused to include any tax sparing provision in its 
treaty network.  As a result, there can be a significant incentive for US owned groups to 
accumulate and not distribute their low-taxed profits from subsidiaries in countries like China, 
Ireland, Thailand and Singapore where they have benefited from tax incentives.  The 
pharmaceutical industry has been particularly effective at this type of international tax planning.  
Internal Revenue Code section 965, enacted as part of the 2004 Jobs Act, provided an 85% 
“temporary dividends received deduction” for certain dividends from CFCs.  Effectively, this 
temporary benefit constituted Congressional recognition of the success of this type of planning, 
i.e., accumulating and holding low-taxed foreign source earnings in non-US subsidiaries.  As 
this “temporary” provision created a precedent for another similar “temporary” provision 
sometime in the future, Congress’ action gave strong encouragement to US groups to be even 
more aggressive in their planning. 
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O. Tax effective locations 
 
Approach to analysis 
 
Various published sources attempt to define the term “tax haven” and list the characteristics that 
tax havens provide.  See, for example, Chapter 7 of Roy Rohatgi’s Basic International Taxation 
(Second Edition), Volume Two, Practice of International Taxation, BNA International Inc., 2007, 
for a summary of some sources and characteristics as well as considerable additional material 
on the subject covering 120 pages of his text.  Rather than approach the tax haven topic in a 
definitional manner, the approach within this course outline is to attempt to provide some brief 
information from the perspective of the use of such locations within the conduct of legitimate 
cross-border active business.  We will not cover any use of such locations for pure investment 
purposes.  For the reason that this approach is broader in scope and also to take the perhaps 
bad connotation of the term “tax haven” out of the discussion, we will instead use the term “tax 
effective location” (“TEL”). 
 
In any cross-border business situation or transaction, there will typically be up to three relevant 
jurisdictions: 
 

• The home country of the business (“home country”), 
 

• An intermediate country (may or may not be used) (“IC”), and 
 

• The host or source country where certain business activity takes place or from which 
certain income is sourced (“host country” or “source country” depending on context). 

 
Depending on circumstances, the principals behind a business or transaction might choose a 
country with favorable tax characteristics for any of these three jurisdictions.  The following 
discussion initially deals with the first and third categories (i.e., home countries and host/source 
countries).  Then, the discussion will focus on ICs. 
 
Home country 
 
In most cases of working with an established company, that company is already resident in its 
home country and the potential for it to change its residence to a TEL does not arise.  However, 
several examples of cases where the home country residence has been consciously planned to 
be in, or has been changed to, a TEL will help in understanding the potential for planning. 
 

• In 1983, McDermott Inc., a public company incorporated in the US, went through an 
inversion transaction whereby it became a 90% subsidiary of its former 100% owned 
subsidiary, McDermott International, a Panamanian company.  The latter became a 
public company that could earn non-US source income for its shareholders free of any 
corporate level US tax.  With Panama (a TEL) as the jurisdiction of the publicly held 
company, there was no taxation at the corporate level on earnings accumulated or 
distributed to shareholders other than those taxes imposed by the countries within which 
McDermott and its subsidiaries operated. 
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Other more recent inversion transactions of US companies have been made by 
Ingersoll-Rand, Tyco, the PXRE Group, Foster Wheeler, Nabors Industries, and 
Coopers Industries. 
 
While it is clear that this sort of approach to change an existing home country to a new 
one has been generally prevented or discouraged by subsequent legislation in the US 
(see Internal Revenue Code section 7874, effective for tax years ending after 4 March 
2003), it may still be appropriate to consider this type of planning in applicable factual 
situations arising in other countries.  For more information on inversion transactions and 
the area generally, see “Assignment of Corporate Opportunities—The Migration of 
Intangibles” by David R. Hardy, 100 Tax Notes 527 (28 July 2003), "Overview of 
Inversion Transactions: Selected Historical, Contemporary, and Transactional 
Perspectives" by Hal Hicks, 30 Tax Notes Int’l 899 (2 June 2003), “Background and 
Description of Present-Law Rules and Proposals Relating to Corporate Inversion 
Transactions”, JCX-52-02, Joint Committee on Taxation (5 June 2002), “A Broader View 
of Corporate Inversions: The Interplay of Tax, Corporate and Economic Implications” by 
Orsolya Kun, bepress Legal Series, Working Paper 78 (26 September 2003) (available 
at http://law.bepress.com/expresso/eps/78/) and “Firms that Incorporate Abroad for Tax 
Purposes: Corporate ‘Inversions’ and ‘Expatriations’” by David Brumbaugh, 
Congressional Research Service (13 July 2007) (available at 
http://taxprof.typepad.com/taxprof_blog/files/crs_inversion_report.pdf). 

 
A very interesting footnote to this discussion of inversion transactions is that a number of 
such inverted publicly held companies that were formerly US-based companies have 
again moved their “home”.  Previously headquartered in Bermuda or the Cayman 
Islands, they have changed their respective “homes” to either Ireland or Switzerland.  In 
making their moves, these public companies expressed concern about proposed 
legislation in the US that could penalize such firms headquartered in tax havens through 
possible increased taxation or through denial of government contracts.  They also 
expressed generally the ability to gain access to Ireland’s or Switzerland’s broad tax 
treaty networks without significant changes to their operational day-to-day activities.  
See “Why Inverted U.S. Firms Relocated Headquarters to Europe” by Stuart Webber, 
2011 WTD 224-17, 21 November 2011. 
 

• In 2001, Accenture went through an initial public offering (IPO).  The group was 
previously operated through a number of partnerships and other entities owned for the 
most part by the partners in each entity’s country of formation.  Immediately prior to the 
IPO, the group was reorganized placing all operating entities under a new Bermuda 
company, which then went public.  As a TEL, Bermuda allows Accenture to accumulate 
and distribute its earnings with no corporate level tax other than that imposed by the 
countries in which Accenture and its subsidiaries operate.  More details are available in 
the prospectus filed with the Securities and Exchange Commission.  It may be obtained 
at: http://ipo.nasdaq.com/edgar_conv_html%5C2001%5C07%5C18%5C0000950130-
01-503127.html. 
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In addition to these two examples, it often occurs that two or more unrelated parties from two or 
more different countries will form a joint venture that will operate a business that is independent 
to some extent of the businesses of the venturing parties.  In such a case, it is necessary to 
select an appropriate home country for whatever joint venture entity will be formed.  The 
analysis for this will include both the potential use of a TEL as well as the particular form of 
entity to use as the joint venture vehicle. 
 
Source or host country 
 
As has been indicated early in this paper, taxation is not normally the decisive factor driving how 
business operations are to be conducted.  However, it can in some instances be a very 
important factor in some business decisions involving the location where business operations 
will be conducted.  On this basis, there is considerable competition among various jurisdictions 
in the world to attract business.  This is equally true domestically within the US; one only has to 
look at the publicized competition among a number of states to attract the Boeing 7E7 aircraft 
within their borders.  Within China, there is a similar competition among cities and regions to 
attract new investment and expansions of existing businesses. 
 
It should be noted that although our focus is on taxation, the competition among countries 
covers a number of other incentives and operational factors (see Section N).  These can include 
infrastructure (e.g. land for new facilities, space within existing business parks, specially built 
structures such as roads, rail lines, docks, etc.), monetary grants (for training, new facilities, 
moving costs, etc.), local non-income tax abatement (property taxes, employment taxes, value 
added tax, etc.), importation relief (relief from import and custom duties, VAT on imports, 
bonded status, etc.), and legislation (e.g. investment friendly corporate provisions, etc.). 
 
Some examples of the use of TELs as the source or host country are: 
 

• Singapore, Malaysia, Thailand and Korea are well known for attracting manufacturing 
and other businesses with tax holidays and lower tax rates.  China used this strategy 
with outstanding success for many years.  Effective from 2008, though, China enacted 
tax reform that severely limited such incentives on the basis that the country could 
continue to attract foreign investment even without tax incentives. 

 
• Hong Kong and Singapore are well known for their work to attract financial service 

businesses including banks, fund management, currency trading, etc. 
 

• Singapore and Thailand have been competing with each other to retain and attract oil-
trading concerns. 

 
• Numerous countries have incentives for foreign groups to locate within their borders 

regional headquarters and personnel with regional responsibilities. 
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Intermediate country 
 
Introductory comments 
 
Cross-border businesses and transactions typically involve home and source/host countries that 
are defined by and depend on the specific interested parties and the nature of the business or 
transactions.  Such home and source/host countries are typically fixed and cannot be changed 
through tax planning, though of course there may be alternative forms of organization available 
for the activities to be conducted in each country.  For example, there might be choice amongst 
forming a subsidiary in a particular host country or establishing a branch there of either a home 
country entity or an entity established in a third country, in which case, that entity in the third 
country would be an IC entity. 
 
Between the home and source/host entities used, there may be a variety of relationships and 
flows generated by them.  These include: 
 

• Invested capital (in cash or in-kind) into a legal entity and dividends there from 
 

• Transfers of cash and property for the operation of a branch and remittances of excess 
cash and/or earnings from branch operations 

 
• Loans and interest thereon 

 
• Intellectual property and royalties there from 

 
• Products and payments therefor 

 
• Services and payments therefor 

 
• Personnel 

 
• Equipment and rental thereon 

 
Where these flows go directly between the home and source/host countries, there will be 
whatever taxation arises under the domestic laws of each of the two countries as modified by 
any tax treaty existing between the two countries.  For certain payments such as dividends, 
branch profit remittances, interest, royalties, rentals, and some service payments, there may be 
withholding taxes imposed on the gross amounts of the payments by the host/source country.  
Or, such payments, as well as many of the other described payments including the income of a 
branch, may be subjected by the host/source country to a direct tax on income net of expenses.  
From the standpoint of the home country, it will normally tax such receipts on a net income 
basis as they are accrued or received based on its domestic tax laws.  The home country, 
whether through a domestic law exemption or foreign tax credit mechanism or due to a tax 
treaty between the two countries, may be obliged to grant an exemption from tax for the income 
from the host/source country or alternatively to allow a foreign tax credit for tax on that income. 
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Taxation objectives of IC entities 
 
On occasion, it may be possible to achieve either lower overall taxes or a deferral of taxes 
where an IC entity is placed between the home country entity and the host/source country 
entity.  In particular, the following are typical goals of using IC entities: 
 

• Realizing in the host/source country the benefit of exemption or lower tax treaty 
withholding rates or a more limited permanent establishment definition under the 
IC/source country tax treaty (sometimes termed “treaty shopping”) (other treaty benefits 
may also arise such as access to the competent authority dispute resolution process) 

 
• Changing the character of income from the perspective of the home country to reduce 

home country taxation (e.g. say that under the home country domestic rules dividends 
are either exempt or taxed more favorably than are interest or royalty income; then it 
would be beneficial to change the character of (i) interest income to dividend income by 
capitalizing an IC entity with funds that are then loaned by it to the source country entity 
with interest then flowing from that entity to the IC entity followed by dividends from it to 
the home country entity, or (ii) royalty income to dividend income by capitalizing the IC 
entity with funds that are then used to purchase intangibles that are then licensed to the 
source country entity with resulting royalty flow to the IC entity and dividend flow to the 
home country entity) 

 
• Deferring income from home country taxation by retaining earnings within the IC entity 

(note that CFC rules in some home countries seek to prevent such benefits) or deferring 
with respect to the home country the triggering of currently unusable tax benefit items 
such as foreign tax credits 

 
• Overcoming foreign tax credit limitation problems in the home country caused, for 

example, by country-by-country or other limitation computations (e.g. using a “mixer 
company” to accumulate dividends from both high and low tax countries so as to 
average the effective foreign tax rate within that company at a level that is less than the 
home country’s tax rate, or using an IC entity to control the timing of when foreign tax 
credits are triggered in the home country through IC entity dividend distributions to 
prevent expiration of unused credits) 

 
Planning to minimize taxation within the intermediate country 
 
The above four bullet points all refer to taxation issues of the host/source country or of the home 
country.  The IC itself, of course, will normally have a taxation regime that applies to the IC 
entity.  Any taxation imposed under that regime will reduce the contemplated benefits of using 
an IC entity. 
 
In brief, the IC may impose tax directly on the income of the IC entity as well as through 
withholding taxes imposed on the recipients to whom the IC entity makes payments.  Regarding 
the latter, withholding taxes may be imposed on dividend, interest, and royalty payments made 
by the IC entity.  The IC may also impose capital taxes. 
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Direct IC income taxes on an IC entity are typically minimized in one of two manners. 
 

• There may be within the IC’s tax regime preferential treatment for certain types of 
income.  One well known such preferential treatment is the participation exemption that 
has caused the Netherlands to be a commonly used IC.  Another is a special “off shore” 
status under which a territorial taxing basis is applied so that only domestically sourced 
income is taxed or a special low rate (e.g. 1% to 5%) is applied to foreign sourced 
income. 

 
• Rather than relying on preferential treatments within the IC tax regime, all income is 

taxable, but the tax base is reduced through deductions for expenditures made, 
depreciation and amortization, etc.  For example, an IC entity may earn interest income 
and then pay out both interest expense and service fees to related parties.  The IC’s 
regular corporate tax rate on net income is then applied to the small net income that 
remains.  As an additional example, an IC entity may have purchased certain intangibles 
that it then licenses to a related party in the source country.  The royalties are fully 
included in the IC entity’s income, but will be offset to some extent by amortization of the 
purchase price paid for the intangibles.  In both of these examples, if there are source 
country withholding taxes imposed and the IC country allows a foreign tax credit, the IC 
direct income taxation may be reduced further or completely eliminated. 

 
As will be readily imagined, if a particular country has high taxes, then it will not often be used 
as an IC except in peculiar circumstances.  The US with its complicated worldwide tax regime 
and moderately high tax rates would seldom be thought of as a potential IC.  However, under 
certain limited circumstances, even the US could be so used.  For example, a US company 
could license foreign intangible property rights from an overseas licensor and then sublicense 
those same rights to another person for use in a particular source country (other than the US), 
the tax objective being to reduce source country royalty withholding tax through treaty shopping.  
The US company’s net income would be taxable in the US, but this net income should be 
relatively small since most of the sublicense revenue received would be offset by the royalty 
paid to the licensor.  In addition, these royalties paid to the overseas licensor would normally be 
free of US royalty withholding taxes since they would be foreign source income to the licensor 
under US domestic law. 
 
Non-tax objectives of IC entities 
 
ICs may also be used for purely non-tax reasons (although tax benefits may also be achieved).  
Several examples of such usage are: 
 

• Achieving and maintaining corporate ownership and control through an international 
holding company 

 
• Achieving central management of cash, foreign exchange risk, borrowing of required 

funds, and investment of excess funds generated from and used in multiple countries 
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• Providing regional multiple-country management and support services to operations in 
each host/source country 

 
• Achieving central ownership and management of IP 

 
• Conducting captive insurance operations 

 
• Conducting international shipping operations under flags that allow for lower operating 

costs 
 

• Providing personnel support to operations in various countries through a “manpower” 
company that maintains a common payroll structure and personnel policies for all 
international personnel who are assigned to work in countries other than their home 
country 

 
• Limiting liability and risk of asset loss in multiple jurisdictions 

 
What is legitimate IC entity use?  How do tax authorities attack such use? 
 
What makes the use of an IC entity “legitimate”?  When is using one not “legitimate”?  The 
answer to these questions depends on both the laws and practices of the concerned countries, 
the terms of any relevant tax treaty, and the particular situation of the IC entity, its related 
companies, and their respective activities. 
 
As a first very simple example, say that an IC entity has been set up for purely treaty-shopping 
reasons since there is no source country/home country tax treaty while there is a beneficial 
source country/IC tax treaty.  Say that a back-to-back loan has been set up through the IC entity 
with the result that the interest paid by the source country entity to the IC entity is exempted 
from withholding tax.  Had the loan been made directly from the home country entity to the 
source country entity, then a 20% withholding tax under source country domestic law would 
have been imposed. 
 
In a case such as this (and assuming no “limitation on benefits” or other more specific provision 
within the source country/IC tax treaty), we find a variety of treatments among source countries.  
Some countries, such as the US, will attack the structure either under domestic law “conduit” 
rules or under a statutory or judicially based substance approach that maintains that the IC 
entity is merely a nominee or agent acting for the home country entity.  Some countries have 
general anti-avoidance provisions in their tax laws and could potentially attack such a tax-
motivated structure.  Courts within such countries may or may not support the ability of such 
domestic anti-avoidance provisions (whether specific or general) to override treaty obligations.  
(See further discussion on general anti-avoidance rules and “form vs. substance” concepts in 
Section Q below.)  Other countries will respect the legal form and will seldom attack such treaty 
usage despite the lost taxes.  Some countries may even condone such treaty use as a further 
means of attracting foreign investment.  See paragraphs 7 through 9.2 of the Commentary on 
Article 1 of the OECD Model Tax Convention for further discussion of differing approaches by 
various countries. 
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In the absence of specifically applicable domestic conduit or other anti-avoidance rules or 
judicial practices (i.e., substance approach), a source country’s tax authorities may still be able 
to attack the IC entity by carefully examining the facts. 
 

• As a first example, perhaps the IC entity and its owners are not paying sufficient 
attention to the rules of residency in the country of establishment of the IC entity.  If 
residency is based, for example, on management and control, then the source country 
authorities could maintain that the IC entity is not validly resident in the IC if the facts 
demonstrate that it is really managed from the country of its owners. 

 
• As a second example, the source country authorities should look carefully at the 

definition of “resident”, which is often found in Article 4 of many treaties.  Some treaties 
include the following language that is from Article 4, paragraph 1 of the OECD Model 
Tax Convention:  “This term [i.e. “resident of a Contracting State”] 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.”  In regard to this sentence, paragraph 8.2 of the OECD 
Commentary on Article 4 provides:  “According to its wording and spirit the second 
sentence also excludes from the definition of a resident of a Contracting State foreign-
held companies exempted from tax on their foreign income by privileges tailored to 
attract conduit companies.”  This language has been further expanded in the 2008 
OECD Model Tax Convention update to make clear that any dual-resident person found 
under one treaty to be a non-resident of a country and thereby no longer subject to 
worldwide taxation by that country cannot claim that it is a resident for purposes of that 
country’s treaties with its other treaty partners.  See more discussion on this below in the 
section on Tax Treaties. 

 
• As a third example, the source country authorities may maintain that the IC entity is not 

the real “beneficial owner” of the income.  The terms of many tax treaties regarding 
dividend, interest, and royalty income provide exemption or lower withholding tax rates 
only to the “beneficial owner” of the income.  A 2003 addition to the OECD Commentary 
provides:  “…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…. [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.”  See paragraphs 8 and 8.1 of the Commentary on 
Article 11.  See also “OECD Model Tax Convention:  Revised Proposals Concerning the 
Meaning of ‘Beneficial Owner’ in Articles 10, 11, and 12” issued 19 October 2012 for 
possible future changes to the OECD Model Tax Convention Commentary.  Finally, see 
a summary of the history of the beneficial owner provision and other discussion in an 
addendum titled “Progress Report of Subcommittee on Improper Use of Tax Treaties: 
Beneficial Ownership”, which is part of the “Note by the Coordinator of the 
Subcommittee on Improper use of treaties: Proposed amendments”.  These documents 
were issued in connection with certain October 2008 deliberations of the UN Committee 
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of Experts on International Cooperation in Tax Matters.  The documents can be obtained 
at www.un.org/esa/ffd/tax/fourthsession/EC18_2008_CRP2_Add1.pdf and 
www.un.org/esa/ffd/tax/fourthsession/EC18_2008_CRP2.pdf 

 
As can be seen from this above discussion, even in the absence of any applicable specific 
limitation or general “limitation on benefits” provision within the relevant tax treaty, there are 
various modes of attack for local tax authorities in their attempt to deny treaty benefits.  But 
what about local authorities’ efforts to merely assert that a taxpayer’s claim of treaty benefits is 
an abuse of the treaty and should just be denied on that basis?  Is there any obligation to grant 
treaty benefits simply because the strict requirements of the treaty are met in form? 
 
On this point, the OECD in its Commentary notes that there are some divergent opinions 
amongst OECD-member states.  See in particular paragraphs 7 through 27.10 of the 
Commentary on Article 1 of the OECD Model Tax Convention and paragraphs 43 through 45 of 
the report of the Committee on Fiscal Affairs entitled “Double Taxation Conventions and the Use 
of Conduit Companies” adopted by the OECD Council on November 27, 1986.  Paragraph 43 of 
this report states, in part, “Existing conventions may have clauses with safeguards against the 
improper use of their provisions.  Where no such provisions exist, treaty benefits will have to be 
granted under the principle of “pacta sunt servanda” even if considered to be improper.”  The 
more recently amended paragraph 22.2 of the Commentary states:  “[T]here is agreement that 
Member countries should carefully observe the specific obligations enshrined in tax treaties to 
relieve double taxation as long as there is no clear evidence that the treaties are being abused.”  
And paragraph 9.4 reads, in part:  “[I]t is agreed that States do not have to grant the benefits of 
a double taxation convention where arrangements that constitute an abuse of the provisions of 
the convention have been entered into.” 
 
So what guidance is there regarding what is “an abuse of the provisions of the convention”?  
While there is some, it is not expansive. 
 
Paragraph 9.5 of the OECD Commentary states: 
 

It is important to note, however, that it should not be lightly assumed that a taxpayer is 
entering into the type of abusive transactions referred to [earlier in the Commentary].  A 
guiding principle is that the benefits of a double taxation convention should not be 
available where a main purpose for entering into certain transactions or arrangements 
was to secure a more favourable tax position and obtaining that more favourable 
treatment in these circumstances would be contrary to the object and purpose of the 
relevant provisions. 

 
So, this OECD “guiding principle” is that there are two factors to be considered:  (i) Is a main 
purpose for entering into the transactions or arrangements to secure a more favorable tax 
position?  And (ii) Is obtaining that more favorable treatment contrary to the object and purpose 
of the relevant treaty provisions? 
 
And paragraph 27 of the recently released 2011 UN Model Tax Convention Commentary under 
Article 1 states: 
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In order to minimize the uncertainty that may result from the application of that approach 
[i.e., paragraph 9.5 of the OECD Commentary], it is important that this guiding principle 
be applied on the basis of objective findings of facts, not solely the alleged intention of 
the parties. Thus, the determination of whether a main purpose for entering into 
transactions or arrangements is to obtain tax advantages should be based on an 
objective determination, based on all the relevant facts and circumstances, of whether, 
without these tax advantages, a reasonable taxpayer would have entered into the same 
transactions or arrangements. 

 
As will be recognized from these two quoted passages, while these two commentaries from the 
OECD and the UN clearly allow the denial of treaty benefits in the event of treaty abuse, they 
suggest that a country’s tax authorities should only do so after crossing a high threshold. 
 
A principal point from this discussion is that if a country wants to clearly eliminate certain tax-
motivated use of its treaty network, then it should put in place effective domestic anti-avoidance 
provisions and/or renegotiate its treaties to include treaty articles that accomplish its goals.  See 
also paragraphs 8 – 103 of the Commentary under Article 1 of the 2011 UN Model Tax 
Convention; Part I, “Restricting the entitlement to treaty benefits” of 2002 Reports Related to the 
OECD Model Tax Convention, No. 8, Organisation for Economic Co-Operation and 
Development, 2003; pages 36-37 of Basic International Taxation (Second Edition), Volume 
One, Principles of International Taxation, by Roy Rohatgi, BNA International Inc., 2005; and 
paragraphs 22, 12, and 7, respectively, of the Commentary to Articles 10, 11, and 12 of the 
OECD Model Tax Convention. 
 
The above discussion has assumed in several places that there is no “limitation on benefits” 
provision in any relevant tax treaty.  In brief, a “limitation on benefits” article in a treaty will 
generally limit applicability of that treaty’s benefits to taxpayers that meet not only the residency 
rules of the treaty but also certain additional requirements.  For non-individual taxpayers, these 
requirements often focus on factors such as public ownership on one of several designated 
stock exchanges, a minimum level of local ownership, a minimum level of local expenditures, or 
a locally conducted active business.  The existence of a “limitation on benefits” provision in a 
treaty will likely defeat attempts by IC entities covered in the above examples to secure the 
desired treaty benefits. 
 
As recently as fifteen years ago, there were relatively few tax treaties that included “limitation on 
benefit” provisions.  Increasingly, though, many countries have been actively renegotiating their 
portfolio of tax treaties to insert such provisions.  For example, on 25 August 2010, Japan 
signed a new treaty with the Netherlands that includes a “limitation on benefit” provision.  And 
on 21 May 2010, Japan and Switzerland signed a protocol amending their existing 1971 treaty 
to include such a provision along with many other amendments.  Both of these treaty 
developments generally became effective from 2012.  It may of course be noted that both the 
Netherlands and Switzerland have been important ICs for investment into Japan. 
 
Within the “Differences between branch and subsidiary taxation” portion of Section M, there was 
some discussion of certain 2010 changes made to Article 7 of the OECD Model Tax Convention 
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that affect the calculation of profit attributable to a permanent establishment.  It was noted that 
the amended language of Article 7 will likely be slow to enter into new and newly amended tax 
treaties.  It was also noted that the changes tend to reduce calculated income attributable to a 
permanent establishment in comparison to treaties that either have not been updated or that 
follow the United Nations’ Model Tax Convention. 
 
Assume that a home country/host country treaty has not been updated to reflect the 2010 Article 
7 changes, but that a convenient IC/host country treaty has been updated.  To secure the lower 
host country branch taxation that would apply under the updated Article 7, a home country entity 
forms an IC entity solely to operate a branch in the host country.  Assume that the sole 
motivation is treaty shopping. 
 
Generally, it would seem in practice that few host countries would question the legitimacy of 
such planning since the IC entity itself is conducting an active business (i.e., the branch 
operation within the host country).  Having said that, though, because the beneficial tax result 
rests upon residency in the IC as defined within the IC/host country tax treaty, the IC entity must 
clearly be established and managed in a manner that supports the claimed residency in the IC.  
If IC residency is based on management and control or some similar factor, then the IC entity’s 
facts must support this.  Further, the facts must support that the IC entity is truly a principal in 
operating its own business.  For example, the IC entity should not operate in any manner that 
suggests that it is only an agent or nominee for the home country entity.  Further, it should 
include as active members of its board of directors persons who are clearly independent of the 
board of the home country entity.  If such actions are not taken, then the host country authorities 
could potentially claim that the IC entity was not entitled to the IC/host country treaty benefits 
because of residency in the home country rather than in the IC. 
 
The immediately preceding paragraph focuses on the host country.  On the other hand, the 
home country’s tax authorities may also have an interest in the profits generated in the IC entity.  
In addition to examining for potential residency of the IC entity in the home country, they could 
also examine the efforts that home country management and personnel make on behalf of the 
IC entity and its business.  Depending on the facts, these authorities could potentially claim that 
these management and other activities carried out in the home country for the IC entity cause 
the IC entity to have a permanent establishment in the home country.  If so determined, then the 
IC entity would be directly taxable in the home country on the income attributable to that 
permanent establishment.  As such, it is important that the facts support the IC entity’s separate 
existence and independence from the home country entity.  (Note that in the event that the 
home country maintains CFC legislation, the profits of the IC entity might also be taxed currently 
in the hands of the home country entity that owns the IC entity.) 
 
P. Tax treaties 
 
Introductory comments 
 
This Section P of the course paper provides some comments on tax treaties generally and on 
researching tax treaty issues.  While it does not include any coverage of specific tax treaty 
articles, it does comment briefly on certain selected issues regarding the ability to claim treaty 
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benefits.  The specific OECD Model Tax Convention articles, and in some cases the UN and US 
Model Tax Convention articles as well, will be discussed in some detail in class.  For good 
written discussion of the specific articles, see pages 112 through 193 in Basic International 
Taxation (Second Edition) Volume One:  Principles of International Taxation (Roy Rohatgi, BNA 
International Inc., London, 2005). 
 
The student is required to read the entire OECD Model Tax Convention (it’s pretty short) and 
familiarize himself or herself with content of the Commentary on this Model Tax Convention (see 
the Required/Recommended Reading handout for specific portions of the Commentary that 
must be reviewed in more detail).  These items are available either in hard copy in the law 
library or in soft copy through the OECD iLibrary database to which our UofW library subscribes.  
It is suggested that you download from OECD iLibrary the 22 July 2010 Condensed Version of 
the Model Tax Convention that includes the current drafts of both the Model Tax Convention 
itself as well as the Commentary.  (It is easily found by searching on the OECD iLibrary website 
for “Model Tax Convention” on the “books” page.)  The law library has in hard copy a loose-leaf 
two-volume Full Version from 2005 that includes considerable additional material.  This 
additional material includes a number of other OECD publications mentioned in the “Required 
and Recommended Reading” handout.  A more recently 2012 published 2010 Full Version is 
available in soft copy on the OECD iLibrary website.  You may also easily find the OECD Model 
Tax Convention and Commentary as well as the UN and US versions on the BNA website, to 
which you have access through our library.  And they’re available as well on the Tax Analysts 
website, to which you’ll have temporary access during our course. 
 
It is also recommended that you familiarize yourself with the www.oecd.org website since there 
are a number of items on this site relevant to tax treaties that are not found in the OECD iLibrary 
database.  For example, at http://www.oecd.org/dataoecd/20/36/41031455.pdf, you may find the 
17 July 2008, OECD “Report on the Attribution of Profits to Permanent Establishments”.  This 
document gives significant background to changes in Article 7 of the OECD Model Tax 
Convention that were subsequently made in the above-mentioned 22 July 2010 version.  There 
are many other useful and relevant items available on this www.oecd.org site. 
 
During the course, we will cover in detail many of the provisions found in model tax treaties, and 
the student will refer to specific country tax treaties as assignments or as part of case studies.  
Specific tax treaties may be easily found within the Tax Analysts on-line database that is 
accessible through www.lexis.com or through http://taxanalysts.com/, to which the students also 
have access. 
 
Tax treaties – benefits and characteristics 
 
In general, a tax treaty is an agreement between two countries (termed herein “contracting 
states” and, depending on context, also referred to herein as “home state”, “host state” and 
“source state”) that regulates the taxation of each other’s residents for certain types of income 
as specified in the treaty.  Tax treaties are negotiated by appropriate officials of each country, 
are signed by both contracting states, and then only become effective upon ratification by the 
appropriate legislative or other authorized body in each country and the required exchange of 
instruments of ratification.  Note in particular that taxpayers, despite their being affected by tax 
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treaties, are not parties to those tax treaties.  The only parties to a treaty are the contracting 
states. 
 
In general, the benefits of tax treaties to a contracting state and its residents include: 
 

• Exemption or reduction of host/source state taxation, 
 

• Prevention of double-taxation through exemption by the home state of income earned in 
the host/source state, or the allowance by the home state of a tax credit for taxes paid to 
the host/source state, 

 
• Increased certainty for taxpayers and the respective contracting states of the specific tax 

treatment of income/transactions covered by the treaty, 
 

• Greater consistency of taxpayer treatment by the contracting states due to their mutual 
agreement on various definitions and source rules, 

 
• A mechanism for resolving disputes between the contracting states regarding the 

taxation of specific taxpayers, and 
 

• A mechanism for the exchange of information between the authorities of the contracting 
states 

 
While the details included in each treaty will vary to some extent, tax treaties typically follow a 
set pattern.  As such, tax treaties will normally include provisions that: 
 

• Define terms, e.g. resident, the geographical limits of each country for application of the 
treaty, permanent establishment (i.e. the minimum threshold for direct taxation by the 
host state of defined categories of income earned by a resident of the home state), 
dividend, interest, royalty, air and sea international traffic, etc., 

 
• Determine which contracting state or states may tax exclusively or non-exclusively (or 

which contracting state is precluded from taxing at all) various categories of income, e.g. 
business income, income from real property, compensation, dividends, interest, royalty, 
etc., 

 
• Set maximum gross tax rates in the source state on certain of those categories of 

income, in particular, on dividends, interest, and royalties, 
 
• Define source of income, e.g. royalty or interest being sourced based on the country of 

residency of the payer of the royalty or interest, 
 
• Prevent double-taxation of the same income, normally through either an exemption 

approach or a foreign tax credit approach, 
 
• Provide a mechanism for dispute resolution, i.e., competent authority procedure, and 
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• Provide a mechanism for the exchange of information between the two contracting 

states. 
 
In addition to the above, an increasing number of treaties include a “limitation on benefits” 
provision to prevent treaty abuse (e.g. treaty shopping).  See further discussion on this in the 
“Intermediate country” portion of Section O above as well as in the discussion below under the 
heading “Persons allowed the benefits of tax treaties”. 
 
Matters tax treaties do not cover 
 
There are plenty of topics and issues that tax treaties generally do not cover, thereby leaving 
them to the domestic law of the relevant contracting state.  For example, tax treaties typically do 
not deal specifically with corporate reorganizations.  However, there of course can be capital 
gain realized by a resident of one contracting state from an exchange of shares or the receipt of 
assets in the other contracting state that occurs as a part of a corporate reorganization.  In such 
a case, it is possible that the capital gain article in the treaty may affect the taxation in that other 
country of the resident of the first state who realized the gain.  Tax treaties also do not generally 
cover the classification of entities (e.g. whether an entity is to be treated as a taxpayer or as 
transparent) or how “substance vs. form” issues are to be handled.  These matters are normally 
left to local law. 
 
Tax treaties generally do not cover taxes other than income and capital taxes.  As such, they do 
not typically cover types of taxes and charges such as value added tax, gross receipts taxes, 
import duties and charges, stamp duties, real estate transfer taxes, etc.  In addition, treaties 
might not cover local and provincial taxes (e.g. state and local taxes in the US). 
 
Application of domestic law and treaty provisions 
 
It is important to say several things about the application of domestic law and treaty provisions. 
 

• Treaty/domestic law conflicts—A first point is that the mere existence of a tax treaty that 
has been placed into effect by both contracting states through an exchange of 
instruments of ratification does not necessarily mean that the treaty’s provisions will 
govern a particular taxpayer or transaction.  In other words, there may be a conflict 
between domestic law and a treaty provision with the former overriding the latter. 

 
Countries can have differing approaches on how their domestic law and their 
international treaty obligations interrelate.  In some countries, the terms of a tax treaty 
will always override domestic law.  In others, a conflicting domestic law that was enacted 
after the treaty went into effect will override the treaty.  Some countries will, on occasion, 
pass a new domestic law that, by its terms, expressly overrides existing treaty 
obligations.  The US has been well known for doing this.  Two clear examples are 
Internal Revenue Code section 7874 (limiting the benefits of corporate inversion 
transactions; see subsection (f)) and section 897 (taxing dispositions of US real property; 



97 

see subsection (c) of section 1125 of the Omnibus Reconciliation Act of 1980, P.L. 96-
499). 
 
Related to this area of treaty/domestic law conflict, there has been controversy in some 
countries regarding whether domestic anti-avoidance rules and judicial concepts such as 
“substance over form” can override the terms of treaties that would otherwise apply to 
provide tax benefits.  Some newer treaties will include a provision stating that the 
contracting states may apply their domestic anti-avoidance rules to deny treaty benefits.  
An example of such a provision is found in Article 26 of the China/Singapore treaty: 
 

Nothing in this Agreement shall prejudice the right of each Contracting State to 
apply its domestic laws and measures concerning the prevention of tax 
avoidance, whether or not described as such, insofar as they do not give rise to 
taxation contrary to the Agreement. 

 
See further discussion of this general topic in the portion of Section O headed “What is a 
legitimate IC entity use?  How do tax authorities attack such use?” 

 
• Treaty/domestic law interaction—A second point is that treaties, being broadly drafted, 

must interact within the framework and specific provisions of a country’s domestic law.  
This point is in contrast to the first point above that focuses on treaty and domestic law 
conflicts.  This type of interaction is best illustrated through several examples. 

 
 Say that corporate resident X of contracting state A transfers funds to its wholly 

owned subsidiary Y, a company that is resident in contracting state B.  This transfer 
is based on a written loan agreement that provides for Y to make periodic interest 
payments to X and a balloon principal payment to be made upon demand by X.  
Before the tax treaty can be applied to determine the proper withholding tax on the 
payments to be made under this agreement, the domestic law of the B must first be 
applied to determine the true character of this arrangement for tax purposes.  If it is 
determined that the agreement is, in fact, a loan, then the periodic payments would 
be treated as interest and the treaty article on interest would apply to determine the 
withholding tax on the gross interest payments.  On the other hand, if B’s domestic 
law treats the agreement as being preferred shares (or some other equity 
instrument) for tax purposes, then the treaty article on the taxation of dividends 
would apply to determine the withholding tax on the periodic payments.  Domestic 
law would also apply to determine the character of the principal payment when 
made.  For example, if B were the US, then it is possible that the US tax rules 
(Subchapter C of the Internal Revenue Code including section 302(d) in particular) 
would cause part or all of the balloon payment to be treated as a distribution taxable 
as a dividend rather than as a non-taxable return of capital.  In such a case, the 
treaty would be applied to limit the level of withholding tax on the portion of the 
payment treated as a dividend. 

 
 Say that an individual resident of one contracting state is both a director of a 

corporation and an officer of that corporation.  Say that he is earning both directors’ 
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fees and salary, respectively, for his two positions with the corporation.  Since the 
respective treaty articles on directors’ fees employment income do not define either 
term, it is necessary to look to local law to determine how much of each type of 
income the resident is being paid.  Only after so doing can the relevant treaty articles 
be applied.  

 
 Say that you have examined the activities of a resident of one contracting state 

within the other contracting state and you conclude, based on the definition of 
permanent establishment (PE) in the treaty, that the resident does have a PE in the 
other contracting state.  Although there are some general rules in the “business 
profits” article in the treaty for determining the profits attributable to a PE, it will 
normally be necessary to go into the local tax rules to get more detail on how to 
compute this number.  See, for example, Treasury Regulation section 1.861-8 in the 
US rules. 

 
 Say that a resident X of country A owns shares in a country B corporation Y.  Y 

purchases for cash some of its shares that are held by X.  B domestic law will 
determine whether the transaction is to be considered the sale of a capital asset or 
alternatively a distribution with respect to the shares.  As a sale of a capital asset, X 
will realize gain or loss equal to the cash paid to X less X’s tax basis in the shares.  
As a distribution with respect to shares, X will normally be considered to have 
received a dividend to the extent of retained earnings (or earnings and profits in case 
B is the US).  In the former case, the capital gain provision in the A/B tax treaty 
would govern the taxation of X by B.  In the latter, the dividend provision would apply.  
(See Internal Revenue Code section 302 for an example of this issue.)  The taxation 
of X by A (the country of residence) will have a similar issue between characterizing 
the transaction as a sale of a capital asset or as a distribution with respect to shares.  
If A treats X as having received a dividend and assuming A does not exempt its 
residents on foreign source income, then A’s foreign tax credit rules may allow X to 
claim an indirect foreign tax credit.  It may occur that the two countries will apply 
different characterizations.  Likely, only if X has been subjected to double-taxation 
and has sought competent authority relief might the characterization by one country 
be changed so that the characterizations match and double-taxation is avoided. 

 
Research and interpretation of tax treaty Issues 
 
Unlike the research of most domestic tax issues where various publishers provide 
comprehensive resources for practitioners, comprehensively researching tax treaty issues can 
cause the practitioner to find himself or herself looking far and wide among disparate and 
obscure sources published in various countries around the world.  Sometimes, it can be akin to 
searching for a needle in a haystack.  With this in mind, see in the course website several 
bibliographies of resources. 
 
In this brief discussion concerning the research and interpretation of tax treaty issues, we will 
mention the following resources: 
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• The “Vienna Convention on the Law of Treaties” (“VCLT”) 
 

• The Commentary of the OECD Committee on Fiscal Affairs (“Commentary”) to the 
Model Tax Convention on Income and on Capital (“Model Tax Convention”) published by 
the Organisation for Economic Co-operation and Development (“OECD”) 

 
• Commentary on the Articles of the 2011 United Nations Model Double Taxation 

Convention Between Developed and Developing Countries (respectively, “UN 
Commentary” and “UN Model Tax Convention”) 

 
• Protocols, technical explanations and other documents issued by contracting states 

 
• Rulings and court decisions concerning tax treaty issues published unilaterally by the 

relevant tax authorities and courts in various countries 
 
The VCLT provides a base for treaty interpretation that the courts of many countries have 
acknowledged whether or not the country is or is not a signatory to it.  A copy of this convention 
has been included in the course website and can be separately found at 
http://untreaty.un.org/ilc/texts/instruments/english/conventions/1_1_1969.pdf.  At a minimum, it 
is suggested that you read VCLT Articles 26-33, 42(2), 46, and 60-64. 
 
The OECD Model Tax Convention as issued and amended from time-to-time by the Committee 
on Fiscal Affairs has been the format from which many bilateral tax treaties have been 
negotiated.  Supporting this Model Tax Convention is the Commentary, which explains in 
reasonable detail many of the provisions in the Model Tax Convention as well as negotiating 
alternatives that contracting states might choose during their treaty negotiations.  As mentioned 
earlier herein, you may find in our law library hard copies of both the Condensed Version and 
the Full Version of the Model Tax Convention and Commentary.  Again, as noted earlier, you 
also have access to soft copies of these documents through the UofW library’s subscription to 
OECD iLibrary. 
 
Note that the Commentary is written to provide guidance to treaty negotiators.  As such, through 
out the document, there is discussion of alternative treaty language and negotiating positions 
and their consequences.  Because the Commentary has so much detail and is also made 
available to the public at large, it has become an important source for interpreting treaties, relied 
upon by governments and taxpayers alike.  The fact that it provides common ground for the 
negotiators of both countries gives its content significant credibility when a taxpayer attempts to 
use that content to support its application of a tax treaty. 
 
Where the language of a particular tax treaty is the same or similar to that found in the Model 
Tax Convention, courts have looked to the Commentary for guidance.  You should spend some 
time looking through this document to see what it contains.  It will also be useful in some of our 
class discussion. 
 
The UN Model Tax Convention and the UN Commentary are very similar documents to what the 
OECD has issued.  However, the focus includes more the interests of developing countries in 
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contrast to the OECD’s documents that are focused more from the perspective of developed 
countries.  Depending on the particular treaty that one is dealing with and its specific language, 
these UN documents may be helpful and relevant.  The most recent version of the UN Model 
Tax Convention and UN Commentary is termed the 2011 Update and was released on 15 
March 2012.  A copy is available at: 
http://www.un.org/esa/ffd/documents/UN_Model_2011_Update.pdf 
 
The contracting states for a particular treaty may have agreed on various matters that have not 
been included in the tax treaty language itself.  Such agreed matters may be included in a 
protocol to the treaty or in other documents exchanged by the contracting states.  Such 
protocols and documents may have been agreed and issued at the same time that the treaty 
was ratified or they may have been agreed and issued later.  In any case, the important point is 
that when reviewing a treaty for a particular issue, it is also necessary to look for any protocols 
or other documentation that exists and examine them for anything that may affect the issue you 
are researching. 
 
The relevant authorities in some countries publish unilateral technical explanations and rulings 
on both general tax treaty issues as well as on specific treaties.  The US, for example, publishes 
a technical explanation of its model treaty (United State Model Technical Explanation 
Accompanying the United States Model Income Tax Convention of November 15, 2006) as well 
as explanations of many of the specific treaties it has concluded with other countries.  It also 
publishes rulings, both public and private, on tax treaty issues.  While it may happen that such 
technical explanations and rulings issued unilaterally by various countries have been provided 
to their respective treaty partners, these treaty partners and the courts therein would not likely 
treat these items as authoritative for interpreting the applicable tax treaty since they are not 
mutually agreed documents.  They may, however, be helpful as persuasive tools. 
 
Courts in various countries around the world have addressed tax treaty issues.  In so doing, 
they sometimes will look to cases on the same issue that have been adjudicated in other 
countries.  While such cases will seldom, if ever, be controlling, they can be influential or 
persuasive. 
 
Considering the above two paragraphs, comprehensive research of a tax treaty issue where a 
definitive answer cannot be found within the particular contracting state’s legal literature will 
involve looking to rulings and cases in other jurisdictions on similar or related issues.  Sadly, 
conducting such a worldwide review can be difficult at best.  With one exception, there appears 
to be no comprehensive source where such rulings and cases are published.  The one 
exception is The International Tax Treaties Service, edited by Michael Edwardes-Ker and 
published by In-Depth Publishing Limited in England. A copy can be found in the library’s 
reference section at K4504.15 1974.  Unfortunately, this service is no longer published or 
updated.  As a consequence of this, comprehensive research would likely involve a survey of 
counsel in other countries for the existence of any relevant local rulings or cases.  Recently, the 
International Bureau of Fiscal Documentation (www.ibfd.org) initiated a Tax Treaties Case Law 
database.  While this does not appear to be comprehensive as it includes items from only a 
limited number of countries, it should be a worthwhile resource. 
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There are a number of books and articles that focus on various aspects of tax treaties and that 
can be very useful research tools.  You should look at the bibliographic listings included in the 
course website.  One interesting book included in our law library is Permanent Establishment—
Erosion of a Tax Treaty Principle, by Arvid A. Skaar, (Kluwer Law and Taxation Publishers, 
1991) (K4475.4 S42 1991).  In addition to considerable detailed analysis of the permanent 
establishment concept, there is also interesting discussion on the historic development of tax 
treaties. 
 
Persons allowed the benefits of tax treaties 
 
While a surface view may indicate which person or persons in a particular factual situation will 
be allowed the benefits of an existing tax treaty, an in-depth review will normally be necessary 
to confirm the benefits desired. 
 
With some exceptions, only “residents” as defined in a treaty (usually in Article 4) are entitled to 
the benefits of that tax treaty.  While “resident” is a defined term, the definition typically refers to 
a contracting state’s domestic law to actually determine a person’s residency.  While we in the 
US are accustomed to all citizens and domestic corporations being subject to worldwide 
taxation and therefore arguably residents, other countries often use different criteria (e.g. 
location of management and control).  Accordingly, one cannot immediately assume that a 
citizen or domestic corporation of a contracting state is, in fact, resident in that contracting state 
for purposes of the treaty. 
 
Regarding the US, this writer’s understanding is that the US Treasury does not generally 
consider US citizens and resident aliens residing outside the US, despite their being subject to 
world-wide US taxation, to be US residents under any applicable treaty.  As such, the US would 
not back up a claim by such an individual of treaty benefits against a US treaty partner.  See (i) 
Article 4, paragraph 2 of the Japan/US tax treaty, and (ii) Article 4, paragraph 1 of the 
Canada/US tax treaty, both of which reflect this position.  See also Treasury Regulation section 
301.7701(b)-7 regarding coordination of resident alien status with income tax treaties where the 
resident alien concerned is also resident in the other contracting state under the treaty. 
 
It can occur, whether through bad or no planning or through intentional planning, that a person 
(e.g. individual or company) is a resident under the domestic tax laws of two countries.  For 
example, a company X may be a resident of country A because it was organized under A’s laws 
and a resident of country B because its management and control is located within B.  Typically, 
X would be referred to as a “dual-resident”.  Many treaties include in paragraphs 2 and 3 of 
Article 4 “tiebreaker” provisions, both for individual and non-individual persons, to establish for 
purposes of the treaty’s application which is the country of residence and which is not.  For 
example, for a person other than an individual, the tiebreaker rule often provides that the state 
of residency will be “the state in which its place of effective management is located”.  This is the 
language used in both the OECD and UN Model Tax Conventions. 
 
There is little guidance on the meaning or application of this tiebreaker rule for persons other 
than individuals.  Following certain 2008 updates to the OECD Commentary for Article 4, the 
available guidance in paragraph 24 is:  “The place of effective management is the place where 
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key management and commercial decisions that are necessary for the conduct of the entity’s 
business as a whole are in substance made.  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.”  
(See the OECD public discussion draft of “Draft Contents of the 2008 Update to the Model Tax 
Convention”, 21 April 2008, pages 7ff.) 
 
In the discussion in Section O on Tax Effective Locations regarding the ability of a source 
country to attack an IC (intermediate country) entity for treaty shopping, mention was made of 
the provision in some treaties of a limitation on the definition of resident.  In brief, this limitation 
can treat a foreign-owned resident of one contracting state as being non-resident for purposes 
of the treaty if that resident is taxed in his home state only on income from sources in that home 
state.  See the second sentence of paragraph 1 of Article 4 of the Model Tax Convention and 
paragraph 8.2 of the Commentary on Article 4. 
 
The recent 2008 changes to the Commentary on Article 4 have expanded paragraph 8.2 to 
clearly cover the following additional situation.  This expansion emphasizes the danger of 
merely assuming, without carefully checking, that a person that is resident under a country’s 
domestic tax law will be resident for purposes of any or all of that country’s treaty network.  Say 
that X is a tax resident of country A under its domestic law (say due to its country of 
incorporation) and that A imposes worldwide taxation on its residents.  X is also resident in 
country B under its domestic law (say because of management and control being located in B), 
making X a “dual-resident” of A and B.  Under the tiebreaker provision of a treaty between A 
and B, X is determined for purposes of this treaty to be tax resident in B (i.e., its place of 
effective management is within B—see paragraph 3 of Article 4).  As a result, X is not subjected 
by A to tax on its worldwide income; rather, A taxes X solely on A sourced income.  Assume that 
X has income from sources in country C that is taxable in C under its domestic law.  Further, 
assume that there is a treaty between A and C and that the tiebreaker provision of this treaty is 
not applicable because X is not resident in C under either its domestic law or paragraph 1 of 
Article 4 of the A/C treaty.  Assume as well that X would benefit from a reduction or exemption 
in C taxation if it were considered a resident of country A under the A/C treaty.  The expansion 
in Paragraph 8.2 of the Commentary on Article 4 provides that because X is not subject to A’s 
world-wide taxation due to the A/B treaty, X cannot be a resident of A under the A/C treaty.  As 
such, the otherwise applicable reduction or exemption from tax in C could not be claimed.  (See 
also the amended language in paragraph 1 of the Commentary on Article 21 as well as the 
OECD public discussion draft of “Draft Contents of the 2008 Update to the Model Tax 
Convention”, 21 April 2008, pages 9ff.) 
 
Another area where complications arise in tax treaty coverage is “triangular cases”.  For 
example, say that a Japanese bank with a branch in Singapore loans funds from that branch to 
a borrower in Malaysia.  Although the Japan/Malaysia tax treaty may technically apply, there 
can be legal and practical difficulties in attempting to claim treaty coverage in Malaysia to 
reduce that country’s domestic withholding tax.  See the report “Triangular Cases” issued by the 
OECD Committee on Fiscal Affairs and approved by the OECD Council on 23 July 1992.  See 
also paragraphs 69 – 72 of the Commentary under Article 24 of the OECD Model Tax 
Convention. 
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An area of particular difficulty involves the ability of partnerships and their partners to claim 
treaty benefits.  While many countries recognize partnerships to be transparent for tax 
purposes, some treat them as taxable entities with their partners being treated more like 
shareholders.  Especially where two treaty countries treat partnerships differently, treaty 
benefits can potentially be denied to residents even when economically they should be granted.  
Additional complications can of course arise when three (or more) countries are involved with 
the partners being in one or more countries, the partnership being established in another 
country, and the partnership earning income or conducting business in some other country (i.e., 
the host/source state).  Further, even if two contracting states treat partnerships similarly as 
being transparent, they may have differing domestic laws on how various partnership items are 
treated.  As indicated in a bullet point in Section H in regard to interest on a loan made by a 
partner to a partnership, one contracting state may treat such interest as actual interest and 
apply the treaty’s interest sourcing rules while the other contracting state treats it as a special 
allocation of partnership income, thus causing different sourcing. 
 
The OECD Committee on Fiscal Affairs has examined this particularly complicated area in its 
report “The Application of the OECD Model Tax Convention to Partnerships”.  This report was 
adopted on 20 January 1999 and certain recommendations were later adopted into the OECD 
Model Tax Convention Commentary. See in particular paragraphs 2 through 6.7 under Article 1 
in the OECD Commentary.  (You may find a copy of this OECD report in the loose-leaf 2000 
edition of the OECD Model Tax Convention and Commentary.  In the available soft copy, this 
document begins on page 1098.) 
 
In addition to partnerships that can be treated as transparent or as a separate entity taxpayer, 
other entities, in particular the limited liability company, may be similarly treated as transparent 
or as a separate taxpayer.  When two or more countries treat such an entity differently, it will 
often be termed a “hybrid entity”.  With the exception of some more recent treaties, most tax 
treaties are silent with respect to how partnerships and hybrid entities are to be treated.  Note 
that the available OECD guidance, which is not binding on local tax authorities, is limited to 
partnerships and does not cover hybrid entities.  Some more recent treaties include rules that 
deal with partnerships and hybrid entities.  See, for example, Article 4, paragraph 6 of the 2003 
Japan/US tax treaty and Article 4, paragraph 5 of the 2010 Japan/Netherlands tax treaty as well 
as Article 1, paragraph 6 of the US Model Tax Convention.  See also Article 1, paragraph 6 of 
the US Model Tax Convention. 
 
For treaty coverage to apply, for example, in the case of exemption from or a reduced 
withholding tax rate on payments of dividends, interest or royalty to a non-resident, the country 
of the payer may require that the non-resident treaty-protected recipient obtain a certification of 
residency from its home government and/or submit a treaty relief form prior to the payment.  
Any such requirements are generally meant to establish that the non-resident recipient is, in 
fact, entitled to treaty relief.  Because of this kind of requirement, it is important that a parent 
company recipient of such payments not order their subsidiary to make immediate payment of 
such amounts prior to checking on any such certification and filing requirements (or, where 
relevant, on exchange control or other requirements). 
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An increasing number of countries have instituted not only such certification and notification 
requirements, but also “substance over form” and similar rules that seek to prevent mere agents 
or nominees and other “conduits” from securing treaty benefits.  China and Indonesia are two 
good Asian examples of this expansion of efforts to prevent treaty abuse. 
 
Another growing aspect is the expansion of “limitation on benefit” clauses that can prevent 
treaty benefits from applying to otherwise qualifying resident taxpayers.  While pioneered by the 
US, a number of countries have been inserting such provisions into their newer treaties or 
through protocols into their existing treaties.  Japan, for example, has inserted such provisions 
into its recently negotiated and amended treaties with the Netherlands and Switzerland. 
 
In brief, where a “limitation on benefits” clause exists, some treaty benefits will be denied to an 
otherwise resident company owned by non-treaty country residents or where the company’s 
expenses are paid mostly to non-resident recipients.  The rules under some such clauses can 
be relatively complicated with various percentage tests as well as an active business exception.  
Some such provisions will also deny treaty benefits where income is earned by the resident 
through a permanent establishment in a third country that is not fully taxed in the country of 
residence. 
 
As a final issue in this section on persons who may benefit from tax treaties, it is important to 
note a peculiarity of some countries that tax their residents on a territorial basis or on a 
“received in country” basis.  Residents of such a contracting state might only obtain the benefits 
of the treaty in the other contracting state to the extent that they actually are taxable on the 
same income in the contracting state of which they are residence.  As an example of this, 
Singapore has a partial territorial taxation system under which a Singapore resident will only be 
taxable on foreign source income if that income is received in Singapore.  Say that a Singapore 
resident earns interest income from a Japanese resident.  Under the Singapore/Japan tax 
treaty, the reduced withholding rate on interest under the treaty will only apply if the Singapore 
resident receives the interest in Singapore and declares it as taxable income in Singapore.  If 
the Singapore resident leaves the income outside Singapore and untaxed in Singapore, then 
the domestic Japanese withholding rate, and not the lower treaty rate, will apply.  The following 
is from Article 22, paragraph 1 of the Singapore/Japan tax treaty:  “Where this Agreement 
provides (with or without other conditions) that income from sources in Japan is exempt from tax 
or taxed at a reduced rate in Japan and under the laws in force in Singapore, the said income is 
subject to tax by reference to the amount thereof which is remitted to or received in Singapore 
and not by reference to the full amount thereof, then the exemption or reduction of tax to be 
allowed under this Agreement in Japan shall apply only to so much of the income as is remitted 
to or received in Singapore.”  Similar provisions will be found in some treaties entered into by 
the U.K., Malta, and Ireland. 
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Q. General anti-avoidance and form vs. substance concepts 
 
Introductory comments 
 
Taxation is based on law and legal principles.  As such, in determining the taxation of a person, 
all countries give considerable attention to the person(s) involved (i.e., individuals and legal 
entities) and the rights and obligations of each such person as defined by law (e.g. tax law, 
commercial code, civil law) or by contract (e.g. civil contracts, labor contracts). 
 
To some greater or lesser degree, many countries in their concern about abusive tax-avoidance 
will also pay attention to the “substance” of transactions and relationships that several persons 
have.  A transaction or series of transactions may have been characterized for tax reporting 
purposes by the participants in one manner.  However, if the terms of one or more agreements 
between these persons reflect an economic substance that is different from or inconsistent with 
the participants’ characterization of the transactions and relationships, then the tax authorities of 
the relevant country or countries may attempt to re-characterize the transactions to reflect that 
economic substance. 
 
Various countries have within their statutory law or judicial precedents various anti-avoidance 
mechanisms for dealing with this “form vs. substance” issue, with civil law countries more 
typically having statutory rules and with common law countries often having judicial precedents 
and sometimes statutory rules as well.  For example, in the US, a common law country, judicial 
precedent has created over many years certain overlapping tools that the tax authorities have 
used with varying degrees of success in attacking a variety of structures and taxpayer planning.  
Such tools have included, for example: 
 

• Substance-over-form (the substance, not form, of a transaction should determine tax 
consequences) 

  
• Step transaction (multiple steps should be collapsed into one transaction to determine 

tax results) 
 

• Sham transaction (a transaction having no purpose other than achieving particular tax 
results should be disregarded for tax purposes) 

 
• Business purpose (a transaction that in form is business-related should not be honored if 

it lacks a non-tax purpose) 
 

• Economic substance (a transaction lacking economic substance, looking to both 
objective and subjective criteria, should not be honored) 

 
(This listing of overlapping tools was taken from “Legislative and Regulatory Responses to Tax 
Avoidance:  Explicating and Evaluating the Alternatives”, by Erik M. Jensen (56 St. Louis U. L.J. 
___ (2012).) 
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In 2010, the last two of these listed tools were codified in Internal Revenue Code section 
7701(o), which effectively forced courts throughout the US to adopt a consistent approach of 
requiring that both parts of a two-pronged test be met for a transaction to be respected as 
having “economic substance”.  In brief, a transaction is treated as having economic substance 
only if (1) the transaction changes in a meaningful way (apart from Federal income tax effects) 
the taxpayer’s economic position, and (2) the taxpayer has a substantial purpose (apart from 
Federal income tax effects) for entering into the transaction.  These two prongs represent an 
“objective” test where the objective effects of a transaction on the taxpayer’s economic position 
can be considered and a “subjective” test where the intent and motives of the taxpayer can be 
examined.  Along with this codification in 2010, a potentially severe penalty was added for 
transactions that fail this new codified economic substance doctrine.  This penalty, although at a 
lower rate, will apply even if the transaction is adequately disclosed to the US tax authorities. 
 
Note that the first three of the above listed judicial “tools” (substance over form, step transaction, 
and sham) apply to establish the proper characterization of transactions for determining the tax 
consequences of those transactions.  For example, should a transfer of property under a lease 
agreement be characterized for tax purposes as a sale.  Or, should a liquidation of a corporation 
followed by the incorporation of a new corporation be stepped together such that for tax 
purposes nothing had occurred.  On the other hand, the business purpose and economic 
substance tools, now codified in section 7701(o) under the “economic substance” label, focus 
on how a properly characterized transaction meets or fails the “objective” and “subjective” tests 
outline above.  This implies an order of application of these tools.  Thus one or more of the first 
three judicial tools must be applied first to establish the proper characterization for tax purposes 
of one or more transactions.  Only after a proper characterization is established can the new 
codified “economic substance” rule be applied.  
 
From a very practical perspective, applying statutory or judicially based anti-avoidance rules is 
not an easy matter.  For the US, whether prior to enacting section 7701(o) or subsequently, 
there has been and will continue to be significant controversy and difficulty in knowing when any 
of the above-mentioned tools will apply.  In the UK on 1 August 2011, the government published 
a technical note on a proposed anti-avoidance rule focused on tax treaty abuse.  However, the 
proposed rule was withdrawn within two months with the government spokesman saying:  “The 
responses so far received have made it clear that the proposed legislation, as drafted, could 
cause significant uncertainty for compliant UK businesses and overseas investors about its 
intended scope and its practical effect…. The government are committed to providing certainty 
to taxpayers and acknowledge the concerns raised in the responses to the consultation. They 
have therefore decided not to proceed further with the consultation on the proposed legislation 
and will not include it in the Finance Bill 2012.”  Subsequently on 12 June 2012, the UK 
government published a “Consultation Document” proposing what it believes will be a “General 
Anti-Abuse Rule” more narrowly targeted at artificial and abusive tax avoidance.  The 
government intends to include this more targeted GAAR in its Finance Bill 2013. 
 
For considerable discussion of anti-avoidance issues and their application by various countries 
around the world, see Volume 95a, “Tax Treaties and Tax Avoidance: Application of Anti-
Avoidance Provisions” (2010), from the Cahiers de Droit Fiscal International series published by 
the International Fiscal Association. 
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Anti-avoidance mechanisms 
 
The following brief listing of mechanisms used by some countries to attack questionable 
structures and aggressive taxpayer planning is from page 25 of a 2009 OECD book titled 
Building Transparent Tax Compliance by Banks (footnotes have been deleted).  The listing 
includes statutory general anti-avoidance rules (GAAR) as well as other statutory and judicial 
mechanisms. 
 

• “Court decisions (especially in the jurisdiction of a parent company), including leading 
anti avoidance doctrines from Furniss v Dawson (United Kingdom) and Coltec Industries 
v. United States. In some countries there may not be a legal precedent to provide a clear 
definition of anti avoidance, anti abuse or where the structuring is deemed inappropriate. 

 
• “General legal concepts which continue to evolve and which describe unacceptable 

effects of transactions common to most legal systems, such as Fiscal Nullity, Sham, 
Abus de Droit (France), Fraus Legis (Netherlands), Economic Substance (United States) 
and Misuse and Abuse (Canadian GAAR concepts). These concepts can cover both 
general legal and tax issues. 

 
• “General anti-avoidance provisions such as those that exist in Australia (dominant 

purpose of avoiding tax), Canada (transactions not undertaken primarily for bona fide 
purposes that result in a tax benefit and a misuse or abuse of the provisions of the tax 
legislation), Ireland (primary purpose of producing a tax advantage where there is a 
misuse or abuse of the provisions of the tax legislation) and South Africa (sole or main 
purpose to obtain a tax benefit). 

 
• “Published revenue body guidance, including ‘black listed’ transactions. 

 
• “International law or double tax treaty applications. For example, international cases 

such as Indofood International v JP Morgan Chase involving the use of conduit 
companies in treaty countries to avoid withholding tax under double tax conventions.” 

 
Framework for analysis 
 
Recognizing the diversity of various countries’ anti-avoidance mechanisms for dealing with this 
“form vs substance” issue, a principal goal in this course paper is to provide you with a 
mechanism or framework that you can use to help analyze specific situations.  With this in mind, 
consider the following categories: 
 

• Sham or fake transaction—The persons concerned are not following the terms of their 
contractual obligations and are in fact doing something different.  This type of situation 
would normally be termed a “sham” or fake transaction and would be disregarded in 
most countries. 
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A simple example would be where a parent company in country A has contracted with its 
subsidiary in country B to perform certain services for the subsidiary.  The contract, 
which states that the services are to be performed by the parent at its headquarters in A, 
is the basis for the payment by the subsidiary to the parent of certain service fees.  
Under B’s laws, the payments are deductible to the subsidiary and are also free of 
withholding tax since the payment is for services physically performed outside of B.  
Assume that in actual fact, the parent performs no services and never intended to 
perform any.  In this case, B would likely treat the contract as being a mere sham or fake 
transaction since the parties never intended to create an enforceable contract.  As a 
result, B would re-characterize the payments in some manner based on its local law and 
practice.  Some countries might simply disallow the deduction.  Others might reclassify 
the payment as a dividend with the result that the deduction is disallowed and a dividend 
withholding tax is applied. 
 
Note that in the US the term “sham” is sometimes used in a much broader fashion to 
mean any transaction the legal form of which is not respected for US tax purposes.  This 
could include legally enforceable contracts that in this paper are covered in the several 
sections below. 

 
• Characterization of a single contract/corporate action—The person or persons 

concerned execute one contract or corporate action that is real and the terms of which 
they fully respect.  However, the form of the arrangement and the documents chosen by 
the party or parties may differ from the form and documents that would normally be used 
to achieve the economic results intended. 
 
A simple example is a lease agreement being executed over personal property where 
the economics inherent in the lease terms imply a full transfer of all significant rights of 
possession and ownership in the property from the one party (the lessor) to the other 
(the lessee).  Another example is a loan from a parent corporation to its thinly-capitalized 
subsidiary.  A further example is a wholly owned subsidiary acquiring for cash or other 
property its own shares from its sole shareholder. 
 
Where two or more persons are involved, they could be related or unrelated. 
 
A good recent example of the type of analysis required for this “single contract/corporate 
action” category may be found in NA General Partnership & Subsidiaries et al. v 
Commissioner, T.C. Memo 2012-172, No 525-10, 19 June 2012.  This case presented 
the issue of whether certain loan notes established in connection with a corporate 
acquisition were to be treated as debt or equity. 

 
• Characterization of multiple contracts/corporate actions—The persons concerned 

execute two or more real contracts and/or corporate actions that are all individually 
legitimate (although they may or may not individually be commercially reasonable or 
supportable) and the terms of which the persons fully respect.  The net economic/legal 
results are what the persons desire, but these results could have been accomplished in 
some more direct fashion.  The persons have presumably structured their multi-step 
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approach, in part, because the tax effects of the individual steps are more favorable than 
the tax effects of the more direct approach. 
 
One example is a back-to-back royalty arrangement where a parent corporation in the 
home country licenses intellectual property ultimately to its subsidiary in a source 
country through an intermediary country entity that has a more favorable tax treaty (i.e., 
lower royalty withholding tax) with the source country than the home country has.  A 
second example would be a situation where three related companies sign three 
installation/construction contracts with one client in another country with the specific 
intention of avoiding a permanent establishment as defined in the tax treaty between the 
two countries.  Assume the definition of permanent establishment in that treaty includes 
any installation/construction project that lasts more than twelve months.  Each of the 
three contracts is structured so that each company’s project will be completed within 
twelve months, thereby avoiding for each company a permanent establishment.  The 
period over which all three contracts will be completed extends beyond twelve months 
so that had there been just one contract covering all the work, there would clearly be a 
permanent establishment with resulting taxation of the profits attributable to that 
permanent establishment. 
 
As a third example, look back to the Section G discussion of the engineering and 
construction project.  That involved a major engineering and construction “turnkey” 
contract for the design and construction of a major chemical processing facility.  There 
was discussion of possible planning to break this up into a number of contracts amongst 
several group companies and the unrelated client covering various services to be 
performed either inside or outside the client’s country, personal property to be sold, 
intangible property to be licensed, etc.  In regard to this, an issue raised was whether the 
client would agree to multiple contracts.  The client might reasonably require a 
completion guarantee and/or other contractual mechanisms to provide comfort that the 
intended “turnkey” effect is achieved.  Interestingly, a recent Indian case involving 
Ericsson included this issue (DIT v. Ericsson Radio System A.B., Dehli High Court, 23 
December 2011).  In brief, the decision described the Indian tax authorities’ assertion in 
paragraph 20: 
 

…It was the submission of Mr. Prasaran that a plain reading of the terms and 
conditions of the three contracts, all entered into on the same day and at the 
same place in India, viz., Bangalore, indicates that they are all interlinked, inter-
twined and inseparable. He pointed out that the assessee and its associated 
sister concerns had entered into contracts with the Indian buyers for the setting 
up of a GSM system in India. For the aforesaid purpose, the hardware and 
software was to be supplied/licensed by the assessee, the installation through a 
sister concern of the assessee was to be overseen by the assessee and the 
overall responsibility of the three contracts also was upon the assessee.  He 
drew our attention to the salient features of the three Agreements which 
according to him conclusively show that they are, in effect, one integrated 
business arrangement…. 
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The “overall responsibility” included supervision and a performance guarantee. 
 
Disregarding the tax authorities’ position, the Delhi High Court stated in paragraph 45: 
 

Merely because the activities, namely, the supply activity and the installation 
activity are to be carried out by two separate Companies who are part of the 
same Group cannot result in the transaction being treated as one composite 
transaction. This is more so when both the entities perform their own 
independent obligations, receive appropriate separate remuneration and, as 
found by the Tribunal, are not financially or technically dependent on each other. 

 
While the court did not support the tax authorities in their view of the integrated nature of 
the three contracts and did not value highly the supervision and performance guarantees 
made by the overseas taxpayer (the “assessee” in the above quotations taken from the 
decision), judges having only a slightly differing view might have analyzed the same 
facts and decided that the three contracts should be characterized as one integrated 
transaction such as the Indian tax authorities were arguing for.  (Students wishing to 
read this case will find it on the “India” page in the Course Website.) 
 
The persons involved in such multiple contracts/corporate actions could be related or 
unrelated.  The above three examples involve related parties to some extent.  A simple 
example where only unrelated parties are involved is a “sales and leaseback”.  For 
example, Corp X owns a factory in which its employees manufacture a product.  As X 
requires financing for various corporate needs, it wants to borrow money.  Assume that 
X has capital loss carry forwards that will expire soon if not used to offset realized capital 
gain.  Lender Y is willing to lend, but wants to do so in a more tax efficient manner.  So, 
rather than entering into a simple loan agreement, the two parties execute two 
agreements.  Under the first agreement, X sells the real property to Y and Y pays X the 
full fair market value of the property.  X reports capital gain, which is offset by the carry-
forward losses.  Effective from the date of sale, the second agreement leases the 
property now owned by Y to X so that X is able to continue using the factory in its 
business.  The terms of this lease place all risks and burdens of ownership on X as 
lessee and further provide X a purchase option with a nominal strike price.  As a result of 
now “owning” the property, Y reports rental income and offsets this rental income with 
accelerated depreciation, thereby reporting in the early years of the lease losses that it 
utilizes to reduce its overall taxable income. 

 
• Characterization of multiple circular contracts/corporate actions—Persons will, on 

occasion, enter into multi-step circular transactions that have little or no economic effect 
on the parties (aside, perhaps, from the real cost of the tax scheme promoter), but which 
create some tax benefit. 
 
One example is a liquidation/re-incorporation transaction where a loss subsidiary 
conducting an active business is liquidated with the active business assets, net of 
liabilities, being contributed to a new subsidiary.  The tax goal is to recognize a loss at 
the parent company level from the liquidation.  This type of transaction might also be 
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initiated to secure a “re-freshed” tax incentive in a country that grants incentives to new 
companies. 
 
If a student wants to read a relatively recent US case on this sort of multi-step circular 
arrangement, Schering-Plough Corporation v U.S.A., 651 F.Supp.2d 219 (D.N.J. August 
28, 2009), affirmed Merck & Co., Inc. v. U.S., 652 F.3d 475 (C.A.3 June 20, 2011), is an 
excellent example.  In brief, Schering-Plough had successfully operated through several 
Swiss subsidiaries, accumulating many hundreds of millions of dollars of low-taxed 
foreign earnings that would be taxable in the US upon repatriation through dividends or 
upon any “investment in US property” (Code §956).  As “investments in US property” 
generally include loans to the parent company, it was not possible for the Swiss 
subsidiaries to simply loan their cash balances to any US related party.  In order to 
transfer funds into the US without creating a loan, Schering-Plough and one of its Swiss 
subsidiaries, along with Merrill Lynch and a Dutch bank, entered into a series of 
transactions.  One important step in the series was the creation of a twenty-year long 
interest-rate swap between Schering-Plough and the Dutch bank under which the bank 
paid to Schering-Plough one defined stream of payments and Schering-Plough paid to 
the bank another defined stream of payments.  Initially, these two streams were offset so 
that only a small net amount was paid by one party to the other.  As a second important 
step, Schering-Plough “sold” to its Swiss subsidiary the payments for years six through 
twenty that it would receive from the Dutch bank under the swap.  So, for those future 
years, Schering-Plough would pay its defined payment to the bank and the bank would 
pay the economically offsetting payment to the Swiss subsidiary.  The purchase price 
paid by the Swiss subsidiary for this future stream was a lump sum amount.  
Economically, the subsidiary would earn back this lump sum payment plus some 
additional amount through the future payments that it would receive directly from the 
Dutch bank.  The court found that the Dutch bank was a mere intermediary and that the 
proper characterization of the transactions for US tax purposes was a direct loan from a 
subsidiary to a parent.  As such, Code §956 applied to create immediate taxability to 
Schering-Plough of the amount loaned. 

 
Tax authority reactions 
 
Generally, where authorities know that a sham or fake transaction has occurred, they will 
disregard or re-characterize the transaction as appropriate to the situation.  However, for the 
other types of situations shown in the above bullet points, there is considerable variation around 
the world.  Each country has laws and practices that place it at some point along a spectrum 
between blindly accepting the legal form of the transactions and readily ignoring the legal form 
to tax the transaction(s) based on its/their substance and perhaps as well based on the tax 
authorities’ perception of legislative purpose where that purpose is not expressly stated in the 
legislation.  For example, some countries may treat the steps in a multi-step arrangement 
among related or unrelated parties as separate transactions independent of whether they make 
any business or commercial sense.  Other countries may only respect each step in a multi-step 
arrangement where each can be supported commercially.  Another issue is whether the terms 
and timing of the contracts/corporate actions are such that at the time of the first step it is 
preordained that all other steps will occur in due course.  Or, was it realistically possible that 
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later steps might not occur?  Some countries that have been very form-oriented historically have 
approached multi-step transactions in this manner.  If the real legal effect of a series of 
contracts/corporate actions is the net result because the terms of each step dictate that all must 
be completed, then that “net result” is the real legal form that should be the basis for taxation. 
 
Over the past decade and more, there has been considerable movement by some number of 
countries from a more “form” oriented approach to examining “substance” before accepting the 
tax reporting of transactions.  While this has primarily been a trend affecting purely domestic 
transactions, there has also been considerable development in the past few years of host and 
source countries in Asia and elsewhere around the world that have attempted to use GAAR 
provisions and “substance” concepts to attack what they perceive as treaty abuse. 
 
A particularly good example of this is China, which previously had applied its tax laws on a very 
much “form” basis, but in its Enterprise Income Tax Law included a GAAR provision as part of 
its 2008 tax reform.  In the past several years, as the Chinese authorities have gained a better 
understanding of the nature of tax avoidance and international structuring, they have 
aggressively attacked (i) treaty shopping through the “beneficial ownership” requirement 
applicable to dividends, interest and royalties and (ii) structures that attempt to avoid Chinese 
taxation when the shares of a non-Chinese holding company that owns a Chinese company are 
sold as an indirect means of selling the Chinese shares.  Circulars issued in 2009 provided 
guidance on beneficial ownership as well as informational and document-reporting requirements 
on indirect transfers so that the tax authorities could adequately evaluate them for potential 
taxability.  (For more detail on these developments, see the “GAAR and Sub v Form Matters” 
subdirectory in the “China—Mainland” page on the Course Website.) 
 
In the high-profile Vodafone case, which concluded with an Indian Supreme Court decision on 
20 January 2012, the Indian tax authorities unsuccessfully tried a similar stance to tax an 
indirect share transfer.  As a part of its decision, the Supreme Court after carefully examining 
the facts of the case applied English and Indian decisions that give some precedent for a 
“judicial GAAR” and decided that the legal form should be respected and govern the tax 
consequences.  (As the Supreme Court decision makes excellent reading, please see it and 
other items in the “Vodafone Case” subdirectory in the “India” page on the Course Website.)  
Expected future law changes in India include a statutory GAAR.  And following its loss in the 
Vodafone case, the Indian government has been making efforts to enact retroactive law 
changes that could override this Indian Supreme Court decision. 
 
Another high-profile case where local tax authorities have attempted to deny treaty benefits 
involves Korea and the US-based Lone Star private equity group.  And the Australian tax 
authorities as well have been active in pursuing certain such transactions.  See further 
discussion of this general area in the “Intermediate country” portion of Section O on “Tax 
effective locations”. 
 
Because tax authorities learn more over time and readily change their practices in this general 
area, the international tax planner cannot rely on recent experience but must always investigate 
current practice.  A further caution in this regard is that a transaction executed today with 
knowledge of current tax authority practice will normally only be reviewed and judged by the tax 
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authorities when an audit is conducted several years in the future.  The tax authorities will apply 
at that time whatever their “current practice” has become.  And that “current practice” at that 
time in the future may be very different from the current practice at the time of the transaction’s 
planning and execution. 
 
Although the above discussion covers possible practices of a country, it must be understood 
that within many countries there can be considerable divergence between the law as written, the 
practices of the tax authorities, and the willingness of the courts to sustain the law and the 
attacks of the tax authorities.  By their nature, GAARs are often written in very general language 
in order to give the tax authorities great flexibility and discretion in fighting tax avoidance.  
Courts in some countries have been less than enthusiastic in applying these sometimes vague 
and ambiguous laws.  Further, courts have not always been friendly to tax authorities attempting 
to apply these GAARs or internal tax authority practices that focus on “substance”.  The 
international planner must have a full understanding of the position of all the relevant players in 
a country when planning is being considered that could be a target for anti-avoidance 
measures.  
 
The book Comparative Income Taxation: A Structural Analysis, by Hugh J. Ault and Brian J. 
Arnold as principal authors (Aspen Publishers/Kluwer Law International, 2010), includes 
relatively brief summaries of the taxation systems for nine important countries, two of which are 
in Asia (Japan and Australia).  The standard format for the summaries includes some good 
discussions for many of the countries on this “substance versus form” issue.  Various OECD 
items also touch on this area.  See, for example, discussion in the context of transfer pricing in 
paragraphs 1.48 1.49, 1.52, 1.53, 1.64 through 1.69 and 9.161 through 9.194 of Transfer Pricing 
Guidelines for Multinational Enterprises and Tax Administrations, Organisation of Economic Co-
Operation and Development, 2010. 
 
Examples of typical form vs. substance issues 
 
Some areas where form versus substance issues arise include: 
 

• Characterization of the leasing of property as being a true lease or a sale, 
 
• Characterization of an agreement as a lease or the performance of services (e.g., 

“Satellite transponder lease” agreement:  Typically such agreements do not grant to the 
“lessee” possession of the transponder or any equipment.  Rather, the lessee merely 
accesses its transmission capacity.  As a result, such arrangements are normally 
characterized as services.  See Para 9.1 of the OECD Commentary under Article 12 of 
the OECD Model Tax Convention.), 

 
• Characterization of a loan from a parent company to its subsidiary as being true debt or 

a subscription of capital (note that many countries have what are termed “thin-
capitalization” rules under which certain debt may be re-characterized as equity or, 
alternatively, the debt is not re-characterized but the interest thereon will be disallowed 
as a deduction; such statutory thin-capitalization rules are only applied after balance 
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sheet liabilities are determined to be true debt for tax purposes under form versus 
substance rules), 

 
• Identification of the person who is truly earning certain income (e.g. one person conducts 

activities but the income contractually flows to a different person), 
 
• Determination of whether a person is acting as a principal in his own right or an agent or 

mere nominee for some other person (e.g. person A loans money to person B who on-
loans that money to person C (often termed a back-to-back loan); is B a principal so that 
the two loans are respected as separate transactions or is B merely an agent or 
nominee so that there is only one loan direct from A to C?), 

 
• Determination of whether an individual’s “employer” is the stated employer within an 

employment contract or whether a different company that is receiving the benefits of the 
individual’s efforts should be considered the employer for tax purposes, 

 
• Liquidation/re-incorporation transactions, 

 
• Characterization of multiple related transactions (e.g. three construction contract 

situation described above; see paragraph 18 of the Commentary on Article 5 of the 
OECD Model Tax Convention.), and 

 
• Characterization of royalty or other payments by an importer or reseller of imported 

property as being part of the base for customs duties (this may occur explicitly under the 
customs rules in some countries when such payments are related to imported goods). 

 
As a final comment, since this is an area of significant divergence among countries in both law 
and practice, local counsel must be consulted whenever this issue could potentially arise. 
 
R. Rulings 
 
The tax authorities of some countries will provide rulings or opinions regarding the acceptable 
tax treatment of some actual or contemplated transactions.  In some cases, there is underlying 
law or procedure in the country that makes such rulings or opinions binding on the courts in 
case of a future dispute.  In many countries, though, such rulings or opinions (if provided at all) 
are merely the opinion of the particular tax official giving it and as such will not have binding 
effect in the courts or on the tax authority itself. 
 
Even where not binding, a ruling or opinion provides some level of comfort regarding the tax 
treatment of the particular transaction.  As a result, an important part of practicing international 
taxation is the decision of when to seek a ruling or opinion from the relevant authority. 
 
It is fair to divide rulings into two categories.  One category focuses on the characterization of 
one or more transactions and how the tax law applies to them.  The tax authorities of just one 
country normally issue such rulings.  With the increasing interest of tax authorities around the 
world in communication amongst themselves and in possible joint audits and other joint 
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activities, it is likely that rulings agreed to by more than one country may become commonplace 
in the not too distant future. 
 
A second category, termed “advanced pricing agreement” (abbreviated as APA), involves an 
agreement between one or more related taxpayers and the tax authorities of one or more 
countries regarding price levels and/or pricing methodology.  Such agreements can cover the 
pricing related to intra-group transactions involving tangible property such as manufactured 
merchandise, intra-group services, or intangible property such as a license of a patent.  An APA 
between a taxpayer and one country’s tax authority is termed a “unilateral APA”.  Where two or 
more countries’ tax authorities are parties to the APA, it is term respectively a “bilateral APA” or 
a “multilateral APA”. 
 
A final point to make is that the facts of the particular taxpayer requesting a ruling, opinion, or 
APA will be subject to examination.  If the facts that have been provided to the tax authorities in 
the request are different in any way from facts as determined upon audit of the taxpayer, then 
the ruling, opinion, or APA may become ineffective.  As a result, an accurate statement of the 
facts is based is of particular importance. 
 
S. Transfer pricing 
 
Introductory comments 
 
As the subject of transfer pricing is covered elsewhere within the Tax LLM program, this subject 
is only briefly covered herein.  The comments below focus principally on what is found outside 
the US.  For those not already familiar with the US transfer pricing rules, it is worthwhile to 
read/scan the regulations found under Internal Revenue Code section 482.  For comparison, 
there are several Bureau of National Affairs portfolios that focus specifically on the transfer 
pricing rules in selected countries.  See in particular portfolio 897-1st, Transfer Pricing: Foreign 
Rules and Practice Outside of Europe and portfolio 898-1st, Transfer Pricing: Foreign Rules and 
Practice Outside of Europe Pt 2.  These include several countries in the Asia/Pacific area (i.e., 
Japan, Korea, and Australia). 
 
An increasing number of countries (reported to now exceed 100) have developed tax rules 
under which transactions between related parties or commonly controlled parties must be based 
on “arm’s length” standards.  In general, this means the price at which unrelated persons would 
agree to transact assuming neither is under any particular or unusual pressure to agree. 
 
Transfer prices are the prices at which tangible goods (whether sales in the ordinary course of 
business or as one-time transactions such as fixed assets including real estate), services, 
financial transactions (including securities and loans)), and intangibles are transacted between 
related parties.  It also includes the rates at which money is loaned (interest), property is rented 
or leased (rental), and intangibles are licensed (royalty). 
 
While most countries do have some sort of legislated concept of “related party” and the 
acceptable pricing methods that may be used, the definitions of terms and pricing methods do 
vary from country to country.  For example, many countries will define related or commonly 
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controlled parties by providing a percentage control test.  The percentage test may define 
control as being over 50% common equity ownership.  Sometimes, it will be 50% or more 
common ownership.  Other control tests that will be found include common board of director 
members, common management, etc.  Some countries have a lower percentage threshold for 
control.  For example, in China, the ownership/control level is 25% or more. 
 
There will, of course, also be different approaches to how different countries apply their 
respective transfer pricing rules and how much administrative resources they expend in 
examining and pursuing transfer pricing cases.  For example, Japan is known for both its use of 
“secret comparables” and its aggressiveness in pursuing transfer-pricing cases.  The Japanese 
tax authorities have invested in training personnel who can do this.  Many countries, on the 
other hand, have not made such investment and as a result are less able to raise and 
successfully prosecute transfer-pricing cases.  Some countries apply transfer pricing rules only 
to cross-border transactions and do not apply them to pure domestic related party transactions.  
As one example, from 2008, Chinese law applies its transfer pricing rules to both international 
related party transactions and domestic related party transactions.  However, rules issued under 
this law indicate that the principal focus will be on cross-border transactions. 
 
Why is transfer pricing important? 
 
Transfer pricing is important for both multi-national corporate groups and governments alike. 
 
For governments, the transfer prices used directly affect the profits of taxpayers and, thus, tax 
revenues.  Where product is imported, transfer pricing can also affect the level of any applicable 
customs duties, import VAT, and excise tax. 
 
For corporate groups, transfer pricing has multiple effects that go far beyond merely their 
taxation concerns.  Such effects can include the following: 
 

• Transfer pricing affects the management accounts of each business unit within a 
corporate group.  While the practices and policies of different groups of course vary, the 
level of each business unit’s profit or loss by product line and in the aggregate will be a 
factor that management uses as a tool to evaluate its operations and its personnel and 
on which to base business decisions.  The approach to transfer pricing may also affect 
the behavior of a business unit’s management.  For example, the management of a 
limited risk contract manufacturer or service company that is remunerated purely on a 
cost plus basis may not have much incentive to cut its operating costs.  With the aid of 
sophisticated accounting systems, many companies minimize this crossover impact 
between statutory and management accounting by running essentially parallel 
accounting systems, one of which is focused on management needs with the other 
focused on statutory tax accounting.  

 
• Transfer pricing affects the taxable income or loss within each business unit and, on a 

group-wide basis, the effective tax rate on the group’s worldwide financial statements, 
which will affect share prices and market capitalization of the group. 
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• Transfer pricing affects the amount of customs duty, import VAT, and excise tax.  
 

• Transfer pricing that affects the management accounts of business units will often 
directly affect the compensation level of certain employees.  And since employees tend 
to be motivated by some amounts of self-interest, when they have some authority over 
the level of transfer prices, they may make decisions that are perhaps inconsistent with 
good arm’s length transfer pricing principles. 

 
• Transfer pricing represents one of the biggest areas of tax risk facing most groups.  This 

is primarily because even a small change in a group’s transfer pricing may have very 
significant effects on the pre-tax net income and taxation of each group member.  For 
that reason, some number of taxpayers and governments have been working together to 
negotiate and execute advance pricing agreements.  In addition, transfer-pricing audits 
can be very costly to taxpayers.  In addition to the resources of the in-house tax 
personnel, they can require significant involvement by non-tax employees and 
executives within the company as well as outside expert advisors.   

 
OECD Guidelines, the UN, and the arm’s length standard 
 
Recognizing the importance of transfer pricing to international business and investment, the 
OECD issued guidelines for transfer pricing originally in 1979 and then updated these guidelines 
in 1995 and then again in 2009 and 2010.  A copy of these guidelines in booklet form is 
available in soft copy on the OECD iLibrary website.  See Transfer Pricing Guidelines for 
Multinational Enterprises and Tax Administrations, Organisation of Economic Co-Operation and 
Development, 2010 (hereinafter referred to as “Guidelines”). 
 
The Guidelines make clear that the OECD believes that the basis of transfer pricing should be 
“arm’s length” pricing.  This is in contrast to other possible methods such as apportioning 
income among related entities on some global formula approach.  Consistent with this 
commitment to the “arm’s length” standard, Masatsugu Asakawa, who is the chair of the OECD 
Committee on Fiscal Affairs, stated the following in a recent article (“Transfer Pricing in the New 
Global Landscape: The OECD's Engagement Beyond Its Borders”, Tax Notes International, 64 
Tax Notes Int'l 209 (17 October 2011)): 
 

We are very aware of the challenges faced by many countries in implementing transfer 
pricing rules. Indeed, many of these challenges have been faced by OECD member 
countries. We are also very aware that, partly as a result of these challenges, some 
have advocated an alternative approach to transfer pricing, such as global formulary 
apportionment. We are far from convinced that such an approach represents a realistic 
option in the current international tax landscape -- it is difficult to see, for example, how 
the required consensus on the computations of the profit base to be apportioned 
between countries, or allocation formulae to be applied to split that profit between 
countries, would be achieved, and it is far from demonstrated that any such approach 
would be advantageous to developing countries. 
 
Clearly, the arm's-length principle should be neither rigid nor immovable, but we believe 
it is the only realistic option in the interests of developing countries…. 
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The OECD has been reasonably characterized as being a rich countries’ club.  What about the 
rest of the world?  Do they agree that this approach of looking solely to the “arm’s-length 
principle” is “the only realistic option”?  The UN Committee of Experts on International 
Cooperation in Tax Matters, as a subsidiary body of the UN Economic and Social Council, gives 
special attention to developing countries and countries with economies in transition.  This 
Committee of Experts, which is responsible for the UN Model Tax Convention, approved on 15 
October 2012 its “Practical Manual on Transfer Pricing for Developing Countries” (see 
http://www.un.org/esa/ffd/tax/documents/bgrd_tp.htm).  This “Practical Manual” endorses the 
arm’s length standard.  In regard to this, the Preface to the Manual includes: 
 

While it is for each country to choose its tax system, this Manual is addressed at 
countries seeking to apply the “arm’s length standard” to transfer pricing issues, as the 
approach which nearly every country seeking to address such issues will decide to take.  
Such an approach minimizes double taxation disputes with other countries, with their 
potential impact on how a country’s investment “climate” is viewed, while combating 
potential profit shifting between jurisdictions where a MNE operates. 
 
In recognizing the practical reality of the widespread support for, and reliance on, the 
arm’s length standard among both developing and developed countries, the drafters of 
the Manual have not found it necessary, or helpful, for it to take a position on wider 
debates about other possible standards.  The Manual will, at most help inform such 
debates at the practical level, and encourage developing country inputs into debates of 
great importance to all countries and taxpayers. 

 
Although this conclusion regarding the arm’s length standard has now been made, a few 
developing counties had previously questioned sole reliance on the arm’s length standard, with 
India being particularly vocal about the tax bases of developing countries being eroded.  One 
alternative approach, for example, would be a global formula that apportions a group’s 
worldwide income from one product line amongst the relevant group members.   Discussion of 
alternative approaches will continue. 
 
To some extent, the OECD in recent years has been giving more than mere lip service to the 
interests of developing countries.  One example is the change made to the OECD Commentary 
under Article 5 concerning service permanent establishments.  Another is the discussion draft 
on transfer pricing safe-harbors that was reissued in late 2012. 
 
While the arm’s length standard may have been agreed upon, there can be considerable 
differences in its application between developed and developing countries.  As an excellent 
example of this, both India and China submitted comments in 2012 as sections of Chapter 10 of 
the UN Practical Transfer Pricing Manual that provide their respective developing country 
perspectives on the application of the arms’ length standard.  For example, both countries raise 
their strong views regarding the treatment of “location savings”, which can refer to factors such 
as low cost labor, proximity to vendors and markets, etc.  See respectively: 
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Indian submission: 
http://www.un.org/esa/ffd/tax/eighthsession/Chap10_CPIndia_20120904_v3_HC-
accp.pdf 
 
Chinese submission: 
http://www.un.org/esa/ffd/tax/eighthsession/Chap10_CPChina_20120901_v3_HC-
accp.pdf 

 
Needless to say, future developments in this area will be very interesting.  And, to the extent 
that countries apply either standards different from the arm’s length standard or apply location 
savings and other issues differently, then international tax planning will be significantly affected 
and the potential for double-taxation increased exponentially. 
 
Transfer pricing methods 
 
The Guidelines, which designate a number of different methods by which it is possible to 
determine arm’s length prices, recognize that no one method is applicable to all transactions.  
Rather, the character of each situation and the surrounding circumstances will allow judgment to 
be applied so as to determine the most appropriate method or methods.  Prior to the 2010 
update of the Guidelines, the three “traditional transaction methods” described below were given 
preference over the “transactional profit methods”, also described below.  The latter were to be 
used only as a last resort on an exceptional basis when one of the former methods could not be 
reliably applied.  With the 2010 update, however, this preferential treatment given to the 
“traditional transaction methods” has been abandoned.  Now, the transfer pricing method 
selected by a taxpayer or imposed by country’s tax authorities should be the “most appropriate 
method to the circumstances of the case”.  The stated reason for this proposed change is 
“…experience acquired in applying transactional profit methods since 1995….” 
 
Following are very brief descriptions of the five transfer pricing methods as defined in the 
Guidelines.  While you as students are very much encouraged to read the full description and 
discussion of these methods and related material in the current Guidelines, you may find some 
very useful abbreviated descriptions and discussions in certain guidance issued by the OECD 
Secretariat in July 2010.  You may access this abbreviated material on the OECD website at 
http://www.oecd.org/findDocument/0,3770,en_2649_33753_1_119669_1_1_1,00.html.  See in 
particular the guidance on transfer pricing methods, comparability, comparability adjustments, 
the arm’s length range, and location savings. 
 
Traditional transaction methods 
 

• The comparable uncontrolled price (CUP) method (see pages 63ff in the Guidelines) 
 

“The CUP method compares the price charged for property or services transferred in a 
controlled transaction to the price charged for property or services transferred in a 
comparable uncontrolled transaction in comparable circumstances.”  The Guidelines go 
on to say:  “…an uncontrolled transaction is comparable to a controlled transaction (i.e. 
it is a comparable uncontrolled transaction) for purposes of the CUP method if one of 
two conditions is met:  a) none of the differences (if any) between the transactions being 
compared or between the enterprises undertaking those transactions could materially 
affect the price in the open market; or b) reasonably accurate adjustments can be made 
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to eliminate the material effects of such differences.  Where it is possible to locate 
comparable uncontrolled transactions, the CUP Method is the most direct and reliable 
way to apply the arm's length principle.  Consequently, in such cases the CUP Method is 
preferable over all other methods.” 
 
The Guidelines acknowledge that it may be difficult to find sufficiently comparable 
uncontrolled transactions so that it may be impossible to use the CUP method. 

 
• The resale price method (see pages 65ff in the Guidelines) 

 
This method, which is generally most applicable to related party sales to distributors and 
marketing companies, calculates transfer prices by working backward from the sales 
price at which that distributor or marketing company sells to an unrelated third party.  
From that sales price, an appropriate gross margin (termed the “resale price margin” in 
the Guidelines) is subtracted to arrive at the arm’s length price between the two related 
parties.  That gross margin represents the distributor or marketing company’s expenses 
and profits. 
 
The Guidelines provide:  “The resale price margin of the reseller in the controlled 
transaction may be determined by reference to the resale price margin that the same 
reseller earns on items purchased and sold in comparable uncontrolled transactions 
(‘internal comparable’).  Also, the resale price margin earned by an independent 
enterprise in comparable uncontrolled transactions may serve as a guide (‘external 
comparable’).”  The Guidelines further state:  “…an uncontrolled transaction is 
comparable to a controlled transaction (i.e. it is a comparable uncontrolled transaction) 
for purposes of the resale price method if one of two conditions is met:  a) none of the 
differences (if any) between the transactions being compared or between the enterprises 
undertaking those transactions could materially affect the resale price margin in the open 
market; or b) reasonably accurate adjustments can be made to eliminate the material 
effects of such differences.  In making comparisons for purposes of the resale price 
method, fewer adjustments are normally needed to account for product differences than 
under the CUP Method, because minor product differences are less likely to have as 
material an effect on profit margins as they do on price.” 
 
In making these controlled/uncontrolled comparisons, note that the comparison is not on 
the specific product that has been sold.  Rather, it is on the functions performed by the 
related party reseller.  For this purpose, the reseller’s functions are examined, taking into 
account assets used and risks assumed. 

 
• The cost plus method (see pages 70ff in the Guidelines) 

 
This method, which is generally most applicable to related-party transactions such as 
sales of semi-finished goods, long-term buy-and-supply arrangements, and the provision 
of services, calculates transfer prices by working forward from the costs of the related 
party seller/service provider and then adding to those costs a appropriate mark-up.  The 
mark-up includes both an allowance for indirect costs of the party plus its profit. 
 
The Guidelines include similar comments for the mark-up to those quoted above for the 
resale price margin.  And similarly, the comparisons to determine the mark-up 
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percentage require an analysis of the related party’s functions, taking into account 
assets used and risks assumed. 

 
Transactional profit methods 
 

• The profit split method (see pages 93ff in the Guidelines) 
 
This method generally calculates the group-wide operating profits from the relevant 
transaction(s) and then allocates those operating profits among the relevant group 
members.  This allocation should be made “on an economically valid basis that 
approximates the division of profits that would have been anticipated and reflected in an 
agreement made at arm’s length.”  The basis used should “[b]e consistent with the 
functional analysis of the controlled transaction under review, and in particular reflect the 
allocation of risks among the parties”.  Profits are usually calculated before taxes and 
interest and in some cases gross profit is used instead of operating profit. 

 
• The transactional net margin method (see pages 77ff in the Guidelines) 

 
This method is conceptually similar to the resale and cost plus methods mentioned 
above except that the net profit margin is the focus rather than the resale price margin or 
the mark-up, respectively, of those two methods.  The comments made for those two 
methods generally apply to this transactional net margin method as well. 
 
In contrast to the profit split method where the functional analysis is applied to both 
parties to determine a basis on which to split the group-wide profits, the analysis in this 
transactional net margin method is normally just applied to the related party that is 
performing less complex functions and that is not making any unique contributions.  For 
example, say that a US company owns valuable industrial IP and has entered into a 
contract manufacturing agreement with its Chinese manufacturing subsidiary, which only 
applies non-unique manufacturing processes in fulfilling its obligations under the 
arrangement.  In applying the transactional net margin method, the analysis would only 
focus on the Chinese subsidiary as the “tested party” and would ignore the US company.  
As such, a comparable profit margin factor could be determined for this “tested party” 
and that would be used to set the level of profit allocated to this “tested party”.  The 
remainder would be allocated to the US company.  Or, if the US company with the 
valuable industrial IP were selling through a related distributor that was performing non-
unique selling functions, then the latter would be the “tested party” and a comparable 
profit margin factor developed for it. 

 
The above discussion focuses primarily on the transfer pricing of products.  Transfer pricing 
concerns, though, arise with all transactions between related parties.  These include, for 
example, the performance of services, the leasing of real and personal property, the sale of 
non-inventory property, and the sale or licensing of intangibles.  Various countries have more or 
less sophisticated rules that deal with these other types of transactions. 
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Cost sharing arrangements 
 
A particular area of interest internationally is the cost sharing arrangement (CSA).  In brief, a 
CSA is an agreement among several parties to share the costs of some common activity or 
project.  While most focus of this subject is on its use to jointly develop intellectual property (an 
R&D CSA), it is also a mechanism that can be used for services and certain other activities.  
(Note that Chapter VIII of the Guidelines provides significant discussion of CSAs, which the 
Guidelines refer to as “Cost Contribution Arrangements”.) 
 
It is common, for example, within a corporate group for there to be central and/or regional 
management and service locations that provide services to other group members.  Such 
services could include product support, accounting and legal support, human resource 
administration, payroll services, etc.  Under a service CSA, the costs of these services are 
spread amongst the group members that benefit from the services on some agreed basis that 
reflects the relative benefits to be derived by each participant.  Note that due to the use of a 
CSA, several things happen.  First, there is a mutual sharing of costs rather than one entity 
providing services for another.  As a result, no one entity earns any revenue or profit element 
from the arrangement; the participating group members book only expenses.  Second, this 
characterization as expenses with no member earning any revenue means that there can be no 
withholding or other taxes that might otherwise be imposed if a participant were paying service 
fees to a service provider.  Some countries impose withholding taxes on certain service fees or 
may attempt to limit their deductibility when paid to related parties.  As such, this 
characterization can sometimes produce very beneficial tax results. 
 
In the case of an R&D CSA, the participating group members will all contribute to some defined 
research project.  The amount of each participant’s contribution will typically depend on the 
relative expected benefits that each hopes to achieve.  And each participant will directly own a 
defined portion of the IP developed, if any. 
 
As an example, say that a US parent company owns the rights to exploit certain IP within the 
US while one of its foreign subsidiaries owns the rights to exploit that IP outside the US.  A 
research team within the US parent will conduct a project to expand and further develop the IP.  
The US parent and its subsidiary enter into an R&D CSA under which each contributes to the 
costs of the project in proportion to the expected benefits to be derived.  To the extent that any 
new IP is developed, the US parent owns the rights to exploit it in the US and the subsidiary 
owns the rights to exploit it elsewhere in the world. 
 
In the absence of an R&D CSA, the US parent at its own expense would develop the IP and 
then license it to the subsidiary, thus requiring a royalty stream to be paid by the subsidiary to 
the US parent.  Such a royalty stream means two things.  First, the country of the subsidiary 
(and potentially other source countries) may impose withholding tax.  Second, the parent in the 
US will recognize royalty income, which after expenses will be subjected to a 35% corporate 
income tax (reduced of course by available foreign tax credits).  In contrast, with an R&D CSA, 
there is legally no royalty being paid.  Rather, the subsidiary is paying its share of the costs to 
conduct R&D, which costs most countries will allow as a currently deductible expense without 
any royalty withholding tax obligation.  And as many countries encourage R&D through tax 
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incentives such as super-deductions or tax credits, the subsidiary might also qualify for such 
benefits because of this characterization as directly incurring R&D expenses. 
 
A particularly important point to understand is that where a royalty is being paid, there is 
economically a “profit element” within the royalty that shifts some amount of profit from the 
subsidiary to the US parent. This is because the US parent owns the worldwide rights to the IP 
and must realize the appropriate economic returns from that ownership.  Under an R&D CSA, 
by paying its share of the development costs and taking the risk that nothing of value would be 
created, the subsidiary truly owns the non-US rights to the IP and should earn 100% of any 
resulting profits from the exploitation of that IP outside the US.  This R&D CSA mechanism is 
key to many of the successful structures that have allowed major multi-national corporations to 
stockpile billons of low-taxed foreign earnings outside their home countries. 
 
The above discussion of CSAs assumes that all participants are members of a corporate group.  
While this is typically the case, CSA arrangement will sometimes be found where the 
participants are unrelated. 
 
Business restructurings 
 
The example in the above discussion of R&D CSAs alludes to certain existing IP (the rights to 
exploit IP outside the US) being owned by a non-US subsidiary of a US parent.  How did it 
happen that that subsidiary came to own this existing IP?  Of course, the subsidiary could have 
itself conducted R&D or it could have entered into some earlier R&D CSA to develop that IP.  
Or, more likely, the US parent transferred in some manner a portion or all of certain of its IP to 
the subsidiary.  Such an action to restructure IP ownership within a group is one type of action 
that is referred to within the Guidelines as a “business restructuring”.  Other typical “business 
restructurings” are conversions of full-fledged distributors into limited-risk distributors or 
commissionnaires acting for a related-party principal and conversions of full-fledged 
manufacturers into contract manufacturers or toll manufacturers that act for a related party.  
(See Section M.) 
 
An important consequence of any business restructuring is that the apportionment of profits 
amongst the group members post-restructuring differs from what occurred pre-restructuring.  
The principal objective of the group in initiating a restructuring is often to shift profits to be 
earned in the future from a high-tax country into a low-tax country.  Where IP is shifted to a tax 
effective location entity, future economic returns from that IP accrue within that entity.  A well-
publicized example of this is Google’s transfer of certain IP into an Irish subsidiary, resident in 
Bermuda.  The above-mentioned conversions of distributors and manufacturers can accomplish 
the same goals. 
 
As an example involving a conversion of a manufacturer, say that company X of country A has a 
subsidiary company Y in a high-tax country B that has been manufacturing certain products for 
a number of years using manufacturing intangibles that it acquired by license from X.  Further, 
the products are primarily being exported from B for sale to X in A.  In order to reduce the level 
of B tax on Y’s substantial manufacturing profits, the two companies restructure their legal 
relationship although they make no changes in the activities and functions of employees in 
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either company.  In the process, Y is transformed from a full-fledged manufacturer operating on 
its own behalf into a contract manufacturer for X.  X and Y terminate their existing licensing 
agreements and execute a new contract manufacturing agreement under which Y will produce 
products in accordance with X’s specifications.  Under the new agreement, X assumes full risk 
of inventory obsolescence and obligates itself to purchase all of Y’s production output.  Based 
on these changed circumstances, the new agreement provides that X will pay Y prices, based 
on a cost-plus pricing methodology, that are much lower than the prices previously paid by X for 
Y’s manufactured products.  Taking into account both the offsetting lower prices for its product 
sales and royalties it no longer pays to X, Y’s taxable income falls significantly. 
 
This sort of conversion for a manufacturing operation and similar conversions of distributors into 
limited-risk distributors and commissionnaires has been an important part of “supply chain” 
planning that many multi-national groups are now using. 
 
As will be appreciated, where a “business restructuring” occurs, the tax authorities in each 
relevant country will be concerned about two things.  First, has an arm’s length price been paid 
for any IP and other assets that have been transferred between group members in the 
restructuring?  Second, does the post-restructuring transfer pricing between group members 
properly reflect arm’s length principles?  Chapter IX of the Guidelines focuses on these transfer 
pricing aspects of such internal group “business restructurings”. 
 
Intangibles 
 
As will be appreciated from some of the above discussion, intangibles are of particular 
importance to transfer pricing.  Within any multinational group of companies that holds 
significant intangible property important to the group’s profitability, those intangibles may 
significantly affect intra-group product sales prices, service charges, and royalties, thereby 
affecting the relative amount of income or loss realized by each group member.  As indicated in 
the above sections on CSAs and business restructurings, there can also be transfers of 
ownership of intangible property that require valuations.  In this area, there is significant 
potential for disputes between tax authorities and taxpayers. 
 
On 6 June 2012, OECD Working Party No. 6 issued as a Discussion Draft an interim draft of 
Chapter VI of the Guidelines, “Special Considerations for Intangibles”.  In brief, this interim draft 
sets out principles through which the arm’s length standard should be rigorously applied to 
intangibles.  As additional guidance, the draft includes twenty-two examples that are very useful 
in understanding the application of these principles.  Student particularly interested in this 
aspect of transfer pricing are strongly encouraged to study this Discussion Draft in detail. 
 
The following few points have been taken from the Discussion Draft: 
 

• “Intangible” is very broadly defined.  It “is intended to address something which is not a 
physical asset or a financial asset, and which is capable of being owned or controlled for 
use in commercial activities.  Rather than focusing on accounting or legal definitions, the 
thrust of a transfer pricing analysis in a matter involving intangibles should be the 
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determination of the conditions that would be agreed upon between independent parties 
for a comparable transaction.”  [Paragraph 5 of the Discussion Draft; footnote omitted.] 

 
“The availability and extent of legal, contractual, or other forms of protection may affect 
the value of an item and the returns that should be attributed to it.  The existence of such 
protection is not, however, a necessary condition for an item to be characterised as an 
intangible for transfer pricing purposes.  Similarly, while some intangibles may be 
identified separately and transferred on a segregated basis, other intangibles may be 
transferred only in combination with other business assets.  Therefore, separate 
transferability is not a necessary condition for an item to be characterised as an 
intangible for transfer pricing purposes.”  [Paragraph 7 of the Discussion Draft.] 

 
• Which member or members of a group should be entitled to “intangible related returns”? 

 
Under the Discussion Draft, neither mere legal ownership nor the mere bearing of costs 
related to intangible development is sufficient to provide a group member such returns.  
Rather, the factors to be considered include:  “(i) the terms and conditions of legal 
arrangements including relevant registrations, licence agreements, and other relevant 
contracts; (ii) whether the functions performed, the assets used, the risks assumed, and 
the costs incurred by members of the MNE group in developing, enhancing, maintaining 
and protecting intangibles are in alignment with the allocation of entitlement to intangible 
related returns in the relevant registrations and contracts; and (iii) whether services 
rendered, in connection with developing, enhancing, maintaining and protecting 
intangibles, by other members of the MNE group to the member or members of the MNE 
group entitled to intangible related returns under the relevant registrations and contracts, 
are compensated on an arm’s length basis under the relevant circumstances.”  
[Paragraph 29 of the Discussion Draft.] 
 
Alignment of legal rights and obligations with the actions of the parties is crucial.  “Where 
the conduct of the parties is not aligned with the terms of legal registrations and 
contracts, it may be appropriate to allocate all or part of the intangible related returns to 
the entity or entities that, as a matter of substance, perform the functions, bear the risks,  
and bear the costs that relate to development, enhancement, maintenance and 
protection of the intangibles.  The parties’ conduct should generally be taken as the best 
evidence concerning the true allocation of entitlement to intangible related returns.”  
[Paragraph 37 of the Discussion Draft.] 
 
In addition, a group member claiming the right to intangible related returns must itself 
carry out at least some important functions.  “It is not essential that the party claiming 
entitlement to intangible related returns physically performs all of the functions related to 
the development, enhancement, maintenance and protection of intangibles through its 
own employees.  In transactions between independent enterprises, some of these 
functions are sometimes outsourced to other entities.  A member of an MNE group 
claiming entitlement to intangible related returns could similarly be expected to retain, in 
some cases, either independent enterprises or associated enterprises transacting on an 
arm’s length basis to perform certain functions related to the development, 
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enhancement, maintenance and protection of intangibles.  It is expected, however, 
that where functions are in alignment with claims to intangible related returns in 
contracts and registrations, the entity claiming entitlement to intangible related 
returns will physically perform, through its own employees, the important 
functions related to the development, enhancement, maintenance and protection 
of the intangibles.  Depending on the facts and circumstances, these functions would 
generally include, among others, design and control of research and marketing 
programmes, management and control of budgets, control over strategic decisions 
regarding intangible development programmes, important decisions regarding defence 
and protection of intangibles, and ongoing quality control over functions performed by 
independent or associated enterprises that may have a material effect on the value of 
the intangible.”  [Paragraph 40 of the Discussion Draft; emphasis added.] 
 
“Moreover, where associated enterprises are retained to perform functions related to the 
development, enhancement, maintenance or protection of intangibles, it is expected 
that…the party or parties claiming contractual entitlement to intangible related returns 
will exercise control over the performance of those functions and the associated risks, 
will bear the necessary costs required to support the performance of the function, and 
will provide arm’s length compensation to any associated enterprise physically 
performing a relevant function.” [Paragraph 41 of the Discussion Draft.] 
 
To emphasize the importance that a group member must be able to control through its 
own employees the R&D that is conducted by a related company, Example 11 describes 
a situation wherein a parent company has transferred intangibles at an arm’s length 
price to a newly formed manufacturing subsidiary in another country.  Subsequent to the 
intangible transfer, the new manufacturing subsidiary enters into cost-plus R&D contract 
research agreements with its parent and another related company so that the new 
subsidiary will assume all risks and costs of future R&D.  The new subsidiary, however, 
has no technical personnel capable of conducting or supervising the research activities 
so that these functions continue to be performed by the parent company.  In these 
circumstances, this Example 11 concludes that all intangible related returns must remain 
with the parent and that the new subsidiary should not be entitled to any such intangible 
related returns.  [Paragraphs 220 – 224 of the Discussion Draft.]  This result is contrary 
to the basis upon which many US and other country-based MNCs have set up their 
international tax planning to shift risks and profits into nil or low-taxed group members. 

 
• What risks are relevant in determining which group member or members are entitled to 

“intangible related returns”? 
 

“Particular types of risk that may have importance in considering the entity or entities 
entitled to intangible related returns include (i) risks related to development of intangibles 
including the risk that costly research and development or marketing activities will prove 
to be unsuccessful; (ii) the risk of product obsolescence, including the possibility that 
technological advances of competitors will adversely affect the value of the intangibles; 
(iii) infringement risk, including the risk that defence of intangible rights or defence 
against other persons’ claims of infringement may prove to be time consuming and/or 
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costly; and (iv) product liability and similar risks related to products and services based 
on the intangibles.”  [Paragraph 43 of the Discussion Draft.] 

 
Concluding comments – what to keep one’s eyes open for 
 
As a final brief comment in this transfer pricing section, one must be particularly alert to any 
situation involving related parties where value is being transferred from one related entity to 
another with inadequate consideration and/or documentation.  Such transfers can create 
significant transfer pricing risks.  While inadequate consideration will often be clearly seen 
where hard assets are involved (for example, say that fully depreciated but still high value 
equipment is transferred to a related company at book value), it will be less apparent with 
intangible assets such as goodwill, manufacturing know-how, the use of patents and designs, 
marketing intangibles, etc.  Often, intangible assets, despite their very real existence, are 
effectively invisible due to their not being included on the financial statements or within the 
books and records of their owners. 
 
One simple and common example involving intangible assets arises when a company X in 
country A establishes a new wholly-owned subsidiary Y in country B and relocates certain of its 
existing employees to B to work directly for Y.  These employees carry with them knowledge of 
X’s business and how to use any IP that X may own.  Assuming that X and Y have not entered 
into any license agreement allowing Y the use of X’s IP, an analysis might reveal that Y was 
using valuable IP owned by X (e.g. patents, know-how, etc.).  Depending on the situation, it is 
possible that the country A tax authorities could maintain that X had transferred ownership of 
certain IP to Y in exchange for an arm’s length selling price (i.e. represented by the value of the 
shares of Y issued to X in connection with the establishment of Y), necessitating recognition of 
gain by X as of the date of transfer.  Or, alternatively, they could maintain that Y should pay an 
arm’s length royalty. 
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T. Cross-border transfers of personnel 
 
Introductory comments 
 
Many multi-national corporate groups freely transfer personnel from one country to another for 
varying time periods and purposes that include management, technical support, training and 
development, and projects.  Numerous issues arise from such transfers.  These can include: 
 

• Work permits/training visas in the host country 
 

• Personnel policies to be applied to various categories of transferees (e.g. short term 
training assignments, short term work assignments, long term transfers) and the benefits 
that each is to receive (e.g. reimbursement of travel and moving expenses, incentive 
bonus, housing benefit, cost of living allowance, cost of children’s education, home 
leave, hardship allowance, tax protection/equalization, pension/retirement coverage, 
etc.) 

 
• Legal structuring of the employment relationship (e.g. continued employment of the 

transferred employee with his current group entity employer, cessation of the employee’s 
current employment and establishing a new employment with the host country entity, 
transfer to an international manpower group entity, establishment of a dual employment 
status, etc.) 

 
• Legal structuring of the personnel’s status within the host country (e.g. employee of host 

country entity, employee within a branch of the overseas employer, employee within an 
unregistered branch of the overseas employer, secondment (see below), etc.) 

 
• Continued taxation of the individual in the home country including withholding 

responsibilities of the employer and social insurance coverage 
 

• Taxation of the individual in the host country including withholding responsibilities of the 
employer and social insurance coverage 

 
• Taxation of the employer of the transferred personnel in the host country (i.e., where the 

personnel do not become direct employees of the host country entity) 
 

• Legal structuring of incentive compensation including equity-based compensation 
including, where relevant, inter-company agreements placing the cost in the entity that 
received the benefit of the employee’s services 

 
• Continued coverage or alternative coverage of the individual under employer provided 

pension or superannuation arrangements 
 

• Social security coverage issues both in the home and host countries 
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While a detailed discussion of these issues is beyond the scope of this course paper, a few brief 
comments should be made. 
 
Potentially high tax cost on transferred personnel 
 
First, when an employee makes a long term transfer, three aspects can cause a significantly 
higher level of personal taxation as compared to what would have been his level of taxation had 
the employee remained in the home country.  Especially for higher compensated management 
personnel, the extent of this higher cost can make up-front planning to minimize it very 
important.  These three aspects are: 
 

• The tax rate in the host country may be higher than that in the home country. 
 

• As the transferee is typically paid additional allowances during his assignment in the 
host country, the taxation base is higher. 

 
• Where the employer agrees to pay or reimburse the transferred employee for any 

excess tax costs (see below), there can be a pyramiding of tax imposed on tax.  The 
amount paid or reimbursed by the employer to offset the employee’s excess tax costs 
becomes additional income to the employee and that causes additional taxation on the 
individual.  It is an upward spiral. 

 
The combination of the additional allowances plus the extra tax cost on the employee that the 
employer sometimes agrees to bear means that in some host countries the actual cost to the 
employer of a transferred employee is as much as two, three, or more times the employee’s 
normal base salary and bonus. 
 
Tax protection/equalization arrangements 
 
The above-mentioned potentially high personal tax costs on transferred employees mean that 
many companies provide in their personnel policies for such transferred employees some form 
of tax equalization or tax protection for excess tax costs.  In brief, under such arrangements, 
employers bear the excess of any actual income taxes assessed in the home and host countries 
over what the employee would have paid in the home country had he remained in the home 
country with only his base salary and bonus.  This latter amount representing a home country 
tax calculation on only salary and bonus is often termed a “hypothetical tax” or “stay-at-home 
tax”. 
 
Say that the calculated hypothetical tax for an employee in year 1 is 100 and his year 1 actual 
tax obligations to his home country and his host country are, respectively, 80 and 90.  The 
employer will reimburse to the employee the difference of 70 (80 + 90 – 100).  And this 70 will 
be additional compensation that causes 70 of additional personal taxable income. 
 
In a tax equalization arrangement, the employee typically bears the hypothetical tax no matter 
whether his actual taxes are above or below the level of his calculated hypothetical tax.  Thus, 
even if the actual tax costs are lower than the hypothetical tax, the employee will economically 
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bear the hypothetical tax by paying back to the employer any difference.  For example, if the 
hypothetical tax is 100 and the actual taxes paid to the home and host countries total 90, then 
the employee will pay 10 back to the employer.  This payment of 10 will normally reduce the 
employee’s compensation and personal taxable income.  This sort of personnel policy has 
organizational benefits since all transferred employees will be treated the same, no matter 
whether they are working in a high-tax host country or a low-tax host country.  As such, for 
example, an expatriate employee working in a low tax location like Hong Kong will not be 
economically worse off from a higher personal tax cost if the employer wants him to relocate to 
a high tax country like Japan. 
 
In a tax protection arrangement, typically the employee would not make any payment to the 
employer in the event of a low actual tax.  Instead, the employee would retain the benefit of any 
situation where the actual taxes are lower than the hypothetical tax.  Thus, in the above 
example, the employee would retain the benefit of 10.  And from a human resources 
perspective, employees located in different countries are not being treated the same.  The 
employee in the example has effectively higher compensation by 10 than a similar employee 
located in a high-tax country.  As such, if the employer asks him to relocate from his current low-
tax host country to a high-tax host country, he will lose the benefit of that 10.  And that loss may 
cause him to reject the transfer unless his compensation is increased. 
 
An important point of the above several paragraphs is that how employees are equalized or 
protected from potentially high personal income taxes has not only employer cost 
considerations, but also human resources concerns. 
 
Incentive compensation 
 
An area of potential complication that requires careful planning and consideration is incentive 
compensation.  Incentive compensation is very broad and can range from a simple performance 
bonus to equity-based compensation such as share options, phantom-shares, restricted shares, 
etc.  Issues arising from incentive compensation can include: 
 

• Multiple-country individual income taxation.  Incentive compensation sometimes results 
from services physically performed in more than one country, each of which may have a 
claim to tax a portion of that compensation.  The home country and/or the host country 
where an individual is tax resident may also claim taxing jurisdiction even if some or all 
of the relevant services were performed in other countries.  Adding to the potential 
complexity are the employer and employee compliance responsibilities in each country 
over the life of the incentive compensation award, a period of time that can potentially 
span a number of years. 

 
• Charging of incentive compensation cost to various entities that benefited from the 

employee’s services.  As incentive compensation, especially when equity-based, may 
have been earned over a multiple-year period, how to allocate the cost to the various 
group member companies that benefited may require some judgment.  In addition, there 
may be practical difficulties in charging the cost to some group members where there 
are not already in place adequate inter-company service agreements. 
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• Personnel policy issues.  Because of the unpredictability of the amount of incentive 

compensation and the locations where it might be earned, the potential individual tax 
costs on the individual employee can vary widely.  Further, some forms of incentive 
compensation might not be deductible to the employer or other group member company 
benefiting from the services.  Where taxation costs might be prohibitively high, personnel 
policies will sometimes provide for altered arrangements meant to control the tax costs 
of incentive compensation.  Such provisions could change the basis or timing of the 
incentive compensation so as to avoid taxation in certain high-tax countries.  Especially 
for highly compensated executives, tailored planning can be very important. 

 
The above issues may also be relevant for employer provided pension or superannuation 
arrangements. 
 
It should be noted in regard to stock options that the worldwide economic downturn that 
accelerated in the second half of 2008 and early 2009 caused many stock options held by 
employees to go “underwater”.  With this situation where many previously granted stock options 
no longer represent meaningful employee incentives, employers have been considering whether 
to modify the options or change compensation arrangements in some manner.  For example, if 
an employer does decide to take some action, they might choose any one of the following: 
 

• Replace or modify existing stock options to lower the exercise prices from their now 
unrealistically high levels to the current lower fair market value of the employer’s shares 

 
• Replace “underwater” stock options with restricted stock awards 

 
• Replace “underwater” stock options with cash awards 

 
The issue is that any decision to modify compensation arrangements such as underwater stock 
options requires a careful analysis of how the anticipated changes might affect the individuals’ 
and employer’s tax liabilities in the countries where personnel work and not only the tax effects 
in the home country of the employer.  For example, if the mere granting of a stock option 
creates income in a country, the replacement of a now underwater option may create both 
increased taxable income to the individual and increased tax equalization costs to the employer.  
It would be unlikely that any “loss” to the employee from the cancellation of the previously 
granted option would be a deductible item. 
 
Secondment 
 
As a final issue, it is important to again mention the concept of “secondment”, which was briefly 
covered in Section M above.  Secondment typically refers to an arrangement under which a 
transferee remains an employee of and on the payroll of his existing employer (or sometimes on 
an international manpower group entity) and subject to all personnel policies and benefits of his 
existing employer (or where applicable of the manpower entity).  Within the host country entity, 
the transferee’s services benefit solely that entity’s business and not the business of his legal 
employer, except in an indirect sense.  As a simple example, say that X, established in country 
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A, manufactures a product in its home country and sells to a distributor in country B.  As a result 
of certain technical support requirements due the nature of the product, X sends one of its 
experienced employees E to B to work under the supervision and control of the distributor in 
support of the distributor’s customers.  E remains legally an employee of X and subject to X’s 
personnel policies and retirement plans.  X continues to pay E’s salary.  The distributor 
reimburses X for E’s employment costs. 
 
Many host countries recognize the “secondment” concept and do not attempt to tax the 
employer in any manner due to the presence of the employee.  These host countries accept that 
the overseas employer does not have a permanent establishment or other taxable presence 
due to the physical presence of the transferred employee.  The rationale for this is normally that 
the transferee is working under the supervision and control of, and his activities benefit directly, 
the host country entity.  As such, these activities do not represent the conduct of the overseas 
employer’s business.  Such host countries typically allow most or all employment costs (i.e., 
salary and allowances) to be charged to the host country entity so that a local deduction is 
achieved for these costs.  The transferee is subject to host country individual taxation.  (See 
brief discussion of one aspect of secondment in paragraph 37 of Part III of the 2002 Report 
Related to the OECD Model Tax Convention, No. 8, Organisation for Economic Co-Operation 
and Development, 2003.  See also discussion of employment relationships in the Commentary 
under Article 15 of the OECD Model Tax Convention, paragraphs 8.1ff.  Finally, see discussion 
in item 7 beginning on page 15 of the OECD Revised Public Discussion Draft concerning 
“Interpretation and Application of Article 5 (Permanent Establishment) of the OECD Model Tax 
Convention”, 19 October 2012.) 
 
U. Inflationary environment 
 
Most of us have grown up within countries having relatively stable currencies.  In the context of 
this discussion, this means that the rate of inflation has been sufficiently low that we are 
comfortable to hold balances of locally denominated currency.  We are not worried that such 
currency will lose value so fast that we must buy something today rather than wait until next 
week, or next month when the same item will be much more expensive in local currency terms. 
 
While many countries have had relatively stable currencies for many years, there have been 
some countries that have experienced periods of chronic inflation.  This writer lived and worked 
in Russia during its inflationary period of the early to mid-1990s and Turkey during its economic 
problems in the 2000 to 2001 period.  In both cases, the respective local currencies inflated 
significantly, causing the value of the local currencies as reflected in foreign currency exchange 
rates to fall continuously in relation to the value of “hard currencies” (e.g. the US dollar, the UK 
pound sterling, and the Euro).  For example, in mid-1992 shortly after the collapse of the Soviet 
Union, the ruble:US dollar exchange rate was roughly 80 rubles to $1.  By mid-1999, the 
exchange rate was about 25,000 rubles to $1.  (For comparison purposes, the latter rate does 
not reflect the 1998 redenomination of the ruble when the last three zeros were eliminated.) 
 
Even though a country may be experiencing high currency inflation, local transactions are 
typically still made in the local currency.  (An exception to this was in Russia when many 
vendors started to post prices in US dollars in the early 1990s although payment was legally 
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required to be in the ruble as the only legally acceptable local currency.  Later, new government 
rules prohibited this, requiring all prices to be posted in rubles.)  And taxpayers’ books and 
records and tax filings are all made in local currency.  This being the case, consider how an 
annual tax filing will be affected when the year’s taxable income includes both 100 rubles for the 
sale of one widget in January and 900 rubles for the sale of an identical widget in December.  
Ignoring all costs of sales and other expenses for simplicity and assuming that these two sales 
are the only transactions for the year, this results in 1000 rubles of annual taxable income.  And 
with a 25% tax rate, the tax will be 250 rubles.  Now say that the 250 ruble tax will be paid in 
May of the following year. 
 
Now assume that this Russian taxpayer is a locally established company owned by a US 
parent.  The US parent reports for financial accounting and for tax purposes in US dollars.  Say 
that the Ruble:Dollar exchange rates are as follows: 
 
     January                                1:1 
     December                            9:1 
     May (following year)           15:1 
 
With these exchange rates, the ruble transactions have the following values in US dollar terms. 
 
     January sale        US$100.00 (100 rubles ÷ 1 ruble/1 dollar) 
     December sale           100.00 (900 rubles ÷ 9 rubles/1 dollar) 
     May tax paid                 16.67 (250 rubles ÷ 15 rubles/1 dollar) 
 
As can be seen, although the nominal Russian tax rate is 25%, the effective tax rate on the 
income in US dollar terms has fallen to 16.67%. 
 
What is the effect if the 250 rubles of tax can be paid not in May of the following year, but in 
December of that following year when the exchange rate has fallen further to 25:1?  In that 
case, the US dollar value of the tax paid is US$10 (250 rubles ÷ 25 rubles/1 dollar) and the 
effective tax rate has fallen to 10%.  This can have an important effect on the parent’s reported 
earnings since the US$6.67 difference will mean higher after-tax earnings (ignoring for simplicity 
any accrual of US income tax that would arise upon repatriation as dividends of the Russian 
company’s earnings).  As the US has a deemed-paid foreign tax credit mechanism, how to 
translate the 250 rubles of tax paid for the parent’s foreign tax credit computation is another 
issue. 
 
Now consider several other issues that can arise where there is chronic inflation. 
 
Consider the manner in which a taxpayer holds assets and incurs liabilities and how that can 
have a significant effect on its effective tax rate in that country.  For example, unless the 
inflationary country concerned has rules that counteract this, when hard currency cash (e.g. the 
US dollar, Euro, etc.) is held (in cash or in a bank account), as the local currency falls in value, 
there is taxable gain on the hard currency in the local currency books.  As an additional 
example, as inventory is purchased and held for a period of time prior to its sale, some portion 
of the local profit as measured in local currency will represent inflation rather than real economic 
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gain.  Say that inventory is purchased on January 1st and the price paid to the supplier is 
100,000 local currency units (“LCU”).  At that time, say that the exchange rate with the US dollar 
is LCU100 per US$1 so that the cost of the purchased inventory in US dollars is US$1,000.  
Later, after the currency has inflated by 100%, the inventory is sold for LCU200,000.  Assume 
for simplicity that this local inflation has caused the exchange rate with the US dollar to fall to 
LCU200 per US$1.  In US dollar terms, this means that the inventory has been sold for the 
equivalent of $1000.  So, assuming the US dollar is economically stable, there has been 
LCU100,000 of gross profit as measured in local currency while there has been no real 
economic gain.  In such a situation (and assuming there is no local tax rule to counteract this), 
the LCU100,000 of gain will be taxed in the local country.  Say that the local tax rate is 30% so 
that the actual tax paid is LCU30,000.  Assuming that tax is paid when the exchange rate is still 
LCU200 per US$1, then the amount of tax paid in US dollars is US$150.  Economically, there 
has been a loss equal to this US$150 in value of tax paid. 
 
Similar issues can arise with the purchase of fixed assets where the future depreciation charges 
based on the historical local currency cost have a depreciated value.  For example, using the 
above LCUs, say that a machine is purchased for LCU1 million on January 1st  so that the cost 
basis in US dollar terms is US$10,000 (LCU1 million ÷ LCU100/1 dollar).  For simplicity, assume 
that the full LCU1 million is later allowed as a depreciation deduction at a time when the 
exchange rate with the US dollar has fallen to LCU200 per US$1.  That depreciation deduction 
will only represent a hard currency measured deduction of US$5000 (LCU1 million ÷ LCU200/1 
dollar).  And this of course economically overstates local taxable income.  Planning in such a 
situation might suggest having the foreign parent (or a related foreign group member) acquire 
the machine and then lease it to the local subsidiary with lease payments contractually 
denominated in US dollars.  In this way, as lease payments are made, the rental deduction in 
local currency terms will rise with inflation and deterioration of the LCU/US$ exchange rate.  
And with this higher local currency rental deduction, the local subsidiary’s taxable income will 
not be overstated as it would be with the above depreciation that is based on the machine’s 
historical local currency cost basis. 
 
It should be added that tax loss carryovers in inflationary countries are normally not indexed for 
inflation.  As such, only the depreciating-in-value local currency losses are carried forward.  As 
such, it is typically critical in such countries to avoid tax losses and, where incurred, to utilize 
them as quickly as possible. 
 
It is also necessary to take into account the potential beneficial effect of strategies that allow for 
a delay of any tax payment.  (See above situation where the 250 ruble tax payment was 
delayed from May to December.)  Where a tax can be paid with “cheaper” local currency units 
tomorrow instead of with more expensive local currency units today, that generally provides a 
significant benefit that can reduce the effective tax rate on the economic income as measured in 
hard currency terms.  On the other hand, some countries with high inflation have enacted high 
interest and penalty rates on delayed tax payments to counteract this loss of value from any 
delay in the payment of a tax.  Attention to how interest charges relate to currency devaluation 
rates will be particularly important. 
 



135 

V. Exchange and translation gains and losses, exchange controls, investment 
approvals, and blocked currencies 

 
Exchange gains and losses 
 
Exchange gains and losses normally arise from changes in the relative values of assets and 
liabilities that are denominated in a currency other than the currency of the country imposing 
tax.  As an example of a typical situation where an exchange gain or loss may arise, say that a 
Singapore company has a customer receivable that is denominated in US dollars.  If the US 
dollar rises in value against the Singapore dollar, then there will be an economic gain as 
measured in Singapore dollars.  If the US dollar falls, then there will be a loss in Singapore 
dollars.  Correspondingly, if the Singapore company has borrowed from a bank with the loan 
being denominated in US dollars, then a rise in the US dollar against the Singapore dollar will 
increase the amount owed in Singapore dollar terms.  And that will be an exchange loss to the 
Singapore company.  And if the US dollar falls in relation to the Singapore dollar, then the 
opposite occurs. 
 
What are some examples of assets and liabilities that can be denominated in a currency other 
than the home country currency?  The most common examples include bank accounts, 
accounts receivable and payable, refundable deposits, investment securities such as bonds that 
have a fixed principal amount, and bank loans and other liability accounts.  And what are some 
examples of assets and liabilities that are not denominated in any currency and therefore do not 
cause any exchange gains or losses?  Common examples include inventory, fixed assets and 
investments in equity securities. 
 
Using the above example of the Singapore company that holds a US dollar receivable, say that 
the receivable arose from a sale of widgets that the Singapore company made to a customer on 
December 1st for US$10,000 and that the customer paid the US$10,000 two months later as 
promised on February 1st of the following year.  Assume the following exchange rates: 
 
     December 1st         S$1.50:US$1 
     December 31st       S$1.40:US$1 
     February 1st           S$1.60:US$1 
 
A first issue involving exchange gains and losses is their timing of recognition in taxable income.  
Where a country recognizes this gain or loss only at the moment when there is a realization 
event, then this gain or loss will be locked in and accounted for as of the date of that event.  In 
this example of the US dollar receivable, the Singapore company on December 1st recognizes 
the revenue from the sale as S$15,000 (US$10,000 x S$1.50:US$1).  Since we are first 
assuming that recognition only occurs upon a realization even, nothing is recognized at 
December 31st.  Then, upon receipt of the customer’s US$10,000 February 1st payment, the 
Singapore company will have received in Singapore dollar terms S$16,000 (US$10,000 x 
S$1.60:US$1).  Because the original sale was accounted for at S$15,000, there is a S$1000 
exchange gain recorded on February 1st. 
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Now assume that a mark-to-market method is applied.  Again, the Singapore company 
recognizes sales revenue of S$15,000 on December 1st.  However, on the December 31st 
balance sheet date when the Singapore dollar has gained in value against the US dollar, the 
Singapore dollar value of the US$10,000 is only S$14,000 (US$10,000 x S$1.40:US$1).  Under 
the mark-to-market method, this S$1000 loss is recognized on that date.  On February 1st when 
the customer pays the US$10,000 owed, the Singapore company will have received in 
Singapore dollar terms S$16,000 (US$10,000 x S$1.60:US$1).  As such, the S$2000 difference 
from the December 31st value will be recognized as exchange gain on that payment date. 
 
A second issue is the classification of an exchange gain or loss as being revenue (i.e., ordinary) 
or capital in nature.  This classification may be particularly important under a country’s taxing 
system if it treats each type differently.  Japan and China are examples of countries where this 
classification normally makes no difference since there is no revenue-capital distinction for a 
corporate taxpayer when calculating taxable income.  On the other hand, both the US and 
Singapore are examples where there is a clear distinction between gains of revenue and capital 
nature.  Typically, if a gain or loss is revenue in nature, then it is generally fully included in the 
taxable income calculation.  If capital in nature, then net gains may be taxable at a different rate 
or may be fully tax-free.  And net losses might receive no current tax benefit. 
 
In making the distinction between revenue or capital nature for any specific exchange gain or 
loss, the local rules and practices in each country would have to be reviewed.  As a simple 
example, though, some countries treat exchange gains and losses on customer receivables and 
trade payables as revenue while those on investments such as bonds and on long-term 
liabilities such as long-term debt are treated as capital. 
 
It is important for a multi-national group to monitor these types of situations generally and inter-
company receivables and payables in particular in order to avoid to the extent possible potential 
whipsaw effects from both timing and classification differences.  For example, situations should 
be avoided that might cause a non-deductible foreign exchange loss in one subsidiary that is 
economically offset by a taxable gain in another group member. 
 
Translation gains and losses 
 
In contrast to exchange gains and losses, translation gains and losses arise when an entire 
balance sheet and income statement must be restated in another currency.  For example, a 
resident of country A may maintain an operating branch in another country B.  That branch 
maintains its own accounting records and prepares a branch balance sheet and income 
statement denominated in B’s currency.  When the resident prepares its A tax filings and 
includes the branch accounts, it will have to translate those branch accounts into A’s currency.  
There are various approaches to making the translation that can produce varying results.  For 
example, one approach might convert liquid balance sheet assets and liabilities at the year-end 
exchange rate but fixed assets and capital accounts at historical rates (i.e., the exchange rate at 
the date of each fixed asset purchase or issuance of capital).  The income statement might be 
translated at an average rate for the year but with depreciation and amortization charges being 
calculated at the historical rates.  Another approach might ignore historical rates. 
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When a translation is made, the gain or loss that results may be either currently recognized in 
taxable income or deferred in some manner under A’s rules.  In addition, as with exchange 
gains and losses, translation gains and losses can potentially be separated into revenue or 
capital components. 
 
Exchange controls 
 
The effects of exchange controls and their requirements are an important element of planning 
international business investment and transactions.  While these rules in many countries might 
not actually inhibit the movement of funds either into or out of the country, such fund 
movements may require timely filings and sometimes pre-approvals.  On occasion, failing to 
make required filings or obtain pre-approvals can mean substantial penalties or even 
confiscation of the funds moved.  One unexpected issue that can arise with some countries is 
that a foreign person making a loan to a domestic borrower (whether related or unrelated) must 
make notification of the borrowing or secure pre-approval.  In the absence of such, the 
repayment of the loan and payment of interest to the foreign lender may be prohibited.  Similar 
requirements will often apply to capital investments.  China maintains various capital investment 
rules and exchange controls that effectively prohibit loans.  This can create a “trapped cash” 
situation where excess cash generated from operations, but which for various reasons might not 
be distributable as dividends, cannot be simply loaned to other group members, whether inside 
or outside of China.  This means that upfront planning of a new Chinese subsidiary’s capital 
structure to allow the maximum amount of repayable debt can be particularly important. 
 
Investment approvals 
 
Some countries maintain various investment and anti-monopoly rules that require notification or 
pre-approval of investments or other defined transactions. 
 
Blocked currency 
 
While becoming less common, some countries restrict the ability of an investor to repatriate 
earnings.  Where such rules are relevant, planning to minimize their effects is important. 
 
W. Laws and Rules 
 
What are the typical tax laws and types of taxes that are found in many countries?  These 
include: 
 

• Corporation income tax 
 
• Individual income tax 
 
• Withholding taxes on foreign persons 
 
• Value added tax (see description of Japanese Consumption Tax on Course Website) 
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• Gross sales based taxes (including “turnover taxes” assessed as a percentage of price 
or at a fixed rate per volume/unit of product) 

 
• Resource taxes (i.e. similar to royalty on minerals extracted) 
 
• Import and export duties 
 
• Excise taxes 
 
• Stamp duties 
 
• Capital taxes (on equity capital or on specific categories of property) 
 
• Capital registration charges (i.e. on issuance of shares) 
 
• Real estate transfer taxes 
 
• Payroll taxes including social insurance and unemployment charges 
 
• Gift and inheritance taxes 

 
Countries normally view a partnership for taxation purposes either the same as a corporation or 
as a transparent entity with only the partners being taxed and the partnership itself not being 
taxed or even filing any reports. 
 
X. Factors affecting business decisions 
 
Any decision on whether to implement a particular planning idea or transaction structure is a 
result of the weighing of a number of business, legal and tax factors.  From the tax and 
administrative perspectives, these factors can include the following: 
 

• Overall character of organization and company management—conservative/aggressive/ 
willingness to accept tax risk and the expanded business risks that can arise in today’s 
environment 

 
• How easy administratively, how much disruption to the business and its operations, what 

effects arise from implementing the desired planning? 
 

• Administrative simplicity versus complexity of living with a new structure in the future and 
commitment to maintain and monitor the new structure 

 
• Does the planning affect “real” operations (e.g. do operating personnel have to change 

their operating procedures or do the contractual or actual relationships with suppliers or 
customers have to change) or is it only seen “on paper” with no effective actual or legal 
changes? 
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• Likelihood that future changes in tax law will require a change in the model 
 

• Evaluation of risk versus benefits 
 

• Communication skills of outside advisors and external and in-house counsel who must 
make the ideas understandable to the company’s decision-makers 

 
• Existence of oversight laws such as the Sarbanes-Oxley legislation in the US 

 
 
 
 
 
© 2013 Jeffery M. Kadet 
All rights reserved. 


