
HOST COUNTRY RULES TO PREVENT BASE EROSION AND 
PROFIT SHIFTING

Facts

HCo, a business entity formed under the law of Host Country (HC), is a member of a 
multinational group headed by FCo, a business entity formed under the law of Foreign 
Country (FC).  In addition to HCo, the FCo multinational group includes many other 
subsidiaries, including FSub1 through FSub5 (the foreign subsidiaries).  FCo, HCo, and the 
foreign subsidiaries are treated as corporations for HC income tax purposes; FCo and the 
foreign subsidiaries have no presence in HC.  

To fund its business operations in HC, HCo has borrowed from FSub1.  In addition, HCo 
has received an investment from FSub2 which is treated by HC as a loan and by FSub2’s 
country of residence as equity; FSub2’s country of residence does not tax the “dividends” 
received by FSub2 on the investment.  Also in connection with its business operations 
in HC, HCo pays royalties to FSub3 and buys product from FSub4.  Separate from the 
business of HCo, FSub5 gets paid by certain foreign companies based on the actions of 
consumers in HC (e.g., clicking on certain website addresses); however, FSub5 reports 
no income to HC.  Certain of the foreign subsidiaries claim benefi ts under HC income tax 
treaties to minimise HC taxation.

The tax authorities of HC are concerned that HC’s corporate tax base is being 
inappropriately reduced by the actions of the FCo multinational group.

Questions

1.  What rules does HC currently have in place to prevent its corporate tax base from 
being inappropriately reduced or, stated differently, to prevent base erosion and profi t 
shifting (BEPS)?

2. What new rules is HC considering to prevent BEPS?

3. a. What is HC’s perspective on the BEPS project of the Organisation for Economic 
 Co-Operation and Development (OECD)?  (See OECD report, Addressing Base 
 Erosion and Profi t Shifting, issued on February 12, 2013.)

 b. What proposals does HC believe the OECD should recommend to deal with BEPS?

 c. What proposals do you believe the OECD should recommend to deal with BEPS?
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Stéphane Gelin and Christophe Jolk
CMS Bureau Francis Lefebvre, Neuilly-sur-Seine

42 GERMANY
Lars Rehfeld
Deloitte & Touche GmbH, Düsseldorf

49 INDIA
CA. Jayesh Thakur and CA. Devdatta Mainkar
B.K. Khare & Co, Chartered Accountants, Mumbai

54 IRELAND
Anne Margaret Gormley
Deloitte Ireland

58 ITALY
Carlo Galli
Clifford Chance, Milan

64 JAPAN
Eiichiro Nakatani & Akira Tanaka
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Host Country rules to
prevent Base Erosion
and Profit Shifting

FACTS

H Co, a business entity formed under the law
of Host Country (‘‘HC’’), is a member of a
multinational group headed by FCo, a busi-

ness entity formed under the law of Foreign Country
(‘‘FC’’). In addition to HCo, the FCo multinational
group includes many other subsidiaries, including
FSub1 through FSub5 (the foreign subsidiaries). FCo,
HCo, and the foreign subsidiaries are treated as cor-
porations for HC income tax purposes; FCo and the
foreign subsidiaries have no presence in HC.

To fund its business operations in HC, HCo has bor-
rowed from FSub1. In addition, HCo has received an
investment from FSub2 which is treated by HC as a
loan and by FSub2’s country of residence as equity;
FSub2’s country of residence does not tax the ‘‘divi-
dends’’ received by FSub2 on the investment. Also in
connection with its business operations in HC, HCo
pays royalties to FSub3 and buys product from
FSub4. Separate from the business of HCo, FSub5
gets paid by certain foreign companies based on the
actions of consumers in HC (e.g., clicking on certain
website addresses); however, FSub5 reports no

income to HC. Certain of the foreign subsidiaries
claim benefits under HC income tax treaties to mini-
mise HC taxation.

The tax authorities of HC are concerned that HC’s
corporate tax base is being inappropriately reduced
by the actions of the FCo multinational group.

QUESTIONS

1. What rules does HC currently have in place to pre-
vent its corporate tax base from being inappropri-
ately reduced or, stated differently, to prevent base
erosion and profit shifting (‘‘BEPS’’)?

2. What new rules is HC considering to prevent
BEPS?

3a. What is HC’s perspective on the BEPS project of
the Organisation for Economic Co-Operation and
Development (‘‘OECD’’)? (See OECD report, Ad-
dressing Base Erosion and Profit Shifting, issued on
February 12, 2013.)

3b. What proposals does HC believe the OECD should
recommend to deal with BEPS?

3c. What proposals do you believe the OECD should
recommend to deal with BEPS?
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Host Country
ARGENTINA
Manuel M. Benites
Pérez Alati, Grondona, Benites, Arntsen & Martı́nez de Hoz, Buenos Aires

I. Current Argentine rules to prevent base erosion
and profit shifting

A rgentina’s tax laws contain a number of rules
designed to prevent base erosion, profit shift-
ing and tax avoidance in general. What fol-

lows is a description of the principal rules currently in
force.

A. Economic reality

Among the more representative of these rules are
those contained in Sections 1 and 2 of Law 11,683.
(Law 11,683 is a general tax law that deals with ad-
ministration, collection, assessment procedures and
appeals. It also contains general interpretation and
characterisation rules, such as those in Sections 1 and
2.)

Section 1 of Law 11,683 lays down rules and prin-
ciples for the interpretation of the tax laws. The sec-
tion provides that the purposes and economic
significance of the tax laws must be taken into consid-
eration in interpreting them and that, only when it is
not possible to determine the meaning and scope of
such laws from their text and spirit, is it permissible to
resort to the rules, concepts and terms of private law
in interpreting them.

Section 2 of Law 11,683, on the other hand, deals
with the application of the economic reality principle
for purposes of the interpretation, construction and
characterisation of transactions entered into by tax-
payers. Section 2 provides that, in order to determine
the true nature of taxable events, the acts, situations
and economic relations that taxpayers effectively
carry out, create and establish must be taken into con-
sideration. If a taxpayer gives to such acts, situations
or economic relations a legal form that is not the form
that would be appropriate to them under private law,
then the inappropriate form may be disregarded and
the true economic relationship that subsists is to be
treated as if it had been given the form or structure
that private law would apply, or the form or structure
that private law would allow as the most appropriate
to the real intention of the taxpayer, without regard to
the form actually used by the taxpayer.

The economic reality principle may also be applied
in the taxpayer’s favour, but it is particularly relevant
as a tool that the tax authorities can use to prevent the
artificial erosion of the tax base. In this context, the

principle has been applied in a number of cases con-
cerning the abuse of legal forms. In two precedential
cases, the Federal Court of Appeals in Buenos Aires
adjusted the values at which properties were contrib-
uted to corporations by taxpayers, who later sold their
shares in those corporations to third parties. The
transactions in each case were as follows:

s the taxpayer contributed real estate to a newly cre-
ated corporation at a particular value (the contribu-
tion was subject to capital gains tax in the hands of
the taxpayer); and

s a few months after the contribution, the taxpayer
sold the stock of the corporation to a third party for
a price that was considerably higher (in one of the
cases, three times higher) than the value at which
the property was contributed to the corporation.
The income from the sale of the shares was not tax-
able in the hands of the taxpayer.
In each case, after invoking the economic reality

principle and finding that the intention of the tax-
payer was to sell the properties to a third party, that
the creation of the corporations had the purpose of
avoiding the payment of taxes, and that the value at
which the stock was sold reflected the market value of
the properties, the Court held that this last value was
to be considered the value at which the contribution
to the new corporation was made.

The economic reality principle has also been ap-
plied to cross-border transactions between members
of the same group of corporations with the result that
loans that resembled equity more than debt were re-
characterised as capital contributions. For these pur-
poses, several aspects of the loan transaction
concerned were analysed to determine whether the
terms and conditions of the loan were the usual terms
and conditions that would subsist between indepen-
dent parties. In particular the tax authorities and the
courts have analysed the following key factors: (1)
whether the loan was properly documented and
whether its terms and conditions conformed to
normal market practices; (2) whether the borrower
was able to comply with the terms and conditions of
the loan, and particularly with the repayment of prin-
cipal and interest when due; and (3) whether there
was actual performance of the borrower obligations
and what was the reaction of the lender in the case of
default.
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Another area in which the economic reality prin-
ciple has been applied is in tax fraud cases, in which a
taxpayer, acting with specific intent, abuses a legal
form in order to evade the payment of taxes. In this re-
spect, Section 47 of Law 11,683 presumes that a tax-
payer’s intent was to evade taxes when the taxpayer
uses legal forms or structures that are inadequate or
improper in the context of commercial practices, if
such forms conceal or distort the economic reality or
purposes of the acts or relations that have a direct
effect on the determination of taxes.

B. Inter-company transactions and transfer pricing rules

The Income Tax Law also contains a specific rule that
applies to inter-company transactions. Section 14 of
the Income Tax Law provides that transactions be-
tween a local corporation and a related person or
entity organised, domiciled or located abroad will be
deemed to have been entered into between indepen-
dent parties if the terms and conditions of such trans-
actions conform to normal market practices between
independent parties. Transactions that do not so con-
form must be adjusted under the transfer pricing rules
in Section 15 of the Income Tax Law.

This rule was incorporated into the Income Tax Law
in 1976 with the purpose of counteracting the applica-
tion by the Argentine Supreme Court of the economic
reality principle to all transactions between entities in
the same economic group. The ‘‘economic group doc-
trine’’ had been applied by the Argentine Supreme
Court in 1973 in three cases involving local entities
and their foreign controlling shareholders. In the
three opinions issued in these cases, the Court held
that contracts and transactions between entities be-
longing to the same economic group should be disre-
garded for tax purposes, because such entities are,
from an economic perspective, one and the same
entity, with none having a will independent from that
of the others. Based on this reasoning, the Court: (1)
disallowed the deduction of royalties paid by a local
corporation to its foreign controlling shareholder; (2)
disallowed the deduction of interest on deferred pay-
ments for the importation of goods; and (3) applying
the same principle in favour of the taxpayer, ordered
the tax authorities to refund sales taxes payable by
one corporation on sales made to another member of
the same economic group. The ‘‘economic reality doc-
trine’’ as formulated by the Supreme Court did not re-
quire any abuse of legal forms because it took it to be
a matter of general principle that tax laws should not
take into consideration any transaction between enti-
ties in the same economic group. The Supreme Court
has not applied the doctrine to any case involving
fiscal periods closing after the enactment of the 1976
reform to Section 14 of the Income Tax Law.

The Income Tax Law also regulates the timing of de-
ductions for payments (that constitute deductible ex-
pense for the payor) made by an Argentine payor to a
foreign related entity. Such expenses may be deducted
only if they were paid before the due date for the filing
of the tax return for the respective taxable year. This
rule represents a departure from the accrual method,
under which income and expenses must be allocated
to the taxable year in which they accrue. The purpose
of this deferral provision is to prevent the erosion of
the tax base as a result of the mismatch that could
occur if a deduction were to be given on an accrual

basis with the corresponding withholding tax being
due only in the event of actual payment being made.

The transfer pricing rules in Section 15 of the
Income Tax Law apply to transactions between: (1) an
Argentine permanent establishment (PE) of a foreign
entity or of a nonresident; or (2) an entity falling
within Section 49 a) of the Income Tax Law (which in
turn refers to entities taxed as corporations under
Section 69 of the Income Tax Law); or (3) an entity
falling within Section 49 b) of the Income Tax Law
(i.e., any other entity organised in Argentina not fall-
ing within Section 49 a)) or a sole proprietorship; or
(4) a trust of which the grantor is also the beneficiary,
except a financial trust or a trust of which the grantor-
beneficiary is a nonresident, and a related person or
entity organised, domiciled or located abroad. The
rules also apply to transactions of any of the taxpayers
in (1) to (4) with an individual or entity organised, do-
miciled or located in a ‘‘low-tax jurisdiction’’ — such
transactions are presumed not to conform to normal
market practices between independent parties and are
subject in all cases to the requirement that their pric-
ing be justified using the methods provided for in Sec-
tion 15 (see below). Under the second paragraph of
Section 11 of the Income Tax Regulations, this pre-
sumption applies even if the parties to such transac-
tions are not related to each other.

Under the second paragraph of Section 130 of the
Income Tax Law, the methods prescribed in Section
15 for the determination of transfer prices also apply
to transactions between an Argentine resident or a for-
eign PE of an Argentine resident and a controlled for-
eign entity, which, for these purposes, means a foreign
entity in which the Argentine resident owns more
than 50 percent of the capital or controls enough votes
to prevail in shareholders’ or members’ meetings.

The Income Tax Law provides for the five tradi-
tional transfer pricing methods and a sixth method re-
lated to the export of commodities. The five
traditional methods are: (1) the Comparable Uncon-
trolled Price Method; (2) the Resale Price Method; (3)
the Cost Plus Method; (4) the Profit Split Method; and
(5) the Transactional Net Margin Method.

The sixth paragraph of Section 15 of the Income Tax
Law provides for a special transfer pricing method,
usually known as the ‘‘sixth method,’’ that applies to
international sales of certain commodities when the
buyer is an ‘‘international intermediary’’ that is not the
final consignee with respect to the commodities. In
these cases, unless the international intermediary
meets the requirements set out in the eight paragraph
of Section 15, the transactions are deemed not to have
been concluded between independent parties, and the
price to be considered for purposes of determining the
income tax due is the higher of the price in force on
the day of the loading of the merchandise or the price
agreed with the international intermediary. The re-
quirements that the international intermediary must
meet to prevent the sixth method being applied are as
follows:

s the international intermediary must: have real pres-
ence in his jurisdiction of residence; have a place of
administration of his business; and satisfy the legal
requirements related to incorporation, registration
and the filing of financial statements. Also the
assets, risks and functions held, assumed and per-
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formed by the international intermediary must be
in accordance with his transaction volume;

s the main activity of the international intermediary
may neither be passive business (see below for the
meaning of ‘‘passive income’’) nor consist in inter-
mediation in the trading of goods from or to Argen-
tina, or with other members of the economically
related group; and

s the intermediary’s transactions in international
commerce with other members of the same eco-
nomic group may not account for more than 30 per-
cent of the international intermediary’s total
transactions during the year concerned.
The Income Tax Regulations contain some detail

concerning the application of these requirements. In
this respect, Section 21.7.4 of the Income Tax Regula-
tions provides that passive income comprises profits
derived from rents, interest, royalties, securities, etc.
The Income Tax Regulations also provide that, for
purposes of establishing whether the main activity of
the international intermediary consists in the trading
of goods from or to Argentina, the total purchases and
sales of the international intermediary must be com-
pared with his purchases and sales from and to Argen-
tina.

For purposes of the calculation of the 30 percent re-
quirement in the third bullet above, the Income Tax
Regulations indicate that the comparison that must
be made is between: (1) the revenues and outflows
from transactions with the other members of the
same economic group; and (2) the total purchases and
sales of the international intermediary, less the trans-
actions with the Argentine member of the group.

C. Separate accounting rules for branches of foreign
companies

Section 14 of the Income Tax Law also provides that a
branch or PE of a foreign entity must keep accounting
books and records separate from those of the entity of
which it is a PE/branch and of the entity’s other sub-
sidiaries or branches, and if necessary must make the
required adjustments to such accounting records for
purposes of determining its taxable income from Ar-
gentine sources. If the accounting records of the local
branch are incomplete or do not reflect the branch’s
taxable income from Argentine sources, the tax au-
thorities are allowed to regard the branch and the for-
eign entity of which it is part as forming an economic
group and to assess tax accordingly. Section 19 of the
Income Tax Regulations allows the tax authorities to
assess the profits of a branch based on the profits de-
rived by other entities engaged in the same or similar
business. When the circumstances of the case so re-
quire, the tax authorities may also use other indices,
making the adjustments necessary to preclude the de-
duction of payments made by the branch to the for-
eign entity of which it is part, which under Section 14
are not deductible.

D. Thin capitalisation rules

Business profits are taxed at the corporate level. The
corporate income tax rate is currently 35 percent of
net taxable income. Distributions of dividends are not
subject to any additional tax, except when a corpora-
tion makes a distribution of profits that have not pre-
viously been taxed, which occurs when the amount of

the distribution exceeds the amount of the accumu-
lated taxable profits of the distributing corporation. In
this case, the excess is subject to tax (‘‘equalisation
tax’’) at a rate of 35 percent. In any event there is no
double taxation of business profits, so that there is no
great incentive to finance a corporation with debt
owed to shareholders. In addition, interest paid
abroad, even though it is deductible for the paying
corporation, is in most cases subject to a 35 percent
withholding tax, effectively being treated in almost
the same way as a dividend.

The thin capitalisation rules contained in the
Income Tax Law are very limited in scope. In fact, the
rules apply only with respect to interest on debt owed
to shareholders that is subject to withholding tax at a
rate lower than 35 percent. Such lower rates only
apply to interest on loans granted by foreign financial
or banking institutions located in a jurisdiction other
than a low-tax jurisdiction, which gives an accurate
sense of how narrow is the thin capitalisation rules’
scope of application.

If a limitation on the deduction of interest under the
thin capitalisation rules applies in any given taxable
year, the amount of the nondeductible interest is
treated as a dividend, which in principle is not taxable
(except where equalisation tax is imposed because the
amount of the (deemed) dividend is in excess of the
accumulated taxable income of the corporation).

E. Imports and exports between independent parties

Section 8 of the Income Tax Law presumes that all
import and export transactions involving independent
parties are not entered into on arḿs length terms if
the counterparty is an individual or entity organised,
domiciled or located in a low-tax jurisdiction. In these
circumstances, the Argentine exporter or importer
will, therefore, have to validate the transaction prices
using one of the transfer pricing methods referred to
in I.B., above.

The law also presumes that, when the imported or
exported goods have an international price estab-
lished in a transparent market, stock exchange or
similar market, such international price is the price to
be taken into account for income tax purposes, except
when the taxpayer concerned presents evidence to the
effect that the transaction price is different from that
international price.

In the case of imports and exports of other goods,
the tax authorities are entitled to require the importer
or exporter to file information allowing it to deter-
mine whether the prices declared reasonably reflect
the market prices of the goods concerned.

F. Limitations on deductions and withholding tax rates

Deductions for certain amounts paid abroad are disal-
lowed. The rationale for this is that companies con-
trolled by foreign shareholders are inclined to reduce
their taxable base in Argentina by making certain pay-
ments to related entities or persons abroad. For in-
stance, the deduction of fees paid to members of a
board of directors acting abroad is limited to 2.5 per-
cent of the annual profits if the corporation did not
distribute any profits and to a maximum of 12.5 per-
cent of the annual profits if all such profits were dis-
tributed. Fees paid for technical, financial or other
assistance rendered from abroad cannot be deducted
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to the extent they exceed either of the following per-
centage amounts: (1) 3 percent of the revenues taken
as a basis for the calculation of the fees; or (2) 5 per-
cent of the amount of the investments made pursuant
to the assistance rendered. Only 80 percent of
amounts paid to foreign beneficiaries for the use of
trademarks or patents are deductible.

In most cases, the respective amounts are subject to
withholding taxes when paid to nonresidents. Fees
paid to nonresident directors are subject to a 31.5 per-
cent effective withholding tax rate, while payments
for the use of trademarks or patents are subject to a 28
percent withholding tax rate. The withholding tax rate
on payments made for technical assistance is 21 per-
cent. The effect of the deduction limitations in combi-
nation with the imposition of withholding tax may,
therefore, result in effective tax rates higher than the
general 35 percent corporate tax rate.

G. Controlled foreign corporations and tax haven
jurisdictions

A number of rules in Argentine tax law are designed to
discourage the use of tax haven jurisdictions in con-
nection with foreign investments of Argentine resi-
dents or the transfer of money to Argentina from any
such jurisdiction.

In this respect, the controlled foreign corporation
(‘‘CFC’’) rules have the purpose of preventing base ero-
sion or tax deferral in connection with passive income
derived abroad by Argentine residents. The rules
apply with respect to corporations organised or domi-
ciled in low-tax jurisdictions and provide that if, in a
given taxable year, such a corporation derives passive
income that represents more than 50 percent of its
total income for that year, then any Argentine share-
holders of the corporation must report their propor-
tionate share of the passive income in their income
tax returns for that year. Passive income includes in-
terest, dividends, royalties, rents and similar profits.
The rule does not require an Argentine resident either
to hold a minimum participation in the foreign entity
or to control the foreign entity. On the other hand,
income that is not characterised as passive income is
not subject to this special recognition rule, but instead
to the general rule, which provides that dividends
from foreign corporation are taxable in the hands of
their Argentine shareholders in the year of distribu-
tion.

As regards the transfer of money from a low tax ju-
risdiction to Argentina, Section 18.1 of Law 11,683
presumes that such transfers are ‘‘unjustified in-
creases in the patrimony’’ of the recipient, which in
turn are presumed to be taxable income of the recipi-
ent, increased by 10 percent deemed non-deductible
expenses. Such transfers are also presumed to form
part of the tax base for value added tax (‘‘VAT’’) pur-
poses if the recipient carries on activities subject to
VAT. The presumption can be rebutted by the tax-
payer, if the taxpayer produces adequate evidence
concerning the source of the funds transferred, in par-
ticular, evidence to the effect that the funds originate
from a source not subject to tax in Argentina. The pre-
sumption in Section 18.1 applies whatever the nature
of the transaction under which the transfer is made,
i.e., whether a capital increase, a loan, the payment of
a purchase price, etc.

H. Anti-hybrid rules

The Income Tax Law provides that the source of
income from derivative transactions is the jurisdic-
tion in which the risk assumed is located. If the person
deriving the profit or loss from a derivative transac-
tion is an Argentine resident, the risk is deemed to be
located in Argentina.

To prevent transactions being manipulated so as to
locate their source in a foreign country, the Income
Tax Law also provides that if the various components
of a derivative instrument or a series of related deriva-
tive instruments indicate that the instrument or series
of instruments does not reflect the real economic in-
tention of the parties involved, the determination of
the source of the income from the instrument or series
of instruments is to be made in accordance with the
principles applying to the kind of income source that
follows from the economic reality of the transaction,
in which case the tax treatment provided for in the law
with respect to that economic reality will apply.

The income tax law also ‘‘ring fences’’ the deduction
of losses on speculative derivative transactions (i.e.,
where the derivative concerned does not have the pur-
pose of hedging risk), so that such losses can only be
deducted from income derived from other speculative
derivative transactions.

I. Application to the factual scenario

HCo will have to withhold income tax on interest paid
to FSub1. Assuming that FSub1 is not a financial or
banking institution, the withholding tax rate will be
35 percent. The interest will be deductible for HCo
only if it is paid during the taxable year or after the
end of the taxable year but before the filing of HCo’s
tax return. The thin capitalisation rules will not place
any limitation on the deduction of the interest in these
circumstances because the withholding rate on the in-
terest is 35 percent. The interest rate will have to be
justified in a transfer pricing report.

The investment made by FSub2 in HCo will be sub-
ject to the same treatment as the loan made by FSub1,
as described in the previous paragraph.

The royalties paid by HCo to FSub3 will be subject
to a 28 percent withholding tax if the agreement is
duly registered with the Instituto Nacional de Propie-
dad Industrial (‘‘INPI’’), as required by the Transfer of
Technology Law. The deductibility of the royalties for
HCo will be subject to the same rule as applies to the
interest paid to FSub1 (see above). The amount of the
royalties will have to be justified by reference to the
appropriate transfer pricing method.

The purchase of product from FSub4 will be subject
to the transfer pricing rules and the prices paid by
HCo will have to be justified in a transfer pricing
report.

With respect to the payments received by FSub5
from consumers in Argentina, there will be no need to
report any income to the Argentine tax authorities be-
cause FSub5 is subject to tax only by means of with-
holding to be made by the payers of the income.

For the foreign subsidiaries to be able to claim ben-
efits under the tax treaties between their countries of
residence and Argentina, they will have to obtain and
deliver to HCo certificates of residence issued by the
tax authorities of their countries of residence. Nor-
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mally, Argentina’s tax treaties provide for reduced
withholding taxes on interest and royalties.

II. Proposed Argentine rules to prevent base
erosion and profit shifting

The Argentine Ministry of Finance is working on a
project to amend the Income Tax Law in a number of
respects. The project proposes a number of provisions
designed to prevent base erosion and profit shifting,
the most significant of which are related to transac-
tions with companies located in tax havens. Pursuant
to the project, any amount paid or payable to an indi-
vidual or company organised, domiciled or located in
a low-tax jurisdiction would not be deductible as an
expense, whatever the nature of the payment or the
transaction that gives rise to it. A second proposed
amendment would impose a 35 percent withholding
tax on any payment made to an individual or com-
pany located in such a jurisdiction.

III. Argentina and the OECD BEPS Project

A. Argentina’s view of the OECD BEPS Project

There have been no public statements from the Argen-
tine authorities relating to the OECD Project. Argen-
tina is not a member of the OECD, but does
participates in the OECD’s Forum on Tax Administra-
tion, in which Argentina has expressed its policy of
fighting base erosion and profit shifting, as well as its
belief in the need to improve the exchange of informa-
tion between tax administrations. Indeed, base ero-
sion and profit shifting is clearly a major concern for
Argentina, as is evident from the number and variety
of domestic rules that Argentina has in force to
combat the problem, including not only general, but
also a significant number of specific, anti-avoidance
rules. Most of these rules were enacted following rec-
ommendations from the OECD.

Argentina’s current policy with regard to base ero-
sion and profit shifting has found its expression in the
following actions: (1) the termination of the
Argentina-Austria tax treaty, which, in the view of the
Argentine authorities, had been used to reduce the
taxation on investments of Argentine residents out-
side Argentina, through the setting up of Austrian
holding companies to make investments outside Aus-
tria; (2) the termination of the Argentina-Chile tax
treaty for similar reasons; (3) the termination of the
Argentina-Spain tax treaty, with the purpose of elimi-
nating the preferential treatment with respect to taxes
on patrimony with regard to the holding of shares in
Argentine companies by Spanish residents; (4) the
signing of exchange of information agreements with a
number of countries; and (5) the recent change in Ar-
gentina’s concept of ‘‘tax haven jurisdictions’’ from ju-
risdictions with no or low taxes to jurisdictions that
do not cooperate with Argentina in the effective ex-
change of information for tax purposes. All these ac-
tions are aimed at terminating treaty provisions

allowing tax benefits that the Argentine Government
deems inappropriate, preventing treaty shopping and
gathering information allowing the tax authorities to
get a more accurate picture of the financial status of
Argentine residents.

B. Argentina’s proposals for the OECD BEPS Project

Because Argentina has made no public statements
about the OECD Report, it is not possible to answer
this question with any degree of certainty. In any
event, given the number and nature of the rules cur-
rently in force in Argentina regarding base erosion
and profit shifting, it may easily be inferred that Ar-
gentina strongly supports the implementation and ex-
pansion of policies, rules and measures designed to
prevent base erosion and profits shifting and the use
of tax haven jurisdictions. Argentina’s policy regard-
ing the exchange of information with other tax admin-
istrations has the same implications and indicates
that Argentina would support the implementation of
measures aimed at facilitating such exchange as an ef-
fective tool for auditing Argentine residents with re-
spect to their income and assets located abroad. In
this respect, the meeting of the Forum on Tax Admin-
istration held in Buenos Aires in 2012 specifically ad-
dressed how abuses that make use of offshore
structures and tax evasion generally might be combat-
ted through, among other measures, the exchange of
information.

C. The author’s proposals for the OECD Project

The measures aimed at reducing base erosion and
profit shifting, are necessary and pertinent, but the
OECD and governments in general must also focus on
how the rules are drafted and implemented so that in
their practical application they do not go beyond their
specified purposes and create unfair claims against
taxpayers. In their practical application, the measures
should also avoid imposing unjustified restrictions on
taxpayers’ rights to defend themselves. In particular,
the exchange of information measures should be ac-
companied by taxpayers being granted the right to
some measure of control over, and the ability to chal-
lenge, the information that is exchanged between tax
authorities, as well as ample opportunity to offer and
produce counter-evidence. Along the same lines, the
rules should refrain from applying legal presumptions
in an unreasonable manner that unfairly limits the
right of taxpayers to adduce proof to the contrary and
should also refrain from the abusive application of
principles that are formulated in general terms, such
as the economic reality doctrine or the substance-
over-form doctrine. At the same time, governments
should be consistent in their fiscal policies with a view
to avoiding fundamental contradictions, such as that
which follows from enacting severe anti-avoidance
rules and at the same time approving moratorium or
forgiveness laws that give legal countenance to funds
originating from tax evasion or other infringements.
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NautaDutilh, Brussels

I. Current Belgium rules to prevent base erosion
and profit shifting

T he Belgian Income Tax Code (the ‘‘Code’’) con-
tains a wide array of rules aimed at targeting
base erosion and profit shifting (‘‘BEPS’’).

Some of these rules are general in scope, while others
are more specific or even apply on an ad hoc basis.

A. Overview

1. Arm’s-length dealing

Under Article 26 of the Code, abnormal or gratuitous
advantages granted by an enterprise established in
Belgium are, subject to certain exceptions, added to
its own profits.1 The rule comes into play if the recipi-
ent of the abnormal or gratuitous advantage is: (1) a
nonresident taxpayer with which the Belgian enter-
prise has direct or indirect ties of interdependence; (2)
a nonresident or a foreign establishment that, under
the laws of the country in which it is established, is
not subject to an income tax or is subject to a tax
regime that is markedly more favourable than the tax
regime that would be applicable to the enterprise were
it established in Belgium (i.e., it is established in a tax
haven jurisdiction); or (3) a nonresident taxpayer that
has common interests with a taxpayer or establish-
ment referred to in (1) or (2) (a ‘‘triangular situation’’).
Article 26 applies only exceptionally in a purely do-
mestic context, as in most cases an advantage granted
to a Belgian recipient would generally be taken into
account in determining the taxable income of the Bel-
gian recipient. Such would be the case, for example,
were a Belgian enterprise to grant an interest-free
loan to its Belgian subsidiary, because the latter would
not be entitled to claim a tax deduction for interest
paid (and, hence, the advantage would be considered
to have been taken into account in determining the
taxable income of the recipient).

As indicated, one of the main focuses of Article 26 of
the Code is the cross-border diversion of income be-
tween associated or related parties, rendering the pro-
vision particularly relevant in the context of transfer
pricing. The rule provides the Belgian tax authorities
with a tool for scrutinising the intercompany pricing
of goods and services, the use of tangible and intan-

gible assets, and interest paid or received by Belgian
enterprises forming part of a multinational group.

For purposes of Article 26 of the Code, an ‘‘advan-
tage’’ is any enrichment for no equivalent consider-
ation.2 An ‘‘abnormal’’ advantage is any advantage
that: would not have been granted between unrelated
parties; is contrary to current business practice, or es-
tablished customs or rules; is granted without normal
consideration; or is granted without taking into ac-
count market conditions.3 A ‘‘gratuitous’’ advantage is
any advantage granted in the absence of a legal obli-
gation or for no consideration.4 The question of
whether an advantage is abnormal or gratuitous is a
question of fact. In assessing whether ‘‘abnormal or
gratuitous advantages’’ have been granted, case law
traditionally also takes into account subjective ele-
ments proper to the taxpayer or the group of compa-
nies to which it belongs and, hence, the test is not
solely based on objective criteria.

The concept of ‘‘direct or indirect links of interde-
pendence’’ is construed quite broadly by the tax au-
thorities. It encompasses criteria such as control,
common ownership, common directors, special con-
tractual relationships and even close family relation-
ships. The reference to taxpayers ‘‘that, in the country
in which they are established, are not subject to an
income tax or are subject to a noticeably more advan-
tageous tax regime’’ relates to individuals or compa-
nies established in tax haven jurisdictions. In this
case, no links of interdependence between the grantor
and the recipient of the advantage are required for the
provision to apply. Tax haven jurisdictions are those
jurisdictions listed by the Belgian tax authorities for
purposes of the application of the dividends received
deduction (see below).

In 2004, the tax legislature formally introduced the
internationally accepted ‘‘arm’s length’’ principle by
inserting Article 185(2) into the Code. Article 185(2)
allows the tax authorities: (1) to adjust the profits of a
Belgian corporation that has forfeited profits to a for-
eign related corporation because it did not act on
‘‘arm’s length’’ terms; and (2) to make a correlative ad-
justment to the profits of the Belgian corporation
where the tax authorities of the beneficiary corpora-
tion in the other state have revised the latter’s profits
upwards.
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Article 185(2) of the Code applies to corporations
that form part of a multinational group of associated
companies, a concept to be interpreted in a strict legal
sense, i.e., by reference to the definition of the term
‘‘related and associated companies’’ laid down in Ar-
ticle 11 of the Companies Code, which essentially
refers to a relationship of de jure or de facto control.
This strict interpretation deviates from the broader in-
terpretation of the concept ‘‘direct or indirect links of
interdependence’’ that prevails under Article 26 of the
Code (and Article 9 of Belgium’s tax treaties). A fur-
ther deviation is that, under Article 185(2) of the Code,
the ‘‘arm’s length’’ principle coincides with the OECD-
developed concept and, hence, is based on objective
criteria, the reference point being the conditions that
would have agreed upon between independent enter-
prises in comparable transactions and comparable
circumstances in the open market where free compe-
tition reigns. In other words, as opposed to the ap-
proach taken under Article 26 of the Code, no account
is taken of subjective elements that are proper to the
taxpayer or the group to which it belongs. Finally, the
OECD-based ‘‘arm’s length’’ principle is only meant to
be applied within the strict scope of Article 185(2)
itself, i.e.: (1) where the taxpayer has filed an advance
ruling request with the Ruling Commission to validate
the methodology underlying its transfer pricing policy
under the ‘‘arm’s length’’ test; and (2) in the context of
mutual agreement procedures under tax treaties and
the Arbitration Convention. In other words, the tax
authorities cannot apply Article 185(2) on their own
initiative, meaning that they can only proceed with
profit adjustments based on Article 26 of the Code.

In order to resolve the problematic co-existence of,
and the difficult interplay between, the two sets of
profit adjustment rules, a more logical approach
would have been formally to withdraw Article 26 (and
207) of the Code when introducing Article 185(2) of
the Code.5 This would clearly have benefited the inter-
nal coherence and overall objectivity of the system.

2. Deduction of business expenses

Under Article 49 of the Code, any expenditures made
and charges incurred by a company during a taxable
year with a view to acquiring or preserving taxable
income are deductible from that company’s gross (op-
erating) income as business expenses, provided the
existence and amount of such expenditures and
charges can be evidenced by supporting documents or
other means of proof. Expenditures or charges are
made or incurred with a view to acquiring or preserv-
ing taxable income if there is a genuine and necessary
link between the expenditures made or charges in-
curred and the business activity carried on. In other
words, there must be a causal relationship.6

A relatively recent trend in the application of Article
49 of the Code is its apparent increasing use by the tax
authorities as an anti-abuse rule targeted at base ero-
sion. For example, expenses related to transactions
that are outside the scope of the corporate purpose of
the taxpayer are disallowed based on the ultra vires
doctrine. According to a decision of the Supreme
Court, even if the corporate purpose is amended in
strict compliance with company law requirements,
but it is revealed that the amendment is only part of a

wider tax planning device, such amendment may be
ignored for income tax purposes, thus opening the
door for the application of Article 49.7 In the same
vein, the tax authorities increasingly invoke the appli-
cation of the ‘‘cash drain’’ analysis whereby deduc-
tions are disallowed based on Article 49 if the
underlying transaction does not generate a pre-tax
profit (although case law remains indecisive or at least
divided in this area).

3. Tax abuse

The new general anti-abuse provision contained in
current Article 344, § 1 of the Code allows the tax au-
thorities to disregard a legal act or a series of legal acts
realising one transaction, if they demonstrate, based
on objective circumstances, that ‘‘tax abuse’’ is at
issue.8 The non-enforceability that Article 344, § 1
predicates concerns the legal act itself, rather than the
legal classification given by the taxpayer to that act.
Such non-enforceability also applies with respect to
transactions that are (artificially) split-up into con-
secutive legal acts, provided such acts are character-
ised by unity of intent and thus constitute, from the
outset, part of an indivisible chain (‘‘a pre-ordained
series of legal acts’’). It is not required that all such
legal acts be carried out in the same assessment year
and, hence, legal acts that are mutually connected but
are spread over more than one assessment year may
also fall within the scope of the general anti-abuse
provision.

The non-enforceability effect of Article 344, § 1 of
the Code comes into play if the tax authorities demon-
strate that there is ‘‘tax abuse’’. The statute distin-
guishes between two forms of tax abuse. On the one
hand, there is tax abuse if there is avoidance of a pro-
vision that imposes a tax when the taxpayer places
itself outside the scope of application of the provision
in violation of the objectives of the provision. On the
other hand, there is tax abuse if the taxpayer invokes a
provision that provides for a tax benefit in a situation
where the granting of such a benefit would be in viola-
tion of the objectives of the provision concerned.

In both instances, the existence of tax abuse is to be
determined with the ‘‘objective’’ of the tax provision
that is avoided or that is invoked in mind. Only an ob-
jective expressed by the legislature (to be found in the
text of the provision at issue, the larger legal context of
which the provision forms part or the preparatory
works) may be taken into account. Moreover, the ‘‘ob-
jective’’ should be specific to the provision at issue. In
other words, the ‘‘objective’’ of the provision should
not simply be ‘‘to tax’’. Finally, the objective should be
sufficiently certain; if the text of the provision is un-
clear and the recourse to the preparatory works and
other sources of interpretation leave doubt as to the
scope of the tax provision at issue, interpretation in
favour of the taxpayer must prevail (in dubio contra
fiscum).

Although the actual text of Article 344, § 1 of the
Code is absolutely silent on this, both the preparatory
works and the Circular Letter issued by the tax au-
thorities on May 4, 2012, containing their (initial)
guidance on the provision, expressly state that the vio-
lability of the objectives of the tax legislation must
also be understood in light of the concept of a ‘‘wholly
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artificial construction.’’ A ‘‘wholly artificial construc-
tion’’ exists where a transaction does not pursue the
economic objectives that underpin the tax legislation,
has no connection with the economic reality, or does
not occur at commercial or financial market condi-
tions.9

Aside from the objective component, the concept of
‘‘tax abuse’’ also comprises a subjective component,
i.e., it must be established that the taxpayer chose the
legal act or series of legal acts with the essential pur-
pose of achieving a tax benefit.

It lies with the tax authorities to demonstrate the
presence of the objective element of tax abuse. They
can do so by all common law means of proof, includ-
ing presumptions. If the tax authorities are successful,
it is up to the taxpayer to show that his choice of legal
act(s) is justified by reasons other than tax avoidance.
However, no account may be taken of non-tax motives
that are negligible to the extent that the transaction
would not have taken place but for the tax purposes.
If the taxpayer is unable to produce the counterproof,
both the tax base and the tax computation will be re-
stored in such a way as to subject the transaction to
taxation in accordance with the tax statute as if the tax
abuse had not occurred.

So far, it is unclear how the new general anti-abuse
provision will actually be construed in practice and
what constructions and (tax planning) schemes or
structures it will actually target.

4. Disallowance of certain payments

Under Article 54 of the Code, amounts paid as inter-
est, royalties and remuneration for services will nor-
mally not be allowed as business expenses when they
are paid directly or indirectly to foreign taxpayers or
foreign establishments that are not subject to income
tax, or that are subject to a tax regime that is markedly
more favourable than the regime that would apply to
such income in Belgium. Deductions will, however, be
allowed if the taxpayer demonstrates that the pay-
ments are the result of genuine and bona fide transac-
tions and do not exceed the normal limits.

5. Certain transfers disregarded

Under Article 344, § 2 of the Code, legal acts of sale or
the contribution to capital of shares, bonds, receiv-
ables, intellectual property rights or cash cannot be
enforced against the tax authorities if the transfers are
made to foreign taxpayers that, in the country in
which they are established, are not subject to income
tax or are subject to a tax regime on the income gener-
ated by the property transferred that is markedly
more favourable than that which would have applied
in Belgium to similar income. In other words, the tax
authorities may disregard certain transfers made by
Belgian taxpayers to taxpayers located in tax haven
countries. The consequence of the application of this
provision is that the imputed income on the trans-
ferred assets will be taxable in the hands of the trans-
feror.

The taxpayer can refute the legal presumption in-
herent in this statutory provision by proving: (1) that
a transaction corresponds to legitimate financial or
economic needs; or (2) that the taxpayer received con-
sideration for the transfer producing income subject

to taxation in Belgium that, when compared to the
taxation that would have applied had the transfer not
taken place, can be considered normal.

6. Excessive interest

Under Article 55 of the Code, only interest at a normal
interest rate is a deductible expense. The normal inter-
est rate is determined in each case by market condi-
tions and by taking into account such features as the
risk involved, the financial position of the debtor and
the duration of the loan. There is no restriction for in-
terest paid on publicly issued bonds or similar securi-
ties, or for interest paid to or by qualifying financial
institutions.

7. Thin capitalisation

Until July 1, 2012, the Code contained a thin capitali-
sation rule providing that, notwithstanding the appli-
cation of the other limitations on the deduction of
interest, interest on debt paid to tax haven beneficia-
ries is not deductible to the extent that, at the level of
the borrower, such debt, excluding public bonds, ex-
ceeds seven times the aggregate amount of the taxed
reserves existing at the beginning of the taxable period
and the paid-in capital existing at the end of that
period. This thin capitalisation rule was generally felt
to have limited practical scope. Effective July 1, 2012,
the rule has been fundamentally redrafted.

In its new wording, Article 198, § 1, 11° of the Code
provides that, notwithstanding the application of the
other limitations on the deduction of interest, interest
on loans is not deductible to the extent that the aggre-
gate amount of such loans exceeds five times the sum
of the taxed reserves existing at the beginning of the
taxable period and the paid-in capital existing at the
end of that period, where the beneficial owners of
such interest either: (1) are not subject to income tax
or, with respect to such income, are subject to a mark-
edly more favourable tax assessment regime than that
resulting from the common law provisions applicable
in Belgium; or (2) form part of a group to which the
borrower belongs (the term ‘‘group’’ being defined by
reference to the concept of ‘‘related and associated
companies’’ laid down in Article 11 of the Companies
Code, i.e., essentially a relationship of de jure or de
facto control).

For purposes of the revised thin capitalisation rule,
‘‘debt’’ does not include: (1) bonds or similar securities
issued by public offering; (2) loans granted by qualify-
ing financial institutions; (3) loans granted by qualify-
ing movable property leasing companies; (4) loans
granted by companies whose main activity consists of
factoring or immovable property leasing within the fi-
nancial sector, insofar as the funds borrowed are ef-
fectively dedicated to leasing or factoring activities;
and (5) loans granted by companies whose main activ-
ity consists of the performance of a public/private
partnership project adjudicated in accordance with
public procurement legislation.

To prevent taxpayers circumventing the new thin
capitalisation rule by involving external parties in
intra-group loans (for example, a parent company
grants a loan not directly to its Belgian subsidiary but
instead to a Belgian credit institution, which in turn
grants a loan to the Belgian subsidiary), an anti-
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channelling rule provides that a party that, strictly le-
gally speaking, is not directly involved with the actual
loan concluded will nonetheless be deemed to be the
beneficial owner of the interest payable on that loan if
that party has granted a loan guarantee or advanced
the funds necessary to finance the loan and bears,
whether totally or partially, the risks related to the
loan, if the tax authorities demonstrate that the grant-
ing of the guarantee or the funds has tax avoidance as
a principal purpose.

As the new thin capitalisation rule, in its initial
March 2012 version, created significant (but report-
edly unintended) obstacles for companies having trea-
sury center-type operations and cash pooling
activities in Belgium, it was supplemented in June
2012 by a derogatory regime for ‘‘centralised treasury
management.’’ In essence, the derogatory regime
allows for a netting of interest that would otherwise
be subject to the 5:1 ratio against qualifying interest
income from group members, provided the interest
relates to qualifying centralised treasury management
activities. ‘‘Centralised treasury management’’ is de-
fined as ‘‘the management of the daily treasury trans-
actions (cash pooling) or short-term treasury
management or, exceptionally, longer-term treasury
management to take into account specific circum-
stances in the context of ‘normal’ treasury manage-
ment.’’ Eligibility for the derogatory regime requires a
framework agreement to be entered into by and
among the participating group companies, clarifying
the financing model used, the activities falling within
the scope of centralised treasury management, and
applicable netting principles and interest rates.

8. Exclusions from dividends received deduction

Under the dividends received deduction, 95 percent of
a dividend received from a Belgian or foreign source
by a company subject to Belgian resident (or nonresi-
dent) corporate income tax is exempted from income
tax if the dividend qualifies as ‘‘definitively taxed
income’’ (revenus définitivement taxés/definitief belaste
inkomsten).

The following conditions must be met for a com-
pany to benefit from the dividends received deduc-
tion: (1) the distributing company must be subject to
corporate income tax or, if the distributing company
is a foreign company, to a tax similar to Belgian corpo-
rate income tax (the ‘‘subject-to-tax test’’ or ‘‘taxation
requirement’’); (2) the shareholding of the recipient
company in the distributing company must amount to
at least 10 percent of the capital or have an investment
value of at least EUR 2.5 million (the ‘‘minimum
shareholding requirement’’); and (3) the shares with
respect to which the dividend is distributed must be
held in full ownership for an uninterrupted period of
at least one year, which does not necessarily have to
have expired at the time the dividend is distributed
(the ‘‘minimum holding period requirement’’).

There are a number of exclusion rules (some of
them subject to their own exceptions) under which
the dividends received deduction is denied.10 The re-
curring theme of these exclusions is that dividends do
not qualify for the dividends received deduction if
they are distributed by a company that is not subject
to corporate income tax or to a similar foreign tax (the

‘‘subject-to-tax requirement’’), or that is established in
a country whose normal tax regime is markedly more
favorable than Belgium’s (the ‘‘tax haven exclusion’’).

The ‘‘subject-to-tax requirement’’ is meant to be sub-
jective and not objective, i.e., it is sufficient for the dis-
tributing company to be subject to tax in principle,
even if the income distributed has not effectively been
taxed. For purposes of the ‘‘tax haven exclusion,’’ the
normal tax regime of a foreign country is deemed to
be markedly more favorable than Belgium’s if the
country’s ordinary nominal tax rate is less than 15 per-
cent. The ordinary nominal tax rate is determined
based on the tax on corporate profits levied by the cen-
tral authority, increased or decreased by the taxes paid
to or reimbursed by federal, regional and other enti-
ties having regard to the organisational structure of
the country involved. However, if the nominal tax rate
is higher than the (rate of the) effective tax burden,
taking into account the applicable rules for the deter-
mination of the taxable profit, then the (rate of the) ef-
fective tax burden must be taken into consideration to
assess whether the taxation requirement is satisfied.
The dividends received deduction will be denied if the
(rate of the) effective tax burden is lower than 15 per-
cent. The effective tax burden applicable in a given
country must be determined taking into account rules
that are generally accepted internationally, such as tax
consolidation, tax loss carryback, etc. With a view to
clarifying the scope of these rules and preserving legal
certainty, a Royal Decree lists the countries in which
either the nominal tax rate is lower than 15 percent or
the effective ordinary tax burden is lower than 15 per-
cent.11 This list is solely intended for purposes of the
application of the taxation condition inasmuch as it
relates to the common tax regime of the country in
which the company distributing the dividends is lo-
cated. Hence, the list has no impact on the determina-
tion of the conditions for deduction applicable to
certain specific regimes or corporate forms, regard-
less of whether these regimes have a permanent or a
temporary nature. Finally, the ‘‘tax haven exclusion’’
does not apply to dividends distributed by a company
resident in an EU Member State. Indeed, there is a
general presumption pursuant to which the common
tax systems of the various EU Member States are
deemed not to be markedly more favourable than Bel-
gium’s tax system.

9. Abuse of notional interest deduction

Articles 205bis through 205novies of the Code provide
for a sui generis tax deduction available to domestic
and foreign corporations corresponding to a percent-
age of their adjusted equity for accounting purposes.
The deduction is commonly referred to as the ‘‘no-
tional interest deduction’’ (NID) or the ‘‘fictitious in-
terest deduction.’’ The primary purpose of the
measure is to eliminate the discrimination that previ-
ously existed between the tax treatment of borrowed
financing (where interest is in principle tax deduct-
ible) and equity financing (where no such deduction
was available).

On April 3, 2008, the tax authorities issued a Circu-
lar Letter providing guidance on the specific anti-
abuse measures included in the tax provisions relating
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to the NID and the possible application in an NID con-
text of anti-abuse rules laid down in other parts of the
Code.12

First, the Circular Letter makes reference to the
simulation or sham transaction doctrine as a potential
basis for challenging abuses of the NID regime, but
fails to provide any examples in this respect.

Second, the Circular Letter reiterates the specific
anti-avoidance measures relating to the computation
of adjusted equity for purposes of the NID. In essence,
the tax authorities’ specifications are no more than a
reminder of what is in the statute.

Finally, and most importantly, the Circular Letter
gives an outline of the general and specific anti-abuse
measures under which aggressive planning in the NID
area may, at least theoretically, be challenged. The
focus is essentially on ‘‘double dip’’ structures and
structures set up in abnormal circumstances that lack
a genuine business purpose and are exclusively or pre-
dominantly tax-motivated. As regards double dip
structures, the Circular Letter emphasises that inter-
est deductions claimed in Belgium on loans financing
the equity funding of the NID vehicle can be chal-
lenged if they relate to transactions that are outside
the scope of the corporate purpose of the lending
entity or to transactions that do not generate a posi-
tive net result before taxes (the ‘‘cash drain analysis’’)
(see I.A.2., above). As regards ‘‘abnormal transac-
tions,’’ the Circular Letter refers to the position of the
Supreme Court according to which such transactions
can be challenged based on Article 26 of the Code (see
I.A.1., above).

10. Beneficial owner test

Domestic reductions of, and exemptions from, with-
holding tax on dividends, interest and royalties, and
attribution of income rules under the tax treaties con-
cluded by Belgium are predicated on the condition
that the related income is obtained by the beneficial
owner (bénéficiaire effectif/uiteindelijk gerechtigde) of
the income. The Belgian tax authorities construe the
concept of ‘‘beneficial owner’’ in a strict legal manner
as referring to the legal owner or usufruct holder of
the underlying assets. This view is generally shared in
legal doctrine, although certain authors would in-
clude other criteria in the analysis, such as the fact
that the beneficial owner must have the freedom to
dispose of the income and/or cannot be under a con-
tractual obligation to retrocede the income to another
person. It follows that, in the case of typical back-to-
back structures, the general tendency is that such
structures are unlikely to be defeated based on the
beneficial ownership test, but should rather be scruti-
nised from the perspective of the general anti-abuse
provision (see I.A.3., above) or the sham transaction
doctrine (see I.B., below).

B. Extra-statutory doctrine: sham transaction

The simulation or sham transaction doctrine is di-
rected at tax evasion or tax fraud. ‘‘Simulation’’ refers
to a situation in which the parties to a transaction es-
tablish, with fraudulent intent or with the intention of
causing damage, an apparent act given civil or legal
effect that disguises the actual act not given civil or
legal effect to which only the parties are privy. Simu-

lated acts cannot be upheld against third parties. In
private law situations, third parties confronted with a
simulation may freely choose to rely either on the ap-
parent act or on the real one. Because tax law is a
public policy matter and because of the principle that
tax is based on legal reality, the tax authorities are
denied that choice and, hence, are required to assess
tax on the basis of the real act.

According to well-established case law of the Su-
preme Court, there is no simulation, and, hence, no
tax fraud, when taxpayers use the freedom of con-
tracts to perform legal acts with a view to benefiting
from a more favourable tax regime, even if the legal
form selected for such acts is not the normal one, pro-
vided those acts do not infringe on a legal obligation
and the taxpayers accept all the consequences of those
acts.13

C. Application to fact pattern

The transfer pricing rules in Article 26 of the Code, or,
in the context of an advance ruling request or a
mutual assistance procedure, Article 185(2) of the
Code, will apply to determine if the interest paid by
HCo to FSub1 and FSub2, the royalties paid by HCo
to FSub3, and the price paid by HCo to FSub4 are
arm’s length.

The rules in Article 55 (excessive interest) and Ar-
ticle 198, § 1, 11° (thin capitalisation) of the Code may
apply to limit the deduction of interest paid by HCo to
FSub1 and FSub2. Also, interest paid by HCo to
FSub1 and FSub2 and royalties paid by HCo to FSub
3 may be denied as tax deductible business expenses
under Article 54 of the Code if FSub1, FSub2 and
FSub3 are not subject to income tax or are subject to
a tax regime that is markedly more favourable than
the regime that would apply to such income in Bel-
gium, unless the payments concerned are the result of
genuine and bona fide transactions and do not exceed
the normal limits.

As regards the interest paid by HCo to FSub2, there
are no specific rules that would deny the interest de-
duction to HCo simply because the interest is paid on
a hybrid instrument. However, the deduction may po-
tentially be challenged if the use of the hybrid instru-
ment could be construed as amounting to tax abuse
under the general anti-abuse provision of Article 344,
§ 1 of the Code. Advance rulings14 rendered under the
former general anti-abuse provision seem to suggest
that this would be rather exceptional and, in the au-
thor’s view, the position should not as such be differ-
ent under the new general anti-abuse provision.

It is possible that the other BEPS rules discussed
above might have some application to the fact pattern
at issue, but this would depend on facts and circum-
stances not given in the fact pattern.

It is unlikely that any of the BEPS rules discussed
above would apply with respect to FSub5 (which has
no presence in Belgium15 and presumably no dealings
with HCo). Although the precise nature of FSub5’s
income is not given, it appears highly unlikely it
would be Belgium-source income, particularly if the
foreign companies making payments to FSub5 have
no presence in Belgium.
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II. New rules to prevent base erosion and profit
shifting

The author is not aware of any proposed rules cur-
rently under discussion in Belgium to prevent base
erosion and profit shifting.

However, while technically not a BEPS measure,
the 2013 budgetary negotiations have resulted in a
consensus to adopt a ‘‘fairness tax’’ in the corporate
income tax area. Although the details are still unclear,
the basic concept of the fairness tax would seem to be
that the tax would be payable by large corporations
that distribute substantial dividends while paying no
or hardly any income tax. The tax would be levied at a
rate of 5 percent (probably to be increased by the 3
percent crisis surcharge, thus resulting in an effective
rate of 5.15 percent) on dividends distributed. There
are doubts, however, about the compatibility of such a
fairness tax with the EU Parent-Subsidiary Direc-
tive.16

III. Belgium and the OECD BEPS Project

A. The Belgian view of the OECD BEPS Project

Belgium is a co-adopter of the Declaration on Base
Erosion and Profit Shifting adopted at the OECD
Council Meeting at Ministerial Level on May 29,
2013.17 As such, it considers that there is a pressing
need to address BEPS and to work towards a level
playing field in this area, including by developing a
Comprehensive Action Plan (‘‘CAP’’), which takes into
consideration the need to encompass all the different
aspects of the issue, in particular the fact that, in some
circumstances, corporations and other legal persons
take advantage of asymmetries in domestic and inter-
national tax rules, resulting in double non-taxation or
very low effective taxation.

Reportedly, Belgium’s emphasis in the context of
BEPS would be on tackling hybrid systems and con-
structions, double non-taxation and transfer pric-
ing.18

While Belgium thus seems generally supportive of
the BEPS Project, there are indications that it is not
something that is felt to be a top priority. For example,
in response to a parliamentary question as to who was
the Belgian government representative in the OECD
discussions on BEPS, State Secretary Bogaert an-
swered that he believed it was the Minister of Finance
but that he had to check (sic).19 On the other hand,
when questioned on the OECD BEPS Project in the
Senate, Minister of Finance Geens confirmed that the
various parts of the CAP are currently being studied
by his administration with a view to a constructive fill-
ing in thereof, but immediately added that this should
be done taking into account the fiscal autonomy of
every State and the fact that there exists something
known as international tax competition; he concluded
by expressing the hope that it would be possible to
achieve, via Europe and in the larger context of the
OECD, an alignment of the economic and tax policies
of the various Member States.20

The overall sense is that Belgium is, at least for the
time being, more focused on the EU-driven initiative
of developing a common consolidated corporate tax
base (‘‘CCCTB’’)21 as it believes that the CCCTB will

potentially solve a significant number of BEPS-related
issues. Having said that, there is strong skepticism
about the feasibility of CCCTB in the current state of
affairs, because its adoption requires unanimity
among EU Member States.

B. Belgian Proposals for the OECD BEPS Project

See the discussion at III.A., above.

C. The author’s proposals for the OECD BEPS Project

Current international tax standards have not kept
pace with changes in global business practices, in par-
ticular in the area of intangibles and the development
of the digital economy. In an era where nonresident
taxpayers can derive substantial profits from transact-
ing with customers located in another country, the
question arises as to whether the current rules are fit
for their purpose. Moreover, as businesses increas-
ingly integrate across borders and tax rules often
remain uncoordinated, there are a number of — tech-
nically legal — structures that take advantage of
asymmetries in domestic and international tax rules.
These statements in the OECD BEPS Report set the
parameters for the debate.

Where individual governments are increasingly at-
tempting to find solutions to address BEPS (whether
in the form of anti-avoidance rules or otherwise),
these solutions remain unilateral and, paradoxically,
are likely to increase international tax competition. It
is to the OECD’s credit that it has taken the initiative
in putting BEPS on the international agenda with a
view to working towards a level playing field in this
area.

An alternative approach could have been to aban-
don residence-based taxation altogether in favour of
source-based taxation. However, this scenario would
have entailed unleashing a fiscal earthquake because
it would have required a fundamental rethinking of
long-lasting international tax rules, including the
basic principles underpinning bilateral tax treaties.
This alternative therefore seems unrealistic from the
outset.

Against this backdrop, the OECD BEPS Project is
undoubtedly an expression of some degree of pragma-
tism — viz. the design of a CAP starting from the ex-
isting principles with a view to their adjustment to the
perceived changes in global business practices (and
thus implying, inter alia, a renewed balance between
source and residence taxation).

In the author’s opinion, however, the OECD BEPS
Project should not be conducted ‘‘in isolation.’’ It
should be tied to the other work being carried out by
the OECD Committee on Fiscal Affairs on issues such
as beneficial ownership, permanent establishment
and the like. Moreover, a clear connection should be
made with the developments in administrative coop-
eration, mutual assistance and the exchange of infor-
mation between national tax authorities. Lastly, but
not unimportantly, it makes sense for the OECD not to
lose sight of parallel developments at the EU level.
More specifically, the EU Commission’s Action Plan to
strengthen the fight against tax fraud and tax eva-
sion22 contains a comprehensive set of measures to
help EU Member States protect their tax bases and is
illustrative of the fact that the EU might well be one
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step ahead of the OECD in the discussion on BEPS —
that output should be captured and integrated as the
OECD BEPS Project progresses.

The question arises as to what is expected eventu-
ally to be the end result of all these initiatives and ef-
forts. If it is not an absolute departure from residence
taxation in favour of source taxation (unlikely, as indi-
cated above and, moreover, not without its own com-
plexities and issues), the odds are that in the long term
— the very long term — it might well be one form or
another of worldwide formulary apportionment.
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I. Current Brazilian rules to prevent base erosion
and profit shifting

A. Introduction

G lobalisation has allowed taxpayers to reduce
their tax burdens by relocating businesses
and splitting profits between different juris-

dictions, including low-tax jurisdictions. Govern-
ments around the world have counteracted such
practices by strengthening anti-tax avoidance rules,
introducing transfer pricing rules, increasing the tax
burden on transactions involving low-tax jurisdictions
and legislating to remedy omissions identified by tax-
payers as tax planning opportunities, among other
measures. Brazil has not been indifferent to these re-
alities, as this paper will illustrate.

B. New limitations on tax avoidance

Brazil is a traditional civil law country and, under the
1988 Brazilian Constitution, taxpayers in Brazil
should be free to organise their activities in the most
cost efficient way.1 Both the Constitution and Law
5172/66 (the ‘‘National Tax Code’’ — CTN) provide
strict rules for the distribution of tax competencies
among the Federation, the States and the Municipali-
ties and both adopt the legality principle.2 Except in
the case of ‘‘sham’’ transactions, the CTN also forbids
the imposition of tax based solely on analogy,3 thus
preventing the same taxes being imposed on different
transactions, whether or not such transactions are
implemented through different legal actions, solely
because the transactions concerned aim to achieve
the same economic goals.4

The definition of a ‘‘sham’’ is set out in Article 167 of
Law 10406/02 (the ‘‘Brazilian Civil Code’’), which re-
quires that one of the following elements be present:
(1) deceit on the part of the taxpayer; (2) the formali-
sation of unreal transactions (‘‘absolute sham’’) or the
disguising of actual transactions through the use of
different formal transactions (‘‘relative sham’’); (3)
false declarations and false clauses; and/or (4) pre-
dated or postdated documents.

Business reasons other than tax savings are not
among the essential criteria for determining what
does and what does not constitute a sham, although

administrative jurisprudence has recognised the im-
portance of the existence of such reasons to avoiding
the characterisation of a transaction as a sham trans-
action. Against this backdrop, case law historically
has supported taxpayers’ rights to organise their ac-
tivities in the most cost-efficient manner, or even with
the sole purpose of achieving a tax saving, provided all
the transactions carried out were legal and the re-
quirements for a sham were not met (tax planning
cases were analysed from a strictly legal perspective).

Although the above principles remain in force, a
progressive trend towards reining in merely formal
tax-driven transactions can be detected in the laws
that have been enacted since 2001 and in recent ad-
ministrative and judicial case law.

Supplementary Law 104/01 (LC 104) amended Ar-
ticle 116 of the CTN to authorise the tax authorities to
‘‘disregard acts or transactions aimed at dissimulating
the occurrence of taxable events or any aspects of the
tax obligation,’’ in accordance with the procedures set
forth in the law. LC 104 has generated heated debate
regarding the concept of ‘‘dissimulation’’ and the Su-
preme Court (STF) is currently discussing whether it
is unconstitutional.5

Based on LC 104, the Government passed Executive
Measure 66/02, which allows the tax authorities to dis-
regard abusive transactions or transactions that, de-
spite being legal, lack a business purpose. However,
the National Congress has Rejected Executive Mea-
sure 66/02 and no new general anti-tax avoidance
rules have yet been enacted.

Article 187 of the Brazilian Civil Code includes in
the category of illicit acts the exercise of rights beyond
the limitations imposed by the economic or social
purposes of the law, good faith and custom. However,
whether the provision can be enforced in the tax field
is the subject of considerable controversy because,
under Article 109 of the CTN, civil law may be used for
purposes of examining the use of its concepts in the
tax law, but may not trigger tax effects.

Most scholars agree that Brazilian law currently
does not contain a general anti-tax avoidance rule.
However, since the enactment of LC 104, the tax au-
thorities have been more aggressively challenging tax-
driven transactions based either on a reinterpretation
of the sham concept that broadens the scope of the
concept, or on the adoption of the substance over
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form and business purpose theories, which are not
provided for in the tax law. It is also worth noting that
‘‘qualified fines’’ of 150 percent of the tax underpaid as
a result of the transaction concerned, which apply
where a transaction is found to be a sham, have been
imposed in these cases. (The regular fine where an as-
sessment of extra tax is made is 75 percent of the
amount of the extra tax assessed — qualified fines are
imposed at twice the rate of regular fines.) It is also
possible to detect a tendency to support the position
of the tax authorities in this respect in recent adminis-
trative and judicial case law.

The tax authorities have even been following this
new approach when reviewing transactions with re-
spect to which a narrow concept of sham and the
strict legality principle prevailed in the case law and
which were therefore not rejected, despite Article 146
of the CTN, which provides that any modification of
administrative or judicial decisions or change in the
criteria used by the tax authorities when assessing
taxpayers should not be applied retroactively. The
legal uncertainty associated with reviews of such
transactions has thus increased.

C. Specific measures to prevent base erosion and profit
shifting

1. Transfer pricing

Brazil’s transfer pricing rules were introduced by Law
9430 in 1996 and became fully enforceable in 1997.
The rules are designed to prevent import and export
prices and interest rates in international transactions
being manipulated to reduce the amount of profits
that are subject in Brazil to corporate income tax
(‘‘IRPJ’’) and the social contribution (‘‘CSLL’’).

In addition to interest payable and receivable, Bra-
zil’s transfer pricing rules cover imports and exports
of assets, goods, services and rights, whenever the
transactions concerned are carried out by a Brazilian
legal entity with a related party (as defined in the law)
and/or a nonresident that is resident in a low-tax juris-
diction or subject to a privileged tax regime.6 Domes-
tic transactions are not within the scope of the
transfer pricing rules and instead are subject to the
legislation governing the disguised distribution of
profits.

Brazil’s transfer pricing rules were inspired by the
OECD Transfer Pricing Guidelines but differ from
those Guidelines in significant aspects. The concept of
‘‘related parties’’ under the Brazilian rules is broader
than the OECD concept of ‘‘associated enterprises,’’
encompassing, for example, transactions between a
Brazilian company and its foreign exclusive distribu-
tor, or between a foreign company and its Brazilian
exclusive distributor. With a view to eliminating reli-
ance on subjective criteria, Brazil takes a formal ap-
proach and has established transfer pricing controls
in a way that is neutral and practical, for both taxpay-
ers and the tax administration. Brazilian law also pro-
vides for the use of objective mathematical transfer
pricing methods, based on independent comparables,
resale prices or cost plus profit margins, that differ
from the OECD methods, especially in the setting of
predetermined profit margins for calculating bench-
marks. Brazil does not provide for any priority order

between the above methods for purposes of calculat-
ing import and export benchmarks, generally allow-
ing the taxpayer to choose the method that leads to
the lowest tax adjustment, in contrast with the best
method rule used by, for example, Argentina and the
United States. Safe harbour rules apply with respect
to: (1) inbound and outbound royalties and fees for
technical, scientific and administrative or similar as-
sistance; and (2) exports, subject to certain condi-
tions.

Brazil’s unique approach may conflict with the
arm’s length principle and in certain cases may lead to
disputes arising from the rule that tax may not be im-
posed on fictitious income. This, together with the pe-
culiarities of the Brazilian CFC rules and the lack of
provision for correlative transfer pricing adjustments
in either Brazil’s domestic law or its double taxation
agreements, must be taken into account by interna-
tional groups when structuring cross-border opera-
tions of or with Brazilian companies if they are to
avoid an excessive tax burden.

2. Controlled foreign company rules

Articles 25 to 27 of Law 9249/95 introduced IRPJ taxa-
tion on the profits of a Brazilian legal entity arising
from investments in foreign branches and foreign
controlled or affiliated companies (the ‘‘CFC rules’’).
The tax must be paid irrespective of whether actual
profit distributions are made to the Brazilian legal
entity.

Initially, the scope of the law was narrower — based
on Normative Instruction 38/96, later superseded by
Law 9532/97, the Brazilian tax authorities decided to
collect IRPJ only on profits that were actually distrib-
uted to Brazilian legal entities by their foreign
branches, or controlled or affiliated companies or
were presumed to be so distributed on the occurrence
of certain events. The taxation provided for in Law
9532/97 was extended to the CSLL with effect from
October 1999. In 2001, LC 104 amended Article 43 of
the CTN with the purpose of allowing the ordinary law
to define the point in time at which such income
earned overseas should be considered made available
to the Brazilian legal entity. On the basis of LC 104, Ar-
ticle 74 of Executive Measure 2158-34/01 (which is
currently in force as Article 74 of Executive Measure
2158-35 (MP 2158)) changed the regime applying to
the taxation of profits of Brazilian legal entities aris-
ing from their investments in foreign controlled or af-
filiated companies. Under MP 2158, the profits of
Brazilian legal entities arising from their investments
in foreign controlled or affiliated companies are sub-
ject to IRPJ and CSLL on December 31 of each calen-
dar year, regardless of whether such profits are
actually distributed to them.

It is important to note that the Brazilian CFC Rules
apply regardless of the jurisdiction in which the for-
eign controlled or affiliated company is located, and
regardless of where the profits originated, the type of
income (i.e., active or passive) concerned and whether
the profits are actually distributed.

The legality of Article 74 of MP 2158 was challenged
before the Brazilian Superior Court of Justice,7

mainly because Article 74 conflicts with Article 43 of
the CTN (which defines the events that trigger the im-
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position of Brazilian corporate taxes and also forbids
tax being imposed on fictitious income). The court
held that taxation under the CFC rules was legal
within the limits of the case under analysis, which in-
volved the taxation of profits of foreign controlled
legal entities.

The constitutionality of Article 74 of MP 2158 was
decided before the Brazilian Supreme Court on April
10, 2013.8 According to the decision, which applies to
all taxpayers, MP 2158 applies with respect to con-
trolled companies established in tax havens, but does
not apply with respect to affiliated companies not lo-
cated in tax havens. The Brazilian Supreme Court has
not yet decided on the application of the CFC rules
with respect to controlled companies not located in
tax havens (which constitute the majority of cases in
practice) or affiliated companies located in tax
havens.

In addition, whatever the virtue of the above argu-
ments in favour of the unconstitutionality or illegality
of Brazil’s domestic CFC rules, there are also grounds
for arguing that such rules should not apply to the
profits of controlled companies or dividends distrib-
uted by controlled companies to their Brazilian
parent company when a specific treaty provision ap-
plies that provides for an exemption from Brazilian
tax, in light of Article 98 of the CTN, which provides
that Brazil’s international treaties and conventions are
to prevail over Brazilian domestic law. This position is
supported by the majority of Brazilian scholars and
has been confirmed by the Supreme Court, the Supe-
rior Court of Justice and the Taxpayers’ Council.

On the other side, it may be argued that the Su-
preme Court has rejected the supremacy of Brazil’s
treaties and conventions over domestic law in certain
cases brought before the court subsequent to the en-
actment of the 1988 Constitution. However, it is im-
portant to understand in this context that: (1) the
cases decided on were not tax cases (Article 98 of the
CTN would have to be declared unconstitutional to
allow the Supreme Court’s conclusion in these cases
to apply to tax matters); and (2) the Supreme Court
has remarked that Brazil’s treaties/conventions are to
prevail where there is a conflict between specific
treaty provisions and general domestic law provi-
sions.

It should be noted that in its ADI 2588-1 decision,
the Brazilian Supreme Court did not analyse the ques-
tion of whether Brazil’s treaties prevail over its domes-
tic law since, according to the court, the question was
not analysed by the Court of Appeals. The files were
therefore returned to the lower level court for consid-
eration of this issue.

Apart from structuring transactions to avail them-
selves of tax treaty protection, taxpayers may also
avoid the application of the CFC legislation by invest-
ing as individuals. Such arrangements must be care-
fully analysed, however, since they may result in a
higher tax liability in Brazil when profits are distrib-
uted. On the other hand, since an individual is re-
quired to calculate his or her income tax liability on a
cash basis, income generated abroad will only be
brought to account when it is effectively paid by the
foreign entity.

3. Thin capitalisation rules

In line with a global trend to introduce such rules, Ex-
ecutive Measure 472/09, which was later amended
and converted into Law 12249/10, introduced thin
capitalisation rules in Brazil.

Brazilian legal entities are required to comply with
the thin capitalisation rules when claiming deduc-
tions in calculating their IRPJ and CSLL liabilities for
interest paid or credited to: (1) individuals or legal en-
tities that are defined as related parties under the
transfer pricing legislation; (2) individuals or legal en-
tities domiciled in low-tax jurisdictions; or (3) indi-
viduals or legal entities subject to privileged tax
regimes.

The thin capitalisation rules apply even where the
taxpayer meets the general tax deductibility require-
ments (under which only expenses that are actually
incurred, normal, incurred in operating the business
and necessary are tax deductible) and is in compli-
ance with the transfer pricing rules.

In applying the thin capitalisation tests, all forms of
debt must be taken into account, regardless of
whether the transactions concerned were registered
with the Central Bank of Brazil. The thin capitalisa-
tion rules also apply to interest arising from any trans-
actions where the guarantor, attorney-in-fact or any
other intervening party is a related party, a resident of
a low-tax jurisdiction, or a person subject to a privi-
leged tax regime. The broadness of the provision in-
evitably means that disputes will arise as to its
applicability.

Under Article 24 of Law 12249/10, interest paid or
credited to related parties that are not resident in low-
tax jurisdictions or subject to privileged tax regimes is
only tax deductible if the following conditions are sat-
isfied:

s in the case of debt of a Brazilian legal entity owed
to a related party that holds an equity stake in its
capital: the relevant debt, on the interest accrual
date, does not exceed twice the net value of the re-
lated party’s investment in the capital of the Brazil-
ian legal entity; or

s in the case of debt of a Brazilian legal entity owed
to a related party that does not hold an equity stake
in its capital: the relevant debt, on the interest ac-
crual date, does not exceed twice the Brazilian legal
entity’s net worth; and

s in both of the above cases: the sum of all debt of the
Brazilian legal entity owed to related parties, on the
interest accrual date, does not exceed twice the sum
of the net value of all investments of related parties
in the Brazilian legal entity.
Under Article 25 of Law 12249/10, interest paid or

credited by a Brazilian legal entity to residents of low-
tax jurisdictions or arising from transactions carried
out under a privileged tax regime is only tax deduct-
ible if the total debt of the Brazilian entity owed to
residents of low tax jurisdictions or arising from
transactions carried out under privileged tax regimes
does not exceed 30 percent of the Brazilian legal enti-
ty’s net worth.
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4. Low-tax jurisdictions and privileged tax
regimes

Brazil has adopted a number of measures designed to
discourage transactions with residents of low-tax ju-
risdictions and persons subject to privileged tax re-
gimes.

The transfer pricing rules apply to transactions car-
ried out by Brazilian legal entities with nonresidents
that are resident in low-tax jurisdictions or subject to
privileged tax regimes.

A higher rate of withholding income tax applies to
most remittances made to nonresidents that are resi-
dent in low tax jurisdictions, i.e., 25 percent instead of
the general rate of 15 percent.

The special tax regime for nonresidents making in-
vestments in the Brazilian financial and stock markets
(known as ‘‘Resolution 2689 investments’’) is denied to
foreign investors resident in low-tax jurisdictions (one
of the most important benefits of the special tax
regime is the exemption granted for positive results
from transactions in Brazilian stock or futures ex-
changes). The law does not provide for the same re-
striction with respect to investors subject to privileged
tax regimes, who may still benefit from the Resolution
2689 regime.

As discussed in I.C.3., above, Brazilian legal entities
must comply with the thin capitalisation rules when
claiming deductions for interest paid or credited to
residents of low-tax jurisdiction or person subject to
preferred tax regimes. Brazilian law also provides for
the non-deductibility, for purposes of calculating IRPJ
and CSLL due, of amounts paid, credited, delivered,
transferred or made available by any means, directly
or indirectly, by a Brazilian legal entity to an indi-
vidual or legal entity resident in a low-tax jurisdiction
or subject to a privileged tax regime, unless the follow-
ing cumulative requirements are met:
s where the person entitled to the payment is a for-

eign entity, the beneficial owner of the foreign entity
is identified;

s it is proved that the nonresident (whether indi-
vidual or legal entity) is actually able to carry out
the relevant transaction, unless: (1) the transaction
was not carried out with the main or sole purpose of
achieving tax savings; and (2) the beneficiary of the
amounts is a subsidiary or branch of a Brazilian
legal entity whose profits from such investments
overseas are taxed under the CFC rules; and

s where the amounts are payments of the price of
goods, rights or services, documentary evidence of
payment of the price of, and the receipt of, the rel-
evant goods, rights or services is presented.
Finally, it is worth highlighting a decision of the

Taxpayers’ Council confirming that compliance with
the transfer pricing rules (and the same principles
may be extended to cases in which the other restric-
tions discussed above apply) is not in itself sufficient
to prevent a relevant investment structure involving
foreign entities domiciled in low-tax jurisdictions
being considered a sham transaction.

Consequent to this decision, exports made by a Bra-
zilian legal entity to its controlled offshore companies
located in Uruguay and the British Virgin Islands that
were in accordance with Brazil’s transfer pricing rules
were disregarded, based on a substance-over-form ap-

proach and the characterisation of the transactions as
a sham. Following a detailed audit of the taxpayer’s
books and documentation, the tax authorities had
come to the conclusion that the taxpayer’s real inten-
tion in incorporating the offshore companies was nei-
ther improving international sales nor using the
companies as trading companies, but disguising
direct exports to end customers. The offshore compa-
nies were considered mere ‘‘reinvoicing centers,’’ in-
corporated with the sole purpose of avoiding
Brazilian taxes by transferring revenues to low-tax ju-
risdictions. The Taxpayers’ Council concluded that the
fact that the transactions concerned were in compli-
ance with the Brazilian transfer pricing rules did not
demonstrate the legality and reality of the structure
adopted by the taxpayer. Consequently, the taxpayer
had to pay IRPJ and CSLL on the difference between
the amounts invoiced to the end customers by the off-
shore companies and the revenues of the Brazilian
legal entity from its sales to the offshore companies, in
addition to a qualified fine of 150 percent of the tax
underpaid as a result of the transactions concerned.

Bearing in mind the considerations discussed
above, transactions involving residents of low-tax ju-
risdictions and privileged tax regimes deserve special
attention, including as, already explained, in relation
to the meeting of substance and business purposes re-
quirements that, as already explained, may mitigate
the potential risks of tax planning arrangements.

D. Application to the factual scenario

In relation to the fact pattern proposed, the Brazilian
anti-base erosion and profits shifting rules described
above would have the consequences discussed in the
table on the next page.

E. Conclusion

Brazil is a traditional civil law country. The Brazilian
Constitution provides strict rules for the distribution
of tax competencies among the Federation, the States
and the Municipalities, and both the Constitution and
the CTN adopt the legality principle as a fundamental
right of taxpayers in the design of the Brazilian tax
system.

These traditional concepts have been disregarded in
the analysis of tax planning cases. For this purpose,
both the government and the relevant case law have
borrowed common law concepts that give priority to
economic substance over the legality approach. Thus,
purely tax-driven transactions are proscribed and the
intention to achieve tax savings is required to be sup-
ported by other economic and business reasons.

Conversely, a different standard has been adopted
concerning the measures passed to protect the taxable
base. In this context, both the government and the rel-
evant case law have given priority to a formal ap-
proach, for example, when reviewing the existing
concept of income, limitations on tax deductibility,
the CFC rules, the transfer pricing rules and the tax
loss carryforward limitations.

The current state of affairs shows that there is an
uneven balance of power between the tax authorities
and taxpayers. As long as Brazil does not implement
rules that harmonise the two standards and thus pro-
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mote greater legal certainty, taxpayers must exercise
caution when setting up structures if they wish to
avoid the imposition of severe penalties by the tax au-
thorities.

II. Proposed Brazilian rules to prevent base
erosion and profit shifting

There is currently no official Brazilian bill proposing
any new rules to prevent anti-base erosion and profits
shifting or amendments to the existing rules.

III. Brazil and the OECD BEPS Project

A. Brazil’s view of the OECD BEPS Project

Brazil is also worried about base erosion and profit
shifting, and its level of participation and interest in
the debate over international taxation issues has in-
creased, especially in the last decade. Brazil is not,
however, a member of the OECD and adopts a neutral
position in relation to OECD initiatives since it wishes
to maintain its independence regarding tax policy and
the adoption of international tax standards. In this
sense, Brazil does not regard the recommendations in
the OECD BEPS Report as binding tax policy, even
though it considers the conclusions reached and the
orientation prescribed by the BEPS report a valuable
source for potential future tax law in the areas con-
cerned.

B. Brazil’s proposals for the OECD BEPS Project

Brazil is not part of the OECD and therefore does not
follow the OECD’s recommendations in drawing up
tax rules.

C. The author’s proposals for the OECD Project

The author is of the opinion that the OECD initiative
is valid and firmly believes that compliance efforts
and the exchange of information between countries
could be the basis for achieving solutions to the main
problems identified in the BEPS Report.

From the author’s perspective — particularly if an
attempt is made to reconcile the challenges inherent
in the Brazilian tax system with the OECD BEPS pro-
posals — it seems likely that an eventual attempt by
the OECD to create a rigid and integrated interna-
tional tax system would face serious difficulties in re-

lation to: (1) domestic tax policy; and (2) the cost and
pressure that taxpayers would face regarding the
amount and quality of information they will have to
provide in order to comply.

In relation to (1), Brazil has 27 States, each of which
has its own indirect tax system (which could in some
ways be compared to the OECD and its member coun-
tries, except for the existence of a binding Constitu-
tion and a Supreme Court that has the power to
impose binding decisions). There are a number of
rules that are aimed to prevent a ‘‘tax war’’ and to in-
crease transparency among the States, and the ex-
change of information between the States is also
promoted. However, the truth is that the adoption of
any tax policy is based on the interest of each State in
attracting investment. The business community is
well aware of this and takes it into consideration when
looking for the best tax environment.

Moreover, in relation to (2), the Brazilian tax au-
thorities have an extremely powerful and, at the same
time, complex compliance system that demands a lot
of time from taxpayers. Although it is true that the
amount of tax collected has increased since this
system was implemented, taxpayers are reluctant to
accept even more compliance costs, a consideration
that will surely impact both domestic and foreign in-
vestment.

In sum, even though the report notes that the devel-
opment of a comprehensive solution will require the
contribution of both member and non-member coun-
tries and of the business community, bearing in mind
that the OECD intends to have an action plan ready in
June 2013, the author believes the OECD should rec-
ommend that countries: (1) establish what would be
the limit to the extent of their willingness to compro-
mise on behalf of the BEPS Project taking into consid-
eration issues of sovereignty, the need for economic
growth and the desire to enhance tax revenues, and, at
the same time, how much transparency they would be
prepared to afford and what compensation schemes
among themselves they would accept; and (2) refrain
from creating excessive and complex tax compliance
systems that could reduce investment rather than pre-
serving or increasing tax revenues.

NOTES
1 1988 Constitution, Art. 1, IV, Art. 5, XIII and Art. 170.

Table

Transaction Loan Loan (treated as
equity in FSub2
country)9

Royalties Purchase
of product

Actions of
consumers

Impact for
HCo

Brazilian transfer
pricing rules on
interest (if charged)
would apply

Thin capitalisation
rules would apply
(ratio could change
depending on the
location of FSub1),
if interest is charged

Transfer pricing
rules on interest (if
charged) would
apply

Thin capitalisation
rules would apply
(ratio could change
depending on the
location of FSub1)

Domestic rules
limiting
deductibility
would apply –
usually a
percentage of
gross revenues,
up to 5 percent

Brazilian
transfer
pricing
rules on
imports
would
normally
apply

There are
no rules
that would
apply
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2 1988 Constitution, Art. 5, II, and CTN, Art 9, I, and Art.
97.
3 CTN, Art. 108, para. 1.
4 CTN, Art. 149, VII.
5 Ação Direta de Inconstitucionalidade 2446-9/01 – DF.
6 A low-tax jurisdiction is a jurisdiction whose legislation
does not allow access to information about the share-
holding structure and ownership of legal entities or the
identities of beneficial owners of income earned by non-
residents, and/or either does not tax income or taxes
income at a maximum rate that is lower than 20 percent,
taking into account: (1) the tax legislation applicable to
individuals or legal entities, depending on the nature of
the person with which the relevant transaction is carried
out; and (2) as a separate matter, the taxation on labor
and on capital (literal translation of the law). A privileged
tax regimes is a tax regime that that meets one or more of
the following criteria: (1) it either does not tax income or
taxes income at maximum rates which are lower than 20

percent; (2) it provides tax advantages to nonresidents
(whether individuals or legal entities) that either are con-
ditioned on the non-performance of substantial eco-
nomic activities in the jurisdiction concerned or that do
not require the performance of substantial economic ac-
tivities in the jurisdiction concerned; (3) either does not
tax income earned outside the jurisdiction concerned or
taxes such income at a maximum rate that is lower than
20 percent; and/or (4) does not allow access to informa-
tion about the shareholding structure of legal entities, the
ownership of assets and rights, or economic transactions
carried out.
7 RESP 907.404-PR.
8 ADI 2588-1.
9The fact that the investment is regarded as equity in
FSub2’s country would not change or have any impact on
the interpretation that it is a loan for Brazilian tax pur-
poses.
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T he Canadian tax regime contains a number of
legislative provisions and administrative tools
that are intended to protect the Canadian tax

base. In recent years, these provisions and tools have
been enhanced, reflecting a desire for greater taxpayer
transparency and to prevent what is considered to be
abusive tax avoidance. Set out below is an overview of
certain of the Canadian tax rules that have been en-
acted to prevent base erosion and profit shifting
(‘‘BEPS’’), along with certain proposals that are pend-
ing. The case study is also analysed below from a Ca-
nadian perspective.

I. Current Canadian rules to prevent base erosion
and profit shifting

A. The general anti-avoidance rule

The general anti-avoidance rule (‘‘GAAR’’) contained
in section 245 of the Income Tax Act1 is a far-reaching
provision that is aimed at limiting abusive tax avoid-
ance transactions.2 The GAAR operates in addition to
the many specific anti-avoidance provisions in the
Act.3 Where the GAAR is applicable, the tax conse-
quences of a transaction will be determined as is rea-
sonable in the circumstances in order to deny the tax
benefit that would otherwise result. Three require-
ments must be met in order to permit the application
of the GAAR:

(1) a tax benefit must have resulted from a transaction
or part of a series of transactions;4

(2) the transaction must be considered an avoidance
transaction5 in the sense that it cannot be said to
have been reasonably undertaken or arranged pri-
marily for a bona fide purpose other than to obtain
a tax benefit; and

(3) there must be abusive tax avoidance in the sense
that it cannot be reasonably concluded that a tax
benefit would be consistent with the object, spirit
or purpose of the provisions relied upon by the tax-
payer.6

The onus is on the taxpayer to refute (1) and (2), and
on the revenue authorities to establish (3). If the exis-
tence of abusive tax avoidance is unclear, then the
benefit of the doubt will go to the taxpayer.7

The GAAR applies to the provisions of the Act in the
domestic and international context and also applies to
Canada’s tax treaties.8

B. Anti-avoidance provisions in Canada’s tax treaties
and provisions specific to the Canada-United States tax
treaty

In addition to the application of the GAAR in the con-
text of tax treaty interpretation, Canada’s tax treaties
contain specific anti-avoidance provisions that pre-
vent treaty shopping and other types of tax avoidance,
including beneficial ownership requirements,9 resi-
dency requirements and (in certain recent treaties)
the inclusion of limited anti-treaty shopping provi-
sions.10

The United States is Canada’s largest trading part-
ner. As such, the Canada-United States tax treaty is of
particular significance. It specifically addresses treaty
shopping and the availability of treaty benefits to
hybrid entities — both of which are concerns related
to BEPS.

The Canada-United States tax treaty contains a
Limitation on Benefits (‘‘LOB’’) article that is unique
among Canada’s tax treaties. Article XXIX A of the
treaty provides that the benefits of the treaty will only
be available to a Canadian or U.S. resident that is a
‘‘qualifying person’’ (as defined) or that passes the
active trade or business test or the derivative benefits
test, or if the competent authority, upon the request of
the person seeking treaty benefits, determines that the
benefits should be available.11

In general terms, qualifying persons are natural per-
sons, certain governmental bodies, publicly traded
companies or trusts, corporate subsidiaries of qualify-
ing publicly traded companies or trusts, companies or
trusts satisfying an ownership and base-erosion test,
estates and certain not-for-profit and tax-exempt or-
ganisations.12

Eligibility for treaty benefits where hybrid entities
are used is specifically addressed in the Residence ar-
ticle of the Canada-United States tax treaty.13 In cer-
tain circumstances, these provisions act as anti-
avoidance measures and deny treaty benefits with
respect to income, profits or gains received from or
derived by such an entity.
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C. Transfer pricing

Canada’s transfer pricing rules are set out in section
247 of the Act. The framework generally follows the
arm’s length principal set out in the Organisation for
Economic Co-operation and Development (‘‘OECD’’)
Transfer Pricing Guidelines. The rules will apply
where a taxpayer and a non-arm’s length party partici-
pate in a transaction or series of transactions and:

s the terms or conditions of the transaction or series
of transactions differ from those that would have
been made by persons dealing at arm’s length; or

s the transaction or series of transactions would not
have been entered into by persons dealing at arm’s
length and can reasonably be considered not to
have been entered into primarily for bona fide pur-
poses other than to obtain a tax benefit.14

In addition, penalties may be imposed on a taxpayer
if the result of certain adjustments exceeds the lesser
of 10 percent of the taxpayer’s gross revenue for the
year and CAD 5,000,000.15 A taxpayer may be able to
avoid the application of the penalty if the taxpayer
prepared contemporaneous documentation that es-
tablishes that the taxpayer made reasonable efforts to
determine arm’s length transfer prices.

D. Foreign accrual property income regime (Canada’s
controlled foreign corporation regime)

The purpose of Canada’s foreign accrual property
income (‘‘FAPI’’) regime16 is to ensure that passive
income earned by a ‘‘controlled foreign affiliate’’
(‘‘CFA’’) (as defined) is taxed in the hands of a Cana-
dian resident shareholder on an accrual basis, taking
into account the underlying foreign tax that has been
paid on that income. There are exceptions to the FAPI
rules related to the earning of active business income.
For example, pursuant to subparagraph 95(2)(a)(ii) of
the Act, if a Canadian resident owned two CFAs and
one borrowed money from the other to finance the
carrying on of an active business, the resulting inter-
est income would not be considered to be passive
income for this purpose. On the other hand, certain
types of active business income are considered to be
FAPI. For example, pursuant to paragraph 95(2)(a.1)
of the Act, and subject to certain relatively narrow ex-
ceptions, if a trading company which was a CFA sold
goods to a non-arm’s length Canadian resident for
resale, the income earned by the trading company
would be considered to be FAPI. Similarly, pursuant
to paragraph 95(2)(b) of the Act, with some excep-
tions, a fee for services earned by a CFA that is deduct-
ible by a non-arm’s length Canadian resident would be
considered to be FAPI.

E. Investment in foreign corporations that are not
controlled foreign affiliates

While the FAPI regime addresses passive income
earned through CFAs, the Act also considers the possi-
bility of the inappropriate use of corporations that are
not CFAs to earn passive income.17 In certain cases,
an investment in a corporation that is not a CFA will
be subject to a deemed income inclusion (based on the
cost of the investment multiplied by a prescribed rate
of interest) where one of the main purposes of acquir-

ing or holding the investment is to earn income from
portfolio investments at a reduced rate of tax.

F. Offshore trust rules

The Act allows for the Canadian taxation of certain
trusts that have been settled outside Canada if they
are factually determined or deemed to be resident in
Canada.

Until recently, under Canadian law, the residence of
a trust was considered to be where the majority of the
trustees resided.18 However, the Supreme Court of
Canada has determined that the correct test is the
‘‘central management and control test,’’ as is used in
determining the residence of a corporation.19 As a
result, a trust may be factually resident in Canada
where the powers of management and control of the
trust are exercised in Canada even where the trustees
are nonresidents.

In addition, section 94 of the Act20 can apply to
deem a trust be a Canadian resident. Under subsec-
tion 94(3), a nonresident trust will generally be
treated as a resident of Canada for certain purposes of
the Act and subject to tax in respect of all or a portion
of its income if there is a resident contributor to, or a
resident beneficiary of, the trust at a specified time.21

The new nonresident trust rules are exceedingly com-
plex and beyond the scope of this paper; however, it is
important to note that many trusts that may appear to
be nonresidents of Canada will be deemed to be resi-
dent in Canada and liable for Canadian tax.

G. Upstream loans from foreign affiliates

In general, active business income earned by a ‘‘for-
eign affiliate’’ that is resident (for purposes of the
treaty and under common law) in a country with
which Canada has a tax treaty or a tax information ex-
change agreement (‘‘TIEA’’) is generally exempt from
Canadian tax when repatriated to a Canadian resident
corporate shareholder as a dividend, provided the
income was earned in a country with which Canada
has a tax treaty or a TIEA. This income is referred to
as ‘‘exempt surplus.’’ Generally speaking, if these crite-
ria were not met, active business income would be
considered to be ‘‘taxable surplus’’ and would be sub-
ject to Canadian tax upon repatriation to Canada as a
dividend. Previously it was possible to defer Canadian
tax by loaning funds to Canada rather than repatriat-
ing the funds through a taxable dividend.

Canada has recently enacted a series of rules ad-
dressing loans received by Canadian persons or part-
nerships from foreign affiliates. The purpose of the
rules is to prevent taxpayers from receiving amounts
from foreign affiliates as loans rather than as divi-
dends. Subsection 90(6) of the Act operates to require
an income inclusion in Canada where a foreign affili-
ate (or a partnership of which the foreign affiliate is a
member) makes a loan to a ‘‘specified debtor.’’ A speci-
fied debtor includes the Canadian taxpayer, certain
non-arm’s length persons and certain partnerships of
which the taxpayer or non-arm’s length persons are
members.22 There are exceptions to the rule for,
among other things, loans that are repaid within two
years (if not part of a series of loans and repayments)
and indebtedness that arose in the ordinary course of
business of the creditor or a loan made in the ordinary
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course of the creditor’s ordinary business of lending
money if bona fide arrangements are made to repay
the indebtedness or loan within a reasonable time.23

The rules contain a reserve mechanism that may
allow a deduction from amounts that would otherwise
be included in income under subsection 90(6) of the
Act.24

H. Thin capitalisation

Canada’s thin capitalisation rules25 limit the amount
of interest that a corporation resident in Canada may
deduct in relation to outstanding debts to specified
nonresidents. The rules generally apply to deny the
deduction of interest payable by a Canadian resident
corporation to nonresident shareholders who (to-
gether with persons with whom the nonresident
shareholders are not dealing at arm’s length) own
shares representing 25 percent or more of the votes or
value of the Canadian corporation. The rules will deny
the deduction of interest in excess of the permitted
1.5-to-1 debt-to-equity ratio. Denied interest is rechar-
acterised as a dividend. In effect, a nonresident fund-
ing a Canadian subsidiary must do so with 40 percent
equity to avoid the application of the thin capitalisa-
tion rules.

I. Foreign affiliate dumping

Prior to the introduction of the ‘‘foreign affiliate
dumping’’ provisions, it was, for example, possible for
a foreign parent to transfer a ‘‘foreign affiliate’’ to its
Canadian resident subsidiary in exchange for debt
and/or shares with full paid-up capital and deduct the
related interest expense (subject to the thin capitalisa-
tion rules discussed above) or repatriate funds from
Canada by effecting a reduction of the paid-up capital.
This was the case even though the dividends from the
foreign affiliate might be exempt from tax for the rea-
sons discussed above.

Canada’s foreign affiliate dumping provisions are
contained in section 212.3 of the Act. The rules oper-
ate to deem a dividend to be paid by a corporation
resident in Canada (‘‘CRIC’’) that is controlled by a
nonresident company to the extent the CRIC invests
in shares or debt of a nonresident corporation that be-
comes a foreign affiliate of the CRIC and is controlled
by the nonresident parent company. In general, the
amount of the deemed dividend will equal the fair
market value of the property transferred by the CRIC
(other than its own shares), any obligation assumed
or incurred by the CRIC and/or any benefit otherwise
conferred by the CRIC that can reasonably be consid-
ered to relate to the investment. The deemed dividend
will be subject to withholding tax (discussed below). If
the CRIC issues shares as consideration for the invest-
ment, there will be no deemed dividend but no in-
crease to the paid-up capital of the shares will be
permitted. The denial of the paid-up capital increase
will impact both the ability of the CRIC to return capi-
tal to its shareholders free of withholding tax and the
application of the thin capitalisation rules. Section
212.3 of the Act contains exceptions that may apply to
limit the rules in certain circumstances; in addition,
the CRIC may elect to reduce its paid-up capital in cer-
tain circumstances rather than have a dividend
deemed to be paid to the parent.

J. Non-resident withholding tax

Part XIII of the Act contains provisions designed to
tax specific types of passive income received by a non-
resident of Canada from a resident of Canada. Subsec-
tion 212(1) of the Act provides that a 25 percent tax is
payable by a nonresident when a person resident in
Canada pays or credits (or is deemed to pay or credit)
an amount to the nonresident that is one of the speci-
fied types of income. The specified types of income in-
clude, inter alia, interest,26 rent and royalties.
Subsection 212(2) of the Act provides for a similar 25
percent tax to be applied in the case of dividends. The
25 percent withholding rates are reduced for many
types of payments under Canada’s various tax trea-
ties.27 Under Part XIII, it is the responsibility of the
payor to withhold and remit the amounts28 and fail-
ure to do so will result in liability for the tax29 and
could also result in the application of penalties.30

K. Other withholding tax — Regulations 105 and 102

Regulations 105 and 102 of the Income Tax Regula-
tions impose withholding requirements on persons
that make certain types of payments unless an appro-
priate waiver is obtained. Regulation 105 requires a
person to withhold 15 percent from payments made to
nonresidents of fees, commissions or other amounts
with respect to services rendered by a nonresident in
Canada. Regulation 102 generally requires employers,
regardless of residency or whether they are subject to
tax in Canada, paying remuneration to employees to
withhold Canadian income tax with respect to the em-
ployees’ Canadian-source remuneration. Regulations
105 and 102 require withholding even if a nonresident
payee is exempt from Canadian taxation pursuant to a
tax treaty. Where the nonresident is not taxable in
Canada, it will be necessary to file a tax return in order
to obtain a refund of the amounts withheld. The Cana-
dian payor will be liable for the amounts to be with-
held and may also face penalties for not withholding
and remitting the amounts.31

L. Reporting

The Act contains a number of provisions requiring
taxpayers to report certain foreign holdings and trans-
actions.32 A taxpayer may be required to file a pre-
scribed form where the taxpayer owns shares of
foreign affiliates with a cost greater than CAD
100,000,33 owns certain foreign property with a cost
greater than CAD 100,000,34 has transferred or loaned
funds or property to a nonresident trust with a Cana-
dian beneficiary,35 has received a distribution from or
become indebted to a nonresident trust,36 or has en-
tered into certain non-arm’s length transactions with
nonresidents where the total fair market value of the
property or services that relate to the reportable trans-
action exceeds CAD 1,000,000.37 Failure to file the ap-
propriate forms may result in the application of
penalties.38

M. Cooperation with other countries

Canada has a broad tax treaty network, with 90 trea-
ties currently in force, 10 treaties or protocols signed
but not in force, and eight new or revised treaties
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under negotiation. Canada’s treaties generally contain
robust exchange of information provisions. In addi-
tion to tax treaties, Canada has 16 TIEAs in force, six
TIEAs signed but not in force and eight TIEAs under
negotiation. To encourage the signing of TIEAs,
Canada has extended the opportunity to categorise
income as exempt surplus (described above) to for-
eign affiliates in non-treaty countries with which
Canada has entered into TIEAs. To discourage a reluc-
tance to enter into such an agreement, if an offer by
Canada to sign a TIEA is not accepted by a particular
non-treaty country within five years, active business
income earned by a CFA in that country, which would
otherwise be treated as taxable surplus, the tax on
which would be deferred until repatriation to Canada
as a dividend, will be deemed to be FAPI and therefore
taxed in Canada on an accrual basis.

Canada is a member of the G8 and G20 and actively
participates with the OECD, including being a
member of the Global Forum on Transparency and
Exchange of Information for Tax Purposes. Canada is
also a member of the Joint International Tax Shelter
Information Centre.

N. Application to the factual scenario

1. Interest

The debt funding provided by FSub1 and FSub2 to fi-
nance the Canadian business operations of HCo (here,
‘‘CanCo’’) would be subject to Canada’s thin capitalisa-
tion rules. Furthermore, the rate of interest would be
subject to Canada’s transfer pricing rules, which gen-
erally follow the OECD guidelines and arm’s length
principles. Provided these tests were met, the interest
would generally be deductible pursuant to paragraph
20(1)(c) of the Act. Contemporaneous documentation
supporting the interest rate would be required to be
prepared; failure to do prepare such documentation
could result in penalties. Non-arm’s length payments
such as this would generally also have to be reported
on Form T106. The interest would be subject to non-
resident withholding tax of 25 percent unless reduced
under a tax treaty. Most of Canada’s tax treaties would
require that the recipient be the beneficial owner of
the income. As set out above, the LOB provisions in
the Canada-United States tax treaty, the limited anti-
treaty shopping provisions in certain of Canada’s
more recent tax treaties and the GAAR may apply to
prevent treaty shopping and other undesired avoid-
ance.

The fact that the interest income is characterised as
a dividend in FSub2’s country of residence and that
the dividend is not taxed under the laws of that coun-
try generally should not impact the deductibility of
the interest in Canada. The debt must in fact be re-
garded as such under the relevant commercial laws of
Canada.

2. Royalties

The payment of royalties by CanCo to FSub3 in con-
nection with its Canadian business would generally be
deductible for Canadian income tax purposes. How-
ever, the comments discussed above regarding trans-

fer pricing, withholding tax, beneficial ownership,
etc., would generally also apply to royalties.

3. Product purchases

The acquisition of products from FSub4 would like-
wise be subject to Canada’s transfer pricing rules.
Again, the transactions would generally have to be re-
ported on Form T106. Based on recent jurisprudence,
where a taxpayer pays a higher amount for a product
in lieu of paying an arm’s length royalty, that fact can
be taken into account in determining the appropriate
inter-company pricing (i.e., the two transactions are
not required to be examined separately). The value of
imported goods (and in certain cases the related roy-
alty) may be subject to customs duties. If, based on the
facts, FSub4 was carrying on business in Canada but
was exempt from Canadian income tax under a tax
treaty, it would be required to file a tax return in
Canada identifying its reliance on the treaty.

Assuming that FSub4 is not itself carrying on busi-
ness in Canada (as defined for Canadian income tax
purposes) it would not be subject to income tax in
Canada.

4. E-commerce

Assuming FSub5 maintains a website that is hosted
on a server outside Canada and that it does not have
any physical presence in Canada, the fact that it earns
a fee for services based on Canadian ‘‘clicks’’ (perhaps
clicks on banner ads that FSub5 runs on its website
for its customers that are nonresidents of Canada)
likely would not make it fall within the definition of
‘‘carrying on business’’ in Canada and, as such, FSub5
would not be subject to income tax in Canada. The ra-
tionale for this would be that it is providing a service
outside Canada to a nonresident of Canada. Conse-
quently, Regulation 105 withholding tax on fees for
services rendered in Canada would not be applicable.

II. Proposed Canadian rules and changes to
prevent base erosion and profit shifting

On March 21, 2013 Canada released its federal
budget, which contained certain new rules intended
to increase transparency and address certain transac-
tions that were viewed by the government as abusive.
The highlights of the new rules as they relate to BEPS
are as follows.

s The introduction of the Stop International Tax Eva-
sion Program, under which individuals who pro-
vide information to the CRA concerning
international tax non-compliance are entitled to re-
wards if the information results in assessments or
reassessments exceeding CAD 100,000 in federal
tax. The targets of the ‘‘whistleblower’’ program are
Canadian resident corporations and high-income
individuals who attempt to evade or avoid tax.

s A requirement for taxpayers to provide more infor-
mation on Form T1135, allowing taxpayers to file
the form electronically and extending the taxpayer’s
normal reassessment period if the taxpayer fails to
report income from a specified foreign property and
Form T1135 is filed late or a specified foreign prop-
erty is reported incorrectly on the form.
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s An extension of the thin capitalisation rules to Ca-
nadian resident trusts and certain nonresident cor-
porations and trusts that carry on business in
Canada.

s A requirement for certain financial intermediaries
to report international electronic fund transfers of
CAD 10,000 or more to the Financial Transactions
and Reports Analysis Centre of Canada.

s A consultation by the government on possible mea-
sures to avoid treaty shopping.

s New treatment of ‘‘character conversion transac-
tions,’’ under which a derivative investment is
linked with an unrelated capital property to form a
derivative forward agreement, subjecting the trans-
action to income rather than capital gains treat-
ment if the derivative forward agreement has a
duration of more than 180 days. The adjusted cost
base of the capital property will be adjusted in order
to prevent double taxation.

III. Canada and the OECD BEPS Project

A. Department of Finance’s view of BEPS

Canada is part of the G8 and G20, which has been gen-
erally supportive of the OECD’s work in this area. De-
tailed comments regarding specific proposals have
not yet been expressed.

B. Viewing BEPS through a competitive lens

In analysing the recommendations of the OECD on
BEPS, Canada must take into account the competitive
landscape. At present, Canada’s corporate tax regime
is generally competitive with those of its major trad-
ing partners. The extent to which countries will in fact
be willing to give up their sovereignty in this area by
adopting a common set of tax rules and thereby ceas-
ing to compete based on taxes remains to be seen. As
such, it would not necessarily be prudent to be the
‘‘first out of the gate’’ in implementing major changes
without similar actions by other countries.

NOTES
1 Income Tax Act (Canada), RSC 1985, c. 1 (5th Supp.) as
amended (the ‘‘Act’’).
2 For an in-depth review of the GAAR, see Alan Schwartz,
‘‘GAAR Interpreted: The General Anti-Avoidance Rule’’
(Toronto: Thomson Carswell) (looseleaf).
3 Canada has a very robust taxing regime with many spe-
cific anti-avoidance provisions that operate in addition to
the GAAR. Some notable rules are the shareholder benefit
and shareholder loan rules in section 15 of the Act; the
imputation of income related to amounts owing to corpo-
rations resident in Canada by nonresident persons under
section 17 of the Act; the foreign affiliate anti-avoidance
rule in paragraph 95(6)(b) of the Act; and the specified in-
vestment flow-through trust (SIFT) rules in sections 104,
122 and 122.1 of the Act. Other provisions include the
‘‘foreign tax credit generator’’ rules, which address the use

of hybrid instruments in certain situations and the
‘‘hybrid surplus’’ rules, which limit the ability to defer re-
patriation of taxable surplus in certain circumstances.
Section 212.1 of the Act prevents the use of non-arm’s
length transactions to increase ‘‘paid-up capital’’ and
thereby avoid non-resident withholding tax.
4 Subsections 245(1) and (2) of the Act.
5 As defined in subsection 245(3) of the Act.
6 Subsection 245(4) of the Act.
7 Canada Trustco Mortgage Co. v. Canada, [2005] 5 C.T.C.
215, at para. 66.
8 See fn. 5, above.
9 For a detailed discussion of beneficial ownership in the
context of Canada’s tax treaties, see the Dec. 2012 article
by Jay Niederhoffer and Andrew Y.H. Lam in Tax Man-
agement International Forum, vol. 33, no. 4, page 18.
10 See, for example, arts. 10 to 12 of Canada’s recently
concluded (but not yet in force) tax treaties with Hong
Kong, New Zealand and Poland.
11 Canada-United States tax treaty, Art. XXIX (3), (4) and
(6).
12 Canada-United States tax treaty, Art. XXIX A (2).
13 Canada-United States tax treaty, Art. IV (6) and (7).
14 Subsection 247(2) of the Act.
15 Subsection 247(3) of the Act.
16 Section 91 of the Act.
17 Section 94.1 of the Act.
18 See Thibodeau Family Trust v. The Queen, [1978] C.T.C.
539 (F.C.T.D.).
19 Fundy Settlement v. Canada, 2012 SCC 14.
20 The Canadian nonresident trust rules were completely
replaced effective June 26, 2013.
21 ‘‘Resident contributor’’ and ‘‘resident beneficiary’’ are
defined in subsection 94(1) of the Act.
22 Subsection 90(15) of the Act.
23 Subsection 90(8) of the Act.
24 Subsection 90(9).
25 Set out in subsections 18(4)-(8) of the Act.
26 Other than interest paid to arm’s length parties, which
is generally subject to a zero withholding rate.
27 Effective Jan. 1, 2013, the Canada Revenue Agency in-
troduced new forms NR301, NR302 and NR303 to help
taxpayers to obtain information to support the applica-
tion of treaty-reduced withholding tax rates. The forms
are administrative in nature and are thus not mandatory.
28 Subsection 215(1) of the Act.
29 Subsection 215(6) of the Act. The payor is entitled to re-
cover any amount so paid form the nonresident.
30 Subsection 227(8) and (9) of the Act.
31 Ibid.
32 The foreign reporting rules are contained in sections
233.1 to 233.7 of the Act. In addition, there is a tax shelter
reporting scheme contained in sections 237.1 and 237.2
of the Act and an avoidance transaction reporting scheme
in section 237.3 of the Act.
33 Form T1134.
34 Form T1135.
35 Form T1141.
36 Form T1142.
37 Form T106.
38 Subsections 162(7), 162(10.1), 163(2.4) and para-
graphs 162(10)(a) and (b) of the Act.
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Host Country
PEOPLE’S
REPUBLIC OF
CHINA
Peng Tao and Alan Granwell
DLA Piper, Hong Kong and Washington DC

I. Current Chinese rules to prevent base erosion
and profit shifting

S trictly speaking, ‘‘base erosion’’ and ‘‘profit
shifting’’ are not defined terms under the statu-
tory law of the PRC. Rather, the terms have

been loosely used in various notices issued by the PRC
tax authorities in the context of combatting various
acts of tax avoidance that may harm the collection of
tax.

The Special Tax Adjustment chapter of the Enter-
prise Income Tax Law (the ‘‘EIT Law’’), which became
effective from January 1, 2008, contains the Chinese
rules that are most relevant in the context of prevent-
ing base erosion and profit shifting, including:
s Article 41: the arm’s length requirement for related

party transactions;
s Article 42: advance pricing agreements (‘‘APAs’’);
s Article 43: annual report of related party transac-

tions;
s Article 44: deemed method for collecting tax with

respect to related-party transactions;
s Article 45: controlled foreign company (‘‘CFC’’)

rules;
s Article 46: thin capitalisation rule;
s Article 47: general anti-avoidance rule (‘‘GAAR’’);

and
s Article 48: penalty interest with respect to the Spe-

cial Tax Adjustment.
The Implementing Regulations of the EIT Law con-

tains a chapter with the same title that provides inter-
pretation of the above provisions.

Over the past few years, the most significant area in
international taxation on which the State Administra-
tion of Taxation (‘‘SAT’’) has been focusing is the pro-
tection of the Chinese tax base and the prevention of
improper arrangements for shifting profits out of
China. Under the auspices of the Special Tax Adjust-
ment rules in the EIT Law, the SAT has developed

various operational rules and considerably expanded
the applicable scope of the Special Tax Adjustment. To
highlight just a few significant developments:

s on January 9, 2009, the SAT issued the Implement-
ing Measures of Special Tax Adjustment (on Trial
Basis),1 which provides very detailed interpretation
and operational rules concerning the Special Tax
Adjustment rules in general and, in particular, the
transfer pricing-related rules;

s the SAT has issued a de facto model tax treaty expla-
nation based on the new China-Singapore tax
treaty,2 which provides comprehensive interpreta-
tive guidance on treaty matters, including, among
other things, the ‘‘permanent establishment’’ (‘‘PE’’)
concept.

s the SAT has issued a Notice on Strengthening the
Administration on Collection of Enterprise Income
Tax on Income From Equity Transfers by Nonresi-
dent Enterprises,3 which is designed to tax the indi-
rect transfer of equity in Chinese resident
enterprises by foreign shell companies.

s the SAT has issued a Notice on Interpretation and
Determination of Beneficial Owner under Tax Trea-
ties,4 which sets out how the beneficial owner status
of a taxpayer claiming tax treaty benefits is to be de-
termined.
It is particularly worth noting that in these various

notices the SAT has used certain generic terms such as
‘‘business purpose’’ and ‘‘substance-over-form’’ that
have allowed the SAT significantly to expand the ap-
plication of the GAAR in order to attack tax avoidance
that does not take place in the context of transfer pric-
ing.

The authors also understand, however, that the rel-
evant rules are still relatively new and local practices
differ considerably, which has caused a number of dif-
ficulties for foreign investors. An important task for
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the SAT is to issue additional notices to resolve the
various problems caused by the new rules.

II. Proposed Chinese rules to prevent base erosion
and profit shifting

The SAT has not yet published any official documents
that manifest its position on the OECD BEPS efforts.
It is, therefore, not yet clear what new BEPS rules
China may adopt. However, since the current rules on
the Special Tax Adjustment appear to provide the SAT
with sufficient weapons to combat BEPS, it seem
likely that, before the EIT Law is amended, the SAT
may simply interpret the relevant Special Tax Adjust-
ment rules so as to address any new BEPS develop-
ments.

III. China and the OECD BEPS Project

As reported in a recent news report (May 2013), in
light of the OECD efforts aimed at preventing BEPS,
an undisclosed SAT official indicated that China
would want to enhance its impact in the international
tax area, to participate fully in the formulation of in-
ternational tax rules and the global tax reform, and to
work together with other developing countries to par-
ticipate in international tax dialogue and communica-
tions with a to view protecting the overall interests of
developing countries. It would seem from these com-
ments that, despite being the second largest economy
in the world, China still views itself as a developing
country. For example, China uses certain concepts in
its transfer pricing practice,5 such as location saving,
market premium, marketing intangible and environ-
ment compensation, that particularly emphasise the
location-specific advantages of developing countries.

The OECD BEPS Action Plan has now been pub-
lished and it remains to be seen how China will inter-

act with the OECD and other developing countries
during the process envisaged. It is expected that China
may want to play a leading role among the developing
countries in working towards the goals of the OECD
BEPS project, even though China is not yet a member
of the OECD. Since China has already developed a
relatively comprehensive approach to dealing with
BEPS in its Special Tax Adjustment regime, it is ex-
pected that any new BEPS proposals arising from
working with the OECD will still be implemented
within the framework of the Special Tax Adjustment
rules, in the form of an elaboration or improvement of
those rules. Now that the OECD has a clear BEPS
action plan, the authors would expect the plan to be
implemented as scheduled.

One point to note is that foreign exchange is still
highly regulated in China, Renminbi (‘‘RMB’’) being
the only negotiable currency. This foreign exchange
control has greatly enhanced China’s tax collection ca-
pabilities and has limited the ability of multinationals
to implement certain BEPS arrangements. For ex-
ample, any inflow of foreign exchange must be clearly
identified as debt, equity, service fee or other payment
before the remittance can be converted into RMB for
use within China, and the outflow of payments is sub-
ject to the tax recordal process, which gives the PRC
tax authorities the opportunity to review the underly-
ing transactions.

NOTES
1 Guo Shui Fa [2009] No. 2.
2 Guo Shui Fa [2010] No. 75.
3 Guo Shui Han [2009] No. 698.
4 Guo Shui Han [2009] No. 601.
5 Please refer to the China part, in Chapter 10 on Country
Practices in the United Nations’ Practical Manual on
Transfer Pricing for Developing Countries.
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Host Country
DENMARK
Christian Emmeluth
CPH LEX Advokater, Copenhagen

I. Current Danish rules to prevent base erosion and
profit shifting

A. Rules not limited to the treaty context

I n the late 1990s, Denmark began to introduce
rules to prevent or limit base erosion and profit
shifting. Additional rules were enacted in 2007.

Other rules relating to this issue may be found in the
context of Denmark’s tax treaties.

1. Intercompany pricing

The purpose of the Danish intercompany pricing pro-
visions is to:
s impose an additional obligation on taxpayers to

provide information;
s make it clear that taxpayers must demonstrate how

intercompany prices are fixed;
s make it clear that the usual rules concerning the

burden of proof also apply in transfer pricing mat-
ters; and

s extend the period during which the tax authorities
may adjust taxable income and apply the conse-
quences of an adjustment of intercompany prices.
The Danish provisions concerning the arm’s length

principle are to be construed in accordance with the
Organisation for Economic Cooperation and Develop-
ment (‘‘OECD’’) Transfer Pricing Guidelines. It should
be noted that the provisions apply not only to transac-
tions between a Danish company and its foreign re-
lated companies, but also to transactions between two
or more related Danish companies.

The provisions1 apply to a taxpayer that:
s is controlled by a legal entity or other person;
s is a controlling legal entity;
s is a member of a group of companies;
s has a permanent establishment (‘‘PE’’) abroad; or
s is a foreign individual or legal entity with a PE in

Denmark.
For purposes of this provision, a taxpayer is deemed

to control another entity if the taxpayer, directly or in-
directly, owns more than 50 percent of the share capi-
tal or, directly or indirectly, controls more than 50
percent of the votes, in the controlled entity.2 Where a
tax treaty applies, a taxpayer is deemed to be foreign
if the taxpayer is deemed to be a resident of the rel-
evant foreign country under the terms of the treaty. In

the absence of a treaty, under Danish domestic law, a
corporate taxpayer is considered to be a resident of a
foreign country if its effective place of management is
located in that country. A Danish registered company,
however, is always considered subject to Danish tax
on its worldwide income, except income from a for-
eign PE and income from real property located
abroad. A company is deemed to be a member of a
group of companies if the same group of shareholders
can exercise control over it and the other companies
concerned.3

The competent authorities decide whether inter-
company dealings are to be examined on the filing of
a tax return, but a taxpayer that falls into one of the
categories listed above is required to prepare and keep
written documentation concerning prices and terms
and conditions for any controlled transactions. A
‘‘controlled transaction’’ is a transaction between the
taxpayer and the parties listed above.4 Such documen-
tation must be furnished to the tax authorities on
demand and must enable the authorities to determine
whether the terms and conditions of controlled trans-
actions are at arm’s length. The taxpayer must, at a
minimum, explain how prices and terms and condi-
tions for controlled transactions are fixed. If the prices
and terms and conditions are similar to the prices and
terms and conditions applicable to sales to unrelated
parties, this must be stated and any deviations from
such prices and terms and conditions must be ex-
plained. It is not expected that the tax authorities will
require taxpayers to prepare major analyses or to have
access to a database containing comparative data. The
business will prepare the necessary documentation
itself and the Danish authorities will not require the
same kind of documentation as is required by the U.S.
Internal Revenue Service (IRS). Information such as
is required by the IRS may or may not be sufficient
documentation. Where written documentation such
as a database analysis is requested by the tax authori-
ties, taxpayers are allowed at least 60 days to prepare
it.5

A taxpayer that, alone or together with companies
that are members of the same group, has fewer than
250 employees or a yearly turnover of less than DKK
250 million is only required to prepare and maintain
written documentation for terms, conditions and
prices relating to:
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s controlled transactions with an individual or a legal
entity resident in a country with which Denmark
has not concluded a tax treaty and that is not a
Member State of the European Union (‘‘EU’’) or the
European Economic Area (‘‘EEA’’);

s controlled transactions with a PE in a country with
which Denmark has not concluded a tax treaty and
that is not a Member State of the EU or the EEA;
and

s controlled transactions with a PE in Denmark of a
taxpayer that is a resident of a country with which
Denmark has not concluded a tax treaty and that is
not a Member State of the EU or the EEA.6

2. Limitations on interest deductions

Interest is deductible without limitation or ceiling
and, in principle, regardless of the purpose of the loan
with respect to which the interest is payable or the
rate of interest, always subject, however, to the debt-
to-equity requirements7 and to restrictions imposed
under Sections 11B and 11C of the Corporate Tax
Act.8

(a). Debt-to-equity provisions

The debt-to-equity provisions apply to a Danish incor-
porated company that obtains loans from a control-
ling legal entity (‘‘controlled debt’’). The limitation
under these provisions also applies to interest on
loans made by a head office to its Danish branch.9

For purposes of these provisions, an entity is
deemed to control another entity if the first entity, di-
rectly or indirectly, owns more than 50 percent of the
share capital or, directly or indirectly, controls more
than 50 percent of the votes in the other entity.10 A
company is deemed to be a foreign company if it is
deemed to be a resident of a foreign country under the
terms of an applicable tax treaty. In the absence of a
treaty, under Danish domestic law, a company is con-
sidered to be a resident of a foreign country if its effec-
tive place of management is located in that country. A
Danish registered company, however, is always con-
sidered subject to Danish tax on its worldwide
income, except income from a foreign PE and income
from real property located abroad. A company is
deemed to be a member of a group of companies if the
same group of shareholders can exercise control over
it and the other companies in the group.

If the ratio of a company’s debt to its equity at the
end of an income year exceeds 4:1, interest expenses
and currency losses relating to the controlled debt ex-
ceeding the 4:1 ratio (meaning the amount of debt
that would need to be converted to equity to establish
a ratio of 4:1) may not be deducted for tax purposes.
The limitation only applies if the controlled debt ex-
ceeds DKK 10 million (approximately USD 1.8 mil-
lion). The limitation does not apply with respect to
loans made to a company by an individual who is a
member of a legal entity that is transparent for tax
purposes or loans that a company can demonstrate
were obtained on an arm’s length basis. If the con-
trolled debt is owed both to a group company and to
third parties where a group company has guaranteed
the loan concerned (see below), the interest on the
group company debt is limited first and then the inter-
est on the third-party debt.

The debt-to-equity provisions apply to debt owed to
Danish companies, as well as foreign companies, but
only with respect to Danish companies that are con-
sidered members of the same group without taking
into account the interests of foreign shareholders.
Danish companies are considered to be members of
the same group if the same shareholder directly or in-
directly controls more than 50 percent of the share
capital in the companies concerned, or directly or in-
directly controls more than 50 percent of the votes in
the companies concerned. Companies are also consid-
ered to be member of the same group if they share the
same management.

Currency losses that are disallowed as a deduction
under the debt-to-equity provisions may nevertheless
be carried forward and set off against subsequent cur-
rency gains made on the same loan.

Net equity for purposes of determining the debt-to-
equity ratio comprises the market value of the assets
of the company, less its debt obligations. Capital other
than share capital provided by a foreign controlling
party may only be taken into consideration to the
extent that no repayment of that capital can be
claimed for at least two years. Debt comprises all debt
obligations, including loans from both controlling
and unrelated parties.

The limitation also applies where a loan is provided
by an independent third party but guaranteed by a
controlling party. Such a loan is considered controlled
debt. However, if a taxpayer can demonstrate that a
similar type of financing can be obtained from inde-
pendent third parties, the taxpayer will be allowed to
deduct the interest in full.

Interest and gains are not to be taken into consider-
ation for purposes of calculating the taxable income
of the taxpayer subject to the limitation, to the extent
that the debtor cannot claim a deduction for tax pur-
poses for interest paid. This exception does not apply
where a group company guarantees the payment of
interest from a third party.

The excess interest that is not deductible for Danish
tax purposes under the debt-to-equity provisions is
not reclassified as a dividend distribution subject to
withholding tax. The excess interest will also continue
to be treated as interest under an applicable double
taxation agreement.

There is a consolidation provision that has the
effect that the debt-to-equity ratio is calculated jointly
for the Danish debtor and other group companies, in-
cluding any foreign subsidiaries covered by Danish
group taxation. For purposes of the debt-to-equity re-
quirements in the case of a consolidation, all of the
assets and liabilities of the companies in question are
taken into consideration, except that Danish compa-
nies’ holdings of shares in other companies that are
consolidated, as well as intercompany loans and any
guarantees between these companies, are disre-
garded. The consolidation provision applies only to
Danish companies and their foreign subsidiaries that
meet the group test without taking into account the
shareholding of the foreign parent company or, if rel-
evant, an ultimate Danish holding company.

The debt-to-equity provisions in Section 11 of the
Corporate Tax Act are to be applied before the limita-
tion provision contained in Section 11B, which, in
turn, is to be applied before the limitation provision
contained in Section 11 C (see I.A.2.b., below).
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(b. Restrictions on the deduction of net financing
expenses)

The right to deduct interest expenses is further limited
under Section 11B of the Corporate Tax Act. Interest
expense of up to DKK 21.3 million (2013) is fully de-
ductible. This figure is adjusted annually in line with
inflation. Net interest in excess of DKK 21.3 million
may only be deducted to the extent the interest pay-
ments do not exceed the taxable value of the compa-
ny’s assets multiplied by a standard interest rate.

The limitation does not apply to the extent that the
net financing expenses are losses on debt and financial
instruments that exceed the interest income of the
taxpayer. Such losses may be carried forward and set
off against gains on debt and financial instruments
and interest income in subsequent income years.

The standard interest rate used for the calculation
of the limitation is calculated annually by the Copen-
hagen Stock Exchange based on the average yield of
listed, fixed-yield bonds denominated in Danish
Kroner. The interest rate so calculated is increased by
2.5 percentage points and then reduced to the nearest
half or full percentage point.

The net financing expense is the total arrived at by
aggregating the following kinds of income and ex-
penses, where that total is a negative amount:
s taxable interest and interest expenses, except for in-

terest received from trade debtors and interest paid
to trade creditors;

s deductible banking fees;
s taxable gains and losses on debentures, debt and fi-

nancial instruments subject to the Act on Taxation
of Gains and Loss on Debentures, Debt and Finan-
cial Instruments. Losses on claims for goods and
services supplied are disregarded and, if the debtor
company is a member of the same group as the
creditor company, gains are not included. Banks
and other financial institutions may also disregard
such gains and losses on loans made, provided the
debtor is not a member of the same group;

s in the case of financial leasing, interest calculated in
accordance with IAS 17. Such interest must be de-
ducted from other financial income of a lessee and
included in the financial income of a lessor; and

s taxable gains and losses on shares and taxable divi-
dends. If the net amount of these items is negative,
then the loss cannot be deducted for purposes of
calculating the net finance expenses but is carried
forward. Further, capital gains on shares are ex-
cluded from the calculation if the taxpayer is taxed
as a trader (for example, a bank).
Income subject to controlled foreign company

(‘‘CFC’’) taxation under Section 32 of the Corporate
Tax Act is not included in the calculation of net financ-
ing expenses.

For purposes of calculating the limitation it is also
necessary to establish the taxable value of the compa-
ny’s assets. The taxable value of the assets is computed
at year end. Depreciable assets are included at book
value and non-depreciable assets at acquisition cost,
including any improvements. Shares, financial instru-
ments and cash are not included, though an exception
applies with regard to shares in directly owned sub-
sidiaries. An amount equal to 17.5 percent of the ac-
quisition cost of such shares may be included if the
subsidiaries are not jointly taxed as part of a cross-

border consolidated group. From 2010, the percent-
age that may be included is reduced by 2.5 percent
annually and will thus be 0 percent in year 2017. Do-
mestic companies are subject to mandatory joint taxa-
tion, while a Danish parent may elect, but is not
required, to include its foreign subsidiaries in a jointly
taxed group. The assets of jointly taxed companies
are, on the other hand, taken into consideration for
purposes of the calculation of the total value of the
assets of the group.

If it can be demonstrated that a new subscription
for shares in a directly owned group company is made
in connection with the acquisition of a company out-
side the group, the price paid for the shares sub-
scribed for may be included. Special rules apply for
the calculation of the acquisition price of the shares
acquired for purposes of determining the net assets of
the company acquired. The amount that may be in-
cluded is the lesser of five times the capital contrib-
uted and the value that could have been included had
the company acquired been jointly taxed with the tax-
payer. However, that lesser amount is reduced by the
total value of the following:
(1) the market value of shares in Danish companies,

PEs and real property located in Denmark, owned
directly or indirectly by the directly owned group
company;

(2) the acquisition price of real property used for
rental purposes, cash, and financial instruments
owned by the directly owned group company;

(3) the value of shares in Danish companies, PEs and
real property located in Denmark subsequently ac-
quired, whether directly or indirectly, by the di-
rectly owned group company;

(4) proceeds from the sale of directly or indirectly
owned shares, unless the company concerned is
sold to a group company. This does not, however,
apply in the case of a sale to a jointly taxed com-
pany PE. The balance is only reduced to the extent
the ownership share is smaller in the hands of the
acquiring company than it is in those of the selling
company;

(5) proceeds from the sale of a business — rules simi-
lar to those set out above in (4) apply;

(6) distributions of dividends from the directly owned
company to jointly taxed companies to the extent
that these exceed the amounts that reduced the
balance in accordance with (1), (3) and (4);

(7) the distribution of preference shares by the di-
rectly owned company, or by companies in which
that company owns shares, whether directly or in-
directly, to other group companies that are not
jointly taxed, to the extent the jointly taxed com-
pany has a lesser ownership share in the receiving
company than in the distributing company; and

(8) contributions from the directly-owned company
— a similar provision to that set out above in (7)
applies.

Also included for purposes of computing the tax-
able value of the taxpayer company’s assets are the net
value of work-in-progress, inventory and outstanding
claims for goods sold. If the taxpayer is taxed as a
trader with respect to capital gains on shares, then the
value of such shares is to be included. Financial con-
tracts may be included to the extent they are entered
into in connection with the business activities of the
taxpayer. The value of taxable losses that may be car-
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ried forward may be included without any reduction
under Sections 11B and 11C (see below) of the Corpo-
rate Tax Act. Finally, assets leased under a financial
lease may be included by a lessee but not a lessor.

Life insurance companies are not subject to the
limitation provision set forth in Section 11B of the
Corporate Tax Act.

The debt-to-equity provisions in Section 11 of the
Corporate Tax Act (see I.A.2.a., above) are to be ap-
plied before the limitation provision contained in Sec-
tion 11B, which, in turn, is to be applied before the
limitation provision contained in Section 11C (see
below).

Under Section 11C of the Corporate Tax Act net in-
terest expense, as limited under the rules described
above, may not exceed 80 percent of taxable income
before net finance expenses (‘‘EBIT’’).11 This limita-
tion provision applies not only to Danish companies
but also to PEs of foreign companies.

(c). Withholding tax

A withholding tax of 25 percent12 is imposed on inter-
est paid on controlled debt.

A withholding tax is also imposed on a distribution
made by a Danish intermediate holding company to
its foreign parent company of a dividend received by
the Danish company from its foreign subsidiary if the
Danish company is not considered the beneficial
owner of that dividend. Under the bill13 introducing
this withholding tax, such a distribution is subject to
Danish withholding tax of 27 percent, as reduced
under an applicable tax treaty, if any. The notes ac-
companying the bill do not make any reference to the
OECD Commentary on the Model Convention regard-
ing the meaning of the term ‘‘beneficial owner,’’ but
use the wording applied by the Eastern Court of Ap-
peals in its decision of December 20, 2011 (see I.B.2.,
below).14 This indicates that one factor that must be
taken into consideration is whether the Danish com-
pany has been established by a foreign company that
would not be able to enjoy the same beneficial treat-
ment with respect to the dividend were it to own the
foreign subsidiary of the Danish company directly.
Further, a Danish intermediate holding company
cannot be considered the beneficial owner of such a
dividend if the ultimate foreign parent can exercise a
degree of control over the Danish company that goes
beyond the planning and control commonly exercised
in an international group. Finally, if the Danish com-
pany cannot make any decisions with regard to the
dividend received from its foreign subsidiary, then the
Danish company cannot be considered the beneficial
owner of that dividend.

3. Reclassification

A loan obtained by a Danish company from a foreign
company is recharacterised as equity for Danish tax
purposes if the loan made by the foreign company is
treated as a contribution to the equity of the Danish
company under the relevant foreign law.15 Interest
and original issue discounts with respect to such a
loan, and losses suffered in connection with its repay-
ment, are consequently treated as dividend distribu-
tions. This provision, however, only applies if the
Danish company is controlled by the foreign company

or if the two companies are considered to be members
of the same group.16

B. Rules for the Treaty Context

The term ‘‘beneficial owner’’ was not used in the
Danish tax legislation until October 3, 2012. Over the
years, the Danish courts have developed the principle
of the ‘‘rightful recipient of an income stream’’ but
that principle is not necessarily to be understood in
the same manner as the term ‘‘beneficial owner.’’ Two
of the most important cases concerning the meaning
of the term ‘‘beneficial ownership’’ are discussed
below.

1. Case of January 13, 2012

In a case decided on January 13, 2012, the Tax Court
found that a Cyprus company was not the beneficial
owner of a dividend distribution it received from its
wholly-owned Danish subsidiary. The Danish com-
pany was originally established by a Bermudan com-
pany that was in turn owned a U.S. parent company.
In connection with a reorganisation of the group, the
shares in the Danish company were transferred by the
Bermudan company to the Cyprus company. The sale
was financed by a loan from the U.S. parent. The
Cyprus company was established immediately before
the acquisition of the Danish company, it had no office
or employees, and its running expenses were very lim-
ited. The Danish company made distributions to the
Cyprus company of DKK 566 million in 2006 and of
DKK 92 million in 2007. The Cyprus company then
repaid the loan to the U.S. parent.

The Tax Court stated that the Danish company was
obliged to prove that it was entitled to relief from the
obligation to withhold Danish withholding tax under
the Denmark-Cyprus tax treaty. The court further
found that the distributions received by the Cyprus
company had been repatriated to the U.S. parent com-
pany. The court noted that Article 10 (Dividends) of
the Denmark-Cyprus tax treaty was in line with Article
10 (Dividends) of the OECD Model Convention and
was to be construed in accordance with the OECD
Commentary on the Convention. The court conse-
quently held that the Cyprus company was not the
beneficial owner of the dividend distribution from the
Danish company within the meaning of Article 10 of
the treaty. The benefit of the treaty was, therefore, not
available to the Cyprus company with respect to the
dividend.

The court continued its reasoning by stating that
the Cyprus company was duly established in accor-
dance with Cyprus law. It should be noted, here, that
in two decisions the Danish Supreme Court has de-
cided not to set aside for tax purposes companies that
were legally established simply because the main
reason for setting up the companies was to save tax.
Citing another Supreme Court decision, the Tax Court
rejected the argument that the Cyprus company did
not conduct any business activities even though its
only activity was to hold shares in the Danish com-
pany — according to the Supreme Court decision
cited, it is a prerequisite for establishing and register-
ing a company under Danish corporate law that the
company should conduct business activities. Accord-
ing to the Supreme Court, the starting point is, there-
fore, that a holding company must be considered to be

09/13 Tax Management International Forum BNA ISSN 0143-7941 33



carrying on a business for tax purposes. The Tax Court
found that the Cyprus company should therefore be
considered the rightful owner of the amount distrib-
uted, which allowed the issue of the possible reduc-
tion of Danish withholding tax to be considered under
the terms of the Denmark-Cyprus tax treaty (see
above).

The Tax Court went on to discuss whether the reser-
vation set forth in Article 1 subsection 2 of the EU
Parent-Subsidiary Directive concerning domestic
general anti-abuse provisions could be applied. Since
Denmark had not introduced such a general anti-
abuse provision in its domestic tax law and since, in
the view of the court, the Parent-Subsidiary Directive
cannot be construed to provide a general reservation
that an EU Member State may invoke in the case of an
alleged misuse, the distribution made to the Cyprus
company was exempt under the Parent-Subsidiary di-
rective and the Danish company was not required to
withhold tax on the distribution.

2. Case of December 20, 2011

In the second case, which was decided by the Eastern
Court of Appeals on December 20, 2011, the court
made an in-depth analysis of the term ‘‘beneficial own-
ership.’’ The facts of the case were that a Danish com-
pany made a dividend distribution to a Luxembourg
holding company that was owned by investment
funds established in Bermuda, Delaware, Germany
and Guernsey. The distribution was lent back to the
Danish company by the Luxembourg holding imme-
diately after the distribution was made. The tax au-
thorities argued that the Luxembourg holding
company was not the beneficial owner of the dividend
and consequently the dividend distribution should be
subject to Danish withholding tax at the rate of 27 per-
cent.

The Eastern Court of Appeals stated in its decision
that the term ‘‘beneficial ownership’’ was to be under-
stood in accordance with the guidelines laid down in
the OECD Commentary on Article 10 of the Model
Convention. The court further indicated that ‘‘benefi-
cial ownership’’ should be construed in accordance
with the internationally accepted understanding of
the term and made a reference to the U.K. Indofood17

decision in this respect.
On this basis, the court held that the Luxembourg

holding company was the beneficial owner of the dis-
tribution as its board was able to manage the affairs of
the company and had actually decided to make a loan
to the Danish company. The court added that this
would also be the outcome if one or more holding
companies were established in a country with which
Denmark had concluded a tax treaty even if the top
holding company was located in a country with which
Denmark did not have a treaty. The court observed,
however, that an intermediate holding company
cannot be considered a beneficial owner if the ulti-
mate parent company exercises a degree of control
over it that goes beyond the planning and control
commonly exercised in an international group.

C. Application to the factual scenario

The transfer pricing rules described in I.A.1., above
will apply to the interest paid by HCo to FSub1 as

FSub1is controlled by HCo. Also, the royalty payment
by HCo to FSub 3, as well as the price paid by HCo to
FSub 4, may be set aside if not made at arm’s length.

Since HCo and FSub 1 are members of the same
group, the rules limiting the deduction of interest ex-
penses (see I.A.2., above) will apply to interest paid by
HCo to FSub 1, but not (of course) to the royalty pay-
ments made by HCo to FSub 3. The payments made
by HCo to FSub2 will be recharacterised as a dividend
distribution under the reclassification rule described
at I.A.3, above, again as both companies are members
of the same group.

The income generated by FSub5 will most likely not
be subject to Danish income taxation. However, if
FSub 5 is exploiting intellectual property developed
by HCo, then the absence of a royalty payment will
most likely result in a transfer pricing adjustment.

II. Proposed Danish rules to prevent base erosion
and profit shifting

At the time of writing, Denmark had not introduced
any new rules to prevent base erosion and profit shift-
ing.

III. Denmark and the OECD BEPS Project

In a memo18 prepared by the Danish Ministry of Eco-
nomic and Internal Affairs for a meeting of the Euro-
pean Council of The Danish Parliament that took
place in preparation for the ECOFIN meeting on May
14, 2013, the Ministry anticipates that the European
Council will support any steps taken by the OECD as
recommended in its Report on Base Erosion and
Profit Shifting. The Ministry further states that that
such support will not have any impact on current
Danish legislation.

Denmark will most likely await any recommenda-
tions or directives proposed by the European Union.
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I. Current French rules to prevent base erosion and
profit shifting

F rance currently has in place — in the French
Tax Code (‘‘FTC’’, i.e., code général des impôts),
the French Tax Procedures Book (‘‘FTPB’’, i.e.,

livre des procédures fiscales), the regulations of the
French Tax Authorities (‘‘FTA)), extra-statutory doc-
trine and its tax treaties — an array of rules designed
to prevent, or at least limit, base erosion and profit
shifting. Some of these rules apply generally and some
apply only in the context of an applicable tax treaty.

A. Rules not limited to a tax treaty context

1. Arm’s length pricing

The applicable provisions are contained in Articles 57
and 238 A of the FTC:

s Article 57 of the FTC allows profits to be reassessed
in situations in which an enterprise ‘‘is dependent
upon’’ or ‘‘controls’’ another foreign enterprise, and
profits have been indirectly transferred to the for-
eign enterprise; and

s Article 238 A of the FTC has a narrower scope: it is
aimed specifically at certain types of transactions
(involving interest, royalties and services, but not
sales of tangible property) with entities benefiting
from a privileged tax regime.
Also relevant are:

s Articles L13 AA, L13 AB and L13 B of the FTPB,
which relate to documentation requirements in the
context of a tax audit; and

s the notion of an ‘‘abnormal act of management.’’
The tax authorities apply the arm’s length standard

principle and accept in practice that the 2010 OECD
Transfer Pricing Guidelines may be referred to to de-
termine whether the standard has been complied
with. All references to the Guidelines in this paper are
to the 2010 version, except where the discussion is of
a historical nature and another version is obviously
referred to.

The fact that the OECD Transfer Pricing Guidelines
are accepted by the FTA is not indicated in any express
written position of the FTA, but is evident from the
practice noted above and the fact that the Guidelines
are cited by the FTA itself.

The OECD Transfer Pricing Guidelines may also be
referred to by the tax courts. In a statement of the
Lyon Administrative Court, the fact that the taxpayer
applied the three traditional methods recognised by
the OECD was taken into account by the judge in re-
jecting the position of the FTA.1

(a. Article 57 of the French Tax Code)

For Article 57 of the FTC to be applicable, the FTA
must prove:

s that the French undertaking concerned is con-
trolled by or controls a foreign undertaking or that
the French undertaking concerned and a foreign
undertaking are controlled by a third undertaking,
or by the same group or consortium. However, if the
foreign undertaking benefits from a privileged tax
regime (i.e., its tax burden under that regime is at
least 50 percent lower than the French tax burden
to which it would be subject were it a French under-
taking), the FTA does not have to prove control in
order to avail itself of Article 57; and

s that the French undertaking concerned has granted
special benefits to the foreign undertaking.2

If the FTA is able to prove the above, the burden of
proof is shifted to the taxpayer, which must then ex-
plain the business reasons for granting the benefits.

(b). Article 238 A of the French Tax Code

Article 238 A of the FTC establishes a double rebut-
table presumption that: (1) payments, as specified in
the Article, made to a person domiciled or established
in a jurisdiction with a privileged tax regime (i.e., a ju-
risdiction in which the person’s tax burden is at least
50 percent lower than the tax burden to which the
person would be subject in France) are not made in
pursuance of a genuine transaction; and (2) if the
transaction was genuine, it was not carried out at
arm’s length.

Article 238 A of the FTC shifts the burden of proof
to the taxpayer, thereby reinforcing the machinery
available to the FTA for combatting transfer pricing
schemes. Indeed, the FTA recommends that its tax in-
spectors have recourse to Article 238 A rather than Ar-
ticle 57 of the FTC.3

To rebut the presumption established by Article 238
A of the FTC, a taxpayer has to prove that the pay-
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ments challenged correspond to a real transaction and
are not unusual or exaggerated. The taxpayer must
prove that the transaction to which the payments
relate is genuine and was actually carried out. The
mere production of supporting documents (for ex-
ample, contracts) is deemed not to be sufficient for
these purposes.4

(c). Non-cooperative States or Territories

With effect from January 1, 2010, measures were in-
troduced to compel certain territories to enter into tax
information exchange agreements (‘‘TIEAs’’) with
France. The territories concerned are territories that
are not in compliance with OECD transparency stan-
dards.

The measures are predicated on the concept of Non-
cooperative States or Territories (‘‘NCSTs’’) articulated
in Article 238-0 A of the FTC. A state or territory is de-
fined as ‘‘non-cooperative’’ if it meets the following cri-
teria:
s it is not a member of the European Union (‘‘EU’’);
s it is reviewed and monitored by the OECD Global

Forum on Transparency and Exchange of Informa-
tion;

s it has concluded no more than 12 TIEAs before
January 1, 2010; and

s it has not signed a TIEA with France.
The list of NCSTs is updated on an annual basis,

with specific attention being paid to the effective
implementation of TIEAs signed with France. The
most recent list provided by the Ministry of Finance
was published on April 12, 2012 and is applicable with
effect from January 1, 2012. It includes the following
states: Botswana, Brunei, Guatemala, the Marshall Is-
lands, Montserrat, Nauru, Niue and the Philippines.

Business relations involving listed NCSTs are sub-
ject to the following consequences (i.e., counter-
measures):
s more rigorous application of domestic anti-abuse

measures;
s increased withholding taxes on outbound payments

of dividends, royalties and interest, payments in
consideration of the supply of any kind of services
(for example, technical or managerial services, and
artistic performances), and gains arising on the
transfer of shares in a French-resident company re-
alised by a resident of an NCST, irrespective of the
level of participation of the NCST resident in the
French-resident company; and

s unavailability of the participation exemption
regime applying to dividends and capital gains.
The increased withholding tax rates apply auto-

matically, unless the French payor proves that the
payments are not motivated by tax avoidance. It
should be noted, however, that these measures cannot
override the provisions of an applicable tax, i.e. where
the beneficiary of the income paid to an NCST is a
resident of a country that has concluded a treaty with
France that provides for a lower withholding tax rate.

A draft bill targeting tax fraud that was introduced
on June 25, 2013 and is currently being discussed by
Parliament proposes that the definition of an NCST be
broadened to encompass all states that do not practice
the automatic transfer of information between tax ad-
ministrations. This would result in the vast majority
of the countries in the world qualifying as NCSTs.

However, the provision has yet to be been signed into
law and, if it were to remain unchanged, it would not
be applicable until January 1, 2016.

(d). Articles L13 AA, L13 AB and L13 B of the French
Tax Procedures Book

Article L13 B of the FTPB reinforces the FTA’s powers
of investigation by imposing information require-
ments in the context of a tax audit involving transfer
pricing. Specifically, the legislation facilitates the ap-
plication by the FTA of Article 57 of the FTC. Articles
L13 AA and L13 AB of the FTPB impose strict require-
ments with respect to transfer pricing documentation,
as well as tax measures directed at NCSTs.

2. Limitations on interest deduction

(a). General interest deduction limitation

With effect for financial years ending on or after De-
cember 31, 2012, a general limitation applies, under
Article 212 bis of the FTC, to the deduction of interest
expense incurred by a company. If the ‘‘net financial
expenses’’ (i.e., the total amount of the financial ex-
penses incurred in connection with the financing ob-
tained by the company, less the finance income
received by the company in relation to its financing
activities) paid in a given financial year exceed EUR 3
million, only 75 percent of the net financial expenses
are tax deductible. As a transitional measure, the per-
centage of net financial expenses incurred by compa-
nies that is deductible is temporarily increased to 85
percent for financial years ending before January 1,
2014. If net financial expenses exceed the EUR 3 mil-
lion threshold, the limitation applies to the entire
amount of the net financial expenses, not only the
excess.

(b). Interest deduction limitations with respect to the
acquisition of shares

Interest on loans contracted to acquire a participation
in another company is, in principle, deductible even if
dividends derived from the participation are exempt
under the participation exemption regime. There are
two exceptions to this rule, which are considered to be
anti-avoidance provisions:

s first, a deduction is disallowed where the acquisi-
tion is made between jointly controlled companies
and the acquired company enters into a group con-
solidation with the acquiring company (the ‘‘Cha-
rasse amendment’’); and

s second, a deduction is denied where the French ac-
quiring company is unable to demonstrate that: (1)
the management decisions relating to the shares ac-
quired are made by it (i.e., the French acquiring
company) or by another French-resident company
that is a member of the same group; and (2) the con-
trol over the acquired company is exercised by it
(i.e., the French acquiring company) or by another
French-resident company that is a member of the
same group.5 A company is deemed to have ‘‘man-
agement’’ and ‘‘control’’ over the shares in the ac-
quired company when it can claim to be an
‘‘autonomous center of management’’ (centre de ges-
tion autonome) that has those shares at its disposal
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(i.e., it is free to sell and/or lend the shares without
the approval of a third person). A safe harbor is,
however, available to the acquiring company where:
(1) the value of the shares in the acquired company
does not exceed EUR 1 million; (2) the shares in the
acquired company were not purchased with debt;
or (3) the debt/equity ratio of the group to which the
acquiring company belongs is higher than its own
debt/equity ratio computed on a standalone basis.

(c). Deduction limitations with respect to interest on
loans from shareholders or related enterprises

Interest paid by a company with respect to loans from
its direct shareholders or related parties, including in-
terest paid to financial institutions, is generally de-
ductible. However, the amount deducted in this
respect is limited by the requirements set out in
I.A.2.c.(1) to (3), below.

Under Article 39, 12 of the FTC, two companies are
treated as related where: (1) one of them has a direct
or indirect minimum holding of 50 percent in the
capital of the other or exercises de facto control over
the other; or (2) a third company has a direct or indi-
rect minimum holding of 50 percent in the capital of
the two companies or exercises de facto control over
the two companies. De facto control exists where one
company owns 50 percent or more of the voting rights
in the other company.

(i). Capital limitations

A deduction for interest on debt owed to shareholders
is available only if the capital of the debtor company
is fully paid up.6

(ii). Rate limitations

The deduction is limited to interest paid at a rate not
exceeding the annual average rate of interest charged
by financial institutions on variable interest rate loans
to enterprises with a duration exceeding two years.7

The rate is determined by the Central Bank of France
and is published every trimester in the Official Journal
(3.39 percent is the average rate for financial years
ending between December 31, 2012 and January 30,
2013). This limitation applies to interest on loans
from shareholders and related parties. However, by
virtue of the arm’s length principle, companies may
deduct interest at a higher rate paid if the rate corre-
sponds to the rate that the company would be able to
obtain from an independent financial institution in
similar circumstances.

With regard to this limitation, any excess interest
will be treated as a hidden profit distribution, i.e., the
payment will not be deductible in the hands of the
debtor company (i.e., it will be added back to the com-
pany’s taxable income), but will be taxable as a divi-
dend in the hands of the creditor (i.e., the related
party in receipt of the interest). Accordingly, an addi-
tional withholding tax may be imposed where the con-
structive dividend is paid to a nonresident company.

(iii). Leverage limitations — thin capitalisation

The scope of the thin capitalisation rules, as provided
by Article 212 of the FTC, is limited to interest paid to
related parties as defined in Article 39, 12 of the FTC.
Third party loans, insofar as they are secured by a

company belonging to the same group as the bor-
rower (i.e., back-to-back loans), also fall within the
scope of the rule and interest on such loans is treated
as interest paid to related parties.

The deductibility of interest paid to shareholders
and related parties is limited if the following cumula-
tive three-step test is met:

s the borrowing company’s overall indebtedness with
respect to loans granted by related parties exceeds
1.5 times its net equity (i.e., a debt/equity ratio test);

s the amount of interest paid to related parties ex-
ceeds 25 percent of the adjusted operating profits
(grossed-up by tax, the interest paid to related par-
ties, depreciation and amortisation, and certain
lease payments) derived by the borrowing company
(i.e., an interest/profit ratio test) ; and

s the amount of interest paid to related parties ex-
ceeds the amount of interest received from affili-
ated companies (i.e., an interest paid/interest
received ratio test).
The portion of the interest paid that exceeds all

three of the above thresholds is not deductible for tax
purposes. However, a safe harbour clause may still
apply and the borrowing company will be able to
avoid the limitation if it can prove that the debt/equity
ratio of the group to which it belongs is higher than its
own debt/equity ratio computed on a standalone
basis.8 For purposes of determining the debt/equity
ratio of the group, the debt/equity ratios of all group
companies are aggregated and certain intra-group
transactions affecting such ratios are neutralised. It
should be noted, however, that the safe harbour is not
in the nature of a general transfer pricing mechanism
allowing the taxpayer company to prove the arm’s
length nature of its financial ratios.

3. Controlled foreign company rules

Under Article 209 B of the FTC, by way of an excep-
tion to the principle of territoriality, a French corpo-
rate tax entity may be assessed to tax in France on a
proportional share of the income realised by, and
deemed received from, a controlled entity established
in a jurisdiction with a privileged tax regime (i.e., a ju-
risdiction in which the entity’s tax burden is at least 50
percent lower than the tax burden to which it would
be subject in France).

The controlled foreign company (‘‘CFC’’) legislation
applies to a resident company that, directly or indi-
rectly, holds a participation of more than 50 percent in
a foreign legal entity or a foreign permanent establish-
ment (PE) of a French company that is established or
constituted in a country in which the effective level of
taxation is at least 50 percent lower than it is in
France.

By way of a safe harbour, the CFC rules do not
apply:

s inside the EU, unless the structure concerned is
purely artificial and its sole purpose is to avoid
French tax; or

s outside the EU, if the French company can demon-
strate that the foreign entity or PE is principally en-
gaged in commercial or industrial activities.
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4. Transfer of a registered office abroad — exit
tax

A company may only transfer its registered office with
the express authorisation of the bodies empowered to
modify its articles of association. The transfer abroad
of a company’s registered office requires the unani-
mous approval of the company’s shareholders when
the transfer results in a change of the company’s regis-
tered seat. Under French tax law, such a transfer is
treated as the cessation of an enterprise.9

Under Article 221, 2 of the FTC, with effect from
November 14, 2012, any capital gains derived from
the emigration of fixed assets of French PE and/or the
emigration of a company (i.e., the transfer of the com-
pany’s head office in association with the transfer of
fixed assets) may, at the option of the taxpayer benefit
from a five-year tax payment plan, rather than being
taxed immediately. Such capital gains are not taxed if
the company’s head office is transferred abroad but its
assets are allocated to a French PE. The five-year tax
payment plan is only available if the assets are trans-
ferred to another EU Member State or a Member
State of the European Economic Area (EEA) that has
concluded a treaty on administrative assistance with
France. If it exercises this option, the company must
submit an annual statement to the French tax authori-
ties, to provide information to allow for the tracking
of the unrealised capital gains on the fixed assets that
were transferred. Failure to comply with this report-
ing obligation results in the imposition of a penalty
equal to 5 percent of the unrealised capital gain.

5. Extra-statutory principles

(a). Abnormal act of management

Pursuant to settled case law, enterprises are prohib-
ited from deducting any expense deriving from an act
of management of an abnormal nature (acte anormal
de gestion). This concept, which underlies all the as-
sessment rules provided for by the FTC, is designed to
protect a company’s interests by disallowing the de-
duction of any expense (or loss of income) that does
not flow from a sound business decision. Generally,
the ‘‘interests’’ of a company are regarded as accom-
modated where a management decision results in tax-
able income for the company. Among other things, the
concept allows the tax authorities to:

s re-assess the transfer of assets from one company to
another company where the transfer is made for no
valuable consideration;

s deny the deduction of a debt waiver granted to a
subsidiary without any justification of a commer-
cial or financial nature (see below); or

s deny the deduction of any kind of expense sus-
tained by a company not in its own interests but in
the interests of a third party.

(b). Debt waiver/recapitalisation

A commercial debt waiver between affiliated compa-
nies is deductible10, while a financial debt waiver is
not deductible unless the beneficiary has filed for
bankruptcy protection. The same holds true for losses
incurred on the sale of shares that were issued in the

context of a recapitalisation with a fair market value
below book value.

For a debt waiver to be considered ‘‘commercial,’’ it
must be possible to identify the actual commercial in-
terest of the company granting the waiver and the
amount of the waiver must not be disproportionate,
taking into consideration the resulting advantage for
the parent company. Debt waivers are deemed to be fi-
nancial if they are not granted within the framework
of a commercial relationship. If there are both com-
mercial and financial relationships between the com-
panies involved, the qualification of the waiver will
depend on its predominant motivation.

(c). Abuse of law

As a general rule, when various options are available,
a taxpayer is free to choose the option that is most ad-
vantageous from a tax perspective. In other words,
‘‘tax optimisation’’ may not be challenged by the tax
authorities. However, under Article L 64 of the FTPB,
a taxpayer may not set up an artificial scheme in order
to reduce its French tax liability if the scheme does not
reflect the economic reality of the taxpayer’s opera-
tions, even if the scheme appears to be ‘‘regular’’ from
a formal point of view. The tax authorities are thus en-
titled to recharacterise a transaction under the abuse
of law concept if the transaction is either fictitious or
solely motivated by tax reasons.

Tax reassessments made under the abuse of law
theory are increased by an 80 percent penalty, which
is reduced to 40 percent when it is not established that
the taxpayer took the main initiative leading to the
abuse of law or that the taxpayer was the main benefi-
ciary of the abuse of law.

B. Rules applicable in a treaty context

1. Limitation on benefits articles

(a). Excess royalty payments

France’s current tax treaties contain a provision under
which the special treatment reserved by the treaty for
royalty payments does not apply to any portion of
such payments that is excessive. This provision ap-
plies, in principle, when there is a ‘‘special relation-
ship’’ between the payer and the recipient of the
royalty payments, or between both the payer and the
recipient and a third party.

Some of France’s tax treaties afford some guidance
as to the determination of what constitutes an arm’s
length rate of royalties. For example, Article 11(7) of
the France-Greece tax treaty refers to the ‘‘intrinsic
and normal value of the rights;’’ Article 8(2)(a) of the
France-Belgium tax treaty envisages a situation
‘‘where the royalties and income exceed an amount
which would be normal with respect to commercial
usage, the intrinsic value of the goods (. . .) and the
total income yielded by the use of such goods.’’ Sub-
paragraph (b) of the same Article refers to the situa-
tion ‘‘where and insofar as the royalties and income
exceed the share of the enterprise paying the royalties
— increased by a normal profit — of the actual ex-
penses and charges borne by the recipient enterprise
during the tax period in question for the acquisition,
improvement, amortisation or preservation of the
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rights licensed or transferred, in the event that one of
these enterprises is in fact dependent on, or under the
control of the other, or if both enterprises are in fact
dependent on or under the control of a third enter-
prise or enterprises belonging to the same group.’’

(b). Excess interest payments

Most of the tax treaties concluded by France contain a
provision, based on Article 11(6) of the OECD Model
Convention, that allows the FTA to apply the arm’s
length test with respect to interest payments, where a
special relationship exists between the debtor and the
beneficiary of the interest: for example, Article 11(7)
of the France-Argentina tax treaty, Article 11(8) of the
France-Indonesia tax treaty, Article 11(4) of the
France-Hungary tax treaty, Article 11(8) of the France-
Italy tax treaty, Article 11(8) of the France-Japan tax
treaty, Article 11(7) of the France-New Zealand tax
treaty, Article 11(5) of the France-Norway tax treaty,
Article 11(7) of the France-Spain tax treaty and Article
11(6) of the France-United States tax treaty.

In cases where the applicable tax treaty contains no
express provision with respect to excessive interest
payments, an adjustment may still be made to the tax-
able income of a French resident making payments of
interest to a resident of the other Contracting State
under Article 57 of the FTC or the ‘‘abnormal act of
management’’ doctrine or another of the regimes re-
ferred to above.

C. Application to the factual scenario

The transfer pricing rules in Article 57 of the FTC11

clearly apply to determine whether the interest paid
by HCo to FSub1 and FSub2, the royalties paid by
HCo to FSub3, and the price paid by HCo to FSub4
are at arm’s-length. Also, the limitation on interest de-
ductions rules may apply to limit deductions for the
interest paid by HCo to FSub1 and FSub2. Such rules
would have no application with respect to the royal-
ties paid by HCo to FSub3. It is possible that the extra-
statutory doctrines and the rules applicable in a treaty
context might have some application to the scenario,
but this would depend on facts and circumstances not
given in the scenario.

It should be noted that there are no rules that would
deny deductions to HCo for interest paid to FSub2
simply because the interest is paid on a ‘‘hybrid’’ in-
strument.12

It is unlikely that any of the base erosion rules dis-
cussed above would apply with respect to FSub5
(which has no presence in France and presumably no
dealings with HCo). The only way in which FSub5
might be subject to French income tax is if it were de-
riving French-source income. Although the precise
nature of FSub5’s income is not given, it appears
highly unlikely it would be French-source income,
particularly if the foreign companies making pay-
ments to FSub5 have no presence in France.

II. Proposed French Rules to prevent base erosion
and profit shifting

The proposals discussed below were not crafted with
the OECD BEPS project in mind but could be viewed
as intended to limit base erosion and profit shifting.

A. Report of the French General Finance Inspection

The French General Finance Inspection has published
a report containing an ‘‘international tax evasion com-
parison via economical and financial intra-group ex-
changes.’’ The report was drafted at the written
request of the French Economy and Finance Ministry
made on March 20, 2012. The report was made avail-
able to the public as of June 5, 2013.

1. Proposals in the report of the General Finance
Inspection

(a). Codification of the arm’s length principle

The General Finance Inspection proposes to change
the wording of Article 57 of the FTC to incorporate the
arm’s length principle. This would allow the FTA to
apply the arm’s length principle in a full range of cir-
cumstances, as well as giving the FTA greater legal au-
thority for applying the OECD Transfer Pricing
Guidelines and making its own domestic interpreta-
tion of those Guidelines for French tax purposes.

(b). Reinforcement of information-gathering capacity
of the Frenchtax authorities

The General Finance Inspection proposes to shift the
burden of proof to the taxpayer in certain situations
that are regarded as particularly fraught with risk,
such as business restructurings, transactions with tax
havens and structural loss positions.

Also, the General Finance Inspection proposes to
change the rules for computing documentation penal-
ties so that all inter-company transactions are taken
into account as a basis for such penalties. The amount
of penalties due can be adjusted based on the serious-
ness of the lack of documentation weighed against the
specific information needed to determine a taxable
basis. The projected penalties would be considered
‘‘secondary adjustments’’ under France’s tax treaties
and therefore would not fall within the scope of the
treaty clauses designed to eliminate double taxation.

In addition, it is proposed that taxpayers should
provide the FTA with access to their management ac-
counting records. This would align France’s rules in
this respect with those of its principal foreign part-
ners.

Finally, taxpayers would be encouraged to use the
profit split method more frequently. The General Fi-
nance Inspection considers that this method en-
hances the level of information available to the FTA
and provides a better measure of the French territo-
rial taxable base, especially in cases where intangibles
are located in different countries.

(c). Application of the general rules on reassessments
and procedures in the context of transfer pricing

It is proposed to eliminate from the FTC the deferral
of the collection of tax where a mutual agreement pro-
cedure (‘‘MAP’’) has been initiated in order to reduce
the frequency with which the MAP is resorted to.13
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2. Authors’ comments on the proposals in the
report

(a). Codification of the arm’s length principle

Currently, Article 57 of the FTC in substance reflects
the arm’s length principle and the FTA, taxpayers and
the tax courts all refer to the OECD Transfer Pricing
Guidelines in applying the principle. However, the
FTA choose not to refer to the OECD Guidelines in
their administrative regulations (see above), thus al-
lowing them the flexibility to take different positions
depending on the type of transaction at issue.14 Also,
the administrative regulations are generally very short
and fail to provide taxpayers with adequate legal cer-
tainty. Consequently, merely changing the wording of
Article 57 would not have much impact, unless refer-
ence to the OECD Guidelines is made in the FTA’s ad-
ministrative regulations.15

(b). Reinforcement of information-gathering capacity
of the French Tax Authorities

(i). Shifting of the burden of proof to the taxpayer

Shifting the burden of proof to the taxpayer will cer-
tainly be beneficial to the FTA, since the French tax
courts have till now generally ruled in favour of tax-
payers, considering in most cases that the FTA have
failed to demonstrate that the arm’s length principle
was not observed. In practice, the FTA have tended to
press taxpayers to accept settlements reflecting very
large adjustments and thus have been able to circum-
vent the burden of proof.

Shifting the burden of proof in favour of the FTA
would have little impact on large companies that have
already developed robust transfer pricing documenta-
tion strategies, but would severely affect medium and
small-sized companies that do not have the resources
to build a full suite of transfer pricing documentation.

(ii). Documentation penalties

Transfer pricing documentation penalties were intro-
duced in 2010, but in the experience of the authors are
not very often imposed because of significant efforts
on the part of taxpayers to make their transfer pricing
policies and transactions quite transparent in their
documentation. The FTA has indicated that the
reason for the introduction of the 2010 legislation was
to make the carrying out of tax audits easier for both
the FTA and the taxpayers by ensuring that a clear pic-
ture emerged of a taxpayer’s transfer pricing prac-
tices. As a consequence, taxpayers often limit their
documentation to that relating to significant transac-
tions that may be at risk of challenge and make lim-
ited disclosures with respect to other transactions.

The proposed penalties, computed on an ‘‘all inter-
company dealings’’ basis, would burden taxpayers
with extensive reporting requirements (i.e., taxpayers
would also be required to document non-significant
transactions in order to avoid the proposed penalties)
and would shift the focus of the documentation penal-
ties from cooperation to coercion.

(iii). Provision of management accounting records to
the French Tax Authorities

This proposal would not represent any real change as
taxpayers already document their transfer pricing on
a transactional basis, which requires them to provide
the FTA with their management accounting records.

(iv). Favouring of the profit split method

What makes the profit split method interesting is its
bilateral nature (unlike that of the transactional net
margin method); what makes it challenging to apply is
having to find comparable transactions. During tax
audits, the FTA always challenges the use of profit
split method because they find it difficult to review.
The use of the profit split method is, however, already
favoured in the context of advance pricing agreements
(APAs) and the MAP.

(c). Application of the general rules on reassessments
and procedures in the context of transfer pricing

The deferral of tax collection when the MAP has been
initiated is the subject of a formal recommendation of
the EU Council. The MAP has been the subject of criti-
cism for being too lengthy, which is attributable to the
fact that the FTA do not allocate sufficient resources to
the procedure. A recent restructuring of the central
tax administration merged the APA team with the
MAP team, but reduced the overall number of agents
allocated to these two programs. A worthwhile initia-
tive would be to increase FTA resources at the central
level, to make APAs and the MAP more efficient and
thus more attractive.

(d). General comment on the level of authority of the
report

Finally, by way of a general comment on the degree of
authority of the report, it is worth noting that the
report was prepared by high level agents of the tax ad-
ministration. It has now become standard procedure
for the French government to request reports on spe-
cific tax issues, to make such reports public after they
have been prepared and to await the reaction of prac-
titioners before actually proposing changes in the leg-
islation.

Notwithstanding the comments in the previous
paragraph, it must be acknowledged that the report’s
approach to transfer pricing is very much in line with
the recent OECD discussion on base erosion and
profit shifting, and it can be expected that some of the
proposals in the report — most probably, the shift in
the burden of proof in favour of the FTA — will be in-
cluded in the draft finance bill to be issued in Septem-
ber or October 2013.

B. Report on the taxation of the digital economy

The report on the taxation of the digital economy16

specifically advises the French government to work
with the OECD to amend the tax treaty definition of a
‘‘permanent establishment’’ in order to address the
issue of internet corporations that shift their revenue
generated in France offshore, essentially by selling the
data collected from citizens who use their internet
platforms (such as social media or search engines).
The report considers that French residents are essen-



tially ‘‘unpaid workers’’ providing data to such corpo-
rations and that there should, therefore, be a concept
of a ‘‘digital permanent establishment.’’

Until the OECD ultimately drafts a new definition of
a permanent establishment, the report advises that
France should introduce a levy on the collection of
personal data. It is suggested that the tax rate might
be based on the number of French users that are
tracked by the internet corporations concerned. So far
no actual proposals to change the current legislation
have been made by either the government or the legis-
lature.

C. Draft bill on tax fraud

As noted in I.A.1.c., above in the discussion of NCSTs,
a draft bill targeting tax fraud, which was introduced
on June 25, 2013, is currently being discussed by Par-
liament. However, most of the provisions in the draft
bill are intended to tackle tax fraud committed by in-
dividuals rather than corporations. Some Members of
Parliament have (orally) expressed their intention to
use the current draft bill also to address tax fraud
schemes used by corporations, but these proposals
have not so far been inserted in the draft bill.

D. Application to the factual scenario

The main impact of the above proposals on the factual
scenario at hand would be the reversal of the burden
of proof in favour of the FTA, forcing HCo to prove
that its dealings with FSub1 to FSub4 were at arm’s
length if, for instance, HCo were to be in a structural
loss position. In this situation, should HCo have failed
to prepare substantial transfer pricing documenta-
tion, HCo could be subject to the new documentation
penalties to be computed by reference to all inter-
company transactions. HCo would also have to pro-
vide its management accounting records to the FTA
and the profit split method would be favoured in the
event of a transfer pricing reassessment.

Should new digital taxation legislation be passed, a
levy could be applied based on the number of consum-
ers in France tracked by FSub5.

III. France and the OECD BEPS Project

A. The French view of the OECD BEPS Project

So far the only French proposal with regard to base
erosion and profit sharing has taken the form of the
report of the French General Finance Inspection
issued on June 5, 2013, discussed in II.A., above. As
noted, the report was drafted at the written request of
the French Economy and Finance Ministry made on
March 20, 2012, i.e., before the OECD published its
BEPS Project on February 12, 2013.

So far the only written question as to the French
government’s view of the OECD BEPS Project was ad-
dressed by a Senator (Mrs. Colette Giudicelli) on June
6, 2013 to the Economy and Finance Ministry. This
question has yet not been answered. Consequently,
there is no published indication as to the official
French view of the OECD BEPS project.

B. French proposals relating to the OECD BEPS Project

There are currently no other French proposals that di-
rectly relate to the OECD BEPS Project.

C. The authors’ proposals for the OECD Project

The authors believe that the French tax legislation al-
ready provides all the tools necessary for combating
base erosion and profit shifting. In this respect, the
Report of the French General Finance Inspection de-
scribed in II.A., above proposes to amend existing pro-
visions in order to strengthen the position of the tax
administration.

That being said, one possibility that could be con-
sidered would be the introduction of a withholding
tax applicable to interest paid to lenders resident in
countries where they benefit from a favourable tax
regime. French domestic law currently does not pro-
vide for the imposition of withholding tax, except in
the case of payments made to NCSTs (see I.A.1.c.,
above).

France could also make the decision to move to a
worldwide approach for corporate tax purposes to
align itself with most of it trading partners and thus
introduce the concept of residence for corporations.
Alternatively, the adoption of worldwide formulary
apportionment (along the lines of the European solu-
tion of a common consolidated corporate tax base)
would provide access to income shifted to foreign
companies.

NOTES
1 TA Lyon, April 25, 1990, Nos. 86-9 508 and 86-10 150,
Laboratoires Fisons.
2 BOI-CF-IOR-60-50-20120912, n°120.
3 BOI-BIC-CHG-80-20-20121126, n°50.
4 BOI-BIC-CHG-80-20-20121126, n°100.
5 FTC, Art. 209, IX.
6 FTC, Art. 39, 1-3°.
7 FTC, Art. 39, 1-3°.
8 FTC, Art. 212, III.
9 So that there is immediate taxation of all realised gains
and the ability to carry forward net operating losses is for-
feited.
10 BOI-BIC-BASE-50-20-10-20130129, n°50.
11 And ultimately also under FTC, Art. 238 A.
12 As long as the instrument is considered to be debt in
France. French tax law does not provide a specific defini-
tion of what constitutes ‘‘debt’’ for tax purposes and the
instrument concerned would have to be analysed from a
legal and accounting perspective to determine whether it
is debt or equity.
13 The number of requests for the MAP has significantly
increased over the last few years, the increase being
driven simply by the desire to seek the benefit of deferral.
This has thus led to an overall slowdown in the treatment
of the files and not necessarily an increase in legal cer-
tainty for taxpayers.
14 E.g., with regard to intangible assets.
15 This is also what the report suggests.
16 It should be noted that one of the authors of this report
was the co-author of another report on how the digital
economy should be taxed that was issued earlier in 2013:
Collin and Colin report on digital taxation of Jan. 18,
2013.
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I. Current German rules to prevent base erosion
and profit shifting

G ermany already has in place a series of provi-
sions to prevent, or at least limit, base ero-
sion and profit shifting. The essential

provisions are contained in the Foreign Tax Act
(‘‘FTA’’), the Corporate Tax Act (‘‘CTA’’), the Income Tax
Act (‘‘ITA’’), the Trade Tax Act (‘‘TTA’’), the Reorganisa-
tion Tax Act (‘‘RTA’’) and the General Fiscal Code
(‘‘GFC’’). The application of these provisions depends
on the underlying circumstances, meaning that some
of these provisions apply generally and some apply
only in the context of a tax treaty.

A. Rules not limited to the treaty context

1. Arm’s-length principle — Section 1 of the
Foreign Tax Act

The essential effective provisions dealing with base
erosion and profit shifting are contained in Section 1
of the FTA. The prescribed treatment seeks to ensure
that a taxpayer’s business relations with related par-
ties are at arm’s-length in order to prevent profit shift-
ing.

Basically Section 1 of the FTA deals with the follow-
ing topics.
s Arm’s-length principle: Section 1(1) of the FTA,

which entered into force in 1972, stipulates that
business relations with related parties must be at
arm’s-length. Thus, the conditions of related party
transactions must be the same as those that would
have been agreed upon by independent third parties
in the same, or at least similar, circumstances. This
principle also applies to the determination of tax-
able income. A normal degree of commercial pru-
dence shown by a sound and conscientious
business manager is the underlying principle.1

s Related parties: related parties include all parties
(individuals, partnerships and corporations) par-
ticipating in the management, control or capital of
another party. In terms of the capital threshold for
these purposes, an indirect or direct holding of 25
percent constitutes a related party.2

s Methods for determining the taxable income aris-
ing from related party transactions: where compa-

rability requirements are fully met, the traditional
methods (the Comparable Uncontrolled Price
Method, the Resale Price Method and the Cost Plus
Method) are to be used. If the relevant set of com-
parables only partly meets comparability require-
ments, the use of the Transactional Net Margin
Method and other Profit Split Methods is appropri-
ate. If it is not possible to identify even limited com-
parable data, a hypothetical arm’s length test must
be applied.3

2. Cross-border business restructurings —
Section 1 of the Foreign Tax Act

With effect from January 1, 2008, special transfer
pricing provisions in Section 1(3) of the FTA apply to
a cross-border business restructuring (‘‘CBBR’’) in-
volving related entities that are members of a multina-
tional group.4 A CBBR within the meaning of Section
1(3) may be defined as the cross-border redeployment
of a function, assets and/or opportunities within a
multinational enterprise. A ‘‘function’’ is a compen-
dium of a number of related business tasks to be
jointly executed by one or more departments of a
single group entity, which when redeployed is referred
to as a ‘‘transfer package.’’ Practically speaking, the re-
deployment of a function occurs where a German
resident entity loses responsibility for the execution of
a function in favour of a foreign resident group entity.
Consequently, duplication of a function is not covered
by the CBBR regulations. The German legislature re-
gards the taxation treatment of a CBBR as a basic
transaction to which the arm’s length principle ap-
plies. For purposes of determining the tax assessment
basis of a CBBR, it may be assumed that, in most
cases, the hypothetical arm’s length test will be ap-
plied due to a lack of comparable data. The intention
of the law is to ensure that the capitalised risks and
opportunities intrinsic to the transferred function are
subject to tax in Germany. Since the transfer package
will mainly comprise (besides tangibles and intan-
gibles) an inherent business opportunity, Germany
capitalises and taxes the future profits of the trans-
ferred function. There are exceptions to the taxation
of the transfer package as a whole:

s if the value of intangibles and other benefits trans-
ferred does not exceed 25 percent of the total value
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of the function transferred, assets may be valued on
an individual basis instead of the transfer package
having to be valued as a whole;

s the transfer package will also not have to be valued
as a whole where individual pricing of the assets
transferred is appropriate under the arm’s length
test; and

s if at least one significant intangible with a value
equal to at least 25 percent of the value of the other
assets is transferred, the transfer package will not
have to be valued as a whole.
Under a price adjustment clause, the German tax

authorities have the ability to adjust the tax assess-
ment basis retroactively within a 10-year period after
the transfer of a function. This clause is based on the
reasoning that third parties would agree on an adjust-
ment mechanism for a possible substantial deviation
of profits from those originally envisaged when the
transaction occurred. A revaluation does not take into
account the management impact that the transferee
may have on the profits within the 10-year period after
transfer.

3. Taxation of controlled foreign corporations —
Sections 7 et seq. of the Foreign Tax Act

The German controlled foreign corporation (‘‘CFC’’)
rules in Sections 7 et seq. of the FTA are designed to
make the passive low-taxed income of a CFC subject
to German corporate income tax and trade tax at the
level of its German resident shareholders. To be a
CFC, an entity must have the characteristics of a cor-
poration as laid down in the German CTA and must
also have its registered seat and its place of effective
management outside Germany. In addition, more
than 50 percent of the shares or voting rights in the
CFC must be held by German tax resident individuals
or corporations at the end of the fiscal year concerned.
Indirect stakes, held via a partnership or another for-
eign corporate entity, are also taken into account for
purposes of measuring whether the 50 percent thresh-
old is reached. If the business of the CFC is to gener-
ate income from financial investment activities,
German resident shareholders need only have a share-
holding of 1 percent in the CFC for the application of
the CFC rules to be triggered. There need not even be
a 1 percent shareholding if more than 90 percent of
the income of the CFC comprises financial investment
income, subject to certain exceptions.

Only income of the CFC that qualifies as both pas-
sive and low-taxed is subject to tax at the German
shareholder level. Neither active income nor high-
taxed passive income is subject to German CFC taxa-
tion. In this respect, Section 8(1) of the FTA contains
a very complex and detailed catalogue of active
income streams that are excluded from CFC taxation.
Any income that cannot be allocated to this catalogue
is basically characterised as passive and is thus poten-
tially subject to German CFC taxation. Passive income
is regarded as low-taxed if the effective (not the nomi-
nal) tax rate on the income is lower than 25 percent.
The tax assessment basis for the income of the CFC is
determined by applying German tax accounting rules.
The availability of any tax credit is also taken into ac-
count in determining whether passive income is low-

taxed. Tax loss carryforwards of the CFC and foreign
taxes paid by the CFC may be deducted from the tax
assessment basis.

An ‘‘escape test’’ is provided for a CFC resident in a
European Union (‘‘EU’’) or European Economic Area
(‘‘EEA’’) Member State. This derives from the 2006 Eu-
ropean Court of Justice (‘‘ECJ’’) judgment in Cadbury
Schweppes, in which it was held that CFC rules may
only be applied if the entity concerned is interposed
for purposes of tax evasion.5 The German legislation
also grants an exemption from the CFC taxation of
low-taxed passive income where the resident share-
holder can prove that the CFC has sufficient substance
to derive its income.

4. Taxation of controlled foreign family trusts —
Section 15 of the Foreign Tax Act

Income and assets of a foreign family trust may be al-
located to the beneficiaries or the settlor under Sec-
tion 15 of the FTA. A ‘‘foreign family trust’’ is a trust
that has its registered seat and effective place of man-
agement outside Germany and whose beneficiaries
and settlor are members of the same family who are
entitled to more than 50 percent of the assets and
income of the trust. The way in which the income is
allocated to the beneficiaries/settlor under this regime
is basically the same as the income allocation under
the German CFC regime. Thus the income of the trust
is directly taxed at the beneficiary’s/settlor’s level for
German tax purposes. If the family trust is resident in
an EU or EEA Member State, German resident benefi-
ciaries or a German resident settlor may apply for a
tax exemption where the trust income and assets are
legally separate and neither the beneficiaries nor the
settlor have any right of management or control over
the trust’s assets or income.

5. Taxation of hidden reserves — Income Tax Act,
Corporate Tax Act, Reorganisation Tax Act and
Foreign Tax Act

Basically, any hidden reserves or built-in gains allo-
cated to a business related asset of a German resident
taxpayer are subject to tax on transfer to a foreign tax
jurisdiction under either Section 4(1) of the ITA or
Section 12(1) of the CTA. In practical terms, this
means that the transfer of an asset from a German
permanent establishment (‘‘PE’’) to a foreign PE of the
same tax resident is subject to tax. The tax assessment
basis is the difference between the book value and the
fair market value of the asset. In the case of cross-
border reorganisations within the EU or the EEA,
under the RTA (mergers, spin-offs, etc.), the same rule
applies if assets and related built-in gains are trans-
ferred outside Germany. The same basic approach
also applies where a corporate entity transfers its legal
seat or place of effective management to another state
within the EU or the EEA. As a consequence, any
built-in gains of the entity will be subject to corporate
income tax unless the assets remain allocated to a
German PE of the entity. Where a corporation trans-
fers its registered seat or place of effective manage-
ment to a country outside the EU or the EEA with the
result that it is no longer subject to German unlimited
tax liability, Section 12(3) of the CTA applies liquida-
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tion treatment to the assets of the corporation, so that
the built-in gains are subject to tax in Germany.

Complex regulations apply where an individual
ceases to be a German resident under Sections 2 et
seq. and Section 6 of the FTA, and Section 50i of the
ITA. Broadly speaking, there is a long list of alterna-
tives for income being subject to tax in Germany
where an individual ceases to be resident in Germany
and becomes resident in another country. The tax as-
sessment basis includes not only the built-in gains
with respect to certain assets, but also certain ongoing
income streams for a period of 10 years after the
transfer of residence. Certain exemptions apply to
transfers of residence within the EU/EEA.

6. Dividend taxation of corporate shareholders —
Section 8b (1) of the Corporate Tax Act
andSection 9 no. 7 of the Trade Tax Act

Generally, under the German participation exemption
rules, dividends received are 95 percent exempt from
corporate income tax, the remaining 5 percent being
subject to corporate income tax. The taxable 5 percent
is deemed to represent non-deductible business ex-
penses. Interest expenses incurred in connection with
dividends are deductible, but are subject to the limita-
tions on interest deductions discussed in I.A.9., below.
With effect from March 1, 2013 onwards, the divi-
dends received exemption is only available with re-
spect to dividends paid on shareholdings of 10 percent
or more.

The 95 percent participation exemption for divi-
dends also applies for trade tax purposes to dividends
received from a nonresident corporation where a
minimum 15 percent participation threshold is met at
the beginning of the tax assessment period concerned.
The participation exemption for trade tax purposes
only applies to dividends from foreign corporations
where activity requirements under Section 8(1) of the
TTA are met.

Under an anti-hybrid rule, the 95 percent participa-
tion exemption is no longer available at the level of a
German company receiving dividends from a foreign
entity if the dividend payment was treated as a tax-
deductible expense at the level of the distributing
entity. The rule, which is based on an EU initiative de-
signed to tackle aggressive tax planning, targets cer-
tain hybrid financing structures. Typical structures
that may be affected by the rule include hybrid instru-
ments in a German outbound structure where Ger-
many characterises the payments made under the
arrangement as dividends, but the foreign country
characterises the payments as tax-deductible ex-
penses (for example, interest expenses). Examples in-
clude profit participating rights that qualify as equity
from a German perspective and as debt from a foreign
perspective, French ORA (i.e., bonds that must be re-
deemed in shares) and Brazilian interest on net equity.
The anti-hybrid rule applies to dividends received in
tax years beginning after December 31, 2013.

7. Dividend taxation of individual shareholders —
Section 3(40d) of the Income Tax Act

Basically, dividends distributed to individual share-
holders holding the corresponding participation as a

part of their business activities are 40 percent exempt
from income and trade tax. The exemption is not
available if the dividend payment was treated as a tax-
deductible expense at the level of a foreign distribut-
ing entity. This anti-hybrid rule applies to dividends
received in tax years beginning after December 31,
2013.

8. Dual consolidated loss rule — Section 14(1) no.
5 of the Corporate Tax Act

The scope of Germany’s dual consolidated loss
(‘‘DCL’’) rule has been expanded to apply to any situa-
tion in which the losses of either a group parent or
subsidiary are taken into account in a foreign jurisdic-
tion. The new rule may affect both inbound and out-
bound structures.

The wording of the new DCL rule is as follows:

Losses of a controlling entity or a controlled entity in
a German tax consolidated group are disallowed for
German tax purposes to the extent such losses are
taken into account for foreign tax purposes at the level
of the controlling entity, the controlled entity or any
other person.

The amended wording leads to a significant exten-
sion of the rule. Under the old DCL rule, the use of
losses at the level of the controlling entity was disal-
lowed only where the losses were taken into account
in a foreign jurisdiction by the controlling entity
under a regime similar to the German tax consoli-
dated group regime. As a result, the rule was of limited
practical relevance.

While the original intent of the old DCL rules was,
and the intent of the amended rule is, to disallow the
simultaneous use of losses for German and foreign tax
purposes by dual resident companies that are part of
a German tax group, this intent is not expressed in the
wording of either version of the rules.

The amended version of the DCL rule applies to
both controlling entities and controlled entities in a
German tax consolidated group, whereas the old rule
applied only to controlling entities in such a group.
The original intent of the legislature to target double-
dip structures making use of dual resident companies
is not included in the final amended version of the
DCL rule. According to the legislative history of the
amendment, the wording of the rule changed several
times during the legislative process and, since the
limitation of the application of the rule to dual resi-
dent companies has been eliminated from the final
wording, it seems doubtful whether the original intent
of the legislature can be used by taxpayers to argue
that the amended DCL rule applies only to dual resi-
dent companies.

The amended wording of the rule includes a differ-
ent technical description of the term ‘‘losses’’ (‘‘nega-
tive Einkuenfte’’ instead of the original version’s
‘‘negative Einkommen’’), which may lead to the result
that the rule applies where the controlling entity is in
a loss position on a standalone basis, i.e. profits trans-
ferred under a profit and loss pooling agreement from
the controlling entity’s subsidiaries cannot be taken
into account. The same applies with respect to a con-
trolled entity, i.e., whether the controlled entity is in a
loss position must be analysed on a standalone basis.
Specific expenses at the level of the controlling entity/
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controlled entity that are taken into account in a for-
eign jurisdiction for tax purposes should not fall
within the scope of the rule as long as the controlling
entity/controlled entity is in a profit position (on a
standalone basis).

Losses of the controlling entity or a controlled
entity are disallowed for German tax purposes only to
the extent they are taken into account for foreign tax
purposes.

It is worth noting that the treatment of the control-
ling entity (and in certain cases the treatment of a con-
trolled entity) in a German tax group as a flow-
through /disregarded entity for U.S. tax purposes may
trigger the application of the amended DCL rule if the
losses of one of the German entities are recognised for
U.S. tax purposes.

It is unclear whether the rules also apply where ex-
penses for German tax purposes at the level of the
controlling entity do not give rise to corresponding
income at the level of the recipient for foreign tax pur-
poses (i.e., where the relevant income stream is disre-
garded for foreign tax purposes). Such situations
would need to be carefully analysed.

Finally, there is some discussion as to whether the
new DCL rule would apply to a partnership that is a
controlling entity in a tax group (a partnership can
never be a controlled entity in a tax group). If the rule
were to apply, this could affect structures in which fi-
nancing expenses in connection with the acquisition
of the partnership interest are deducted at the level of
the foreign partner and at the level of the German
partnership under the German law concept of special
business expenses.

As a result of the application of the amended DCL
rule, losses are disallowed for German tax purposes
and losses so disallowed cannot be carried forward.

Based on the actual wording of the law, the new
DCL rule will apply to all open tax years and, there-
fore, may affect years before 2013.

9. Limitations on interest deductions (interest
barrier) — Section 4h of the Income Tax Act and
Section 8a of the Corporate Tax Act

The limitations on interest deductions provided for in
Section 4h of the ITA and Section 8a of the CTA apply
with respect to any form of debt financing (for ex-
ample, related-party financing) provided to a legal
entity, a partnership or a group of companies forming
a fiscal unity.

Interest expenses incurred in a tax year are deduct-
ible as business expenses up to an amount equal to the
interest income generated by the entity in the same
tax year. The deduction of excess interest expenses
(‘‘net interest expenses’’) is limited to 30 percent of
EBITDA. For these purposes, EBITDA is defined as
applicable taxable income, increased by the amount
of interest expenses, and decreased by the amount of
interest income, depreciation on business assets, am-
ortisation on assets and taxes.6

Excess net interest expenses that are non-
deductible as a result of the application of the interest
barrier can be carried forward to future tax years
without any time or amount limitations. Such interest
carryforwards are in turn subject to the interest bar-
rier in those future years.7

By way of concession, the limitation on interest de-
duction provisions contain three main exemptions.

s Exemption 1: EUR 3 million threshold. Net interest
expenses are fully deductible, unless the amount of
such expenses exceeding interest income is more
than EUR 3 million. If the EUR 3 million threshold
is exceeded, even by a minimal amount, the 30 per-
cent of EBITDA limitation is applied to the full
amount of net interest expenses.8

s Exemption 2: group clause. Interest expenses are
fully deductible and the interest barrier does not
apply if the entity is not, or is only proportionately,
part of a consolidated group.9 In addition to meet-
ing this requirement, the entity has to provide evi-
dence to the effect that it is not ‘‘harmfully
shareholder debt-financed.’’ An entity is not harm-
fully shareholder debt-financed, if less than 10 per-
cent of its interest expenses is paid to shareholders
with a direct or indirect participation of more than
25 percent in the entity, or to lenders that are re-
lated parties with respect to such shareholders, or
to third party lenders with recourse to such per-
sons.10

s Exemption 3: ‘‘escape clause.’’ The application of
the interest barrier is not required and interest ex-
penses are fully deductible, even if the entity is part
of an affiliated group, if its ‘‘equity ratio’’ (i.e., the
ratio of its equity to its debt) is equal to or higher
than the equity ratio of the affiliated group as a
whole. A 2 percent deviation is accepted.11 Addi-
tionally, the corporation has to provide evidence
that neither the corporation itself nor any other
legal entity that is a member of the affiliated group
is ‘‘harmfully shareholder debt-financed.’’ An entity
is not harmfully shareholder debt financed if less
than 10 percent of its interest expenses is paid to
shareholders outside the affiliated group with a
direct or indirect participation of more than 25 per-
cent in the corporation, or to lenders that are re-
lated parties with respect to such shareholders, or
to third party lenders with recourse to such per-
sons. The ‘‘escape clause’’ does not apply with re-
spect to interest paid within a consolidated group.12

If the net interest expenses in one year are less than
the amount deductible under the interest barrier (30
percent of EBITDA), this will give rise to unused
EBITDA. Unused EBITDA may be carried forward,
though such carryforward expires after five years. An
EBITDA carryforward cannot arise in years in which
the group clause or the escape clause applies.13

10. General anti-abuse rule— Section 42 of the
General Fiscal Code

Section 42 of the GFC contains a general anti-abuse
rule (‘‘GAAR’’). Generally, German tax law may not be
circumvented by abusing the structuring possibilities
afforded by the law.14 Any structure leading to a tax
benefit requires the taxpayer to present a valid busi-
ness reason for the structure. Such a business reason
will be sufficient only if a third party would have
implemented the structure concerned in the same
manner, irrespective of any potential tax benefit.
Thus, the decisive criteria for determining whether
the GAAR applies are whether the taxpayer generates
a tax benefit from the structure concerned and
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whether there are comparable structures that would
not give rise to tax benefits.15 However, the interpreta-
tion and application of the GAAR is somewhat prob-
lematic due to the adoption of a case-by-case
approach by the German High Tax Court. Finally,
since the GAAR is a general rule, it will only be applied
in circumstances in which a more special rule is not
applicable.

B. Rules for the treaty context

1. Treaty override for permanent establishment
income tax exemption — Section 20 of the
Foreign Tax Act

Generally speaking, any trading income of a foreign
PE of a German resident taxpayer located in a foreign
country with which Germany has signed a tax treaty
based on the OECD Model Convention is not subject
to either income or corporate tax in Germany based
on the applicable passive income switchover clause.
Section 20(1) of the FTA, however, contains a switcho-
ver clause that substitutes the credit method for the
exemption method if the foreign PE generates passive
low-taxed income. The definition of passive low-taxed
income for these purposes is based on the correspond-
ing provisions in the German CFC regulations, Sec-
tion 8(1) and (3) of the FTA (see I.A.3., above).

2. Withholding tax refund claims for hybrid
entities — Section 50d(1) of the Income Tax Act

This rule clarifies which person will be able to file for
a refund of withholding tax where the payment con-
cerned is received by a hybrid entity. For purposes of
classifying the hybrid entity, Germany will apply the
foreign country definition to determine who is eligible
to file for a refund of withholding tax. This new rule,
whose original intention was to ensure that treaty
relief is available in situations in which the person
taxed on the income is different from the person eli-
gible for tax treaty benefits, could in some cases create
an additional obstacle (for example, where an invest-
ment into Germany is made via a U.S. corporation or
via a disregarded LLC that is treated as a corporation
for German tax purposes).

3. Anti-treaty and -Directive shopping — Section
50d(3) of the Income Tax Act

Section 50d(3) of the ITA contains an anti-treaty/-
Directive-shopping provision concerning relief from
withholding tax. A foreign company is entitled to
complete or partial relief from withholding tax on
dividends and interest received to the extent its share-
holders would be entitled to a refund or an exemption
if they were to receive the income directly and if the
total gross earnings of the foreign company for the re-
spective tax year derive from the company’s own busi-
ness activities.16 Additionally, there must be economic
or other valid reasons for the interposition of the for-
eign company respecting these earnings,17 or the for-
eign company must engage in general commerce and
have a business organisation that is appropriately
structured for its business purposes.18

In response to an infringement procedure initiated
by the European Commission in 2010, the German
government amended the anti-treaty shopping rule
with effect from January 1, 2012. According to the re-
vised wording of the rule, a foreign company that re-
ceives a payment subject to German withholding tax
will be entitled to withholding tax relief if:

s the company is owned by shareholders that would
have been entitled to a corresponding benefit under
a tax treaty or an EU Directive had they received the
income directly (the ‘‘shareholder test’’); or

s the gross receipts generated by the foreign com-
pany in the relevant year derive from the company’s
own genuine business activities (the ‘‘business
income test’’).
A foreign company that fails both tests will be en-

titled to withholding tax relief only if it passes both the
following additional tests:

s business purpose test: there must be economic or
other relevant (i.e., non-tax) reasons for the interpo-
sition of the foreign company in relation to the rel-
evant income; and

s substance test: the foreign company must have ad-
equate business substance to engage in its trade or
business, and must participate in general com-
merce.
The shareholder test, therefore, determines per-

sonal entitlement to withholding tax relief/reduction.
The business income, business purpose and substance
tests determine factual entitlement to withholding tax
relief.

The tax authorities’ interpretation of the anti-treaty
shopping rule may actually make the requirements for
entitlement to withholding tax relief even more diffi-
cult to meet in practice. This will be the case, in par-
ticular, for companies that do not qualify as
management holding companies. It is likely that the
new approach to determining eligibility for withhold-
ing tax relief will lead to significant additional docu-
mentation obligations for all foreign holding
companies, except those whose ultimate parent com-
pany is listed on a stock exchange or is a qualifying in-
vestment vehicle.

For many foreign holding companies with ultimate
parent companies that are listed on a stock exchange
(or that are qualifying investment vehicles), the with-
holding tax situation should remain unchanged. Pro-
vided all interposed entities are resident in a tax
treaty/EU Directive country that provides the same
level of withholding tax relief, the new apportionment
mechanisms described in the guidance should not be
relevant.

It will be important for all other taxpayers to anal-
yse the gross receipts of their foreign holding compa-
nies to determine whether ‘‘harmful’’ activities exist
when applying for a German withholding tax exemp-
tion certificate. In many cases, structuring possibili-
ties should be available to reduce the impact of these
activities on the German withholding tax position.
However, ongoing monitoring of activities and
income streams will be required to ensure that taxpay-
ers are able to comply with their notification obliga-
tions under the guidance.
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4. Subject-to-tax-clauses/switch-over clauses —
Section 50d(9) of the Income Tax Act

Germany’s tax treaties provide for the exemption
method as well as the credit method of avoiding
double taxation. Double non-taxation (‘‘white
income’’) may result from the application of the tax
exemption method where both Germany and the
other Contracting State exempt the income concerned
from taxation. To prevent ‘‘white income’’ from aris-
ing, a domestic switch-over clause applies under Sec-
tion 50d(9) of the ITA that provides for a switch-over
from the exemption to the credit method.

Section 50d(9) of the ITA applies in cases of double
non-taxation resulting from classification conflicts.
Germany does not grant the participation exemption
provided for in its tax treaties if the other Contracting
State exempts the income concerned from taxation or
levies tax on such income at a reduced rate.19 Nor
does Germany grant the participation exemption if
the other Contracting State exempts the income from
taxation because the person deriving the income is
not subject to unlimited tax liability in that State.20

5. Payments from a partnership to a foreign
partner — Section 50d(10) of the Income Tax Act

Under Germany’s domestic rules, no deduction is al-
lowed for payments made by a German partnership to
its German partners for services or for the use of capi-
tal. To apply this concept in a cross-border context,
the new rules provide that tax treaty protection will be
restricted where payments are made by a German
partnership to its non-German partners so that Ger-
many will retain the ability to tax the payments fully.
A measure enacted in 2009, aiming at the same result,
was recently overruled by the Federal Tax Court. Taxes
incurred in the jurisdiction in which the non-German
partner is resident should be creditable for German
tax purposes. The amended provision applies to all
open tax years.

C. Application to the Factual Scenario

Section 1 of the FTA applies to determine whether the
interest paid by HCo to FSub1 and FSub2, as well as
the royalties paid by HCo to FSub3 and the price paid
by HCo to FSub4 comply with the arm’s-length prin-
ciple. The limitations on interest deductions under
Section 4h of the ITA in conjunction with Section 8a
of the CTA may be applicable to the interest paid by
HCo to FSub1 and FSub2. The withholding tax ex-
emption may apply to the interest paid by HCo to
FSub2. However, with respect to the underlying
hybrid financing structure, the availability of the with-
holding tax exemption for dividends might be re-
stricted under Section 50d(3) of the ITA. None of the
base erosion provisions discussed above would be
likely to apply with respect to FSub5.

II. Proposed German rules to prevent base erosion
and profit shifting

There are currently no changes or amendments of
Germany’s tax rules with regard to BEPS in legislative
process due to the fact that Germany is looking for-

ward to elections of the parliament and as a conse-
quence also the government.

III. Germany and the OECD BEPS Project

A. Germany’s view of the OECD BEPS Project

Germany welcomes the OECD report addressing base
erosion and profit shifting and acknowledges that an
important part of fiscal sustainability is securing the
country’s revenue bases. Germany is determined to
develop measures to address base erosion and profit
shifting, and to take the necessary collective actions.
However Germany considers itself already well-
prepared to deal with this issue under its current
rules, as described in I., above.

B. Germany’s proposals for the OECD BEPS Project

It is not the Germany’s intention to change the basic
OECD approach to income allocation and income de-
termination. Germany’s focus for the future in the
area of taxation is on the following:
s improving CFC taxation;
s developing solutions for the taxation of digital ser-

vices and e-commerce;
s developing solutions to counter hybrid financing

structures;
s improving the global exchange of information; and
s improve its global tax treaty network.

C. The author’s proposals for the OECD BEPS
Project

The OECD has recently published its Action Plan ad-
dressing BEPS, after presenting it at the G20 Finance
Ministers’ meeting in Moscow on July 19, 2013. The
Action Plan sets out the following areas for further
work, including a summary of the key considerations
to be addressed and the timetable for the work in each
area:
s address the tax challenges of the digital economy;
s neutralise the effects of hybrid mismatch arrange-

ments;
s strengthen CFC rules;
s limit base erosion via interest deductions and other

financial payments;
s counter harmful tax practices more effectively,

taking into account transparency and substance;
s prevent tax treaty abuse;
s prevent the artificial avoidance of PE status;
s ensure that transfer pricing outcomes are in line

with value creation in the context of:
s intangibles;
s risk and capital; and
s other high risk transactions;

s establish methodologies and actions to collect and
analyse data on BEPS;

s require taxpayers to disclose their aggressive tax
planning arrangements;

s re-examine transfer pricing documentation;
s enhance the effectiveness of dispute resolution

mechanisms; and
s develop a multilateral instrument to implement

changes into existing tax treaties based on OECD
standards.
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The OECD has staggered deadlines for each action,
beginning September 2014 and ending December
2015. This is an aggressive timetable, necessary to sat-
isfy public and political scrutiny of the international
tax system, while also providing some certainty for
businesses by the end of that period.

OECD Tax Director, Pascal Saint-Amans, has said
he expects that multinational companies will end up
paying more corporate tax as a result. The outcomes
will depend on international agreement and will take
effect in three ways:
s recommendation to countries to change their na-

tional rules;
s changes to the OECD Model Convention; and
s changes to the OECD Transfer Pricing Guidelines.

Basically the above plans should be seen in a posi-
tive light if this will lead to countries having fair
shares in the tax assessment basis on a global basis. It
should be the intention of the OECD member coun-
tries and their tax authorities to bring income to tax
where its underlying economic value is created. How-
ever, giving revenue authorities a fair share also en-
tails avoiding or at least minimising the double
taxation of income. The plans also clearly have to take
into account data privacy and other fundamental
rights of corporate and individual taxpayers. It would

not be acceptable if, for the sake of taxation, any of
these traditional rights were to be disproportionately
restricted.

NOTES
1 FTA, Sec. 1(2).
2 FTA, Sec. 1(2).
3 FTA, Sec. 1(3).
4 FTA, Sec. 1(3)(9).
5 C-196/04, ECR 2006, I 7995.
6 CTA, Sec. 8(1)(1) in conj. with ITA, Sec. 4h(1)(2).
7 ITA, Sec. 4h(1)(3).
8 ITA, Sec. 4h(2)(1)(a).
9 ITA, Sec. 4h(2)(1)(b).
10 CTA, Sec. 8a(2) in conj. with ITA, Sec. 4h(2)(1)(b) and
Sec. 4h(3)(5).
11 ITA, Sec. 4h(2)(1)(c).
12 CTA, Sec. 8a(3) in conj. with ITA, Sec. 4h(2)(1)(c).
13 CTA, Sec. 4h(1)(3).
14 GFC, Sec. 42(1)(1).
15 GFC, Sec. 42(2).
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Host Country
INDIA
CA. Jayesh Thakur and CA. Devdatta Mainkar
B.K. Khare & Co, Chartered Accountants, Mumbai

G overnments around the world (whether of
OECD member countries or non-OECD
member countries) have recently been wor-

rying about the loss of tax revenue resulting from fa-
vourable tax regimes providing corporate taxpayers
with opportunities to plan their tax affairs more ad-
vantageously. This leads to the erosion of tax bases
through profit shifting, as tax revenue is forfeited by
high-tax jurisdictions in favour of low-tax jurisdic-
tions. Not long ago, the OECD released its report on
‘‘Addressing Base Erosion and Profit Shifting’’
(‘‘BEPS’’) in which it highlighted the importance of
dealing with the issues arising out of profit shifting
and consequent base erosion. The following extract
from the OECD report captures the matter:

Base erosion constitutes a serious risk to tax revenues,
tax sovereignty and tax fairness for OECD member
countries and non-members alike. While there are
many ways in which domestic tax bases can be
eroded, a significant source of base erosion is profit
shifting. Whilst further work on the data related to
base erosion and profit shifting (BEPS) is important
and necessary, there is no question that BEPS is a
pressing and current issue for a number of jurisdic-
tions. In this context, the G20 has welcomed the work
that the OECD is undertaking in this area and has re-
quested a report about progress of the work for their
February 2013 meeting.

Indian tax law does not specifically address issues
relating to profit shifting (and hence base erosion)
except by way of specific transfer pricing regulations.
The transfer pricing regulations were introduced by
the Indian Finance Act 2001 to be effective from April
1, 2001 in relation to the assessment (tax) year begin-
ning April 1, 2002.1 Since then, the law has evolved
significantly, in particular in the last three years. Over
750 tax rulings have been pronounced in this area by
various judicial forums, such as the Supreme Court,
the High Courts and the Tax Appellate Tribunals. Ad-
justments made by the revenue authorities in connec-
tion with transfer pricing have increased
exponentially — from INR 2.4 billion in tax year
2004-05 to INR 700 billion in 2012-13. Predominantly,
the adjustments relate to intangibles, outbound loans
and guarantee transactions, characterisation, loca-
tion savings and the valuation of shares.

I. Current rules in India to prevent base erosion
and profit shifting

As already noted, India’s tax law contains provisions
designed to prevent profit shifting and hence base ero-
sion in the form of specific rules relating to transfer
pricing. There are also provisions containing a general
anti-abuse rule (‘‘GAAR’’), which were introduced by
the Indian Finance Act, 2012 and which will be effec-
tive from April 1, 2015, that is for the assessment year
commencing April 1, 2016. The GAAR provisions were
introduced to counter aggressive tax avoidance
schemes that make use of impermissible avoidance ar-
rangements. India’s tax treaties also contain anti-
avoidance measures such as anti-treaty shopping
clauses, limitation on benefits clauses, etc. The rules
in the Indian tax law that have some relation to BEPS
are explained in detail below.

A. Transfer pricing rules

The Indian Income Tax Act 1922 (the current Income
Tax Act is the Income Tax Act of 1961) contained rules
relating to the taxation and determination of income
as between British India and the states that were not
part of British India. The Indian Supreme Court had
occasion to consider the issue under the 1922 Income
Tax Act in CIT v. Ahmedbhai Umarbhai & Co.2 The Su-
preme Court held that where the manufacture and
sale of goods are not carried out in the same state, the
profit of the part of business that relates to the manu-
facture of goods accrues at the place where the manu-
facturing activities are carried out. Such profit is not
assessable to tax in the other state, if only trading ac-
tivities are carried on in that state.

While the Indian transfer pricing rules do not spe-
cifically address BEPS issues, the provisions of the
Indian Income Tax Act 1961 (‘‘ITA’’) and a number of
judicial pronouncements do provide some guidance
in this area. In recent years, the Indian tax authorities
have been taking a tough stance on taxpayers misus-
ing the provisions of the ITA and of India’s tax treaties
to reduce the overall tax burden of a corporate multi-
national group operating from different tax jurisdic-
tions.

The tax provisions relating to transfer pricing were
introduced into the Indian income tax system for the
first time by the Finance Act 2001 and are contained in
sections 92 to 92F of the ITA. The Central Board of
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Direct Taxes (CBDT — a division of the Finance Min-
istry) clarified the intent of introducing the provisions
in Circular No. 14/2001, dated December 12, 2001, a
relevant extract of which is reproduced below:

Clarification on provisions governing transfer
price in an international transaction
These new provisions lay down that income arising
from an international transaction between associated
enterprises shall be computed having regard to the
arm’s length price. The term ‘‘associated enterprise’’
has been defined in section 92A. Section 92B defines
an ‘‘international transaction’’ between two or more
associated enterprises. The provisions contained in
section 92C provide for methods to determine the
arm’s length price in relation to an international trans-
action, and the most appropriate method to be fol-
lowed out of the specified methods. While the primary
responsibility of determining and applying an arm’s
length price is on the assessee, sub-section (3) of sec-
tion 92C empowers the Assessing Officer to determine
the arm’s length price and compute the total income of
the assessee accordingly, subject to the conditions
provided therein. Section 92D provides for certain in-
formation and documents required to be maintained
by persons entering into international transactions,
and section 92E provides for a report of an accountant
to be furnished along with the return of income.
The Board have prescribed rules 10A to 10E in the
Income-tax Rules, 1962, giving the manner and the
circumstances in which different methods would be
applied in determining arm’s length price and the fac-
tors governing the selection of the most appropriate
method. The form of the report of the accountant and
the documents and information required to be main-
tained by the assessees have also been prescribed.
The aforesaid provisions have been enacted with a
view to provide a statutory framework which can lead
to computation of reasonable, fair and equitable profit
and tax in India so that the profits chargeable to tax in
India do not get diverted elsewhere by altering the
prices charged and paid in intra-group transactions
leading to erosion of our tax revenues.

The provisions relating to transfer pricing are con-
tained in sections 92 et seq. of the ITA, as set out
below:

Section of
the ITA

Subject of the section

Section 92 Computation of income from interna-
tional transactions having regard to
arm’s length price

Section 92A Meaning of associated enterprise

Section 92B Meaning of international transaction

Section 92BA Meaning of specified domestic trans-
action

Section
92C(1)

Computation of arm’s length price

Section 92CA Reference to Transfer Pricing Officer
(‘‘TPO’’)

Section 92CB Power of the Board to make safe har-
bour rules

Section 92CC Advance pricing agreement

Section 92CD Effect of advance pricing agreement

Section 92D Maintenance and keeping of informa-
tion and documents by persons enter-
ing into an international transaction
or specified domestic transaction

Section 92E Report from an accountant to be fur-
nished by the persons entering into an
international transaction or specified
domestic transaction

Section 92F Definitions of certain terms relevant to
the computation of an arm’s length
price, etc.

Section 93 Avoidance of income tax by transac-
tions resulting in the transfer of
income to nonresidents

Section 94 Avoidance of tax by certain transac-
tions in securities

Section 94A Special measures with respect to
transactions with persons located in
notified jurisdictional areas

Sections
271(1)(c),
271AA,
271BA, 271G

Penalties

Although not directly relevant to international prof-
its shifting and consequent base erosion, it is worth
noting that, in light of the provisions relating to trans-
fer pricing with respect to international transactions,
the Indian Finance Act 2012 extended the scope of ap-
plicability of the provisions to specified domestic
transactions that are undertaken between two or
more related persons that are tax residents of India.
This applies with effect from April 1, 2012 in relation
to the assessment year beginning April 1, 2013 and
subsequent assessment years. In fact, in CIT v. Glaxo
SmithKline Asia (P) Ltd.,3 the Indian Supreme Court,
after examining the complications that arise in cases
in which fair market value is to be assigned to trans-
actions between domestic related parties, had sug-
gested that the Ministry of Finance should consider
appropriate provisions in the law to make the transfer
pricing rules applicable to such related-party domes-
tic transactions. Accordingly the Finance Act 2012
made the scope of the transfer pricing provisions ap-
plicable to specified domestic transactions. To take ac-
count of concerns about the potential administrative
and compliance burden, the applicability of the provi-
sions in a domestic context is restricted to transac-
tions that exceed a monetary threshold of Rs. 50
million in aggregate during the year. The domestic
transactions covered are as follows:
s any expenditure with respect to which payment has

been made or is to be made to a person referred to
in section 40A(2)(b) of the ITA, that is, an excessive
or unreasonable payment to a related party;

s any transaction referred to in section 80A of the ITA
that is a transaction with a unit/undertaking eligible
for a tax holiday such that excessive benefit is trans-
ferred to the tax holiday unit/undertaking;

s any transfer of goods or services referred to in sub-
section (8) of section 80-IA of the ITA that is a trans-
action with a unit/undertaking eligible for a tax
holiday such that excessive benefit is transferred to
the tax holiday unit/undertaking;

s any business transacted between the assessee4 and
another person referred to in section 80-IA(10) of
the ITA that is a transaction with a unit/undertaking
eligible for a tax holiday such that excessive benefit
is transferred to the tax holiday unit/undertaking ;

s any transaction referred to in any other section
under Chapter VIA or in section 10AA to which the
provisions of section 80-IA(8) or section 80-IA(10)
are applicable that is a transaction with a unit/
undertaking eligible for a tax holiday such that ex-
cessive benefit is transferred to the tax holiday unit/
undertaking ; or
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s any other such transaction as may be prescribed.

B. General anti-avoidance rule

The Indian Finance Act 2012 introduced a GAAR into
Indian tax law for the first time. The GAAR provisions
are proposed to deal with aggressive tax planning and
will empower the revenue authorities to declare an ar-
rangement an ‘‘impermissible avoidance arrange-
ment’’ if the arrangement’s main purpose is to obtain
a tax benefit and the arrangement also satisfies at least
one of the following four tests:
s it creates rights and obligations that are not nor-

mally created between parties dealing at arm’s
length;

s it results in the misuse or abuse of provisions in the
tax laws;

s it lacks commercial substance or is deemed to lack
commercial substance; or

s it is entered into or carried out in a manner that is
normally not employed for bona fide purposes.
The GAAR provisions raised many concerns both

regarding the manner in which they were introduced
and the fact that they appeared slanted towards the
revenue department’s point of view. The Government
consequently appointed a Committee, headed by Mr.
Parthasarathi Shome, and, based on the Committee’s
recommendations, the GAAR provisions were de-
ferred and will now be effective from April 1, 2015,
that is, for the assessment year commencing April 1,
2016. The GAAR provisions are contained in sections
95 et seq. of the ITA, as set out below:

Section of the
ITA

Subject of the section

Section 95 Applicability of the general anti-
avoidance rule

Section 96 Impermissible avoidance arrange-
ment

Section 97 Arrangement to lack commercial
substance

Section 98 Consequences of impermissible
avoidance arrangement

Section 99 Treatment of connected person and
accommodating party

Section 100 Application of this Chapter

Section 101 Framing of guidelines

Section 102 Definitions

C. Substance-over-form

The application of the doctrine of ‘‘economic sub-
stance’’ or ‘‘substance-over-form’’ is the subject of con-
stant litigation between taxpayers and tax authorities
all over the world and India is no exception in this re-
spect.

The ITA contains a number of provisions that deal
with this issue and determine tax liability on the basis
of the substance of the transaction concerned. The fol-
lowing are examples of circumstances in which a
transaction will be taxed on the basis of its substance,
the form of the transaction being disregarded.
s Taxation of dividend stripping transactions: under

section 94 of the ITA, if a taxpayer buys or other-
wise acquires securities or units within a period of
three months prior to the record date of a dividend/
income declaration with respect to such securities/
units and sells or transfers such securities within

three months (or, in the case of units, within nine
months) of the purchase or acquisition, any loss
arising on account of the purchase/acquisition and
sale/transfer is ignored to the extent it does not
exceed the amount of the dividend/income.

s Taxation of deemed dividends: if a shareholder is
granted a loan or an advance by a company in
which the public is not substantially interested, the
shareholder can benefit from such loan or advance
without incurring any tax liability. However, under
section 2(22)(e) of the ITA, such a loan or advance
is treated as dividend income and is therefore tax-
able.

s Taxation of capital gains on the transfer of land
and/or buildings: section 50C of the ITA provides
for the substitution of market value for the actual
sale consideration on the transfer of land and/or
buildings for purposes of liability to stamp duty.

s Determination of the actual cost of an asset: Expla-
nation 3 to section 43(1) of the Act permits the tax
authorities to determine the cost of an asset ac-
quired by a taxpayer if they are satisfied that the
asset was used by another person prior to the acqui-
sition and the main purpose of the transfer of the
asset was to reduce a tax liability by claiming excess
depreciation.

s Sale and leaseback transactions: Explanation 4A to
section 43(1) of the ITA disregards sale and lease-
back transactions to a limited extent. It provides
that the actual cost of the asset in a sale and lease-
back transaction will be the same as the written
down value of the asset in the hands of the lessee at
the time of the sale of the asset.

s Clubbing provisions: section 64 of the Act provides
for ‘‘clubbing’’ the income of a taxpayer with that of
his/her spouse or that of his/her son’s wife in cases
where an asset is transferred by the taxpayer to his/
her spouse or his/her son’s wife, as the case may be,
without adequate consideration.

D. Transactions with persons in notified jurisdictional
areas

To discourage transactions with persons located in
countries/jurisdictions that do not effectively ex-
change information with India, certain anti-
avoidance measures were introduced with effect from
June 1, 2011 under the Indian Finance Act 2011 by
way of the addition of section 94A to the ITA. These
measures enable the government to designate any
country/jurisdiction that does not exchange informa-
tion with India a ‘‘notified jurisdictional area.’’ Once a
country has been so designated, any transaction be-
tween a taxpayer and a party located in the notified ju-
risdictional area will be deemed to be a transaction
between ‘‘associated enterprises’’ and the transfer
pricing rules will apply accordingly.

Incidentally, in addition to the exchange of informa-
tion provisions contained in its comprehensive double
taxation agreements, India has in place a number of
specific Tax Information Exchange Agreements
(‘‘TIEAs’’), including TIEAs with Argentina, the Baha-
mas, Bahrain, Bermuda, the British Virgin Islands,
the Cayman Islands, Gibraltar, Guernsey, the Isle of
Man, Jersey, Liberia, Liechtenstein, Macau and
Monaco.
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The consequences for a taxpayer of transacting with
a person located in a notified jurisdictional area are as
follows:
s no deduction is allowed for payments made to any

financial institution in the notified jurisdictional
area, unless an authorisation is issued to the
income tax authorities to seek relevant information
from the financial institution concerned;

s no deduction is allowed for any expenditure in-
curred by or allowance (including depreciation)
due to the taxpayer unless the taxpayer maintains
the prescribed documents or provides the pre-
scribed information to the tax authorities;

s on receipt of any sum from a person located in a no-
tified jurisdictional area, the burden lies with the
taxpayer to explain the source of such sum in its
hands, that is, the taxpayer is required to explain
the source of source of the sum, failing which the
sum is deemed to be income of the taxpayer; and

s taxable payments made to a person located in a no-
tified jurisdictional area are subject to withholding
tax at the higher of the rate specified/in force or the
rate of 30 percent.

E. Dividends from a foreign subsidiary

The Indian Finance Act 2011 introduced section
155BBD into the ITA (with effect from April 1, 2011,
that is, for assessment years beginning April 1, 2012
and subsequent assessment years) to provide that
where the total income of an Indian company in-
cludes any income by way of dividends received from
a ‘‘specified foreign company,’’ such dividends are tax-
able at the rate of 15 percent (plus applicable sur-
charge and cess5) of the gross amount of the
dividends. For purposes of section 115BBD, ‘‘specified
foreign company’’ means a foreign company in which
the Indian company holds more than 26 percent of the
nominal value of the equity share capital. No expendi-
ture with respect to such dividends is allowed under
the ITA. This measure was introduced to reverse the
disincentive for foreign companies to distribute
dividends/repatriate profits to their Indian parents —
without the measure, such distributions would be
subject to a 30 percent tax in India.

F. Limitation on benefits article in India’s tax treaties

Many of India’s tax treaties contain provisions de-
signed to overcome tax avoidance and prevent treaty
shopping. While the expression ‘‘limitation on ben-
efits’’ is not defined, it implies the restriction of a claim
to a benefit under a tax treaty by an entity that is inter-
posed as a conduit or specifically created with the
main purpose of treaty shopping. India’s tax treaties
with the following countries contain a clause provid-
ing for a limitation on benefits: Armenia, Finland, Ice-
land, Kuwait, Luxembourg, Mexico, Mozambique,
Myanmar, Namibia, Saudi Arabia, Singapore, Syria,
Tajikistan, the United Arab Emirates, the United
Kingdom and the United States. The India-Mauritius
tax treaty is currently under renegotiation and, ac-
cording to recent reports, Mauritius has offered to in-
clude a clause in the new treaty to ensure that only
genuine Mauritius residents enjoy tax benefits under
the treaty.

The Limitation on Benefits articles in India’s tax
treaties have the following features:

s an anti-abuse test, i.e., a test that denies benefits
where the main purpose of the arrangement con-
cerned is to avoid tax;

s a domestic law treaty override;
s the right of India to tax foreign income that is tax-

free in the source state; and
s an income remittance test.

For the position where the relevant tax treaty does
not contain a Limitation on Benefits article, reference
may be made to the Indian Supreme Court decision in
Azadi Bachao Andolan.6 The following extract ad-
dresses the question of the limitation of benefits under
the (current) India-Mauritius tax treaty:

The appellants rightly contend that in the absence of a
limitation clause, such as the one contained in article
24 of the Indo-U.S. Treaty, there are no disabling or
disentitling conditions under the Indo-Mauritius
Treaty prohibiting the resident of a third nation from
deriving benefits thereunder. They also urge that mo-
tives with which the residents have been incorporated
in Mauritius are wholly irrelevant and cannot in any
way affect the legality of the transaction. They urge
that there is nothing like equity in a fiscal statute.
Either the statute applies proprio vigore or it does not.
There is no question of applying a fiscal statute by in-
tendment, if the expressed words do not apply. In our
view, this contention of the appellants has merit and
deserves acceptance. We shall have occasion to exam-
ine the argument based on motive a little later.

There are many principles in fiscal economy which,
though at first blush might appear to be evil, are toler-
ated in a developing economy, in the interest of long-
term development. Deficit financing, for example, is
one; treaty shopping, in our view, is another. Despite
the sound and fury of the respondents over the so-
called ‘‘abuse’’ of ‘‘treaty shopping,’’ perhaps, it may
have been intended at the time when the Indo-
Mauritius DTAC was entered into. Whether it should
continue, and, if so, for how long, is a matter which is
best left to the discretion of the executive as it is de-
pendent upon several economic and political consid-
erations. This court cannot judge the legality of treaty
shopping merely because one section of thought con-
siders it improper. A holistic view has to be taken to
adjudge what is perhaps regarded in contemporary
thinking as a necessary evil in a developing economy.

With the tax authorities of almost all countries now
placing emphasis on the application of the doctrine of
economic substance, (see I.C., above) it seems likely
that the trend will be for the Indian revenue authori-
ties to take an aggressive position to limit treaty ben-
efits where a structure or transaction breaches
substance requirements.

G. Concept of beneficial ownership

The concept of beneficial ownership was included in
the OECD Model Convention in 1977. In most of In-
dia’s tax treaties, this anti-avoidance measure is part
of the articles dealing with income in the form of divi-
dends, interest, royalties and fees for technical ser-
vices. The benefit of the relevant treaty with respect to
these types of passive income is generally available
only when the recipient of the income is a resident of
the other Contracting State and is also the beneficial
owner of the income.

On April 13, 2000, the CBDT issued Circular no.
789, which made it clear that a tax residence certifi-
cate issued by a country’s tax authorities would be
conclusive evidence regarding residential status and
beneficial ownership for purposes of the India-
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Mauritius tax treaty. The validity of this circular was
affirmed by the Indian Supreme Court in Azadi
Bachao Andolan.7 The Indian Finance Act, 2013
amended sections 90 and 90A of the ITA to the effect
that a nonresident will not be entitled to claim tax
treaty benefits unless the nonresident obtains a tax
residence certificate from the tax authorities of his
country of residence.

H. Application to the factual scenario

As a member of a multinational group headed by FCo,
HCo will be subject to almost all of the rules discussed
above due to its cross-border transactions with its
fellow subsidiaries. The application of the provisions
analysed above to the factual scenario presented is
discussed in I.H.1.-7., below.

1. Transfer pricing rules

FCo and its subsidiaries (FSub1 through FSub5) are
associated enterprises within the meaning of section
92A of the ITA. All FCo’s transactions with the subsid-
iaries, namely, financing, the payment of royalties, the
purchase of goods and payments arising from a busi-
ness connection are ‘‘international transactions’’ that
will have to be tested against the arm’s length prin-
ciple prescribed by India’s transfer pricing rules. Al-
though BEPS issues are not directly addressed in
India’s transfer pricing rules, the intention of the leg-
islature is to tax the true profits earned in India by a
multinational. The tax authorities would apply the
principle of substance-over-form in seeking to tax
such transactions in India.

2. General anti-avoidance rule

The GAAR, which is to apply from April 1, 2015, is
dramatically going to change the scenario in relation
to the taxation of business transactions. The provi-
sion, though somewhat diluted in its current incarna-
tion, nonetheless gives the tax authorities wide
powers to challenge any transaction classified as an
impermissible avoidance arrangement. Practically
any transaction between HCo and the FSubs could be
scrutinised under the GAAR provisions if it met any of
the four relevant GAAR criteria: (1) the creation of
rights and obligations that are not normally created in
an arm’s length transaction; (2) the misuse or abuse of
tax provisions; (3) the transaction lacking commercial
substance; or (4) the transaction being entered into or
carried out in a manner that is normally not employed
for bona fide purposes.

3. Substance over form

This could potentially give rise to litigation in relation
to FSub5 being paid by certain foreign companies
based on the actions of consumers in India.

4. Transactions with persons in notified areas

If the subsidiaries are located in any of the notified ju-
risdictional areas, all the provisions discussed in I.D.,
above would apply.

5. Dividends from a foreign subsidiary

No such transaction is envisaged in the factual sce-
nario envisaged here.

6. Limitation on benefit article in India’s tax
treaties

If the subsidiaries are incorporated in countries with
which India has tax treaties containing limitation on
benefits clauses, the various transactions could be
subject to tax in accordance with Indian domestic law.

7. Concept of beneficial ownership

The concept of ‘‘beneficial ownership’’ would be rel-
evant to claiming benefits under an Indian tax treaty
that uses the term, as follows:
s generally, the articles in the treaty relating to the

taxation of passive income, such as dividends, inter-
est or royalties/fees for technical services, will pro-
vide the benefit of an exemption from, or reduction
of, taxation in the source state to a recipient of such
income that is a resident of the other Contracting
State and is also the ‘‘beneficial owner’’ of the
income; and

s to be eligible to claim the benefit of such exemption
or reduction under the treaty, the taxpayer would
have to demonstrate that it was the beneficial
owner of the income received from the source state.
The comments in this paper represent a discussion

of general principles and, depending on the facts and
circumstances of the particular case, the position ad-
opted by tax authorities might differ from the position
set out above.

II. Proposed Indian rules to limit base erosion and
profit shifting

At the time of writing, India has not proposed any new
rules to prevent BEPS (apart from the GAAR, which
still has to enter into effect).

III. India and the OECD BEPS Project

While India has already been addressing the issues re-
lating to base erosion and profit shifting in the last few
years, the OECD BEPS Project is likely to be the har-
binger of further actions from the Indian revenue au-
thorities. Though they may wish to take an aggressive
stance in this area, it would be expedient to ensure
that substance tests are considered by the revenue au-
thorities in any proposal to introduce further rules
dealing with BEPS.

NOTES
1 The taxpayer’s income of the tax year immediately pre-
ceding the assessment year (referred to as the ‘‘previous
year’’) is taxed during the assessment year at the rates
prescribed for the assessment year by the relevant Fi-
nance Act.
2 [1950] 18 ITR 472 (SC).
3 [2010-TII-02-SC-LB-TP].
4 I.e., the taxpayer.
5 An education tax imposed at the rate of 3 percent on the
aggregate income tax and surcharge liability.
6 [2003] 263 ITR 706 (SC).
7 See fn. 7, above.
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I. Current Irish rules to prevent base erosion and
profit shifting

A. General

I rish resident companies are subject to Irish tax
on their worldwide trading profits at the rate of
12.5 percent, and are entitled to a credit and/or

deduction in respect of any foreign taxes incurred in
respect of foreign trades. Similarly, Irish resident
companies are subject to tax on their passive income,
at the rate of 25 percent, with a credit and/or deduc-
tion available in respect of certain foreign taxes.
Companies that are not resident in Ireland but carry
on a trade in Ireland are subject to Irish tax at the cor-
porate tax rate of 12.5 percent in respect of any tax-
able profits arising from the Irish trade. Non-Irish
resident companies may also be subject to tax in re-
spect of non-trading income arising in Ireland. Non-
trading income, or passive income, is generally taxed
at the rate of 25 percent.

There are a number of provisions in Irish tax law de-
signed to protect the Irish tax base. The most impor-
tant of these are set out below.

B. Arm’s length principles

1. Wholly and exclusively

As mentioned previously, when a company carries on
a trade in Ireland, the taxable profits arising from that
trade are subject to Irish tax at the rate of 12.5 per-
cent. In computing the taxable profits arising from a
trade, a company is only entitled to a tax deduction in
respect of expenditure incurred ‘‘wholly and exclu-
sively’’ for the purposes of the trade, under section 81
of the Taxes Consolidation Act 1997 (TCA 1997).

2. Transfer pricing rules

Part 35A of the TCA 1997 sets out the Irish transfer
pricing rules, which impose the arm’s length principle
on trading transactions between associated compa-
nies. The Irish transfer pricing rules were introduced
in the Finance Act 2010 and apply to trading transac-
tions after January 1, 2011, the terms of which are
agreed on or after July 1, 2010. Any arrangements en-
tered into before July 1, 2010 are ‘‘grandfathered’’ and
fall outside the scope of the Irish transfer pricing leg-
islation until there are changes to such arrangements.

Under section 385C of TCA 1997, the Irish transfer
pricing rules apply to any arrangement:
s involving the supply and acquisition of goods, ser-

vices, money or intangible assets;
s where at the time of the supply and acquisition, the

person making the supply (the supplier) and the
person making the acquisition (the acquirer) are as-
sociated; and

s the profits or gains or losses arising from the rel-
evant activities are within the charge to tax under
Case I or II of Schedule D, (i.e., are profits/gains/
losses from trading activities), in the case of either
the supplier or the acquirer or both.
If the amount of the consideration payable (the

‘‘actual consideration payable’’) under any arrange-
ment to which the above applies exceeds the arm’s
length amount, then the profits or gains or losses of
the acquirer that are chargeable to tax under Case I or
II of Schedule D (i.e., that are profits/gains/losses from
trading activities) are to be computed as if the arm’s
length amount were payable instead of the actual con-
sideration payable.

Similarly, if the amount of consideration receivable
(the ‘‘actual consideration receivable’’) under any ar-
rangement to which the above applies is less than the
arm’s length amount, then the profits or gains or
losses of the supplier that are chargeable to tax under
Case I or II of Schedule D (i.e., that are profits/gains/
losses from trading activities) are to be computed as if
the arm’s length amount were receivable instead of
the actual consideration receivable.

The arm’s length amount in relation to an arrange-
ment is the amount of the consideration that indepen-
dent parties would have agreed in relation to the
arrangement had those independent parties entered
into that arrangement.

For the purposes of the above, under section 385B
of TCA 1997:
s two persons are associated at any time if at that

time:
s one of persons is participating in the manage-

ment, control or capital of the other; or
s the same person is participating in the manage-

ment, control or capital of each of the two per-
sons; and

s a person is participating in the management, con-
trol or capital of another person at any time only if
that other person is at that time:
s a company; and
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s controlled by the first person.
For the purposes of the above, a company will be

treated as controlled by an individual if it is controlled
by the individual and persons connected with the in-
dividual (broadly, relatives of the individual).

Under section 835E of TCA 1997, the Irish transfer
pricing rules do not apply to companies that are small
or medium-sized enterprises for a chargeable period.
Small and medium-sized enterprises are defined in
the EU Commission Recommendation of May 6,
2003, and broadly include companies that on a group
basis have:
s fewer than 250 employees; and
s have either:

s a turnover of less than EUR 50m; or
s assets of less than EUR 43m.

A relevant person in relation to an arrangement to
which the Irish transfer pricing legislation (as detailed
above) applies is required to have available such re-
cords as may be reasonably required for the purposes
of determining whether, in relation to the arrange-
ment, the income of the person chargeable to tax as
trading income has been computed in accordance
with the Irish transfer pricing rules.

The Irish Revenue has confirmed that it will accept
documentation that has been prepared in accordance
with either the OECD Transfer Pricing Guidelines or
the code of conduct adopted by the EU Council in re-
lation to transfer pricing documentation.

Irish transfer pricing legislation allows for the
elimination of double counting under section 835G of
TCA 1997, where:
s the chargeable profits or gains or losses of a com-

pany (the ‘‘first-mentioned company’’) are by virtue
of the Irish transfer pricing rules computed as if the
arm’s length amount were substituted for the actual
consideration payable or, as the case may be, receiv-
able under the terms of an arrangement; and

s the other party to the arrangement (the ‘‘affected
company’’) is within the charge to Irish tax in re-
spect of the profits or gains or losses arising from
the relevant activities, then
the chargeable profits or gains or losses of the af-

fected company arising from the relevant activities,
will, on due claim by that company, be computed as if
the arm’s length amount (in accordance with the Irish
transfer rules) in relation to the arrangement were
substituted for the actual consideration receivable or,
as the case may be, payable under the terms of the ar-
rangement.

3. Disposals and acquisitions treated as made at
market value

Under section 547 of TCA 1997, disposals and acquisi-
tions between connected persons (including compa-
nies) are treated as if they were made at open market
value. Market value is defined as ‘‘the price which the
assets might reasonably be expected to fetch on a sale
on the open market.’’

Any loss arising on the disposal of an asset to a con-
nected person is not allowable for Irish tax purposes
except insofar as it can be set off against a chargeable
gain arising on a later disposal to the same person (in-
cluding a company).

Two companies are connected if they are under
common control or if a person (or persons) has con-
trol of one company and a person connected with
him, or he and a person connected with him, has/have
control of the other company.

4. Control over residents

The application of the arm’s length principle is also
apparent in Section 1036 TCA 1997. Under this provi-
sion, an Irish tax resident person (including a com-
pany) may be assessed to tax in the name of a non-
Irish resident person (including a non-Irish resident
company).

Where a non-Irish resident person carries on a busi-
ness with an Irish resident person and owing to the
close connection between both parties, and to the sub-
stantial control exercised by the non-Irish resident
person over the Irish resident person, a transaction
has been structured in such a manner that there arises
either no profit or less than the ordinary profit that
might be expected to arise to the Irish resident person,
the Irish tax resident person may be assessed to Irish
tax in the name of the non-Irish tax resident person.

C. Interest Payments

1. Interest paid to certain group companies
treated as a distribution

Irish tax legislation treats certain interest payments
between group companies as distributions, which are
not allowable as a deduction for Irish tax purposes.

Section 130 TCA 1997 treats any interest paid or
other distribution made to certain group companies,
subject to certain conditions, out of the assets of a
company in respect of securities of the company as a
distribution, where:
s one company is a 75 percent subsidiary of the other

company; or
s both companies are 75 percent subsidiaries of a

third company.
Treatment of such an interest payment as a distribu-

tion has the consequence that the company making
the interest payment will not be entitled to a corporate
tax deduction in respect of that interest payment
when calculating its taxable profits. In addition, the
interest payment may be subject to withholding tax
and a dividend withholding tax return may need to be
filed with the Irish Revenue in respect of the deemed
distribution.

However, section 452 of TCA 1997 allows a com-
pany to make an election for an interest payment not
to be treated as a distribution under section 130 of
TCA 1997. A number of conditions must be satisfied
before a company can make the election:
s the transaction must be at arm’s length;
s the interest must be payable to a company resident

in the EU or resident in a country with which Ire-
land has a tax treaty; and

s the interest must be paid by the company in the or-
dinary course of its trade and must, but for section
130 of TCA 1997, be deductible as a trading expense
in computing the amount of the company’s income
from the trade.
When all the above conditions are satisfied, a com-

pany may elect for a relevant interest payment made
to a group company not to be treated as a distribution
under section 130 of TCA 1997.

2. Interest payments to countries that do not
generally impose a tax on interest income

Irish tax law includes anti-avoidance measures that
impose a withholding tax at a rate of 20 percent on
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Irish resident companies that make payments of
yearly interest to companies that are resident in for-
eign territories where tax on receipt of such payments
does not generally apply.

Section 246 of TCA 1997 states that when yearly in-
terest is paid by a company subject to Irish tax to a
person (including a company) whose usual place of
abode is outside Ireland, then the relevant paying
company must, on making the payment, withhold tax
of 20 percent of any yearly interest paid. The tax with-
held on such payments must be paid over to the Irish
Revenue Authorities.

However, the above will not apply (i.e., Irish with-
holding tax will not be applied) where the yearly inter-
est paid by the Irish resident company is paid to a
person (including a company) whose usual place of
abode is outside Ireland if the following conditions
are satisfied:
s the person receiving the interest is tax resident in a

territory that is an EU Member State (other than
Ireland) or a territory with which Ireland has a tax
treaty in place; and

s the territory in which the person receiving the inter-
est is tax resident imposes a tax that generally ap-
plies to interest receivable paid by companies from
sources outside that territory.
Payments of yearly interest made by Irish compa-

nies to non-Irish tax residents will, therefore, either be
subject to tax in the territory in which the recipient is
tax resident or, if that territory does not impose a tax
that generally applies to interest receivable, be subject
to Irish withholding tax.

3. ‘‘Interest as a charge’’ relief

There is a certain relief in respect of certain qualifying
interest payments in Ireland known as ‘interest as a
charge’ relief. The legislation relating to ‘‘interest as a
charge’’ relief is included in section 247 of TCA 1997.
The legislation surrounding this area, which is very
complex, is summarised below.

Broadly, a company may obtain relief in full for in-
terest paid where it uses the funds borrowed to ac-
quire shares in or lend money to certain related
companies. When an interest expense is:
(1) interest on a loan that is used to acquire part of the

ordinary share capital of a company whose busi-
ness consists wholly or mainly of carrying on a
trade or whose income consists wholly or mainly
of Irish rental income;

(2) interest on a loan that is used to acquire part of the
ordinary share capital of a company whose busi-
ness consists wholly or mainly of holding shares in
a company of the kind described in (1) (i.e., a com-
pany whose business consists wholly or mainly of
carrying on a trade or whose income consists
wholly or mainly of Irish rental income);

(3) interest on money borrowed to lend the money to
a company of the kind described in (1) where the
proceeds are used by that company wholly and ex-
clusively for the purpose of its trade or rental busi-
ness; or

(4) interest on a loan used to pay off another loan ap-
plied for the purposes of (1) or (2),

the relevant interest will qualify for ‘‘interest as a
charge’’ relief.

Tax relief in respect of interest that qualifies for in-
terest as a charge relief can only be claimed once the
interest expense is actually paid and can be used
against total profits. Any excess interest relief can be

group relieved to other companies that are in the
same corporate tax group as the borrower and used to
shelter any taxable profits arising in such group com-
panies.

In order for interest to qualify for interest as a
charge relief, one company (generally the lending
company) must own at least 5 percent of the ordinary
share capital of the other company (generally the bor-
rowing company) and the two companies must have
at least one common director for the full term of the
loan. In addition, during the period of the loan, there
must be no recovery of capital by the lender. Broadly,
‘‘recovery of capital’’ for the purposes of interest as a
charge relief is deemed to have occurred when part of
the loan is directly or indirectly repaid to the lender.

An anti-avoidance provision, which has been ex-
tended in recent years (most notably in the Irish Fi-
nance Act 2006 and Finance Act 2011), denies relief
for interest as a charge in certain circumstances.

The anti-avoidance provision provides that interest
relief will not be allowable on borrowings from con-
nected companies that are used to acquire connected
companies. It should be noted that interest relief is
still available on loans from connected companies to
acquire unrelated companies or loans from third par-
ties to acquire connected companies.

The above anti-avoidance provision will not apply
to connected-party borrowings used either:

s to subscribe for share capital in a connected com-
pany that uses the funds wholly and exclusively for
the purposes of its trade or business; or

s to on-lend to another company that uses the funds
to subscribe for share capital in a connected com-
pany that uses the funds wholly and exclusively for
the purposes of its trade or business.
In both cases, there must be no arrangement with

the original lender to achieve the effective repayment
of the borrowings.

There are other particular circumstances in which
relief will be allowed on connected-company borrow-
ings used to fund the acquisition of connected compa-
nies. Broadly, where the acquisition results in interest
income (that is not deductible by the second con-
nected company) or foreign dividend income, interest
as a charge relief will be allowed up to the amount of
interest/dividend income generated by the borrow-
ings.

D. Withholding tax on royalties

Ireland imposes withholding tax on patent royalties at
the rate of 20 percent under section 238 of TCA 1997.
Where an Irish company makes a payment in respect
of any royalty relating to the use of a patent, (i.e., a
patent royalty), the company making the payment
must deduct out of such payment Irish withholding
tax at the rate of 20 percent.

However, under section 242A of TCA 1997, when a
company makes a payment in respect of patent royal-
ties, and that payment:

s was made in the course of the company’s trade or
business to a company that:
s is not resident in Ireland; and

s is resident in an EU Member State or a country
with which Ireland has a tax treaty and that
country imposes a tax that generally applies to
royalties receivable in that country by compa-
nies from sources outside that territory; and
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s was made for bona fide commercial reasons and
does not form part of any arrangement or scheme
the main purpose of which is the avoidance of tax,
then no withholding tax will apply to the payment

of the patent royalty. Furthermore, certain patent roy-
alties can be paid gross subject to the obtaining of
clearance under certain procedures.

E. Substance-over-form and mandatory reporting
obligations

1. Substance-over-form

Irish tax legislation contains general anti-avoidance
provisions in sections 811 and 811A of TCA 1997 that
effectively give the Irish Revenue the power to apply
the ‘‘substance-over-form’’ principle. The aim of these
provisions is to counteract certain transactions that
are carried out solely for the purpose of avoiding or re-
ducing a tax charge in Ireland.

The Irish Revenue may deem a transaction to be a
‘‘tax avoidance transaction.’’ A transaction will be
deemed to be a tax avoidance transaction if, having
regard to one or more of the following:
s the result of the transaction;
s the use of the transaction as a means of achieving

that result; and
s any other means by which that result or any part of

that result could have been achieved,
the Irish Revenue forms the opinion that:

s the transaction gives rise to a tax advantage; and
s the transaction was not undertaken or arranged pri-

marily for purposes other than to give rise to a tax
advantage.
The Irish Revenue will not regard a transaction as

being a tax avoidance transaction if they are satisfied
that:
s the transaction was undertaken by a company with

a view, directly or indirectly, to the realisation of
profits in the course of the business activities car-
ried on by it, and was not undertaken primarily to
give rise to a tax advantage; or

s the transaction was undertaken for the purpose of
obtaining the benefit of any relief provided by any
provision in the Irish tax legislation, and the trans-
action did not result in a direct or indirect misuse or
abuse of the provision having regard to the pur-
poses for which it was provided.
Once the Irish Revenue forms the opinion that a

transaction is a tax avoidance transaction, it may:
s calculate the tax advantage which it considers

arises from the transaction;
s determine the tax consequences it considers would

arise in respect of the transaction; and
s calculate the amount of any relief from double taxa-

tion that it would propose to give to the taxpayer,
and inform the taxpayer of the same in a notice of

opinion issued to the taxpayer. The taxpayer has the
right to appeal any decision or assessment made by
the Irish Revenue.

2. Mandatory reporting obligations

The Finance Act 2010 and the Finance Act 2011 intro-
duced a new mandatory disclosure regime for tax
avoidance transactions. The new regime provides that
promoters (which include accountants, tax advisors
and banks) or taxpayers contemplating or implement-

ing certain transactions are obliged to provide details
of those transactions to the Irish Revenue. The rel-
evant provisions are included in sections 817D to
817R of TCA 1997.

The transactions that must be disclosed under the
new provision are broadly defined as any transaction
or any proposal for a transaction that might result in
the obtaining of a tax advantage for any person (in-
cluding a company).

A tax advantage is defined as:
s relief, or increased relief, from a charge or liability

to tax, including any potential or prospective
charge or liability;

s a refund or repayment of, or a payment of, an
amount of tax, or an increase in an amount of tax
refundable, repayable or otherwise payable to a
person, including any potential or prospective
amount so refundable, repayable or payable or an
advancement of any refund or repayment of, or
payment of, an amount of tax to a person; or

s the avoidance of any obligation to deduct or ac-
count for tax.
The above describes the main Irish tax rules aimed

at preventing base erosion and profit shifting.

F. Application to the factual scenario

In the factual scenario provided, the Irish transfer
pricing rules under section 385C of TCA 1997 will
apply to ensure the interest paid by HCo (an Irish tax
resident company) to FSub1 and FSub2, the royalties
paid by HCo to FSub3, and the purchase price paid by
HCo to FSub4 are at arm’s length.

The interest paid by HCo to FSub1 may be deemed
a distribution under section 130 of TCA 1997 on the
basis that the two companies have a 75 percent rela-
tionship. However, under section 452 of TCA 1997, it
may be possible for HCo to elect for the interest pay-
ment not to be treated as a distribution provided cer-
tain conditions are satisfied. Irish interest
withholding tax may apply to the interest payments
made to FSub2, on the basis that FSub2’s country
does not impose a tax on the interest income.

It is unlikely that any of the Irish tax rules will apply
to FSub5, on the basis FSub5 has no taxable presence
in Ireland.

II. Proposed Irish rules to prevent base erosion and
profit shifting

The Irish government is actively participating in the
BEPS discussion at the OECD level.

III. Ireland and the OECD BEPS Project

A. Ireland’s view of the OECD BEPS Project

As noted in II., above, the Irish government is actively
participating in the BEPS discussion.

B. Ireland’s proposals for the OECD BEPS Project

See II., above.

C. The author’s proposals for the OECD Project

Given the complexity of the issues proposed for dis-
cussion in the OECD BEPS Report, the author would
recommend that there be full consultation on all the
issues.
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A s a high tax country, Italy has traditionally
been very wary of base erosion. The whole
system of taxation for business taxpayers is

designed to limit, to the extent possible, the deduction
of costs and expenses that have a discretionary ele-
ment (such as reserves and provisions) or that are not
thoroughly documented. More specifically, the issue
of base erosion and profit shifting is addressed
through a variety of provisions in the law and prin-
ciples elaborated by the tax authorities and tax courts
that apply across the board to the deduction of costs
by Italian companies, regardless of whether the re-
cipient of the related income stream is located in Italy
or abroad.

The main rules that converge with the OECD initia-
tive on base erosion and profit shifting are sum-
marised in I., below.

I. Current Italian rules to prevent base erosion and
profit shifting

A. Rules not limited to the treaty context

1. Introduction

The Italian tax system’s main deterrent to base erosion
and profit shifting is the risk of penalties that are ap-
plicable where the tax authorities mount a successful
challenge. Under the law, the arguments behind an al-
leged tax violation are relatively unimportant in deter-
mining the consequences for the affected taxpayer. In
fact, whenever a cost is disallowed or higher income is
attributed to a taxpayer following a tax challenge,
except in the case of tax fraud when higher penalties
may be applied, the outcome will normally be an al-
leged deficiency in the tax return, which will, in turn,
result in a higher tax liability, penalties ranging nor-
mally from 100 percent to 200 percent of such higher
tax liability, interest and, possibly a penalty of 30 per-
cent of the tax due for failure to pay the tax to the Ital-
ian revenue on a timely basis. If the deficiency is over
EUR 2 million in any given financial year, it may at-
tract criminal liability as constituting tax evasion.

Arguably, challenges mounted on the basis of al-
leged tax avoidance or the application of the arm’s
length principle should not attract criminal penalties,

regardless of the amount of tax at issue. However, the
tax authorities invariably invoke criminal liability be-
cause, by doing so, they are able to double the statute
of limitations retrospectively. The Courts, including
the Supreme Court, have not yet formed a final view
on this point, although the current trend seems to in-
dicate that they would consider criminal penalties as
also being applicable in tax avoidance and transfer
pricing cases.1 Moreover, criminal prosecutors are in-
creasingly building tax cases as this is perceived to be
the best way to induce taxpayers to settle in the hope
of avoiding a criminal challenge, regardless of the
merits of that challenge. Concerns over the possible
criminal consequences associated with potential tax
challenges currently constitute the strongest deterrent
to multinational groups entertaining the idea of ag-
gressive tax planning in Italy.

2. The benefit principle

A number of general principles govern the computa-
tion of the taxable profits of (individual and corpo-
rate) entrepreneurs. One such principle can be
broadly translated as the ‘‘benefit principle.’’ It is con-
tained in Article 109(5) of the Income Tax Code
(‘‘ITC’’),2 which stipulates that:

Costs and expenses, other than interest, taxes, social
security contributions and charitable expenses, are
deductible if and to the extent that they refer to assets
or activities originating taxable items of income.

The overall rationale of the provision is to deny the
deduction of costs and expenses not pertaining to the
business activity of the taxpayer. Scholars and case
law have further defined the boundaries of the provi-
sion. Traditionally, the purchase of goods for the per-
sonal use of an individual entrepreneur or a
shareholder clearly does not pertain to the business
activity of the taxpayer. However, in other situations,
the distinction between what does and does not per-
tain to the taxpayer’s business activity may not be so
easy to make.

In the first place, to be deductible, an expense must
have the propensity to generate a benefit for the busi-
ness activity. Such benefit can even be potential. The
determination of whether a particular cost has the
propensity to be beneficial is not a determination of
the soundness of an entrepreneurial choice. Each en-
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trepreneur is free to choose what is best for its busi-
ness and a deduction should be allowed even if a
particular choice proves unsuccessful. In summary, a
deduction should be disallowed only for expenses that
are so evidently unrelated to the specific business ac-
tivity of the taxpayer as to be obviously unlikely to
generate any benefit for the business.

The principle applies not only for purposes of deter-
mining whether a cost or expense is deductible, but
also for purposes of determining whether the entire
amount of a cost/expense is deductible or only a por-
tion of that amount. Thus, the purchase of a simple
iron bar for USD 5 might be beneficial to a business
activity while the purchase of the same bar for USD 50
might not, because at least part of the consideration
might be unjustified and instead might resemble a
gift. However, the benefit principle would not, in this
example, authorise the tax authorities to estimate the
arm’s length cost of the bar: the benefit principle
simply prevents the deduction of macroscopically in-
flated charges.

Under the Supreme Court’s current interpretation,
whenever there is doubt, the burden of proving that
an expense is deductible lies with the taxpayer.
Second, and most importantly, the benefit principle is
also used to impose on the taxpayer the burden of jus-
tifying the quantum of a given business expense. In
fact, according to the Supreme Court’s interpretation,
the tax authorities may disregard transactions that do
not appear consistent with the behaviour of a sound
business person, the benchmark being represented by
the arm’s length price. The argument is that the behav-
ior of businesses should always be driven by the aim
of generating the maximum possible profits. The tax
authorities should, therefore, not be bound to respect
the tax consequences of transactions that are not com-
pliant with the arm’s length standard as such transac-
tions would not appear to be aimed to generate the
maximum possible profits, unless they appear to be
adequately motivated by other (strong) business con-
siderations.

More recently, the Supreme Court3 has gone one
step further, stating that if a given transaction does
not appear sufficiently motivated by business ratio-
nale, chiefly in terms of the amount of the deductible
costs that it generates, this constitutes an abuse of law
and, as such, the transaction can be disregarded by
the tax authorities. This approach, which has been
heavily criticised by scholars, is endorsed by the tax
authorities.4 Challenging transactions based on an al-
leged ‘‘abuse of law’’ is increasingly common because
it literally relieves the tax authorities of the need to
elaborate valid arguments for their challenges and
shifts the entire burden of proof to the taxpayer. In
this climate, the tax authorities may easily challenge
any cost that is not strongly motivated by business
considerations from an arm’s length perspective, with
little or no defense being available to the taxpayer.

Leveraging the ambiguity created by the interaction
between the benefit principle and the abuse of law
doctrine, the tax authorities frequently challenge even
expenses that would pass the tests imposed by specific
provisions that would otherwise limit their deduction.
For example, the deductibility of intra-group interest
payments is often challenged in this manner, even if

the interest concerned would pass the test under the
interest barrier rules (see I.A.4., below).

3. The arm’s length principle

The benefit principle described in I.A.2., above applies
with respect to all costs and expenses arising from
transactions with both residents and nonresidents.
The Italian transfer pricing provisions apply, in prin-
ciple, only to transactions between residents and non-
residents linked by a control relationship. However,
case law has confirmed that they apply also to trans-
actions between resident taxpayers.5

The core of the Italian transfer pricing system is
represented by Article 110(7) of the ITC, which pro-
vides that transactions between Italian resident busi-
nesses and foreign affiliates have to be valued for tax
purposes at their ‘‘normal value,’’ which is in sub-
stance equivalent to the arm’s length price. The appli-
cation of the principle is largely based on the latest
version of the OECD Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations
(the ‘‘OECD Transfer Pricing Guidelines’’).

In applying the arm’s length standard, the focus is
clearly on economic substance and human functions,
as opposed to contracts and risk allocation. In this re-
spect, Italian practice already reflects the consider-
ations indicated in the OECD BEPS initiative.

The arm’s length principle is also contained in all of
Italy’s tax treaties, which normally contain a clause
identical to Article 9(1) of the OECD Model Conven-
tion.

A special penalty waiver applies when a taxpayer
maintains transfer pricing documentation that com-
plies with the guidelines issued by the Italian tax au-
thorities. Under the regime, should the tax authorities
assess a claim based on transfer pricing adjustments,
no penalties will be imposed provided that, in the
course of the relevant inspection, the taxpayer deliv-
ers to the tax inspector a set of transfer pricing docu-
mentation prepared in compliance with the
documentation guidelines. In the absence of this new
legislation, transfer pricing adjustments would be
treated like any other corporate tax claim, i.e., they
would trigger a liability to penalties ranging from 100
percent to 200 percent of the additional tax assessed
by the tax authorities. Arguably, while the penalty
waiver applies only to administrative penalties, no
criminal penalties should be imposed whenever the
penalty waiver applies. It should be noted, however,
that this conclusion, which is broadly endorsed by
scholars, has not been sanctioned by case law.

The distinction between the arm’s length principle
and the benefit principle is often blurred. In fact, one
area in which multinational groups are facing increas-
ing difficulties is that of management fees and similar
charges borne by Italian group companies. Even
before considering how to quantify an arm’s length
consideration, an Italian group company will have to
determine whether: (1) the relevant charge reflects the
provision of a service; (2) the service brings a specific
benefit to the company concerned; and (3) all the
above is adequately documented. If this is not the
case, the relevant costs may be disallowed notwith-
standing the arm’s length analysis. This exercise may
be particularly complex whenever, as in most matrix
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organisations, the charges do not reflect specific man-
agement or other services but, rather, constitute the
allocation of central costs incurred for the benefit of
the group generally.

4. Interest barrier rules

The most specific anti-base-erosion provision in the
Italian tax system is probably the rule known as ‘‘inter-
est barrier rule,’’ which limits the deduction of interest
expenses.

Under the rule, which was inspired by its German
equivalent, interest expenses incurred by a company
(irrespective of whether they are incurred with respect
to loans granted or guaranteed by related or third par-
ties), other than capitalised interest expenses, are de-
ductible up to an amount equal to interest income
accrued in the same tax period. Any excess over that
amount is deductible up to 30 percent of the relevant
company’s EBITDA. EBITDA is calculated as the dif-
ference between: (1) the value of production (i.e.,
turnover); and (2) the cost of goods sold, excluding de-
preciation, amortisation and financial leasing install-
ments relating to business assets. The relevant items
are those appearing in the company’s statutory profit
and loss account. In the case of a company that drafts
its financial statements in accordance with IAS/IFRS,
the corresponding items in the profit and loss account
are taken into account.

Any interest expenses in excess of the above thresh-
old may be carried forward indefinitely and deducted
in subsequent years, subject again to the 30 percent of
EBITDA limitation in each such subsequent year.
There are special rules that apply with respect to for-
eign subsidiaries, tax consolidation, and mergers and
divisions.

Passing the interest barrier test, however, does not
mean that interest expenses may be deducted on an
unconditional basis. Even interest expense that is well
below the threshold will be scrutinised in terms of the
benefit principle (see I.A.2., above) to determine
whether it derives from a sound business decision and
was contracted in the best interests of the company.
For example, leveraged recaps and leveraged dividend
distributions will invariably be challenged by the tax
authorities on the grounds that the relevant interest
expenses are attributable to a transaction entered into
for the benefit of the shareholders of the relevant com-
pany rather than the company itself. The tax courts
have not yet developed a clear opinion of such chal-
lenges but the current climate suggests that they may
ultimately be upheld by the Supreme Court.

5. Profit-related payments

To prevent profit shifting through the use of profit-
related instruments, Italian tax law provides that re-
muneration on securities and financial instruments
that is related to the profits of the issuer, of a specific
project or of a related party is not deductible. Simi-
larly, payments of remuneration to an associated
party under a silent partnership contract (unless
made in the form of personal services, which is hardly
ever the case) or another profit-sharing contract are
not deductible for the paying party. The costs are dis-
allowed regardless of the treatment (dividend or

other) applying to the corresponding income in the ju-
risdiction in which the recipient is located.

6. Anti-tax haven rules

The oldest set of rules designed to counteract cross-
border base erosion and profit shifting concerns the
disallowance of costs and expenses deriving from
transactions between resident persons and nonresi-
dent entities or professionals resident in a state or ter-
ritory not included in a ‘‘white list.’’6 To be able to
deduct such expenses, the resident taxpayer must be
in a position to prove that:
s the nonresident party carries on a real business ac-

tivity (the ‘‘active business test,’’ which is the test
that is by far the most commonly met in the context
of intra-group transactions); or

s the relevant transaction(s) had a real business pur-
pose and actually took place (the ‘‘business purpose
test’’).
These provisions are currently being used aggres-

sively by the Italian tax authorities to challenge the tax
planning schemes of multinational groups. For ex-
ample, structures leveraging low-taxed principal com-
panies (such as Swiss principals that enjoy the benefit
of a local tax ruling) and local stripped distributors
are being actively challenged by denying Italian dis-
tributors deductions for the cost of goods and ser-
vices.

Once again, the main criterion that needs to be met
to pass the active business test is economic substance,
which is measured in terms of the direct availability to
the foreign company of its own human and organisa-
tional resources in the jurisdiction in which it is lo-
cated, with contracts, intangibles and risk allocation
playing only a minor role.

7. Controlled foreign company legislation

To counteract the tax deferral achieved by sheltering
profits in foreign subsidiaries, Italy introduced com-
prehensive controlled foreign company (‘‘CFC’’) legis-
lation as long ago as 2001. Under the legislation,
profits realised by a foreign entity are deemed to be
the profits of an Italian resident, whether an indi-
vidual, or a corporation or other entity subject to cor-
porate income tax, if:
s the Italian resident directly or indirectly (including

through trustee companies or interposed third per-
sons) controls7 the foreign entity (a slightly differ-
ent set of rules applies in the case of ‘‘affiliate’’ CFCs,
see below); and

s the foreign entity is not resident in a state or terri-
tory included in a list of states or territories that
allow an adequate exchange of information with
Italy (the ‘‘white list’’).8

The CFC regime also applies to the profits of a for-
eign person that is not resident in a tax haven where
those profits are earned through a permanent estab-
lishment (‘‘PE’’) of that person which is located in a
tax haven.

The application of the CFC rules can be avoided if
the Italian resident proves that the foreign entity pre-
dominantly carries on an actual industrial or commer-
cial activity in the state or territory in which it is
located. According to Ministerial Circular 51/E of
2010, this will be the case where the foreign entity is
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economically and socially integrated with the market
for the territory in which the foreign entity is located.
In this respect, the Circular makes it clear that the
presence of a real business organisation in that
market is not sufficient. Once again, the main crite-
rion is economic substance, which is measured in
terms of the direct availability to the foreign entity of
its own human and organisational resources in the
territory in which it is located, with contracts, intan-
gibles and risk allocation playing only a minor role.
The application of the CFC rules can also be avoided
if the Italian resident proves that its participation in
the foreign entity does not have the effect of placing
income in a tax haven state or territory, i.e., the rel-
evant income is subject to tax at a rate that is reason-
ably close to the Italian tax rate, irrespective of
whether the income is distributed to the entity’s ulti-
mate Italian shareholder. In either case, a taxpayer
wishing to avoid the application of the CFC rules must
apply to the Ministry of Finance for an advance ruling.

The income of the foreign entity (i.e., the CFC) is
computed by applying the Italian provisions govern-
ing the computation of business income and is taxed
separately (i.e., CFC income cannot be offset by any
losses of the Italian resident) at the Italian resident’s
average tax rate. This average rate cannot, however, be
lower than 27 percent. A credit for foreign taxes paid
by the CFC is available. Dividends subsequently dis-
tributed by the CFC are taxable only to the extent they
exceed the income that has already been taxed in the
hands of the Italian recipient under the CFC regime.

In addition to controlled companies, the CFC legis-
lation also applies to ‘‘affiliated companies,’’ i.e., com-
panies resident or established in a state or territory
that has a privileged tax regime in which an Italian
resident entity directly or indirectly holds 20 percent
(10 percent in the case of listed companies) or more of
the entitlement to profits. Special rules apply to the
computation of the income of such affiliated compa-
nies.

The CFC legislation now also applies to a controlled
(but not an affiliated) company located in a state or
territory that is not included in the ‘‘black list’’ (for ex-
ample, an EU company), if both of the following con-
ditions are satisfied:

s the CFC is subject to an actual tax burden that is
more than 50 percent less than that to which it
would be subject if it were resident in Italy; and

s more than 50 percent of the income of the CFC con-
sists of passive income for CFC purposes.
In this context, the controlling Italian resident may

prevent the attribution of profits under the CFC rules
by proving that the establishment of the controlled
company does not constitute a ‘‘wholly artificial ar-
rangement’’ aimed at achieving undue tax advantages
(i.e., that the controlled company has substance). To
this end, the Italian resident must apply for a ruling
from the Italian tax authorities.

B. Rules for the treaty context

Italy does not have a strong record of including anti-
avoidance measures in its tax treaties. Whenever such
specific provisions are present (see, for example, the
limitation on benefits article in the Italy-United States

tax treaty), they will have been included on the initia-
tive of the other Contracting State.

In general, the main tool for preventing treaty shop-
ping is considered to be the ‘‘beneficial owner’’ con-
cept, which is to be found in virtually all of the tax
treaties concluded by Italy over the last 30 years (al-
though its use in the context of a substance-over-form
approach is a relatively recent development).9

C. Application to the factual scenario

In light of the above, the Italian approach to combat-
ting base erosion and profit shifting in the factual sce-
nario envisaged may be summarised as follows.

s Interest payable by HCo on the intra-group loan
would be subject to scrutiny under the arm’s length
principle. Any arm’s length interest would also be
subject to the interest barrier rule. Furthermore,
the Italian tax authorities would also review
whether borrowing at the relevant rates was a
sound business decision and might even try to dis-
allow the deduction of interest that is below the in-
terest barrier rule threshold, based on the argument
that borrowing from a related party may not be a
‘‘business-like’’ transaction. This conclusion is
based on the experience that the tax authorities
have the tendency to review a company’s entire fi-
nancial structure to determine whether the cost of
borrowings is justifiable in the light of the return on
capital. For example, in a number of tax audits, the
tax authorities have challenged borrowings where
the company had excess cash available, arguing
that the excess cash should have been used to repay
outstanding loans and thus reduce interest ex-
penses. However, the tax courts tend to reject most
such attempts on the part of the tax authorities.

s As regards the hybrid instrument, should the inter-
est be computed as a portion of HCo’s profits (or
those of a related party), the deduction of the inter-
est would be completely disallowed without any ad-
ditional investigation. Should the interest not be
profit-related, it would be subject to the same scru-
tiny as is described above in relation to the interest
on the loan. The equity treatment of the instrument
in the hands of FSub2 should not, per se, adversely
affect the analysis of the deductibility of the specific
interest expense but would certainly be considered
in the overall assessment of the behavior of HCo
and the FCo group for tax purposes.

s The royalties would be subject to scrutiny under the
benefit principle and the arm’s length principle. As
regards the benefit principle, the license would have
to cover intangibles that actually exist, are useful to
HCo and would not actually be available in the ab-
sence of the license (for example, charges for ge-
neric industrial knowhow would most likely be
disallowed).

s As regards the income derived by FSub5 from inter-
acting with Italian customers, the question arises as
to whether FCo may be deemed to have a PE in Italy
as a result of FSub5’s activities. As the Italian notion
of a ‘‘permanent establishment’’ tends to be sub-
stantially wider than that adopted at the interna-
tional level, the relevant risk would have to be
carefully weighed.10 The concept of activities being
preparatory or auxiliary in nature tends to be very
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narrow in Italy and, in fact, a number of large mul-
tinationals active in the digital industry are cur-
rently the subject of Italian PE challenges. More
particularly, any activity that HCo may carry on in
relation to the income derived by FSub5 may be
seen as forming the basis for a PE challenge.

II. Proposed Italian rules to prevent base erosion
and profit shifting

At the time of writing, there has been no announce-
ment of any specific proposals.

III. Italy and the OECD BEPS Project

While ‘‘signing off’’ on all the OECD initiatives on the
prevention of international tax avoidance and abuse,
the Italian authorities have been only moderately
vocal about possible steps to be taken to implement
the OECD’s recommendations.

No measures have been introduced or announced,
nor has any specific recommendation been identified
as more worthy of pursuing. Italy is slowly increasing
its network of tax treaties and tax information ex-
change agreements. It also vocally supports the Euro-
pean initiative for the introduction of a wider FATCA-
type system of exchange of information. However, the
relevant intergovernmental agreement has only been
initialled and there has been no indication as to when
it will actually be executed. That being said, it seems
fair to comment that the Italian tax system appears al-
ready strongly geared towards the approach advo-
cated by the OECD: the deduction of expenses,
especially interest and similar expenses, is subject to
significant limitations; the application of the arm’s
length principle is distinctly oriented towards eco-
nomic substance and human function requirements;
and the treatment of foreign entities through which
tax advantages may be achieved is entirely substance-
based (see the discussion of the anti-tax haven rules in
I.A.6., above and of the CFC legislation in I.A.7.,
above). On top of that, the revenue authorities and,
more often, the tax police (prompted by criminal
prosecutors) are aggressively scrutinising all large
multinationals active in the digital economy. Such in-
spections normally result in the foreign principal
company being charged with having a PE in Italy by
virtue of the activities of its Italian affiliates and
having to defend itself in court (normally criminal
court).11 It seems reasonable to expect that the OECD
work on base erosion and profit shifting will be in-
voked by the revenue authorities and tax police to jus-
tify their taking an even more aggressive stance in
challenging the tax planning of multinational groups.

One step being taken towards changing the tradi-
tionally confrontational relationship between the tax
authorities and multinationals is represented by the
pilot project on co-operative compliance, on the back
of the OECD initiative ‘‘Co-operative Compliance: A
Framework — from Enhanced Relationship to Co-
operative Compliance.’’ The project’s objective is to
discover new forms of cooperation between large tax-
payers and the tax administration in the context of an
open and transparent relationship that aims to iden-
tify and solve potential tax issues before they arise.
The new system intends to foster voluntary compli-

ance and transparency in dialogue, replacing the cur-
rent, more confrontational, ‘‘hide and seek’’ approach.
The proposed new system implies a commitment on
the part of taxpayers to adopt a compliant mode of
conduct based on transparent disclosure when deal-
ing with the tax authorities. In exchange, the tax au-
thorities should be prepared to meet taxpayer needs
and to resolve any issues in a timely and effective
manner before such issues crystallise, rather than
confronting the taxpayer after the event. The pilot
project only came to an end on July 31, 2013 and the
results have yet to be announced.

NOTES
1 Supreme Court, Decision No. 7794/2012 (Dolce and
Gabbana).
2 The main body of income and corporate tax legislation
is contained in Presidential Decree 917 of 22 December
1986, also known as the Income Tax Code (ITC).
3 Decisions No. 12282/2013, 4901/2013 and 3243/2013.
4 Circular 113/E of Dec. 31 2012.
5 After a number of decisions in which it argued that the
arm’s length principle was to be used as the benchmark
for assessing the benefit principle and/or the presence of
an abuse of law, the Supreme Court finally took the posi-
tion that the arm’s length principle applies also to trans-
actions between resident taxpayers; see Decision n. 17955
of July 24, 2013.
6 Until a formal ‘‘white list’’ is issued, the system is actu-
ally based on a ‘‘black list’’ approach. While the two
(black) lists are formally different, the (black) list for
these purposes is substantially the same as that set out in
fn. 8, below in the context of the CFC legislation, the most
notable difference being that the list applicable for de-
ductibility purposes does not include counterparties es-
tablished in an EU Member State.
7 ‘‘Control’’ is defined by reference to Civil Code, Art. 2359
under which a company is deemed to be controlled by an-
other company if:

the other company holds, directly or indirectly, the major-
ity of the votes at the first company’s shareholders’ meet-
ings;

the other company holds, directly or indirectly, sufficient
votes to exert a decisive influence in the first company’s
shareholders’ meetings; or

the first company is under the relevant influence of the
other company due to a special contractual relationship.
8 Until a formal ‘‘white list’’ is issued, the system is actu-
ally based on a ‘‘black list’’ approach. The list of tax
havens for CFC purposes — i.e., the black list — (Ministe-
rial Decree of Nov. 21, 2001) is as follows:

Section 1: states and territories that are regarded as
having a privileged tax regime in any circumstance, i.e.:
Andorra, Anguilla, Aruba, the Bahamas, Barbados, Bar-
buda, Belize, Bermuda, the British Virgin Islands,
Brunei, the Cayman Islands, the Channel Islands, the
Cook Islands, Djibouti, French Polynesia, Gibraltar, Gre-
nada, Guatemala, Hong Kong, the Isle of Man, Kiribati,
Lebanon, Liberia, Liechtenstein, Macau, Malaysia, the
Maldives, the Marshall Islands, Montserrat, Nauru, the
Netherlands Antilles (even though the Netherlands Antil-
les no longer exists as such, no adjustment has been made
to the list to address this), Nevis, New Caledonia, Niue,
the Philippines, Oman, the Solomon Islands, St. Helena,
St. Kitts, St. Lucia, St. Vincent and the Grenadines, the
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Seychelles, Singapore, Tonga, the Turks and Caicos Is-
lands, Tuvalu, the US Virgin Islands, Vanuatu and West-
ern Samoa.
Section 2: states that are regarded as having a privileged
tax regime, except with regard to companies carrying on
certain specified activities:
s Bahrain, excluding companies that carry out exploration, extrac-

tion and refining in the oil industry;

s Monaco, excluding companies more than 25 percent of whose turn-

over is derived from outside Monaco; and

s The United Arab Emirates, excluding companies that carry out ex-

ploration, extraction and refining in the oil industry.

Section 3: states and territories that are generally deemed
not to have a privileged tax regime but that, because of
specific offshore legislation or other tax incentives, are
deemed to be tax havens with regard to specified low-tax
activities:
s Angola, with respect to: oil companies that benefit from the exemp-

tion from oil income tax; companies at benefit from exemptions or

reductions of tax in industries essential to the Angolan economy;

and investments provided for by the Foreign Investment Code;

s Antigua, with respect to: international business companies that

carry on their activities abroad, such as those under the Interna-

tional Business Corporation Act No. 28 of 1982 and subsequent

amendments and integrations; and companies that manufacture

authorised products, such as those under Law 18 of 1975 and sub-

sequent amendments and integrations;

s Costa Rica, with respect to: companies deriving income from for-

eign sources; and companies engaged in high-technology activities;

s Dominica, with respect to international companies carrying on

their activity abroad;

s Ecuador, with respect to companies carrying on their activities in

the free trade zones that benefit from the exemption from income

taxes;

s Jamaica, with respect to: companies manufacturing for foreign

markets and enjoying the tax benefits of the Export Industry En-

couragement Act; and companies located in the territories indicated

in the Jamaica Export Free Zone Act;

s Kenya, with respect to companies established in the export process-

ing zones;

s Luxembourg, with respect to the holding companies regulated by

the local law of July 31, 1929;

s Mauritius, with respect to: ‘‘certified’’ companies engaged in export

services, industrial development, tourism management, industrial

construction and clinics that are subject to lower than ordinary cor-

porate tax; offshore companies; and international companies;

s Panama, with respect to: companies deriving income from foreign

sources, as defined under Panama legislation,; companies located in

the Colon Free Zone; and companies carrying on their activities in

the export processing zone;

s Puerto Rico, with respect to: companies engaged in banking activi-

ties; and companies under the Puerto Rico Tax Incentives Act of

1988 or the Puerto Rico Tourist Development Act of 1993;

s Switzerland, with respect to companies not subject to cantonal and

municipal taxes, such as holding, auxiliary and domiciliary compa-

nies; and

s Uruguay, with respect to companies carrying on banking activities;

and holding companies that carry on exclusively offshore activities.

In the case of countries listed in the Section 3, the regime
also applies to businesses (regardless of their form) ben-
efiting from a tax regime substantially similar to those
listed by virtue of a special measure of, or agreement
with, the local tax authorities.
9 For more on the concept of ‘‘beneficial ownership’’ in the
contest of preventing cross-border tax avoidance and
abuse, see C. Galli, Beneficial Ownership in Tax Manage-
ment International Forum, Dec. 2012.
10 The concept of ‘‘permanent establishment’’ in Italy
tends to be significantly wider as a result of the case law
of the Italian Supreme Court, (Philip Morris; judgments
of March 7, 2002 No. 3368, May 25, 2002 No. 7682 and
July 25, 2002, No. 10925). Specifically, the Supreme Court
affirmed, among others things, that:

s an Italian company can be the PE of a group of companies (i.e., evi-

dence regarding one entity can be used to claim the existence of a

PE for other foreign affiliates as well);

s the monitoring by an Italian subsidiary of the proper execution by

the Italian unrelated counterparty in a contract with a foreign group

company cannot, in principle, be deemed an ‘‘auxiliary’’ activity

within the meaning of OECD Model Convention, Art. 5(4);

s the ‘‘power to conclude contracts’’ may exist even if representatives

of the Italian subsidiary are simply physically present and do not ac-

tively take part in negotiations between the representatives of the

foreign company and their Italian counterparts;

s the entrusting of business functions (‘‘management’’), even if lim-

ited to some areas of transactions, by a group (or by affiliates be-

longing to a group) to a ‘‘national structure’’ makes that structure

amount to a permanent (fixed) establishment of a foreign company

that is a member of the group; and

s the assessment of whether a PE exists, including the assessment of

the dependence and power to conclude contracts criteria, must be

made according to substance and not according to form.

In response to the position taken by the Italian Supreme
Court, the OECD amended the Commentary on Model
Convention, Art. 5 (published on April 12, 2004). How-
ever, Italy has made observations on the relevant para-
graphs of the Commentary, stating that Italian
jurisprudence cannot be ignored in the interpretation of
cases falling within its ambit and, in this respect, a subse-
quent decision of the Italian Supreme Court (Decision of
July 28, 2006, No. 17206) stated that, due to the observa-
tions made by the Italian government, no decisive rel-
evance may be attributed to the sentences in the
Commentary concerned.
11 The actions of the tax police against the Google Group
were also discussed in Parliament on Nov. 28, 2012.
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Host Country
JAPAN
Eiichiro Nakatani & Akira Tanaka
Anderson Mōri & Tomotsune, Tokyo

I. Current Japanese rules to prevent base erosion
and profit shifting

J apan currently has, in its domestic tax laws and
its income tax treaties, an array of rules to pre-
vent, or at least limit, base erosion and profit

shifting.

A. Japanese domestic tax laws

1. Transfer pricing

The rules relating to transfer pricing taxation are set
out in Article 66-4 of the Act on Special Measures Con-
cerning Taxation, for purposes of preventing base ero-
sion and profit shifting. Where a company sells to,
purchases from, provides services for or carries on
any other transactions with, a foreign related com-
pany, and if the amount of the company’s taxable
income from the transactions concerned is less than
the amount that would be calculated based on arm’s
length principles, the transactions (‘‘foreign related
transactions’’) will be deemed to have been conducted
at arm’s length prices and the amount of the differ-
ence will either be included in, or will not be deduct-
ible from, the taxable income of the company.

A ‘‘foreign related company’’ means a foreign com-
pany that has a special relationship with a Japanese
company. A special relationship means any of the fol-
lowing relationships:

s a shareholding relationship:
s a relationship in which one company directly or

indirectly owns at least 50 percent of the shares
of the other company; or

s a relationship in which at least 50 percent of the
shares of each of the two companies are owned,
directly or indirectly, by the same person.

s a substantial control relationship:
s a relationship in which one company is in a po-

sition to determine the business policies of the
other company; or

s a relationship in which the same person is in a
position to determine the business policies of
both companies.

Substantial control relationships include (among
others) relationships:

s where at least 50 percent of the members of the
board of directors, or the representative direc-
tors, of one company hold, or used to hold, posi-
tions as directors or employees of the other
company;

s where a substantial portion of one company’s
business activities relates to transactions with
the other company; and

s where a substantial portion of the operating
funds of one company are provided by the other
company or are backed by guarantees provided
by the other company.

s a combination of a shareholding relationship and a
substantial control relationship.
The transfer pricing taxation rules provide for vari-

ous methods of determining an arm’s length price.
Prior to the 2011 tax reform: (1) the comparable un-
controlled price method; (2) the resale price method;
and (3) the cost-plus method had priority over other
methods (such as the profit split method and the
transactional net margin method). The 2011 tax
reform abolished this approach and the most appro-
priate method for calculating an arm’s length price for
each case can be selected for any fiscal year beginning
on or after October 1, 2011.

The Commissioner’s Directive on the Operation of
Transfer Pricing (Administrative Guidelines) issued
by the National Tax Agency of Japan provides admin-
istrative guidelines for the enforcement of transfer
pricing taxation. For example, with respect to the ex-
amination of licensing transactions regarding intan-
gible properties, section 2-12 of the Directive provides
as follows:

When examining licensing transactions regarding in-
tangible properties, it shall be noted that not only the
legal ownership of the intangible properties but also
the degree of contribution of a corporation or a for-
eign related person to the activities regarding the for-
mation, maintenance or development of the
intangible properties (‘‘formation and so on’’) need to
be taken into account. In assessing the degree of con-
tribution to the said formation and so on, the func-
tions that the corporation or the foreign related
person performed, such as decision making, render-
ing of services, bearing costs, and risk management,
shall be taken into account comprehensively. In this
case, it is to be noted that the degree of contribution
shall be assessed as low when the corporation or the
foreign related person merely bears the cost of the for-
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mation and so on of the intangible properties that are
expected to be a source of income.

2. Thin capitalisation rules

The deductibility of interest payments from a Japa-
nese company to a foreign company can be restricted
by the Japanese thin capitalisation rules set out in Ar-
ticle 66-5 of the Act on Special Measures Concerning
Taxation. Where a Japanese company pays interest on
debt issued by its foreign controlling shareholders,
etc. (’’FCS’’), if the debt exceeds three times the
amount of the capital contributed by its FCS, the
amount of interest paid to its FCS is partly excluded
from the company’s deductible expenses. The thin
capitalisation rules are also applicable to guarantee
fees paid to FCS; specifically, a third party loan from
FCS is to be included in the debt from FCS and guar-
antee fees are to be included in the interest paid on the
debt.

The amount of non-deductible interest essentially
equals the amount of interest in relation to the
amount of the debt that exceeds three times the
amount of the company’s capital contributed by its
FCS.

FCS are defined to include:

s a foreign company that, or a nonresident individual
who, directly or indirectly owns 50 percent or more
of the total outstanding shares of the Japanese com-
pany;

s a foreign company 50 percent or more of whose
total outstanding shares are directly or indirectly
held by a person who directly or indirectly owns 50
percent or more of the total outstanding shares of
the Japanese company; and

s a foreign company that, or a nonresident individual
who, has control of the Japanese company’s busi-
ness, partly or wholly, through substantial business
transactions, financing, personnel, etc.

3. Excessive interest payment taxation

The 2012 tax reform introduced a new set of rules for
addressing base erosion and profit shifting referred to
as Excessive Interest Payment Taxation (‘‘EIPT’’).1 The
purpose of EIPT is to prevent tax avoidance through
the use of interest payments to related persons, the
amounts of which are disproportionately large as
compared to the amount of income of the payer. EIPT
applies for fiscal years beginning on or after April 1,
2013.

EIPT restricts the deductibility of interest paid by a
company to related persons, where the amount of the
net interest payment made by the company to related
persons of the company exceeds 50 percent of the
amount of the company’s adjusted income.2 The re-
striction operates by disallowing the deduction of any
net interest payment in excess of the 50 percent
threshold.

A person (who may be either an individual or a com-
pany) that has a specified relationship with a com-
pany is treated as a related person of that company.
Where the person is a company, a specified relation-
ship is defined as follows:

s a relationship between two companies in which one
company directly or indirectly owns 50 percent or
more of the total outstanding shares of the other
company;

s a relationship between two companies in which the
same person directly or indirectly owns 50 percent
or more of the total outstanding shares of both
companies; or

s a relationship between two companies in which one
company is able substantially to control the other
company’s business through substantial business
transactions, financing, personnel, etc.
The amount of net interest paid by a company to re-

lated persons will be calculated based on the total in-
terest payments made to the related persons
(including guarantee fees paid to the related persons)
less the total interest received from the related per-
sons. In calculating the net interest payment, interest
payments to a related person will exclude interest pay-
ments to a recipient that is subject to Japanese corpo-
rate income taxation with respect to such interest
payments. Interest paid to a Japanese company will,
therefore, not be subject to EIPT. This new legislation
is primarily targeted at Japanese companies con-
trolled by foreign shareholders.

If both the thin capitalisation rules and EIPT are ap-
plicable in a fiscal year, only the larger of the two
amounts disallowable under the respective rules will
be disallowed.3

4. Controlled foreign corporation rules

The Japanese controlled foreign corporation rules
(the ‘‘CFC Rules’’) are set out in Article 66-6 of the Act
on Special Measures Concerning Taxation. Where a
Japanese company owns 10 percent or more of the
shares of a Specified Foreign Subsidiary (SFS), either
of the rules discussed in I.A.4.a. and b., below may be
applied.

(a). Aggregate tax rule on an entity basis

If the SFS does not satisfy any of the ‘‘exception con-
ditions,’’ its Japanese parent company is required to
report, as taxable income, its proportionate share of
the taxable income of the SFS. The exception condi-
tions take the form of the following four tests: (1) the
business purpose test; (2) the substance test; (3) the
administration and control test; and (4) the unrelated
party test/country of location test.

(b). Passive income aggregation tax rule

Even if the SFS satisfies at least one of the exception
conditions, its Japanese parent company is still re-
quired to report, as taxable income, its proportionate
share of the ‘‘passive income’’ of the SFS, if any. The
passive income to be reported is the total revenue de-
rived from the following less any related expenses: (1)
dividends on shares where the SFS holds less than 10
percent of the shares in the dividend paying company;
(2) interest on bonds; (3) the difference between the
redemption price and the acquisition cost of bonds;
(4) capital gains from the sale of shares described in
(1) (but only if the shares are sold on a stock ex-
change); (5) capital gains derived from the sale of
bonds; (6) royalties derived from intellectual property
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(excluding certain intellectual property such as that
developed by the SFS itself); and (7) lease fees with re-
spect to vessels or aircraft.

An SFS is a foreign related company that has its
main or head office in a country that either: (1) does
not impose tax on income; or (2) has an effective
income tax rate of 20 percent or less. A foreign related
company means a foreign company more than 50 per-
cent of whose shares are directly or indirectly owned
by Japanese companies, Japanese resident individuals
and nonresident individuals having a special relation-
ship with Japanese companies or Japanese resident
individuals.

B. Rules in Japan’s tax treaties

1. Limitation on benefits article

To prevent base erosion through the granting of tax
treaty benefits to a treaty partner resident that is not
considered to have a sufficient nexus to the foreign
Contracting State concerned, Japan generally insists
on including a limitation on benefits (LOB) clause in
its newly negotiated treaties. For example, under Ar-
ticle 22 of the new Japan-United States tax treaty
(signed in 2003), which is a typical LOB clause, a com-
pany that is a resident of one of the Contracting States
will not qualify for benefits under the treaty unless it
meets one (or more) of the following exceptions.
s Publicly-traded company: under this exception, a

company qualifies for treaty benefits if its principal
class of shares is regularly traded on one or more
recognised stock exchanges in Japan or the United
States.

s Subsidiary of a publicly-traded company or compa-
nies: under this exception, a company qualifies for
treaty benefits if at least 50 percent of its outstand-
ing shares are owned, directly or indirectly, by five
or fewer companies that meet the publicly-traded
company exception (described above), provided
that, in the case of indirect ownership, each inter-
mediate owner must also meet this exception or the
publicly-traded company exception (as described
above).

s Ownership/base erosion exception: under this ex-
ception, a company (and a tax unit other than an in-
dividual) qualifies for treaty benefits if: (1) on at
least 50 percent of the days of the company’s taxable
year, tax units (referred to in Article 22 as ‘‘persons’’)
that are residents of the country of which the com-
pany is a resident and that qualify for treaty benefits
by being individuals, government entities, qualify-
ing publicly-traded companies, or qualifying tax-
exempt organisations own, directly or indirectly, at
least 50 percent of the shares or beneficial interests
in the company, provided that, in the case of indi-
rect ownership, each intermediate owner is a resi-
dent of the country of which the company is a
resident; and (2) the company’s deductions for the
taxable year (as determined in the company’s coun-
try of residence) that are attributable to expendi-
ture incurred (other than arm’s-length expenditure
in the ordinary course of business for services or
tangible property), directly or indirectly, by tax
units that are not residents (of either Japan or the
United States) total, in the aggregate, less than 50

percent of the company’s gross income for the tax-
able year (as determined in the company’s country
of residence).

s Active trade or business exception: under this ex-
ception, a company (or other resident of a Contract-
ing State) is entitled to treaty benefits with respect
to an item of income derived from the other State if:
(1) the company is engaged in the active conduct of
a trade or business in the State of which it is a resi-
dent (other than the business of making or manag-
ing investments for the company’s own account,
unless those activities are banking, insurance or se-
curities activities carried on by a bank, insurance
company or registered securities dealer); and (2)
the income derived from the other Contracting
State is derived in connection with (or is incidental
to) that trade or business.

s Competent Authority’s determination exception:
under this exception, a company (or other resident
of a Contracting State) is entitled to treaty benefits
in general, or with respect to a specific item of
income, if the Competent Authority of the other
Contracting State determines that the establish-
ment, acquisition or maintenance of the company/
other resident and the conduct of its operations did
not have as one of its principal purposes obtaining
benefits under the treaty.

2. Concept of ‘‘beneficially owned’’

After the introduction of the term ‘‘beneficial owner’’
in the 1977 version of the OECD Model Tax Conven-
tion on Income and on Capital (the ‘‘OECD Model
Convention’’), Japan began to incorporate the term in
its own tax treaties. For example, the provisions of the
old Japan-United States tax treaty (signed in 1971) do
not use the term, but the new Japan-United States tax
treaty (signed in 2003) introduced provisions that
make use of the term, with the result that treaty coun-
try residents can enjoy benefits under the treaty only
if they are the beneficial owners of income such as
dividends, interest and royalties.4

Under the standard interpretation in Japan, the
term ‘‘beneficial owner’’ means a person that is not
merely the recipient of the income concerned but also
the person to which the income is substantially/
actually attributable. If the recipient of the income is
a nominee, an agent or a person acting as a conduit
for another person that in fact receives the benefit of
the income, such recipient is not considered to be the
taxpayer in relation to that income. Thus, the term
‘‘beneficial owner’’ is considered to be a concept that
makes it clear that eligibility for treaty benefits is lim-
ited to the person to whom the income concerned is
attributable and does not extend to a person that is
merely the recipient of the income.

C. Application to the factual scenario

Transfer pricing taxation will apply to determine if the
interest paid by HCo to FSub1 and FSub2, the royal-
ties paid by HCo to FSub3, and the price paid by HCo
to FSub4 are arm’s-length transactions. Also, the thin
capitalisation rules and EIPT may apply to limit de-
ductions for interest paid by HCo to FSub1 and
FSub2. Such rules would have no application with re-
spect to the royalties paid by HCo to FSub3. Based on
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the factual scenario, it is unlikely that the CFC Rules
would apply. It is possible that the rules in Japan’s tax
treaties might have some application to the scenario
but this would depend on facts and circumstances not
given in the scenario.

It should be noted that there are no rules that would
deny deductions to HCo for interest paid to FSub2
simply because the interest is paid on a ‘‘hybrid’’ in-
strument.

It is unlikely that any of the base erosion rules dis-
cussed above would apply with respect to FSub5
(which has no presence in Japan and presumably no
dealings with HCo).

II. Proposed Japanese rules to prevent base
erosion and profit shifting

At the time of writing (July 11, 2013), neither the Japa-
nese government nor Japanese lawmakers have pro-
posed any new rules to prevent base erosion and profit
shifting (see III., below).

III. Japan and the OECD BEPS Project

A. Japanese view of the OECD BEPS Project

Japan seems to be a proponent of the OECD BEPS
project. On May 27, 2013, Yuko Obuchi, the Vice Fi-
nance Minister of Japan, stated:

. . . the Chair of the OECD Committee on Fiscal Affairs
comes from Japan5 and thus Japan takes a leading
role in the OECD BEPS project. I believe that Japan
should lead discussions in the OECD and the G20 re-
garding international taxation and try to prevent inter-
national tax avoidance and ensure fair and proper
taxation.

In a communiqué released on June 18, 2013 at the
end of the G8 Summit in Lough Erne, G8 leaders (in-
cluding the Japanese Prime Minister) stated:

We welcome the OECD work on addressing Base Ero-
sion and Profit Shifting (BEPS) by multinational en-
terprises and emphasise the importance of the OECD
developing an ambitious and comprehensive action
plan for the Finance Ministers and Central Bank Gov-
ernors of the G20 in July. We look forward to the
OECD recommendations and commit to take the nec-
essary individual and collective action. We agree to
work together to address base erosion and profit shift-
ing, and to ensure that international and our own tax
rules do not allow or encourage any multinational en-
terprises to reduce overall taxes paid by artificially
shifting profits to low-tax jurisdictions.

On June 24, 2013, Shinzo Abe, the Prime Minister of
Japan, instructed the Government Tax Commission to
discuss possible solutions to address BEPS issues. It
is, therefore, expected that the Commission will pre-
pare a report that includes proposals concerning
BEPS.

Nevertheless, in light of the fact that many Japanese
companies do not seem to have attempted to mini-
mise their tax burden by using aggressive tax planning
schemes, including profit shifting offshore, it appears
that the Japanese government is not so enthusiastic
about the OECD BEPS project.

B. Japanese Proposals for the OECD BEPS Project

Although, as noted above, the Japanese government
basically supports the OECD BEPS project, it has not
proposed any specific proposal for the project.

C. The authors’ proposals for the OECD BEPS Project

Considering that the corporate tax base differs from
country to country, it seems difficult for all countries
to agree to and accept the same rules for addressing
BEPS issues. Although the OECD has discussed trans-
fer pricing issues for a long time and many countries
(including Japan) have accepted transfer pricing rules
in accordance with the OECD Transfer Pricing Guide-
lines, this seems to be largely because the transfer
pricing issue is one that is a suitable subject for
mutual discussion between countries wishing to re-
solve double taxation problems. Tax treaty issues are
by their very nature also a suitable subject for mutual
discussion between countries and therefore many
countries (including Japan) have signed tax treaties in
accordance with the OECD Model Convention. On the
other hand, because other base erosion rules, such as
thin capitalisation rules and CFC rules, have taken the
form of unilateral measures designed to address
BEPS issues, it seems difficult to establish common
rules that all countries can accept with respect to
BEPS issues other than transfer pricing issues and tax
treaty issues.

That being said, if the OECD proposes rules ad-
dressing BEPS issues, this may affect the tax policies
of many countries and help to harmonise taxation,
thereby contributing to a level playing field. The au-
thors believe, however, that whatever BEPS rules the
OECD proposes, such rules should promote predict-
ability of tax consequences for taxpayers and should
not place an excessive procedural burden on taxpay-
ers. In the interests of promoting such predictability,
general anti-tax avoidance rules should not be intro-
duced.

NOTES
1 Act on Special Measures Concerning Taxation, Arts. 66-
5-2 and 65-5-3.

2 The amount of ‘‘adjusted income’’ is calculated by
making certain additions (for example, depreciation) to
and certain deductions (for example, valuation losses)
from taxable income.

3 Act on Special Measures Concerning Taxation, Art. 66-5
Paras. 4 and 10, and Art. 66-5-2 Para. 7.

4 Japan-United States tax treaty, Arts. 10, 11 and 12. For
example, Art. 11(2) provides that ‘‘such interest may also
be taxed in the Contracting State in which it arises and
according to the laws of that Contracting State, but if the
beneficial owner of the interest is a resident of the other
Contracting State, the tax so charged shall not exceed 10
percent of the gross amount of the interest.’’

5 The current Chair of OECD Committee on Fiscal Affairs
is Mr. Masatsugu Asakawa, Deputy Vice Minister for In-
ternational Affairs of the Japanese Ministry of Finance.
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Host Country
MEXICO
Jose Carlos Silva
Chevez, Ruiz, Zamarripa y Cia., S.C., Mexico City

I. Current Mexican rules to prevent base erosion
and profit shifting

I n recent years, Mexico’s improved macroeco-
nomic performance has made it an attractive
destination for foreign investment. Furthermore,

since it joined the OECD in 1994, Mexico has been
able to benefit from other countries’ experiences and
has managed to gain greater prominence with the
other OECD countries. All this has prompted the
Mexican government to make significant efforts to in-
troduce better public policies and amend Mexico’s tax
legislation, with a view to achieving a competitive po-
sition in relation to other countries, while at the same
time protecting its revenues.

Mexico’s tax legislation already contains a number
of concepts and measures that deal with profit shifting
and base erosion: the arm’s-length principle, thin
capitalisation rules, the recharacterisation of interest
as dividends, transfer pricing rules, the beneficial
owner concept, controlled foreign corporation
(‘‘CFC’’) rules, increased withholding tax on payments
to preferential tax regimes and simulation rules, as
well as a limitation on benefits article in its tax trea-
ties. Further amendments are expected, however, as a
consequence of the issuance of the OECD BEPS
report.

A. Income Tax Law provisions

1. General requirements for deduction — Article
31-I

The primary and most general provision in the
Income Tax Law (‘‘ITL’’) is that requiring that, to be
tax-deductible, an expense must be strictly necessary
for purposes of the taxpayer’s activity (there is an ex-
ception from this requirement for certain donations).

Though there is no statutory provision that gives
any guidance as to when an expense is deemed
‘‘strictly necessary,’’ the Mexican tax courts have pro-
vided some guidance as to the term’s meaning and es-
sence. The tax courts have established that no general
definition can be provided. Instead, the issue must be
analysed on a case-by-case basis, taking into consider-
ation the purpose of the taxpayer incurring the ex-
pense concerned and the amount and nature of the

expense. Some of the cases addressed by the courts in-
dicate that for an expense to be deductible: the ex-
pense has to be inevitably incurred to achieve a
specific goal; the expense has to be directly related to
the activity of the taxpayer; had the taxpayer not in-
curred the expense, the taxpayer’s activities might
have been be affected or jeopardised, or its usual func-
tioning and performance disrupted; and finally, the
expense must not be disproportionate.

The above are some of the factors that the courts
have taken into consideration in determining whether
an expense is an allowable deduction. While clearly
subjective, they represent an initial limitation on the
ability of taxpayers to make arbitrary assignments of
expenses that could erode their tax bases.

2. Interest payments

In general, for interest on a loan to be deductible for
tax purposes, the following requirements must be
met: (1) the loan must be strictly necessary for pur-
poses of the taxpayer’s activity; and (2) the total
amount of the loan must be invested in the taxpayer’s
business.

When a taxpayer borrows and uses those borrow-
ings to grant loans itself, the interest paid by the tax-
payer on the borrowings is tax deductible based on the
lower interest rate charged by the taxpayer on the
loans it grants; if no interest is stipulated with respect
to the loans granted by the taxpayer, then the interest
payable on its borrowings will be non-deductible in
proportion to the amount of the loans granted.

In addition, the deduction for interest paid on debt
is reduced, under inflation accounting, by an infla-
tionary ‘‘gain’’ realised on the debt each year. If the
loan is denominated in foreign currency (for example,
U.S. dollars), it may well be that foreign exchange
losses (which are treated as deductible interest) will
effectively restore the interest deduction, assuming
that the exchange rates for Mexican currency track in-
flation in Mexico — however, there will be no match
over the short term.

(a). Arm’s length principle — Article 31-XIV

To prevent abuse in the context of inter-company fi-
nancing, as a general rule, interest on loans obtained
by taxpayers is deductible to the extent it is agreed on
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at fair market value (‘‘FMV’’). FMV is defined as the
value agreed in a comparable transaction between un-
related parties. Any interest in excess of FMV interest
is non-deductible.

This rule prevents taxpayers assigning high interest
rates to inter-company loans, since the non-
deductibility of the excess interest effectively trans-
lates into an additional 30 percent financing cost (30
percent being the corporate income tax rate currently
in effect).

(b). Thin capitalisation — Article 32-XXVI

Under the thin capitalisation rules interest on the por-
tion of a corporate taxpayer’s debt that exceeds a 3:1
ratio vis-à-vis the taxpayer’s net shareholder equity
and that is attributable to debt contracted with non-
resident related parties is non-deductible.

For the above purposes, Article 215 of the ITL pro-
vides that two or more persons are deemed to be re-
lated when one of them participates, directly or
indirectly, in the management, control or capital of
the other(s), or when the same person or group of per-
sons participates, directly or indirectly, in the man-
agement, control or capital of those persons.

In summary, under the thin capitalisation rules, in-
terest on the amount of a corporate taxpayer’s debt
that is more than three times greater than the taxpay-
er’s shareholders’ equity and that is attributable to
debt contracted with nonresident related parties may
not be deducted. In mechanical terms, ‘‘excess’’ debt is
determined by subtracting from the total debt of the
company (including both related and unrelated party
debt) an amount equal to three times the average
equity of the company (based on the beginning and
ending equity shown in the taxpayer’s financial state-
ments). If the related-party debt is less than that
excess, all related-party interest is disallowed. If the
related-party debt is greater than the excess, the disal-
lowance is determined by multiplying related-party
interest by the fraction resulting from dividing the
excess debt by the related-party debt. There are spe-
cific rules for determining the average balance of debt
and net shareholders’ equity and there are specific
cases in which the thin capitalisation rules do not
apply, but, given the scope of this paper, it is not ap-
propriate to go into these matters in detail.

(c). Recharacterisation of interest as dividends —
Article 92

Interest on a loan granted to a Mexican entity or per-
manent establishment (‘‘PE’’) in Mexico of a foreign
entity by a resident or nonresident related party of the
borrower will, for tax purposes, be treated as a divi-
dend if one of the following conditions is satisfied:
s the debtor formulates a written, unconditional

promise to pay all or part of the credit received at
the demand of the lender;

s the interest is not deductible because it exceeds
FMV (under Article 31-XIV of the ITL);

s the interest is on a loan that confers management
rights on the related-party lender in the event of de-
fault;

s the interest is on a participating loan, i.e., payment
of the interest is contingent on the profits of the bor-
rower; or

s the interest is on a back-to-back loan, even if the
loan is extended through a financial institution,
whether resident in or outside Mexico.
For the above purposes, transactions in which one

person provides cash, goods or services to another
person that, in turn, directly or indirectly, provides
cash, goods or services to the first person or to a re-
lated party of the first person are considered to be
back-to-back loans. Transactions in which one person
extends financing and the credit is guaranteed by
cash, cash deposits, shares or debt instruments of any
kind from a related party or from the borrower itself,
to the extent the credit is guaranteed in this manner,
are also considered to be back-to-back loans. For
these purposes, a credit is also considered to be guar-
anteed if it is extended contingent upon the execution
of one or more agreements granting an option right in
favour of the creditor or a related party of the creditor,
and the exercise of that right depends on the borrow-
er’s partial or complete failure to pay the credit or the
related charges that it owes.

The tax treatment of back-to-back loans referred to
above will also be afforded to financial derivatives
transactions entered into by two or more related par-
ties with the same financial intermediary when the
primary purpose of the transactions is to transfer a
given amount of resources from one related party to
the other. It will also be afforded to the discounting of
debt-instruments paid for in cash or in kind and cov-
ered in any way by the conditions set forth in the pre-
ceding paragraph.

A transaction will not, however, be considered a
back-to-back loan when financing extended to a resi-
dent is guaranteed by shares or debt instruments of
any kind of the borrower or of a related party of the
borrower that is a Mexican resident, if the creditor
cannot legally dispose of such guarantees unless the
borrower fails to comply with any of the obligations
set forth in the respective loan agreement.

3. Transfer pricing rules — Articles 215 and 216

Article 86-XV of the ITL provides that taxpayers that
enter into transactions with related parties are re-
quired to determine their income and deductions
taking into account the prices that would have been
used in comparable transactions with or between in-
dependent parties.

In addition, Article 86-XII of the ITL requires tax-
payers that enter into transactions with nonresident
related parties to obtain and retain supporting docu-
mentation. Furthermore, such taxpayers must be able
to demonstrate that the income generated by, and the
deductions taken with respect to, such transactions
were in alignment with those of independent parties
in comparable transactions. The documentation
should comprise the following data:

s the name, domicile and tax residence of the related
parties with which the transactions were entered
into, as well as documentation showing the direct
and indirect relationships between the related par-
ties;

s information regarding the functions or activities,
assets and risks performed, held and assumed by
the taxpayer in relation to each type of transaction
concerned;
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s information and documentation relating to the
main transactions with related parties and the
amounts thereof, broken down by related party and
by type of transaction; and

s the method applied under Article 216 of the ITL
(see below), including information and documenta-
tion relating to comparable operations and enter-
prises, for each type of transaction.
Article 216 of the ITL provides that for purposes of

the provisions of Article 215, the following methods
must be used, in the order of priority laid down in the
ITL:
s Comparable uncontrolled price method (‘‘CUP’’);
s Resale price method (‘‘RPM’’);
s Cost plus method (‘‘CPLM’’);
s Profit split method (‘‘PSM’’);
s Residual profit split method (‘‘RPSM’’); and
s Transactional net margin method (‘‘TNMM’’).

In accordance with the provisions of the ITL, the
CUP must be chosen as the first alternative when ana-
lysing related party transactions. If the CUP is not ap-
plicable, any other method may be applied subject to
the following:
s the taxpayer must demonstrate that the CUP is not

appropriate for analysing the related party transac-
tion concerned in accordance with the Transfer
Pricing Guidelines for Multinational Enterprises
and Tax Administrations (the ‘‘OECD Guidelines’’);
and

s the taxpayer must demonstrate that the method
used is the most appropriate method for analysing
the related party transaction in accordance with the
available information and the OECD Guidelines,
with preference being given to the RPM and the
CPLM.
Additionally, the ITL provisions establish that

where the RPM, CPLM or TNMM is used, both the
selling price and the costs associated with the relevant
transaction should be established under the arm’s
length standard. It is also necessary to prove that the
method used is the best method or the most reliable
based on the available information, with preference
being given to the RPM and the CPLM.

Regarding the selection of comparable companies,
the Mexican tax authorities allow the use of foreign fi-
nancial information for purposes of evaluating the
transfer prices of Mexican companies. Specifically,
comments from the Mexican authorities and the au-
thor’s past experience suggest that the Mexican au-
thorities allow the use of information from U.S.
companies.

If the Mexican tax authorities conclude that a com-
pany has underpaid taxes in Mexico as a result of em-
ploying transfer prices that do not comply with the
provisions of the ITL, in addition to interest sur-
charges and inflation adjustments, penalties will be
imposed that generally range from 55 percent to 75
percent of historical tax. These penalties are imposed
after a taxpayer has been subjected to an audit and the
tax authorities determine an existing error or tax pay-
ment omission.

Finally, it should be noted that Article 215 of the ITL
provides that the OECD Guidelines are to apply in in-
terpreting the provisions dealing with transfer pricing
issues. If the Guidelines are modified, they may con-

tinue to be used for as long as they continue to be con-
gruent with the provisions of the ITL and Mexico’s tax
treaties.

4. Beneficial ownership

Mexican domestic law does not provide a definition of
‘‘beneficial owner,’’ since it is not a term often used in
the context of the application of withholding taxes.
However, certain provisions do refer to the term, for
instance, in relation to service fees and interest — for
example there is a reduced rate of withholding on in-
terest paid to a bank provided the bank is the benefi-
cial owner of the interest.

There are no court precedents dealing with benefi-
cial ownership, but it is likely that, in the event of liti-
gation, the tax courts would make their decision
based on the OECD report ‘‘Clarification of the mean-
ing of ‘Beneficial Owner’ in the OECD Model Tax Con-
vention.’’

5. Controlled foreign corporation rules — Articles
212-214

CFC type legislation was introduced in Mexico in 1997
in order to tax on a current basis certain income de-
rived from investments made abroad through vehicles
or entities incorporated in listed low-tax jurisdictions
that were deemed to be tax havens.

A number of amendments were subsequently made
to the original rules to arrive at the current regime,
which substitutes for the concept of black-list jurisdic-
tions a definition of income subject to a preferential
tax regime earned through a nonresident entity or ve-
hicle, or income earned in a foreign country through
an entity or vehicle that is a pass-through entity for tax
purposes in that country.

In general, income derived by an individual or a cor-
poration is deemed to be subject to a preferential tax
regime if it is not taxed abroad or if it is subject
abroad to an income tax that is less than 75 percent of
the income tax that would be due and payable with re-
spect to that income in Mexico by the individual or
corporation, as applicable (for example, 75 percent of
the current corporate income tax rate of 30 percent
would be 22.5 percent).

In addition, income earned through a transparent
vehicle set up abroad is subject to the CFC rules, even
if the vehicle does not derive income subject to a pref-
erential tax regime. For these purposes, a ‘‘transparent
vehicle’’ is an entity or legal form set up abroad that is
not a taxpayer in its country of establishment or in
which it has its place of effective management or main
administration, and whose income is attributable to
its members, stockholders, partners or beneficiaries.

There are some exceptions to the application of the
CFC legislation, for example, where the investor’s in-
terest in the foreign entity or vehicle is such that it
does not allow the investor to have effective control
over the entity/vehicle or its management, to the
extent that the investor has no ability to decide on the
timing of profit distributions.

Nor does the CFC legislation apply in the case of
income earned from business activities, unless the
CFC concerned also derives passive income represent-
ing more than 20 percent of its total income. For these
purposes, the following are deemed to be passive
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income: interest; dividends; royalties; capital gains
arising on the disposal of stock, securities or intan-
gibles; gains derived from debt or stock derivatives;
commissions and mediation fees; and income derived
from the disposal of assets located outside the coun-
try, territory or jurisdiction in which the entity or ve-
hicle is located, and income derived from services
rendered outside such country, territory or jurisdic-
tion.

There are other exceptions to the application of the
CFC legislation that will not be addressed here, but
that mainly concern income from patents and trade
secrets, passive income earned by financial institu-
tions, indirect participations through resident legal
entities, etc.

6. Increased withholding on payments to
preferential tax regimes — Article 205

There is a general anti-avoidance rule in Article 205 to
the effect that Mexican-source income earned by a
nonresident individual, a nonresident entity that is
treated as a corporation for tax purposes in its coun-
try of residence or is considered a pass-through in that
country, or any other legal person created or incorpo-
rated abroad, where that income is subject to a prefer-
ential tax regime abroad, will be subject to income tax
withholding in Mexico at the rate of 40 percent of its
gross amount instead of the rate applicable to the type
of income derived by the nonresident (generally 25
percent of gross income or 30 percent of net gain, as
applicable). However, this does not apply to dividends
paid by a Mexican corporation, interest paid to a non-
resident bank or interest paid on qualified bonds that
are regularly traded in the Mexican Bolsa or in bona
fide financial markets.

This general increased withholding rule discour-
ages certain transactions with residents of countries
in which the income arising would be subject to a
preferential tax regime, when a Mexican resident indi-
rectly owns or benefits from that income.

7. Simulation — Article 213

Under Article 213 of the ITL, the tax authorities may
determine that a legal act was simulated solely for tax
purposes, on the condition that the transaction con-
cerned is between related parties (as defined in
I.A.2.b., above). The determination that a simulated
act has occurred must be based on and prompted by a
verification procedure carried out by the tax authori-
ties. The tax authorities are able to use a number of ar-
guments to establish simulation, including arguments
based on presumptions.

A simulated transaction is defined as a transaction
that is entered into in a manner that assumes an ap-
pearance that differs from the actual conduct that in
substance is intended by the parties, which is usually
done with the purpose of misleading or deceiving.

When all the above conditions are satisfied, the
simulation provisions allow the Mexican tax authori-
ties to disregard the form of the transaction con-
cerned and tax the transaction in accordance with the
treatment applicable to the transaction that was in
substance entered into between the parties. An ex-

ample would be a lease agreement where in substance
the parties’ intent was to dispose of the property con-
cerned.

B. Limitation on benefits articles in Mexico’s tax treaties

A common way of preventing base erosion through
the use of a tax treaty is to include a limitation on ben-
efits (‘‘LOB’’) article in the treaty. Mexico currently has
in force and effect almost 50 tax treaties, only a few of
which provide for LOB restrictions.

The Mexico-United States tax treaty in particular
contains a very detailed Article 17, which provides
that a person that is a resident of one of the Contract-
ing States will be entitled to relief from taxation under
the treaty only if the person: (1) is an individual; (2) is
a Contracting State or a political subdivision or local
authority thereof; (3) is engaged in the active conduct
of a trade or business in its state of residence; (4)
passes an ownership/base erosion test; or (5) carries
on an active trade or business in its country of resi-
dence.

A person that is not entitled to the benefits of the
Mexico-United States tax treaty pursuant to the above
may, nevertheless, demonstrate to the competent au-
thority of the State in which the relevant income
arises that it should be granted the benefits of the
treaty. For these purposes, one of the factors the com-
petent authority will take into account is whether the
establishment, acquisition and maintenance of the
person and the conduct of its operations did not have
as one of its principal purposes the obtaining of ben-
efits under the treaty.

Other Mexican tax treaties have LOB provisions
that are more general in nature, such as that in the
Mexico-Singapore tax treaty, which provides that,
where income that is exempted or taxed at a reduced
rate in Mexico is only taxable in Singapore by refer-
ence to the amount effectively remitted or received in
Singapore and not by reference to its full amount, the
benefits of the treaty are to be allowed only with re-
spect to the income remitted to or received in Singa-
pore.

Another example of an LOB provision is that in-
cluded in the Protocol to the Mexico-Luxembourg tax
treaty, which provides that in order to benefit from the
provisions of Articles 8 (Shipping and air transport),
10 (Dividends), 11 (Interest), 12 (Royalties) and 13
(Capital gains), a resident of one of the Contracting
States is required to produce to the tax authorities of
the other Contracting State a certificate countersigned
by the tax authorities of the first-mentioned State,
specifying the income with respect to which the ben-
efit is requested and certifying that the income will be
liable to direct taxation under the conditions of do-
mestic law in force in that State. In other words, there
is a ‘‘liable to tax condition’’ for benefiting from some
of the provisions of the Mexico-Luxembourg tax
treaty.

There are other types of LOB provisions in various
other tax treaties signed by Mexico, but these are
beyond the scope of this paper.

C. Application to the factual scenario

To be deductible for tax purposes, the interest pay-
ments made by HCo to FSub1 and FSub2 and the roy-
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alty payments made to FSub3, as well as the payments
made by virtue of the acquisition of products from
FSub4, must all be in compliance with the general
rule contained in Article 31-I of the ITL, i.e., they must
be strictly necessary for purposes of the activity of
HCo.

To prevent abuse in the context of inter-company fi-
nancing, the thin capitalisation rules in Article 32-
XXVI of the ITL apply to the interest paid by HCo to
FSub1 on the loan from FSub1, as well as to the inter-
est paid by HCo on the investment made by FSub2. To
be tax deductible, such interest must also be set at a
fair market value within the meaning of Article 31-
XIV of the ITL. The fact that the interest payment
made to FSub2 is considered a non-taxable dividend
by FSub2’s country of residence does not affect its de-
ductibility for HCo.

The income earned by FSub5 would not be subject
to the above considerations, since there would be no
source of income in Mexico.

Payments made to FSub1, FSub2 and FSub3 would
be subject to income tax withholding in Mexico,
which could ultimately be reduced by virtue of a tax
treaty entered into by Mexico, always subject to the
limitation of benefits article, if any, included in the ap-
plicable treaty.

II. Proposed Mexican rules to prevent base erosion
and profit shifting

The Mexican Government has expressed its intention
to support the G8’s current agenda, which basically
addresses three topics: transparency, trade and tax.
The specific plan for implementing this agenda en-
tails, among other things, improving tax transparency,
achieving fairer taxation of multinationals and help-
ing developing countries to build up their tax capabili-
ties.

Mexico has paid special attention to continuing to
negotiate and sign new information exchange agree-
ments (see attachment listing all agreements cur-
rently in effect), in addition to becoming a party to the
Multinational Convention on Mutual Administrative
Assistance in Tax Matters.

In addition to the above, in November 2012, Mexico
subscribed to an Agreement to Improve International
Tax Compliance and to Implement FATCA with the
United States, which will enable the tax administra-
tion of each country to collect certain financial infor-
mation of its residents holding accounts in the other
country and exchange such information on an auto-
matic basis. Furthermore, Mexico has filed a request
to become the first non-European country to be a
party to the Multilateral Initiative on Automatic Ex-
change of Information currently adopted by France,
Germany, Italy, Spain and the United Kingdom.

The Mexican Government has openly expressed its
intention to take the necessary actions to combat tax
evasion, one of which is to assemble the largest treaty
network in Latin America and recently, the countries
that are party to the Pacific Alliance (along with
Mexico, these are Chile, Colombia and Peru) affirmed
their commitment to establishing a mechanism for
the automatic exchange of information among them-
selves.

The Government has also expressed Mexico’s inten-
tion to collaborate in supporting other countries in
the collection of taxes, as well establishing the mea-
sures necessary to gain access to information on the
identity of the beneficial owners of Mexican corpora-
tions.

A 2014 tax bill is likely to be presented in the fall of
2013. The possibility that the bill will introduce
changes addressing base erosion and profit shifting is
not to be discounted.

III. Mexico and the OECD BEPS Project

A. Mexico’s view of the OECD BEPS Project

Like all the other G20 countries, Mexico is concerned
about the loss of tax revenue caused by tax planning.
At the end of the June 2012 G20 leaders’ meeting in
Mexico, the G20 leaders explicitly referred to the need
to prevent base erosion and profit shifting, and to
their commitment to strengthening transparency and
developing a comprehensive exchange of information.
They encouraged all jurisdictions to sign the Multilat-
eral Convention on Mutual Administrative Assistance
and indicated they would follow closely the ongoing
work of the OECD in this area.

The Mexican Secretary of Finance and Public
Credit stated during a press conference held on April
18, 2013, in Washington, D.C. that ‘‘if Mexico were to
address tax evasion globally, there is a need to en-
hance significantly our cooperation mechanisms and,
particularly, information exchange. Mexico thinks
that there is significant room for progress in sharing
information. In a highly globalised economy, where
multinationals can shift around profits, sharing infor-
mation among authorities can be very important for
efficient tax collection, and we very much support
what the OECD is doing in the BEPS project.’’

B. Mexico’s proposals for the OECD BEPS Project

Mexico clearly considers that one of the pressing and
most important imperatives the OECD should recom-
mend emphatically to its members is the need to
become a party to information exchange agreements
and, if possible, the Multilateral Convention on
Mutual Administrative Assistance. Signing this Con-
vention enables a country to take action against its
own taxpayers located or investing abroad, with the
support of the country in which the investment is
made, which will assist the host country (in this case
Mexico) in collecting income tax the collection of
which would otherwise have been abandoned because
of the impossibility of collecting taxes in another
country.

Furthermore, the Mexican Government believes
that an effort should be made to harmonise tax sys-
tems with a view to preventing double non-taxation,
such as that which can occur in the context of hybrid
mismatch arrangements. The Government is aware,
however, that achieving this may be a very difficult
hurdle to overcome given the liberty that each country
has to establish its own domestic legislation.

During the press conference in Washington, D.C.,
the Secretary also stated that ‘‘it is a balancing act
what the world is facing, particularly advanced econo-
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mies, achieving at the same time fiscal consolidation
and sustainable growth. . . Basically, all the advanced
economies, with a few exceptions, are facing this chal-
lenge to one degree or another. The problem seems to
be that not all are doing it with the same emphasis or
with compatible strategies, so therefore, the call from
G20 countries is to have better communication be-
tween the advanced economies and also between de-
veloping countries and advanced economies in order
to have a more coordinated, more global approach to
balancing these very important goals of growth while
consolidating our fiscal balances.’’

The Mexican Government considers it important to
insist on the disclosure of aggressive tax planning in
whatever jurisdiction it is detected, as well as on re-

viewing and detecting preferential tax regimes in
OECD member countries.

C. The author’s proposals for the OECD Project

The OECD should listen to the business community,
meaning industry, tax practitioners, academics and
ultimately the tax courts, and should not necessarily
take the view that all tax planning is to be regarded as
aggressive and abusive and therefore to be con-
demned. The freedom of establishment should prevail
— taxpayers should be able to elect to structure their
operations in such a way as to minimise their tax
burden, within the bounds of reasonable market con-
duct and legal limits.

Appendix: Countries with information exchange agreements with Mexico

Australia
Austria
Bahamas
Bahrain
Barbados
Belize
Bermuda
Brazil
Canada
Cayman Islands
Chile
China
Cook Islands
Costa Rica

Czech Republic
Denmark
Dutch Antilles
Ecuador
Finland
France
Finland
Germany
Guernsey
Greece
Hungary
India
Isle of Man

Iceland
Italy
Japan
Jersey
Korea
Lithuania
Luxembourg
The Netherlands
New Zealand
Norway
Panama
Poland
Portugal

Romania
Russia
Samoa
Singapore
Slovenia
South Africa
Spain
Switzerland
Sweden
Ukraine
United Kingdom
United States
Uruguay
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I ncreased media and political attention, in both a
Dutch domestic context and internationally, is
currently focused on the corporate tax situation

of multinational enterprises, particularly with regard
to base erosion and profit shifting. Supra-national or-
ganisations, countries and groups of countries have
addressed the matter and have proposed or taken
action with a view to finding solutions to those mat-
ters that give rise to concern. Among these are an EU
Action Plan,1 various G8 and G20 communications
and, in particular, the OECD Report ‘‘Addressing Base
Erosion and Profit Shifting’’ (the ‘‘OECD BEPS
Report’’),2 which is the main focus of this paper.

This paper will first address the current Dutch ap-
proach to preventing base erosion and profit shifting,
describing the Dutch domestic law rules and the
policy of the Netherlands in its tax treaty negotiations.
The paper will go on to address the Netherlands’ views
on the tax situation of multinational enterprises and
tax planning, describing the position as expressed by
the Netherlands government to parliament in political
debate on the matter, in which context the Nether-
lands has also expressed its position regarding the
OECD BEPS Project. Although the Netherlands has
not yet formulated precise proposals in response to
the OECD Project, the debate in parliament has
shown what the Netherlands considers to be the im-
portant elements of the project. These will also be ad-
dressed in this paper. Finally, although the author
does not have precise proposals for the OECD Project,
this paper will present some of his preliminary
thoughts on the subject.

It should be noted that this paper was finalised
before the release of the OECD’s Action Plan following
up on the BEPS Report.

I. Current Netherlands rules to Prevent Base
Erosion and Profit Shifting

A. Corporate income taxation

Before going into the Dutch rules to prevent base ero-
sion and profit shifting, it is worth briefly describing
the basic principles of Dutch corporate income taxa-
tion.

Under the Netherlands’ Corporation Tax Act
(‘‘CTA’’), corporate income tax is levied on the taxable
profits of Dutch resident corporate taxpayers (al-
though there are many different forms of taxable enti-
ties, this paper will refer to them all as
‘‘corporations’’). The concept of taxable profits com-
prises the joint benefits, positive or negative, under
whatever name and in whatever form, derived from
an enterprise. The most commonly used legal forms
are deemed to carry on an enterprise with all their
assets and liabilities and are, therefore, in principle
taxed on their profits from whatever source, domestic
or foreign. In terms of the OECD BEPS Report’s con-
cept of ‘‘jurisdiction to tax,’’ the Netherlands thus ap-
plies an entity-based worldwide taxation system
rather than a territorial system. It should be noted
that nonresident corporations are also subject to tax
on income from certain sources derived from the
Netherlands. Some of the rules applicable to nonresi-
dent corporations are intended to be anti-abuse rules,
but these are not further addressed in this paper. The
annual determination of taxable profits takes place ac-
cording to sound business practice (which is not fully
identical to business economics). In terms of the
OECD BEPS Report’s concept of ‘‘transfer pricing,’’
the Netherlands applies the arm’s length principle and
the Netherlands’ transfer pricing guidelines largely
follow those published by the OECD. In the calcula-
tion of taxable profits, a tax deduction is generally al-
lowed for the costs of the enterprise, although there
are limitations. In terms of the OECD BEPS Report’s
concept of ‘‘leverage,’’ the Netherlands applies very
different treatment to dividends and interest. No de-
duction is allowed for dividends or other distributions
of profits, i.e., there is no deduction for remuneration
on equity. A deduction is allowed for interest paid on
loans raised, though a number of limitations apply. In
this area particularly, the Netherlands has a number
of rules to prevent base erosion. In terms of the OECD
BEPS Report’s concept of ‘‘anti-avoidance,’’ there are
a number of specific anti-avoidance rules in the CTA
designed to prevent tax base erosion. The Netherlands
also has a general anti-avoidance doctrine that was
developed in case law. Before going into the various
principles directed at base erosion, a few more com-
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ments need to be made about some typical features of
the Dutch tax system.

Under the Netherlands’ participation exemption
regime, an exemption applies with respect to benefits
derived from a qualifying shareholding, including
dividends and capital gains (and losses). Similarly, an
exemption applies with respect to benefits derived
from a qualifying foreign permanent establishment
(PE) (with the result that profits are exempt and losses
are not deductible against Netherlands profits) and
benefits derived from certain other foreign sources of
income. There is also a tax consolidation regime. A
parent company can consolidate the profits and losses
of one or more of its (domestic) subsidiaries for tax
purposes, if the companies satisfy the relevant condi-
tions — including the requirement of an investment of
at least 95 percent — and opt to be treated as a fiscal
unity. As regards tax loss carryovers, taxable profits
may be reduced by deductible losses carried over from
other years; losses may generally be carried back one
year and forward nine years. The general tax rate is 20
percent on the first EUR 200,000 profits and 25 per-
cent on profits in excess of that amount.

A Dutch tax resident corporation may be eligible to
claim a tax credit for Dutch dividend tax withheld on
taxable profits. (This credit is generally a full credit;
no dividend tax is levied if the participation exemp-
tion applies). A Dutch tax resident corporation may be
eligible to claim a tax credit for foreign withholding
tax on taxable dividends, interest and/or royalties re-
ceived, under either the Netherlands’ tax treaty net-
work or the domestic rules for the avoidance of
double taxation. (This credit is not a full tax credit,
only an ‘‘ordinary’’ tax credit and, hence, is subject to
various limitations). The Netherlands has an exten-
sive tax treaty network, having signed tax treaties with
about 90 countries.

The Netherlands levies a 15 percent withholding tax
on dividends, though there are potential exemptions
or reductions under domestic rules, EU rules as
implemented by the Netherlands or applicable tax
treaties. The Netherlands does not levy withholding
tax on interest or royalty payments.

The Dutch tax administration is generally open to
advance consultation about the tax aspects of in-
tended structures or transactions, subject to certain
conditions and procedural rules. Advance certainty
may take the form of an Advance Pricing Agreement
(‘‘APA’’), specifically in relation to transfer pricing mat-
ters, or an Advance Tax Ruling (‘‘ATR’’), particularly in
relation to the participation exemption, or confirma-
tion regarding the tax aspects of a structure or trans-
action.

1. Arm’s length transfer pricing

One important element of the Dutch tax system that
prevents base erosion is the calculation of taxable
profits based on arm’s length transfer pricing in the
case of transactions between related corporations.
The principle of determining the taxable profits of cor-
porations on an arm’s length basis has long been
based on the interpretation of the general rule that
taxable profits should be determined based on the
benefits derived from the enterprise, and thus should
disregard any undue influence exercised by share-
holding or intra-group relations as such.3 Nowadays,
the arm’s length principle is also explicitly included in
the CTA. Under Article 8b of the CTA, where transac-
tions between related corporations are conducted
under conditions that deviate from the conditions that

independent parties would have agreed on in the
market, the profits of those corporations will be deter-
mined as if the latter conditions had been agreed on.
This applies where a corporation directly or indirectly
participates in the management or supervision of, or
the capital of, another corporation. It also applies
where the same person directly or indirectly partici-
pates in the management or supervision of, or the
capital of, two corporations.

Under Article 8b CTA, corporations must also
comply with certain documentation requirements.
Related corporations must include information in
their records showing how the transfer pricing re-
ferred to was determined and it must be possible to
derive from the documentation whether the pricing as
set is subject to conditions that independent parties
would have agreed on in the market.

To a large extent, the Netherlands considers the
principles in the OECD Transfer Pricing Guidelines
directly applicable in the Netherlands based on the
principles discussed above. In a number of respects,
the OECD Transfer Pricing Guidelines leave room for
the implementation of a particular state’s own prefer-
ences in applying them. Furthermore, Dutch practice
has shown the need for clarification of some aspects
of the guidelines. For these reasons, the Netherlands
has published a number of decrees providing clarity
on many aspects of Dutch transfer pricing policy.4 As
noted above, advance certainty may be obtained in
specific cases including, on matters of transfer pric-
ing, via an APA. The possibilities of, and procedures
for, achieving advance certainty through an APA are
set out in further detail in published policy.5 There are
certain restrictions. Advance certainty will be denied
to corporations that perform intra-group financing
and/or licensing activities with little or no substance
in the Netherlands, or that incur little or no real risk
(see below). Furthermore, advance certainty is not
granted in cases where it may violate the principle of
good faith towards states with which the Netherlands
has concluded tax treaties or where the tax adminis-
tration considers that the corporation applying for a
ruling is testing the boundaries of what is tax-
acceptable.6

The arm’s length principle as it currently stands is
an important element in the prevention of base ero-
sion and profit shifting, although, as pointed out in
the OECD BEPS Report, given the state of the world
economy and the differences among states’ ap-
proaches, the current transfer pricing guidelines may
not fully eliminate the possibility of base erosion and
profit shifting.

2. Limitations on interest deductions

As noted above, no deduction is allowed under Article
10(1)a of the CTA for the distribution of profits as re-
muneration on equity financing, but a deduction is al-
lowed for interest paid on loan financing. Considering
this difference in tax treatment based on the form of
financing, a number of limitations designed to prevent
base erosion apply with respect to the deduction of in-
terest. The most important limitations will be briefly
addressed in this paper. It is worth noting that the gen-
eral thin capitalisation rule that applied in the Nether-
lands from 2004 through 2012, was abolished with
effect from January 1, 2013.
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(a). Loans functioning as equity and loans
remunerated in equity

Under Article 10(1)d of the CTA, the interest on a loan
(including a change in value) is non-deductible if the
loan is entered into under such conditions that it ac-
tually functions as equity. According to Dutch case
law, a loan actually functions as equity if the following
cumulative conditions are satisfied and the loan is
considered a participating loan (deelnemerschapslen-
ing).7 First, the interest on the loan is almost entirely
dependent on the profit of the debtor. Second, the
creditor with respect to the loan is subordinated to all
other creditors. Third, the loan does not have a fixed
term but is only claimable on bankruptcy, suspension
of payment or liquidation, or the loan has a term of
more than 50 calendar years.

Before Article 10(1)d of the CTA comes into play, in-
terest on a loan may be non-deductible because the
loan is considered true equity: according to case law,
this concerns ‘‘sham loans‘‘ (schijnlening) and ‘‘bot-
tomless pit loans’’ (bodemloze putlening).8 A loan is a
sham loan where the parties in fact intended to pro-
vide equity rather than debt. A loan is a bottomless pit
loan where it is clear from the start that the loan will
never be repaid. Otherwise, a loan that qualifies as a
loan under civil law will be regarded as a loan for tax
purposes also, unless it is a participating loan.

Under Article 10(1)j of the CTA, a corporation with
a capital divided into shares cannot claim a deduction
for shares issued or awarded in its capital (or in the
capital of a related corporation). The same applies
with respect to profit participating certificates, op-
tions and similar instruments. In the case of loans on
which the remuneration is in whole or in part paid in
shares or other equity instruments (for example, a
convertible or exchangeable instrument), the equity
element is not deductible for the issuer.

(b). Anti-base erosion rules for deemed tainted
transactions

Article 10a(1) of the CTA, in principle, provides that
interest charges (and other costs and foreign ex-
change results) on debt from a related corporation or
individual are not deductible if the debt is, in fact and
law, directly or indirectly connected with certain
deemed ‘‘tainted’’ transactions. There are three cat-
egories of deemed tainted transactions. The first is a
distribution of profit or a repayment of capital to a re-
lated corporation. The second is a contribution to the
capital of a related corporation. The third is the acqui-
sition or expansion of an interest in a corporation
that, after the acquisition or expansion, is related to
the taxpayer (it may thus also apply to the acquisition
of an interest in a corporation from a third party).
Such tainted transactions can also be performed by a
related corporation (subject to corporate income tax)
or a related individual resident in the Netherlands.
Two corporations are related if one corporation has an
interest of at least one third in the other corporation,
or a third corporation or an individual has an interest
of at least one third in both corporations.

Article 10a(3) of the CTA provides for exceptions
pursuant to which interest on debt connected with a
tainted transaction is still deductible. One exception
applies if the corporation can demonstrate that the
debt financing and the connected transaction were en-
tered into predominantly for business reasons. A
second exception applies if the interest is subject to
(corporate) income tax in the hands of the recipient

that, on balance, is reasonable by Dutch standards
(and, furthermore, that there are no prior losses or
similar claims that, on balance, prevent such reason-
able taxation). The reasonable taxation exception
does not apply if the tax inspector can demonstrate
that the debt and the connected transaction were not
predominantly entered into for business reasons (or
that the debt was incurred with a view to the expecta-
tion of losses or other claims arising for the creditor).

(c). Long-term low-yield loans

Article 10b of the CTA provides that interest on (and
changes in the value of) loans received from a related
corporation that have no fixed term or a term of more
than 10 years and that carry no interest or interest
that is substantially (i.e., 30 percent or more) less than
arm’s length interest is non-deductible for the debtor.
This rule is intended not only to prevent erosion of the
Dutch tax base, but (since the taxpayer corporation
would normally be allowed to impute and deduct
arm’s length interest) in particular to discourage the
use of mismatches in (hybrid) loan characterisation
and/or mismatches in transfer pricing (for example,
the circumstances in which the Dutch corporation im-
puted and deducted arm’s length interest, but the
creditor with respect to the loan did not report taxable
arm’s length interest income). The rule’s success in
discouraging such arrangements is partly attributable
to its overkill component: generally, it does not take
into account whether the creditor is taxed and even
operates to disallow interest that is actually paid.

(d). Excessive loans for the acquisition of
participations

Under the participation exemption regime contained
in Article 13 of the CTA, benefits from an equity invest-
ment in a qualifying participation are generally
exempt. On the other hand, subject to certain excep-
tions, the CTA in the past generally permitted the de-
duction of financing expenses incurred with respect to
loans raised to invest in a participation. Although this
was initially consciously accepted, it has more re-
cently come to be perceived as representing an imbal-
ance that potentially results in unacceptable base
erosion where the financing is deemed to be excessive.
As of 2013, Article 13l of the CTA therefore limits the
deductibility of a corporation’s financing costs insofar
as the costs incurred are deemed excessive measured
using a mathematical approach (rather than a histori-
cal approach).

Under Article 13l of the CTA, the aggregate deemed
financing costs with respect to participations (‘‘par-
ticipation interest’’) are not deductible if and to the
extent they exceed EUR 750,000 (the ‘‘threshold’’). The
aggregate financing costs of a corporation are deemed
to be participation interest in accordance with a speci-
fied pro rata formula. The numerator in this formula
is the difference between the aggregate historical cost
price of qualifying investments in participations
minus the corporation’s fiscal equity (‘‘participation
debt’’) i.e., the rules allocate all of a corporation’s
equity to its participations. If the equity is lower than
the historical cost price of the participations, the re-
maining part of the cost price must have been fi-
nanced out of debt. The denominator is the aggregate
amount of loan financing raised by the corporation.
The ‘‘participation debt’’ must be adjusted for the dif-
ference, if any, between the tax book value of the par-
ticipations and their historical cost price. These
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values are to be determined on an average basis, by
reference to their amount as of the start and end of the
taxpayer’s relevant tax year. Irrespective of the actual
manner in which investments in participations are
funded, this pro rata formula has the effect that a cor-
poration’s fiscal equity is, as a matter of priority,
deemed to have been applied first to making invest-

ments in its qualifying subsidiaries. This concept miti-
gates the impact of the rule. The rule applies to
financing costs incurred with respect to both related
party and unrelated party loans.

In simple terms, the calculation method may be il-
lustrated as follows:

(cost price of participations -
fiscal equity) x financing costs = participation interest

amount of loan financing

Under a rebuttal rule, the measure provides for an
exception to non-deductibility to the extent acquisi-
tions of, or capital contributions to, participations
result in an increase in the genuine operational activi-
ties of the group to which the taxpayer corporation be-
longs. Such an increase in operational activities must
be determined from the perspective of the group
rather than from the independent perspective of the
taxpayer corporation, which means that internal
transfers and restructurings may disqualify the tax-
payer from the benefit of this rebuttal. On the other
hand, there are detailed rules in a ministerial decree
under which the rebuttal rule may also apply to par-
ticipations that were acquired after internal transfers
and restructurings, subject to various restrictions and
limitations.9 If the rebuttal rule is invoked success-
fully, the historical cost of the participation concerned
is not taken into account in the calculation formula
for purposes of determining the ‘‘participation debt.’’

The rebuttal rule may not be applied if the financing
structure is likely to result, within the group, in a
‘‘double dip’’ or, generally speaking, if the financing
raised and the investment in the participation are mo-
tivated by the aim of obtaining an interest deduction.
In this respect, the rules contain a number of elements
directed at preventing base erosion and profit shifting
through the use of hybrid entities or hybrid loan fi-
nancing. First, the rebuttal rule may not be invoked if
the financing costs of the taxpayer corporation with
respect to debt attributable to a participation can also
be deducted by an affiliate — for example, in the case
of the use of a hybrid entity (for example, a Dutch tax-
payer that is treated as a corporation for Dutch pur-
poses but as transparent from the viewpoint of the
jurisdiction of its foreign parent corporation) as a
result of which interest expenses could be deductible
in both jurisdictions, thus creating a ‘‘double dip.’’
Second, the rebuttal rule may not be invoked if there
is a link between the financing and compensation paid
by the participation concerned (or by an affiliate) and
such compensation constitutes a deductible item but
the corresponding income is not subject to (sufficient)
tax. An example would be the situation in which a cor-
poration attracts debt in order to grant a hybrid loan
to a participation, allowing the participation to claim
an interest deduction while the corporation claims
that the ‘‘loan’’ is an equity investment qualifying for
the participation exemption.

(e). Acquisition holding companies and debt-push
down

Article 15ad of the CTA contains a specific limitation
with respect to the deduction of interest on excessive
acquisition debt incurred in combination with the ac-

quired corporation entering into a fiscal unity with the
taxpayer corporation. The limitation applies to acqui-
sitions of subsidiaries that are entirely or partly debt-
financed and are included in a fiscal unity with the
acquirer (on or after November 15, 2011). Without
this specific limitation, as a result of tax consolidation
under the fiscal unity regime, the interest expenses on
the acquisition debt could be offset against the profits
of the newly acquired subsidiary. The limitation is de-
signed to eliminate the tax effectiveness of such debt
push downs, which have the effect of eroding the
Dutch taxable base of the acquired subsidiary. Similar
anti-base erosion provisions have been included in the
tax rules on demergers and mergers in, respectively,
Articles 14a and 14b of the CTA.

More specifically, Article 15ad of the CTA provides
for an interest deduction limitation (interest expenses
for these purposes include other expenses and foreign
exchange results) with respect to loans taken out to
acquire (or increase) an investment in a subsidiary, as
a result of which the subsidiary is included in a fiscal
unity with the acquirer. The limitation on deductibil-
ity applies to both third-party and related-party debt,
insofar as the interest expenses exceed the amount of
the ‘‘own profits’’ of the (fiscal unity of the) taxpayer,
excluding the profits of the subsidiary (or subsidiar-
ies) concerned. Typically, where a Dutch intermediate
holding company or special purpose company
(‘‘BidCo’’) is used for the acquisition, the acquirer
would have little or no taxable profit of its own. Inter-
est that is non-deductible under this rule may be car-
ried forward and deducted in subsequent years,
provided the application of the main rule does not
result in a limitation.

Article 15ad of the CTA provides for some excep-
tions to the application of the restriction. There is a
threshold of EUR 1 million (i.e., if the calculation re-
sults in non-deductible interest of less than EUR 1
million, the restriction does not apply). Furthermore,
the restriction only applies to the amount of ‘‘exces-
sive acquisition interest.’’ The excessive acquisition in-
terest is the aggregate amount of such interest due in
the relevant year on excessive acquisition debt with
regard to the companies included in the fiscal unity
during that year and such interest on excessive acqui-
sition debt with regard to the subsidiaries included in
the fiscal unity in preceding years (i.e., for every past
year there will need to be an evaluation of the acquisi-
tions of that year and of the (excessive) acquisition
debt related thereto). Acquisition debt is excessive to
the extent that debt relating to the acquisition of one
or more companies included in the fiscal unity in a
specific year exceeds 60 percent of the acquisition
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price(s) of such companies. This percentage is to be
reduced by 5 percent per year until it reaches 25 per-
cent.

3. Limitation on participation exemption for
low-taxed passive income

Under the participation exemption regime in Article
13 of the CTA, an exemption applies to benefits de-
rived from a qualifying shareholding, including divi-
dends and capital gains (and losses). This is generally
considered an attractive element of the Netherlands’
tax regime. However, the participation exemption
regime contains certain safeguards to prevent
(deemed) passive income being sheltered in low-tax
jurisdictions and, like some forms of CFC legislation,
may, in certain circumstances, even require an annual
taxable revaluation of participations held.

The participation exemption generally applies with
respect to an equity interest in a participation that
meets an ownership threshold of 5 percent. The ex-
emption does not apply with respect to a participation
that is held as a portfolio investment (which is depen-
dent on the motive of the taxpayer corporation, and
certain fictions, as explained below). Where an invest-
ment is held as a portfolio investment, the exemption
still applies if the subsidiary can be considered a
qualifying portfolio investment (based on the subject-
to-tax test or the asset test, as explained below). An in-
vestment in a subsidiary is considered to be held as a
portfolio investment (and in principle disqualified) if
the taxpayer corporation holds the subsidiary with an
investment motive (i.e., if the subsidiary is held with
the motive of obtaining a return that could be ex-
pected from normal asset management). A subsidiary
is not considered to be held as a portfolio investment
(and qualifies for exemption) if it is engaged in the
same line of business as the taxpayer corporation, if
the taxpayer corporation is a top holding company
that has an essential function (based on its activities
in the areas of management, policy and/or finance), or
if the taxpayer corporation is an intermediate holding
company that plays a linking role within the group.

Some participations are by nature considered to be
held as portfolio investments because they themselves
hold portfolio investments. According to parliamen-
tary documents, this is typically the case with certain
forms of domestic and foreign investment funds.
Again according to parliamentary documents, it is
also to the case with participations that formally act
as captive insurance companies but are in fact invest-
ment vehicles. If an equity investment in a captive in-
surance company is to qualify for the participation
exemption, strict requirements must be met. The fac-
tors to be considered are whether the captive also
enters into third party insurance arrangements,
whether it is subject to an insurance sector supervi-
sion regime, and whether it has professionally skilled
personnel and other facilities usual for an insurance
company. This is worth noting, as the BEPS Report
also mentions captive insurance companies in the
context of base erosion and profit shifting.

Two fictions are included in the participation ex-
emption regime under which a participation is in any
event considered to be held as a portfolio investment.
The first fiction applies where the subsidiary in which
the participation is held generally holds mostly
(share) interests of less than 5 percent. The second
provides that a subsidiary is deemed to be held as a
portfolio investment if the participation performs
mostly a group financing function. Group financing

includes putting the use of, or the right to use, busi-
ness assets at the disposal of the group and thus also
comprises leasing and licensing.

Where an investment in a subsidiary is held as a
portfolio investment (either because of the motive or
because of the fictions), the participation exemption
still applies if the subsidiary is a qualifying portfolio
investment based on either the subject-to-tax test or
the asset test. The subject-to-tax test is met if the sub-
sidiary concerned is subject to a tax on its profits that
results in what can be regarded as a ‘‘realistic levy’’ ap-
plying Dutch tax principles. A subsidiary is deemed to
be subject to a ‘‘realistic levy’’ applying Dutch tax prin-
ciples if it is subject to a tax on its profits at a statutory
rate of at least 10 percent. A full recalculation of the
effective tax burden in accordance with Dutch tax
principles, is in principle, not required. Differences in
the tax base as a result of differences in the tax regime
with regard to, for example, depreciation, investment
deductions, loss compensation or fiscal unity, do not
result in a subsidiary being insufficiently subject to
tax. Differences in the tax base attributable to tax holi-
days, fictitious deductions for costs or deductible divi-
dend distributions can result in a subsidiary being
insufficiently subject to tax, as can the deferral of taxa-
tion of the subsidiary’s profits or the application of a
foreign participation exemption that is over-broadly
defined. The asset test is met if less than 50 percent of
the assets of the subsidiary (whether direct or indi-
rect) generally consist of low-taxed freely held portfo-
lio investments (portfolio investments are freely-held
if they are not needed in the business). Immovable
property and rights relating thereto do not qualify as
freely held portfolio investments if they are not owned
by an (exempt) investment institution. A participation
with a group financing function may meet the subject-
to-tax test or the assets test. If it does so, such a par-
ticipation can then also qualify for the participation
exemption if it can meet certain very strict substance
and activities tests that allow it to be considered an
active group financing company. In general, assets
that originate from ‘‘balance sheet prolongation’’ (for
example, where a loan is borrowed and onlent
through multiple high-taxed subsidiaries so that it
often appears as good asset on the specific type of bal-
ance sheet to be prepared for this purpose) are not in-
cluded for purposes of determining whether the assets
test is met.

In the case of an investment in a subsidiary that is a
non-qualifying portfolio investment, the participation
exemption is replaced by a credit system under Ar-
ticles 13aa and 23c of the CTA. An interest of at least
25 percent in a non-qualifying portfolio investment,
where the assets of the subsidiary in which the invest-
ment is held directly or indirectly consist to the extent
of at least 90 percent of low-taxed freely held portfolio
investments, must be revalued annually to fair market
value under Article 13a of the CTA. This applies both
to investments in domestic subsidiaries and to invest-
ments in foreign subsidiaries.

Where a corporation has a qualifying participation,
the participation exemption applies not only to the
corporation’s interest in shares in the participation
but also to any loans to the participation that actually
function as equity of the participation within the
meaning of Article 10(1)d of the CTA (hybrid loans
that qualify as participating loans). In the past, the
participation exemption could only be claimed with
respect to such a hybrid loan if the participation itself
was not able to claim a deduction for the interest on
the loan. This is no longer a condition and such loans
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are strictly characterised according to Dutch tax prin-
ciples, regardless of whether the participation can
claim a tax deduction for the interest on them.

4. Branch exemption and limitation for low-taxed
passive income

The ‘‘object exemption’’ (an exemption applied in the
calculation of the tax base) for foreign business prof-
its under Article 15e of the CTA is an exemption that
applies with respect to both positive and negative
amounts of profits attributable to another state. The
concept of ‘‘profits attributable to another state’’ com-
prises various net benefits. It includes profits attribut-
able to a foreign enterprise carried on through a PE or
permanent representative located in another state. It
also includes profits from immovable property located
in another state and other benefits that are subject to
tax in another state under rules for the avoidance of
double taxation. A requirement for the application of
the object exemption is that the Netherlands is
obliged to exempt such benefits under the applicable
rules for the avoidance of double taxation (for ex-
ample, under a tax treaty). In the case of income from
certain sources, the object exemption may even apply
to benefits derived from states with which no tax
treaty is in force.

The object exemption for business profits applies
not only with respect to positive amounts of profit at-
tributable to another state, but also with respect to
negative amounts (i.e., foreign losses), which are
therefore not tax deductible. For a long time the Neth-
erlands had a regime under which foreign losses could
be deducted — even from Dutch taxable profits — but
had to be recaptured in subsequent years before an ex-
emption could be claimed for the corresponding for-
eign income in those subsequent years. As the
recapture could in certain cases be deferred for a con-
siderable time, the Netherlands came to consider that
the regime eroded the Dutch taxable base to an unac-
ceptable degree and, therefore, changed the system.
Thus, since 2012, positive and negative results have
been exempt/non-deductible and it is only subject to
very strict conditions that foreign losses may be de-
ducted (under Article 15i of the CTA) after the final ter-
mination of the relevant activities in the foreign state.

Furthermore, under Article 15e(7) and 15g of the
CTA, there is an exception to the object exemption for
foreign profits in the case of a foreign enterprise that
is a ‘‘low-taxed foreign portfolio enterprise.’’ In these
circumstances, a credit system is substituted for the
object exemption, unless an applicable tax treaty pro-
vides otherwise and requires exemption. A foreign en-
terprise is a low-taxed foreign portfolio enterprise if
two cumulative conditions are satisfied: (1) the activi-
ties of the foreign enterprise mostly consist of ‘‘passive
activities;’’ and (2) the profits from the foreign enter-
prise are not subject to a tax on profits that results in
what can be regarded as a ‘‘realistic levy’’ applying
Dutch tax principles. ‘‘Passive activities’’ are defined
as: portfolio investment; intra-group financing; and
putting assets at the disposal of group companies. The
latter two categories can be excluded from the defini-
tion of ‘‘passive activities’’ if specified conditions are
satisfied. Activities related to holding foreign immov-
able property generally do not qualify as passive ac-
tivities (respecting the source principle for immovable
property).

5. Limitations on tax loss carryovers

(a). Ring-fencing of holding and finance losses

Article 20(4) of the CTA provides for a restriction on
loss compensation. The rule is, in particular, intended
to prevent tax liabilities with respect to profits (espe-
cially normal business profits) being eroded by losses
from years in which holding activities are carried on
(in which, typically, results from participations are
exempt but financing and other costs are deductible).

The restriction applies to the losses of a corporation
whose actual activities for the entire or almost the
entire (i.e., 90 percent or more) financial year consist
entirely or almost entirely of holding shares in, or (in-
)directly financing, affiliated corporations. A corpora-
tion that in the relevant financial year employs 25 or
more employees who are involved in activities other
than the holding and financing activities does not fall
within the scope of the provision. The first require-
ment as to the use of losses by such a corporation is
that the losses can only be set off against profits of fi-
nancial years in which the corporation is still consid-
ered a holding and financing corporation. The second
requirement is that the balance of intercompany re-
ceivables and payables during the entire, or practi-
cally the entire, financial year of offset is not higher
than the balance at the end of the financial year in
which the loss was incurred. The second requirement
does not apply if the corporation can plausibly show
that the increase in such balance was not predomi-
nantly achieved with a view to utilising the available
loss carryover. The restriction applies to both the car-
ryforward and the carryback of losses.

(b). Anti-abuse provision to combat trading in tax loss
companies

Article 20a of the CTA provides for a restriction on loss
compensation where there are substantial changes in
the ultimate interest (i.e., essentially the sharehold-
ings of the ultimate shareholders) in the corporation.
This paper addresses this rule only briefly as it is not
really directed at international base erosion and profit
shifting. In particular, the rule is intended to prevent
tax liabilities with respect to profits (especially busi-
ness profits arising from newly-commenced activities)
being eroded by losses from previous years (especially
losses from portfolio investments or from terminated
past activities). Article 20a also provides for restric-
tions on the ability to carry back losses — these are
not addressed in this paper.

The restriction applies if the ultimate interest in the
corporation has changed substantially (30 percent or
more) compared to the ultimate interest in the oldest
financial year from which losses are carried forward.
Some changes are accepted (for example, changes re-
sulting from inheritance or marital law) and therefore
do not trigger the restriction. If the restriction applies,
losses from before the change cannot be offset against
profits arising after the change. For the year of
change, a profit split must be made. An exception to
the rule applies where — notwithstanding a change in
the ultimate interest — the corporation continues to
carry on the same activities and the following addi-
tional, cumulative conditions are satisfied: (1) in nei-
ther relevant year do 50 percent or more of the
corporation’s assets consist of portfolio investments;
(2) the corporation’s activities are not reduced to less
than 30 percent of their previous level (i.e., over the



period from the year of loss to the year of the change
in the ultimate interest); and (3) it is not the intention
that the activities should be so reduced within the fol-
lowing three years. If the second and third conditions
are not met, but the first condition is met, a loss carry-
over may still be available, subject to a profit split: in
such a case, the losses carried over can only be offset
against profits from the continued activities.

6. Borrowing and on-lending; licensing and
sublicensing

(a). Limitation on the creditability of foreign
withholding tax

Relief from double taxation with respect to interest
and royalty income from foreign states that is subject
to foreign (withholding) tax can often be claimed in
the form of a tax credit. Such relief is available, in par-
ticular, where an applicable tax treaty provides for
such a credit, but it is also available in some cases
under unilateral rules on double taxation relief,10 al-
though in the latter case the credit is often limited to
income derived from developing countries listed in
the decree on the avoidance of double taxation. The
credit is subject to various conditions and limita-
tions.11 One important condition for the granting of
the credit is that the income concerned must be in-
cluded in the Dutch taxable base. As a consequence,
foreign (withholding) taxes on dividends to which the
participation exemption applies do not qualify for the
credit. As explained below, the credit is also unavail-
able if Article 8c of the CTA applies.

In short, Article 8c of the CTA provides that interest
and royalties paid to and received from entities or in-
dividuals that form part of the group to which the cor-
poration belongs are not taken into account as such
for purposes of the calculation of the tax base and
thus for purposes of the availability of the credit if the
corporation does not, on balance, run any real risk
with regard to the loans or legal relationships con-
cerned. The real risk requirement for borrowing and
on-lending activities entails the amount of equity that
is at risk being at least the lower of: (1) 1 percent of the
funds lent; or (2) EUR 2 million. If Article 8c applies,
the corporation will still be required to report arm’s
length remuneration for its involvement in the trans-
actions. However, the interest and royalty income will
then not be included in its taxable base, which in turn
will prevent the corporation from claiming a credit for
withholding tax on such income.

(b). Substance requirements for group financial
services

A corporation that performs financial services activi-
ties (i.e., financing or licensing activities) within its
group must meet certain requirements with respect to
substance in the Netherlands and real risk. Further-
more, in addition to the general transfer pricing
policy, there is a specific policy for these activities and
the related transfer pricing.12 In addition to the real
risk requirements, the following substance require-
ments must be met: (1) at least half of the total
number of statutory directors and directors compe-
tent to make decisions must be residents of the Neth-
erlands or have their place of effective management in
the Netherlands; (2) the directors resident or located
in the Netherlands must have the professional knowl-
edge required to perform their duties properly; (3) the

tasks of the (joint) board of directors must include, at
the very least, decision making — based on the corpo-
ration’s own responsibility and within the framework
of normal intra-group involvement — with respect to
transactions to be concluded as well as ensuring the
proper execution of all transactions concluded; (4) the
corporation must have qualified staff at its disposal
(whether its own staff or staff provided by third par-
ties) who can adequately perform and record the
transactions entered into; (5) (key) managerial deci-
sions must be taken in the Netherlands; (6) the (main)
bank accounts must be maintained in the Nether-
lands; (7) the accounts must be kept in the Nether-
lands; (8) the corporation must have properly met all
its tax compliance obligations; (9) the registered office
must be located in the Netherlands; (10) the corpora-
tion must, to the best of its knowledge, not (also) be
regarded as tax resident in another country; and (11)
the corporation’s equity must be adequate in relation
to the functions performed (taking into account the
assets used and the risks assumed).

The consequence of not meeting the substance
and/or risk requirements is that it will not be possible
for the corporation to obtain advance certainty via an
APA or an ATR, and that the corporation will not be
able to credit foreign withholding taxes incurred with
respect to its interest or royalty income against its
Dutch corporate income tax liability. Furthermore,
the tax administration may spontaneously exchange
information about the corporation’s activities with
foreign tax administrations.

7. Extra-statutory (anti-abuse) principles

For Dutch tax purposes, the treatment of certain
transactions can, under the doctrine of fraus legis
(abuse of law) developed in Dutch case law, be differ-
ent from that which would follow from their legal
form.13 The fraus legis doctrine can be applied if two
conditions are satisfied. First, the corporation’s sole or
main motive for undertaking the transactions con-
cerned is the avoidance of tax (the ‘‘subjective’’ or
‘‘motive’’ test). Second, the envisaged tax effects of the
transactions would conflict with the purpose and
intent of the legislation (the ‘‘objective’’ or ‘‘purpose
and intent’’ test). If the fraus legis doctrine is applied,
the actual facts are reclassified or substituted by the
nearest economically similar set of facts from which
the proper tax effects would arise.

Before any possible application of the fraus legis
doctrine may be considered, it is necessary to estab-
lish whether any other methods of interpretation
would resolve the situation without the doctrine
having to be applied. This result may be achieved by
way of interpretation and application of the relevant
statutory rules or interpretation of the facts. The text
and purport of the legislation concerned may imply
that certain transactions fall within the scope of the
specific rule, potentially even where it is necessary to
rely on an interpretation of the legislation that resorts
to extension or analogy. As regards the interpretation
of the facts, sham transactions are not taken into ac-
count based on their pretended form, i.e., where the
form presented does not correspond with the actual
intentions of the parties, the pretended legal form is
set aside and the tax treatment is based on the actual
intended transaction (which may entail ignoring the
transaction entirely in the case of total simulation, or
substituting the actually intended transaction for the
pretended form).14 Another approach may be to char-
acterise a transaction independently for tax purposes.
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There may be grounds for taking such an approach
where the tax consequences that would follow from
the chosen legal form, which is in itself acknowledged
and respected, would be unacceptable in view of their
economic result and in view of the intent of the rule
concerned.15

B. Withholding tax on dividends, interest and royalties

1. Withholding tax on dividends

Under the Dividend Tax Act 1965 (‘‘DTA’’), the Nether-
lands generally levies a 15 percent dividend tax on
dividends distributed by Dutch resident corporations
with a capital divided into shares. There are a number
of possibilities for obtaining full exemption from (or a
full refund of) dividend tax under the DTA or an appli-
cable Dutch tax treaty. There are also a number of
rules designed to prevent dividend tax being avoided
or the dividend tax base being eroded. As it is some-
what outside the scope of a discussion of BEPS, this
paper does not address all aspects of these rules, but
concentrates on selected aspects that may be of par-
ticular relevance in this context.

It is possible to structure a Dutch cooperative in
such way that it does not qualify as a corporation with
a capital divided into shares. As a result, dividends
distributed by such a cooperative would not be sub-
ject to dividend tax. Since 2012, the DTA has con-
tained an anti-abuse provision targeted at
distributions made by Dutch cooperatives, but only in
certain cases. The principal rule remains that distri-
butions made by such Dutch cooperatives are not sub-
ject to dividend tax. However, under Article 1(7) of the
DTA, an exception is made for structures that the
Dutch legislator considers abusive, i.e., structures in
which the cooperative directly or indirectly holds
shares in a company with the main purpose (or one of
the main purposes) of avoiding Dutch dividend tax or
foreign tax on another person. In the case of such an
abusive structure, members of the cooperative whose
membership interests cannot be attributed to a busi-
ness enterprise are subject to dividend tax on all dis-
tributions made to them. In the case of such an
abusive structure, members of the cooperative whose
membership interests can be attributed to a business
enterprise are only subject to dividend tax if the coop-
erative directly or indirectly holds shares in a Dutch
company and then only to the extent necessary to pre-
serve and collect the dividend tax claim with respect
to the profits of a Dutch company held by the coopera-
tive that already existed at the time the cooperative ac-
quired the other Dutch company.

The dividend tax is levied not only on returns on
shares, but also on returns on profit certificates and
loans within the meaning of Article 10(1)d of the CTA
(see I.A.2.a., above), which concerns loans that actu-
ally function as equity. Based on Dutch case law, a
loan actually functions as equity if the following cu-
mulative conditions are satisfied, and the loan is con-
sidered a participating loan (deelnemerschapslening):
(1) the interest on the loan is almost entirely depen-
dent on the profits of the debtor; (2) the loan is subor-
dinated to all debt owed to other creditors; and (3)
either the loan does not have a fixed term and is only
claimable on bankruptcy, suspension of payment or
liquidation, or the loan has a term of more than 50 cal-
endar years.

The taxable proceeds for dividend tax purposes in-
clude direct and indirect distributions of profit, by

whatever name called and in whatever form, includ-
ing also hidden distributions. Hence, where a transfer
pricing adjustment is made, there may also be a sec-
ondary adjustment requiring dividend tax to be paid if
the transaction that was not at arm’s length resulted in
a transfer of value from the taxpayer to a shareholder.

In normal cases, there are a number of possibilities
for obtaining a full exemption from (or a full refund
of) dividend tax. In practice, the important exemp-
tions are the exemption for domestic corporate share-
holders where the shareholding concerned qualifies
for the participation exemption regime, and the ex-
emption for certain qualifying EU shareholders based
on the Netherlands’ implementation of the EU Parent-
Subsidiary Directive and other EC law. It is explicitly
provided that neither of these exemptions is available
if the recipient of the dividends is not their beneficial
owner. In practice, another important source for the
reduction of the dividend tax is the Netherlands’ tax
treaty network. Under the Netherlands’ treaties, the
reduction of the rate of dividend tax to a rate below
the 15 percent domestic rate is generally subject to the
conditions that the recipient: is a resident of the other
Contracting State; is the beneficial owner of the divi-
dends concerned; and holds at least a certain qualify-
ing shareholding in the Dutch resident corporation
paying the dividends. Dutch tax law contains a nega-
tively phrased definition of the term ‘‘beneficial
owner.’’ Under the relevant provision in Article 4(7) of
the DTA, a person will not be regarded as a beneficial
owner if: (1) in connection with the receipt of a divi-
dend, that person has paid consideration within the
framework of a series of composite transactions; (2)
the dividend, in whole or in part, directly or indirectly,
inures to the benefit of an individual or legal person
that would have been entitled to a smaller reduction
or refund of, or credit for, dividend tax than the person
that paid the consideration; and (3) such individual or
legal person acquires or retains, directly or indirectly,
a position in shares, profit participating certificates or
loans that actually function as equity comparable to
its position in similar instruments prior to the time
the composite transaction was initiated. A composite
set of transactions can also be present where transac-
tions are entered into on the regulated market (de-
pending on the facts and circumstances) and will be
deemed to be present in the case of the acquisition of
one or more dividend coupons or in the case of tem-
porary usufruct (as statutorily defined). The main
intent behind the introduction of this principle was to
counter typical dividend-stripping transactions, in
which, for example, shares are transferred temporar-
ily to a person entitled to a more beneficial Dutch divi-
dend tax rate than the transferor shortly before the
dividend payment date, while the transferor retains its
position in the shares, for example, via a put/call ar-
rangement.

A Dutch resident corporation may often credit divi-
dend tax paid against its final corporate income tax on
the dividends received (particularly if neither the par-
ticipation exemption nor a dividend tax exemption
applies). However, under Article 25 of the CTA, no
such credit will be available if the taxpayer corpora-
tion is not the beneficial owner of the dividends. The
same negatively phrased definition of the concept of
beneficial ownership applies for purposes of Article
25.16
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2. Withholding tax on interest and royalties

The Netherlands generally does not impose a with-
holding tax on interest, save in certain exceptional
cases — for instance, in the case of interest on certain
loans that are deemed to qualify as equity of the
issuer, with the result that the interest may then be
subject to dividend tax. The Netherlands does not
impose a withholding tax on royalties. Interest and
royalties that are not at arm’s length and are in fact
disguised or deemed dividend distributions may be
subject to Dutch dividend tax. This paper does not fur-
ther address these exceptions.

C. The tax treaty context; published Dutch tax treaty
policy

Although this is not specifically related to BEPS, it is
perhaps worth noting that the Netherlands has fairly
recently published its policy aims in entering into tax
treaties with other countries in the 2011 Note on the
Netherlands’ Tax Treaty Policy (the ‘‘2011 Note’’).17

The 2011 Note does address various aspects of Dutch
tax treaty policy that have some connection with pre-
venting base erosion and profits shifting. This paper
will briefly describe selected items from the policy. By
way of a general remark, it may be noted that in its
treaties the Netherlands to a large extent follows the
OECD Model Convention and the OECD Commentary
to the Model Convention. One element of this is Ar-
ticle 9 of the OECD Model Convention, which deals
with arm’s length pricing between associated enter-
prises and another is the OECD Guidelines on Trans-
fer Pricing. As noted above, the Netherlands to a large
extent follows the principles articulated in the Trans-
fer Pricing Guidelines in its domestic rules. This is
also true in practice under Dutch tax treaty policy and
tax treaty interpretation.

1. Tax treaties with low tax jurisdictions

The 2011 Note specifically addresses certain matters
that can arise when a tax treaty is entered into with a
jurisdiction with low taxation. In some cases, when
the other state levies no tax or only levies tax at low
rates, there is no or only a low risk of double taxation.
The internationally widely accepted principle that all
states in principle have autonomy regarding the or-
ganisation of their tax systems means that it is primar-
ily the responsibility of each state to take action
against arrangements that erode its own tax base.
However, the Netherlands considers it crucial that tax
authorities exchange information and this has been
explicitly promoted by the Netherlands for years. The
Netherlands gives particularly careful consideration
to entering into a treaty with a low-tax jurisdiction. A
tax treaty may entail the risk of base erosion — and
this may involve not only the Netherlands’ tax base,
but also that of a third country with which the Nether-
lands has also entered into a treaty. The latter risk
occurs, for example, if income is routed through
Dutch entities that make use of the treaty with the
low-tax state — a risk that is particularly acute where
the income concerned is passive income, given the
mobile nature of such income. Third states will then
possibly require the implementation of anti-abuse
measures, which in turn may lead to the deterioration
of the Netherlands’ treaty network. Whether a tax
treaty should be concluded with a low-tax state is
therefore given careful consideration. The desire to
improve the competitive position of Dutch residents

on the foreign market can be a reason to proceed to
the signature of a treaty, notwithstanding the above
considerations. The allocation of taxing rights agreed
on will then depend on where real economic activity
takes place.

In some cases, rather than stipulating a comprehen-
sive tax treaty that contains extensive anti-abuse rules,
the Netherlands will aim to enter into a treaty that
deals only with matters such as the exchange of infor-
mation, mutual agreement with respect to transfer
pricing, profits from air transport and shipping, and
certain items of income of individuals (for example,
employment income and pensions).

2. International classification of hybrid entities

Another area in which base erosion and profit shifting
may occur is in the use of hybrid entities in an inter-
national context. The Dutch domestic position on the
classification of hybrid entities has to a large extent
been made clear in policy decisions, which have stipu-
lated the criteria according to which foreign legal
forms are classified as either transparent or non-
transparent.18 The framework takes into account cri-
teria such as whether the entity concerned can enjoy
the legal ownership of property, the extent of the li-
ability of the participants in the entity, whether the
entity has a capital divided into shares, and/or what
rules apply for acquiring a membership interest in the
entity or the replacement of participants. The fact that
the Netherlands and other states have their own crite-
ria for classifying legal forms means there may be dif-
ferences between the classification of legal forms by
one state and their classification by another: i.e., it
regularly happens that a legal form that is treated by
one state as an independent taxable person is consid-
ered by another state to be transparent, which in turn
may mean that the first state will wish to tax the entity
while the other state will wish to tax the entity’s par-
ticipants.

The 2011 note also recognises the issues arising
from the different classifications given to hybrid enti-
ties by different states. Specifically, the 2011 Note
recognises three issues: (1) potential double taxation;
(2) potential double non-taxation, which could result
in base erosion or the existence of ‘‘stateless income;’’
(3) prolonged legal uncertainty for persons concerned
with the correct application of a treaty. According to
the 2011 Note, all three issues are normally discussed
during treaty negotiations. The Netherlands prefers to
deal explicitly with issues regarding hybrid entities in
specific bilateral relations with a view to resolving
them in the context of a particular treaty or mutual
agreement procedure. Specific solutions to the prob-
lem of classification differences have been included in
various Dutch treaties. Examples may be found in the
Netherlands-United States tax treaty (to give a tradi-
tional example), and the Netherlands-Japan tax treaty
(to give a more recent example). Further, in the Dutch
parliamentary explanatory notes to the 2008
Netherlands-United Kingdom tax treaty, various spe-
cific cases are addressed with a view to providing
practical guidance.

In its Partnership Report, the OECD addresses the
issue of hybrid entities and proposes some solu-
tions.19 The conclusions of the report are intended to
prevent double taxation and double exemption by
providing a series of specifically addressed cases. Ac-
cording to the 2011 Note, the Netherlands believes
that the interpretation used in the report does not
always directly follow from the text of the OECD
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Model Convention, so that it is doubtful whether the
conclusions of the report can be resorted to under the
existing bilateral tax treaties that follow that text. Fur-
thermore, the Netherlands believes that the OECD
report is not always clear. To avoid perpetuating the
potential unjustified expectation that the Netherlands
entirely follows the report, the Netherlands has made
an explicit reservation to the effect that the conclu-
sions of the report are only followed when expressly
evidenced by a tax treaty, mutual agreement or unilat-
eral policy.20

Published Dutch policy indicates that certain re-
quests for advance certainty on the tax treatment of
hybrid financing and hybrid entities have been
denied, and, in certain cases, such requests will con-
tinue to be denied. This is the case if the structure con-
cerned makes use of an international classification
mismatch and the obtaining of tax savings is the only
or predominant reason for the structure. For purposes
of uniformity and coordination, all requests for ad-
vance certainty with respect to hybrids must be
handled by the tax administration’s APA/ATR team.21

3. Measures to prevent the avoidance of Dutch
withholding tax on dividends

Exemption from withholding tax under tax treaties is
generally only allowed if the recipient of the income
concerned is also its beneficial owner. As regards the
concept of beneficial ownership under its tax treaties,
the Netherlands to a large extent follows the approach
stipulated in the OECD Commentaries.22 In those
cases in which the provision of additional require-
ments is considered necessary, particularly in relation
to low-tax states, but also in relation to states that
have territorial tax systems, the Netherlands may pro-
pose specific anti-abuse measures.

According to the 2011 Note, the Netherlands takes
the view that a tax treaty that provides exclusive
taxing rights to the state of residence of the recipient
of dividends may not lead to the unlimited untaxed
flow-through of dividends from the Netherlands to
residents of third states through the treaty partner.
This could occur if the treaty partner levies tax on nei-
ther incoming nor outgoing dividends, which would
make it unacceptably easy for residents of third states
to obtain an exemption, for example, by interposing a
company with a view to qualifying for an exemption
that would not have been available in the case of a
direct investment (i.e., by engaging in a form of ‘‘treaty
shopping’’). If the other state does levy a tax on divi-
dends, but — like the Netherlands — provides for an
exemption from such tax under its treaties or other ar-
rangements, the Netherlands will normally discuss
with the treaty partner the circumstances in which the
treaty partner will apply the exemption. When the
possibility of easy treaty shopping exists, the Nether-
lands will aim to agree with the treaty partner how
this possibility can be eliminated by means of a treaty
provision.

In the case of portfolio dividends, the prevention of
fiscal evasion scarcely warrants consideration, since
Dutch treaty policy is not to decrease the standard do-
mestic 15 percent withholding rate for portfolio divi-
dends any further under the Netherlands’ tax treaties.

4. Measures to prevent the avoidance of foreign
withholding tax

The Netherlands does not levy withholding tax on in-
terest and royalties and aims to agree with other states

on a full reduction of their applicable withholding
taxes on interest and royalties or, if this is not ac-
cepted, on as many exemptions or reductions as are
acceptable. The availability of reduced rates of with-
holding tax is generally subject to the condition that
the resident claiming the benefit of the reduced rate is
also the beneficial owner of the income subject to
withholding tax. As regards the concept of beneficial
ownership under tax treaties, the Netherlands to a
large extent follows the approach stipulated in the
OECD Commentaries.23

If the other state is not willing to reduce its with-
holding tax without the inclusion of anti-abuse provi-
sions in the tax treaty concerned, the Netherlands will
normally consider including such provisions if there
is indeed a realistic chance of treaty abuse.

5. Measures directed at tax treaty abuse in
general

Case law of the Dutch Supreme Court suggests that
the domestic general anti-abuse doctrine of fraus legis
(see I.A.7., above) cannot easily be applied in the con-
text of the Netherlands’ tax treaties. The case law indi-
cates that this would only be possible if it were to
appear from the text of the treaty concerned or the ex-
planations of the treaty by both states that both states
intended that fraus legis should be applicable under
the treaty. For example, the Court explicitly ruled that
the mere fact that a corporation is interposed in a cor-
porate structure is in itself insufficient for the applica-
tion of fraus legis, even if the corporation is interposed
solely for tax reasons.24 This was not regarded as con-
flicting with the purpose and intent of the domestic
rules and the applicable treaty in the case concerned.
The fact that the intermediate holding corporation
was incorporated in a low-tax jurisdiction, that it did
not perform economic activities and that, having no
or little substance, it was a resident of the low-tax ju-
risdiction based only on its incorporation under the
law of that jurisdiction did not change the conclusion
in the case. It seems fair to conclude that this case
ruled that treaty shopping as such, where there are no
explicit measures direct against it and where it has no
element of artificiality or last minute tax planning, is
not subject to challenge by the application of the fraus
legis doctrine.

The 2011 Note addresses in some detail the issue of
tax treaty abuse, which it interprets to mean the
claiming of tax treaty benefits by persons for whom
such benefits were not intended. Basically, three cat-
egories of treaty abuse are recognised: (1) tax-
motivated relocation (for example, emigration); (2)
shopping within a treaty (for example, the use by a
person entitled to treaty benefits of artificial transac-
tions to become eligible for a particular and more ben-
eficial treaty benefit); and (3) treaty shopping (for
example, the gaining by a person resident in a third
state of access to a tax treaty benefit that was not in-
tended for that person).

The first recourse to prevent tax-motivated reloca-
tion is domestic tax law. This may take the form of
exit-taxation on emigration. In certain cases, the do-
mestic law provisions will have to be matched by spe-
cific tax treaty provisions to ensure that taxation can
also be effected under the treaty concerned (for ex-
ample, in the case of latent claims on substantial inter-
ests of emigrating individuals, and/or the termination
of pension plans after emigration). Shopping within a
treaty often takes the form of an attempt to avoid
withholding tax as allowed by the treaty concerned by
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shopping for treatment under a different provision of
the treaty. This aspect is normally not relevant for the
Netherlands, as the Netherlands does not impose
withholding tax on interest and royalties. The Nether-
lands is nevertheless willing to cooperate on specific
anti-abuse provisions in this regard, provided these
are proportional and do not unreasonably hamper
normal business operations. Nowadays, the Nether-
lands aims to include in its tax treaties an explicit pro-
vision to the effect that the benefits arising out of the
liquidation of a company or a repurchase of shares are
treated as a dividend distribution rather than a capital
gain, in order to ensure the potential imposition of
Dutch dividend withholding tax on such benefits. As
far as measures to combat treaty shopping as such are
concerned, a distinction may be made between the ap-
plication of domestic anti-abuse rules and the applica-
tion of specific anti-abuse rules under the
Netherlands’ treaties.

As regards the application of domestic anti-abuse
rules, the 2011 Note states that the Netherlands aims
to agree on the possibility of consultation, if it is de-
cided in tax treaty negotiations explicitly to accept the
application of domestic anti-abuse doctrines. The ap-
plication of domestic anti-abuse provisions is pro-
vided for, in varying terms, in, for example, the
Netherlands-Ghana, -Hong Kong and -Panama tax
treaties.

As regards the possible explicit inclusion of anti-
abuse rules in tax treaties, the 2011 Note states that
the Netherlands values the prevention of tax treaty
abuse and is therefore willing to include provisions to
limit treaty benefits if the Netherlands and/or the
other treaty state recognises a risk of treaty abuse in
light of the way their two tax systems interact.

The 2011 Note also addresses possible approaches
to the inclusion of specific anti-abuse provisions in the
Netherlands’ tax treaties. The first possible approach
takes the form of entity-based provisions and/or limi-
tation on benefits provisions. Typically, in addition to
tax residence in the other state, certain other require-
ments must also be met in order to qualify for tax
treaty benefits (for example, under a stock exchange
test, a headquarters test or an activities test). The
recognised advantage of this approach is the certainty
provided for those persons that pass the tests. The
recognised disadvantages of the approach include po-
tential ‘‘overkill’’ or ‘‘underkill’’ and, in the case of limi-
tation on benefits provisions, complexity. This may in
practice be a reason to include in addition elements of
the second approach, i.e., a main purpose test.

The second possible approach takes the form of
transaction-based provisions and/or main purpose
tests. Typically, a transaction-based approach is fol-
lowed to determine whether the granting of tax treaty
benefits is justified or whether benefits should be dis-
allowed where the transaction concerned was de-
signed primarily to obtain treaty benefits and thus
makes use of a test with a more general wording (that
has to be applied on a case-to-case basis and depend-
ing on the circumstances) rather than a test that is
strictly defined, and a subjective motive test. The ad-
vantage of this approach is that the provision used can
generally be simple and that the result can be tailored
to avoid both overkill and underkill. The disadvantage
is that such an approach and the subjective motive
test provide little or no advance clarity and certainty.
The 2011 Note makes it clear that the Netherlands’
aim is always to make it possible for a taxpayer to
demonstrate that a transaction does not involve tax
avoidance, i.e., to provide some sort of ultimate

remedy that allows a taxpayer to obtain treaty benefits
if the tests produce inconclusive results (this is often
referred to as a ‘‘safety-net’’ or ‘‘last fall-back’’). In
practice, this convenience often has to be sought from
the authorities, possibly only after mutual agreement.
The 2011 Note also states that the Netherlands in-
tends to exclude from treaty benefits income or per-
sons that qualify for a special regime where there is a
risk of treaty abuse.

The above discussion, of course, represents only a
very short summary of some aspects of the improper
use of tax treaties addressed in the 2011 Note. And, of
course, the 2011 Note is only a policy statement of the
Netherlands’ aims in its tax treaty negotiations. Ulti-
mately, the treaties concluded are the result of nego-
tiation and exhibit a wide variety of approaches and
clauses, and sometimes a combination of approaches.
It would be beyond the scope of this paper to address
all these in detail. However, it may be worth noting
some (recent) examples. Examples of treaties contain-
ing limitation on benefits provisions are the
Netherlands-Japan and Netherlands-United States tax
treaties, where the provisions concerned were in-
cluded at the request of the tax treaty partner, and the
Netherlands-Bahrain, -Barbados, -Hong Kong,
-Kuwait and -Panama tax treaties, where the provi-
sions were included at the request of the Netherlands.
Examples of tax treaties containing main purpose
provisions, are the Netherlands-Armenia, -Croatia,
-Egypt, -Estonia, -Jordan, -Kazakhstan, -Latvia,
-Malta, -Mexico, -Morocco, -Qatar, —Romania,
-South Africa, -Surinam, -Switzerland, -Tunisia,
-United Arab Emirates, -United Kingdom and
-Uzbekistan tax treaties.

D. Application to the Factual Scenario

In this section, the rules and principles emerging from
the above general description are applied to the fact
pattern in which a Dutch tax resident corporation,
HCo, enters into various transactions and makes vari-
ous payments to foreign tax resident FSub1 through
FSub5, which are all also part of foreign tax resident
FCo’s multinational group. In addition to the assump-
tions stated in the Facts (for example, that all foreign
companies are treated as corporations for Dutch tax
purposes, have no taxable presence in the Nether-
lands, do not carry on business in the Netherlands
through a PE and do not have a taxable substantial in-
terest in HCo), this paper assumes that the relevant
tax treaties conform to the most recent OECD Model
Convention. In many cases, the Netherlands’ tax trea-
ties are indeed based on the OECD Model Convention,
although some are still based on previous versions
and there are also certain variations in practice. In
particular, this paper addresses the possible (inappro-
priate) reduction of the taxable basis of HCo and the
measures designed to prevent this. The Netherlands
generally does not impose withholding tax on interest
and royalty payments, so that there is little or nothing
to be said in that regard.

The payments made by HCo include payments of:
(1) interest on an ordinary loan raised from FSub1; (2)
interest to FSub2 on a hybrid loan (considered a loan
from a Dutch perspective but considered equity from
the perspective of FSub2’s country of residence); (3)
royalties to FSub3 for the use of intangibles; and (4)
the purchase price for the purchase of products from
FSub4. The fact pattern also includes (5) the receipt of
payments by FSub5 from foreign companies, but not
from HCo, merely on the basis of customers resident
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in the Netherlands clicking on certain websites. The
exact nature of FSub5’s activities and income is not
given.

By way of a general comment, before the various
payments are discussed, it should be noted that, under
Article 8b of the CTA, it must be determined whether
each of the payments made by HCo corresponds with
the arm’s length principle. This applies to the interest
paid to FSub1 and FSub2, the royalties paid to FSub3,
and the price paid for products from FSub4. Also the
relationship between HCo and FSub5 would need to
be evaluated as to its arm’s length character; this is
also separately addressed below. The arm’s length
principle may also be tested under the applicable tax
treaties, as these will also require the arm’s length
principle to be respected by virtue of the provisions
that they contain along the lines of Article 9 of the
OECD Model Convention. Other than in that respect,
the existence of an applicable tax treaty will generally
have little or no influence on what is deductible for
HCo. As the Netherlands does not levy withholding
tax on interest and royalties, an applicable treaty will
also have no relevance in that respect for the fact pat-
tern under consideration.

With respect to (1) and (2) (the interest paid to
FSub1 and FSub2), one or more of the limitations on
interest deductions may apply depending on whether
the loans concerned fall into any of the categories re-
ferred to in I.A.2., above. As regards the normal loan
from FSub1, the fact pattern provides no indication
that any of the limitations would apply. Of course,
such limitations might apply if HCo used or is deemed
to have used the loan for any of the tainted transac-
tions contemplated in Article 10a of the CTA, or to
provide itself with excess debt financing in connection
with the holding of exempt participations under Ar-
ticle 13l of the CTA; providing itself with excess debt
financing under Article 15ad of the CTA in connection
with the acquisition of subsidiaries with which it
formed a fiscal unity; or borrowing and on-lending
without real risk within the meaning of Article 8c of
the CTA. With respect to the interest paid to FSub2,
the same possible limitations will have to be consid-
ered and some additional considerations will have to
be taken into account. If the loan is used for a tainted
transactions under Article 10a, HCo will not be able to
offer a rebuttal under the exception for reasonable
taxation, as FSub2 is not subject to tax on the pro-
ceeds from the hybrid loan; HCo will only be able to
offer a rebuttal based on there being business reasons
for the transaction and for the loan. Similarly, HCo
may not be able to offer a rebuttal under Article 13l of
the CTA. In that case, even if the participations ac-
quired represent operating expansions, HCo may have
to take them into account in the Article 13l calcula-
tion, because the loan used is a hybrid loan, resulting
in a deduction in the Netherlands but no taxation in
the hands of FSub2. The fact pattern expressly states
that the hybrid loan from FSub2 is a loan for Dutch
tax purposes. Apparently, therefore, it does not meet
all the conditions (set out in I.A.2.a, above) for being
considered to function as equity for Dutch tax pur-
poses. As the loan apparently qualifies for equity treat-
ment in FSub2’s country of residence, the loan will
presumably have some very specific or peculiar terms
and conditions. From a Dutch tax perspective, this
will prompt a somewhat more critical examination of
its arm’s length nature and may afford a reason for ad-
justing the amount of deductible interest expense.
Furthermore, the loan may fall within Article 10b of
the CTA if it qualifies as a long-term loan that carries

no interest or interest that is 30 percent lower than the
arm’s length interest. If that is the case, the interest on
the loan will be non-deductible. The mere fact that
FSub2 is not taxed on the loan because it is treated as
equity from the perspective of FSub2’s country of resi-
dence is not, as such, a reason to regard the interest on
the loan as non-deductible for HCo’s Dutch tax pur-
poses.

With respect to (3) (the payment of royalties to
FSub3), apart from the testing of their arm’s length
character, there are generally no rules with respect to
these types of payments in the context of measures
targeted at base erosion and profit shifting. An excep-
tion may apply if HCo falls within the scope of the
rules in Article 8c of the CTA with respect to licensing
and sublicensing without real risk in the Netherlands.

With respect to (4) (the payment of the purchase
price for the products of FSub4), apart from the test-
ing of their arm’s length character, there are generally
no rules with respect to this type of payment in the
context of measures targeted at base erosion and
profit shifting.

With respect to (5) (the income realised by FSub5),
the arm’s length principle in Article 8b of the CTA
would also have to be considered. It is unlikely that
any of the base erosion rules described above would
apply to HCo with respect to FSub5 (which has no
dealings with HCo and receives no payments from
HCo but only from foreign companies). The question
might arise as to whether the income generated by
clicks from customers in the Netherlands is allocable
to the functions performed by HCo in the Nether-
lands. If it is, the remuneration may be attributed to
HCo in whole or in part. However, there is nothing in
the fact pattern to suggest that that should be so and
the Netherlands generally does not apply any force of
attraction principle that would make all income from
the Netherlands from any foreign group company al-
locable to the Dutch group company. The evaluation is
generally to be made based on the traditional transfer
pricing principles, focusing on contractual arrange-
ments and a functional analysis, taking into account
the activities and responsibilities of, and the assets
used and risks assumed by, the various group compa-
nies involved. It is also unlikely that FSub5 would
itself be subject to Dutch corporate taxation (as FSub5
has no presence in the Netherlands). Generally, the
typical way in which FSub5 would become subject to
Dutch income taxation would be because it derived
income from the Netherlands in the form of one of the
listed categories of taxable income from Dutch
sources. Such Dutch-source income typically includes
taxable profits from a Dutch enterprise, i.e., the joint
benefits from an enterprise or part of an enterprise
carried on through a PE or a permanent representa-
tive in the Netherlands. These concepts are generally
interpreted in the sense given to them in the OECD
Model Convention and the OECD Commentaries
thereto. The mere fact that the customers clicking on
websites are located in the Netherlands in this respect
seems insufficient. Of course, the question might arise
as to whether the development of electronic com-
merce activities may trigger the need to update these
concepts or perhaps even as to whether FSub5 already
currently has sufficient ‘‘hardware presence,’’ ‘‘auto-
matic equipment’’ or ‘‘automated transactions’’ in the
Netherlands to be considered to have a PE or a perma-
nent representative within the traditional meanings of
these concepts. Again, as the precise nature of the ac-
tivities and the remuneration is not given, this cannot
be accurately evaluated without over-much specula-
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tion, but it seems unlikely that FSub5 would be con-
sidered to derive taxable Dutch-source income (as,
according to the fact pattern, FSub5 has no presence
in the Netherlands).

By way of a final general comment on (1) through
(5), it may be noted that the treatment of certain
transactions can, under the doctrine of fraus legis
(abuse of law) developed in case law, be different from
that which would follow from their legal form. The
fact pattern provides no indication that any of the
transactions envisaged, which were entered into for
the business purposes of HCo, would somehow meet
the two tests for the application of this doctrine (i.e.,
that their sole or main motive is the avoidance of tax,
and that the tax effects envisaged would conflict with
the purpose and intent of the legislation).

II. Proposed Dutch rules to prevent base erosion
and profit shifting

There are no legislative proposals (pending or an-
nounced) in response to the OECD BEPS Project or
specifically linked with the matters addressed in the
OECD BEPS Report.

A considerable amount of media and political atten-
tion is currently focused on the corporate tax affairs of
multinational enterprises, ‘‘fair share,’’ base erosion
and profit shifting, aggressive tax planning, and the
Netherlands’ tax treaty policy. In this context some
politicians, political parties or groups of political par-
ties have raised parliamentary questions to inquire
about the current situation and the willingness of the
government to take particular legislative or policy ac-
tions in this respect. Some have published plans for
proposed action should the feeling be that the govern-
ment is not moving fast enough or is not moving in the
desired direction. As none of the ideas contained in
these proposals represent the position of the Dutch
government, this paper does not address them in any
further detail, except where the government has ex-
pressed its views on them.

It is worth noting that parliament has made some
more specific requests to the government for
follow-up on certain matters arising out of the politi-
cal debate — not all are connected with BEPS but
these matters in practice became comingled with
BEPS in the discussions in which they arose. The gov-
ernment has promised to inform parliament about
certain matters and also to debate basically the same
matters with parliament. In addition, parliament has
introduced a number of formal ‘‘motions’’ in which
the government is explicitly requested to take certain
actions. The motions introduced by parliament (spe-
cifically, the second chamber of parliament) are as fol-
lows:25 (1) the government is called upon in the
context of the domestic and international debate to
reject the notion that the Netherlands is a tax haven
and to defend the Dutch tax system and the Dutch po-
sition; (2) the government is called upon actively to
promote country-by-country reporting in the EU, re-
quiring multinational enterprises to disclose their tax
contributions; (3) the government is requested to
update, if necessary, its framework of relevant consid-
erations to be taken into account in entering into tax
treaties with developing countries; (4) in any interna-
tional action that it takes to combat undesirable tax
avoidance, the government is requested to start from
the position that the positive aspects of the Nether-
lands’ current tax infrastructure should be retained,
including the participation exemption, a broad tax
treaty network, the availability of tax rulings and a re-

liable tax administration; (5) following a statement to
the effect that it is unwise for the Netherlands to
impose too low a level of taxation on companies that
do not carry on any activities in the Netherlands but
merely route funds through the Netherlands, the gov-
ernment is requested to develop a step-by-step action
plan to remedy this state of affairs; and (6) the govern-
ment is requested to inform parliament as to its ulti-
mate goals in the context of international actions to
combat tax avoidance and what steps it will take, and
to indicate what this will mean for its involvement
with the EU and with jurisdictions outside the EU.

In early July, the Netherlands government informed
parliament that it intends to respond to these requests
in a letter to be submitted to parliament in September
2013.26 This letter would also address some other
items arising out of the political debate that are still
pending. These include a response to a recently pub-
lished report on the nature, size, economic impor-
tance, risks and effects of the special financial
institutions sector, which comprises companies that
are involved in money flows into and out of the Neth-
erlands (see further at III.A.1., below). They also in-
clude the question of whether the Netherlands’ tax
treaty policy with respect to developing countries
and/or the Netherlands’ existing treaties with certain
developing countries needs rethinking (this aspect is
not further addressed in this paper). Meanwhile, the
Dutch government has indicated that it also hopes to
be able to report in this letter on further developments
in the context of the OECD’s action plan for the BEPS
Project.

III. The Netherlands and the OECD BEPS Project

A. The Netherlands’ view of the OECD BEPS Project

Even before the OECD BEPS Report was issued, the
Netherlands was already in the throes of a political
debate about the tax planning engaged in by multina-
tional enterprises and Dutch tax treaty policy. In Janu-
ary 2013, the Dutch government issued a letter to
parliament addressing the various matters relevant to
the debate (the ‘‘Jan. 2013 Letter’’).27 In May 2013, the
government issued a further letter to parliament in re-
sponse to various questions raised by parliament (the
‘‘May 2013 Letter’’),28 in which it also addressed a
number of points relating to the OECD BEPS Project.

1. The Netherlands views on tax planning by
multinational enterprises

The Jan. 2013 Letter describes a number of aspects of
the discussion about tax planning by multinational
enterprises: (1) the factors that have made the Nether-
lands an attractive location for the establishment of
multinational enterprises; (2) how a side effect of the
Netherlands’s attractiveness for these purposes has
been the arising of certain situations that are now the
subject of debate (the Jan. 2013 Letter also addresses
current developments in tax planning and the related
policy issues); and (3) various international initiatives
to deal with international tax planning and the inter-
est of the Netherlands in these initiatives. The Jan.
2013 Letter also draws a number of conclusions, most
importantly that such tax planning is an international
problem that can only be resolved in an international
context and not by the Netherlands on a stand-alone
basis or by the taking of unilateral measures. Attempt-
ing to resolve the problem unilaterally would be
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harmful to the international competitive position of
the Netherlands and the Dutch business community.
The Netherlands therefore wishes to participate ac-
tively in international initiatives to examine the prob-
lem. Such an approach would provide a basis for
consulting and cooperating with other states and the
development of enduring and balanced measures.

As noted above, the first aspect addressed in the Jan.
2013 Letter is the factors that have made the Nether-
lands attractive. Chief among these is the nature of the
Dutch economy, which has always been geared to in-
ternational trade and expansion. Important elements
of this are the provision of mechanisms for the avoid-
ance of double taxation and the creation of a level
playing field for Dutch enterprises operating in for-
eign markets. In the context of the tax regime, these
elements find their expression in the participation ex-
emption regime, the existence of a large number of tax
treaties designed to reduce the impact of foreign with-
holding taxes, and the absence of any Dutch withhold-
ing tax on interest and royalties. The possibility of
obtaining advance certainty on the tax aspects of in-
tended activities through rulings and the open atti-
tude of the tax administration has also helped to
create an attractive tax climate. The tax consider-
ations aside, the country’s infrastructure, professional
population, administrative efficiency and living envi-
ronment also act as incentives. As a result, foreign in-
vestors often choose the Netherlands as an investment
destination, a state of affairs that the Netherlands wel-
comes.

The second aspect addressed in the Jan. 2013 Letter
is the side effects of the Netherlands’ attractiveness to
multinationals. The extent of international funding
involving Dutch companies is, when measured
against the Netherlands’ GNP, sometimes considered
(relatively) large. This can be explained by the high
level of financial and legal services activity, which has
led to the Netherlands becoming a component in
many financial relationships. This brings both eco-
nomic advantages and risks, since it may encourage
companies to become resident in the Netherlands
solely for tax reasons. Such companies are subject to
the Dutch tax and legal regimes and are entitled to
benefits under the Netherlands’ tax treaties. Where
necessary, undesirable situations can be countered by
exchange of information and specific anti-abuse pro-
visions.

The third aspect addressed in the Jan. 2013 Letter is
the Dutch government’s view of tax planning. This can
be split into two components. First, there is the gen-
eral discussion of tax planning by multinational enter-
prises. Second, there is the discussion of the use of
special financial institutions or ‘‘linking companies,’’
i.e., companies that are involved in money flows into
and out of the Netherlands. It is generally recognised
that multinational enterprises have more ability to in-
fluence their effective tax rate than purely domestic
enterprises as multinationals can leverage differences
between the tax rates and tax regimes prevailing in
different countries. This consideration requires a bal-
ancing of policies: on the one hand, the existence of
tax planning opportunities makes the Netherlands at-
tractive for investment and allows Dutch multina-
tional enterprises to compete with multinational
enterprises of other countries that provide similar op-
portunities. On the other hand, there is the need to
prevent the erosion of the Dutch tax base and the un-
desirability of multinationals having an unfair com-
petitive advantage over enterprises operating purely
within the Netherlands. It is important to note here

that the Netherlands has a policy of cooperating with
its tax treaty partners in the provision of relevant in-
formation.

The Jan. 2013 Letter recognises three developments
in international tax planning: (1) the allocation of
profits to countries with low tax rates; (2) the exploita-
tion of the current lack of harmonisation between the
domestic tax regimes of different states; and (3) the
use of ‘‘linking companies,’’ i.e., companies involved in
money flows into and out of the Netherlands.

As regards the allocation of profits to countries with
low tax rates, it is noted that operating in multiple
states enables multinational enterprises to split their
activities and report income where it is least taxed.
This is generally achieved in one of three ways. The
first is for an enterprise to be set up in or move to a
country with a low tax rate — this strategy is generally
acceptable. The second is to transfer easily movable
assets, such as receivables and intellectual property, to
countries with low tax rates. Here, the Jan. 2013
Letter suggests, a policy balance must be struck be-
tween, on the one hand, the freedom of enterprises to
decide on how to structure their businesses and, on
the other, the need to protect the tax base, particularly
where equity is converted into debt owed to low-tax
jurisdictions. In this respect, the Netherlands has in-
troduced limitations in its participation exemption
regime and limitations on the deduction of interest.
Further, it is not always clear how transferred assets
and activities are to be valued, nor do the countries
concerned carry out such valuation on a consistent
basis. In this context, the Jan. 2013 Letter also points
to the disconnect between increased mobility, digitali-
sation and the increased relevance of intangibles, and
tax law concepts that often date from well before these
developments began to emerge. This disconnect cre-
ates a risk of artificial profit shifting against which ad-
equate measures needs to be taken. The third method
is to maximise the allocation of profit to low-tax coun-
tries. Again, artificial arrangements will in practice be
challenged by the tax administration, most impor-
tantly through transfer pricing rules and, in particu-
lar, the examination of whether the profit allocation is
justified by any relevant business activities. It is recog-
nised that transfer pricing is not an exact science and
that there is some room for enterprises to exploit it.
According to the Jan. 2013 Letter, this is to be ex-
pected when relying on a norm that is not strictly de-
fined.

As regards the exploitation of the lack of harmoni-
sation between tax regimes, the Jan. 2013 Letter ad-
dresses three examples, namely the exploitation of: (1)
differences in the classification of entities; (2) differ-
ences the in classification of contracts, particularly
debt instruments versus equity instruments; and (3)
differences in taxable events (for example, amounts
paid versus actual fair market value, the lack of an exit
tax versus a step-up upon immigration), potentially
resulting in stateless income. A similar effect occurs
on the repatriation of income from foreign operations
if funds are deemed distributed by a lower-tier subsid-
iary but not at the same time recognised as received
by its higher-tier or ultimate parent. The Netherlands
recognises that these types of structures cannot be
challenged because taxpayers making use of them are
in compliance with the laws of both states involved
and the results they achieve have been made possible
by the laws of those states themselves.

As regards the use of linking companies, the Jan.
2013 Letter addresses the phenomenon of multina-
tional enterprises that repatriate income making use
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of companies in countries with the best tax treaty net-
works in order to mitigate foreign withholding tax on
the income repatriated. The Jan. 2013 Letter recog-
nises that withholding taxes are often distortive and
may result in double taxation because they are levied
on a gross basis. This is also a reason for various EU
initiatives for the reduction of withholding taxes
within groups (for example, the Parent-Subsidiary Di-
rective and the Interest and Royalties Directive). The
reduction of withholding taxes does not have to be
detrimental to the source country — it may stimulate
investment in the source country — and even when
withholding taxes are reduced, the source state can
still levy profits tax on the local company. The letter
also addresses the fact that, besides the tax reasons,
there are many other reasons why multinational en-
terprises opt to use linking companies in their struc-
tures — for example, the availability of bilateral
investment protection. The level of activities and the
costs of such companies may be low, triggering some
debate as to whether they should have access to the
Netherlands’ tax treaty network. According to the Jan.
2013 Note, the Netherlands believes that its domestic
measures (i.e., requirements as to the level of sub-
stance and the existence of real risk) and specific tax
treaty rules (i.e., beneficial ownership requirements
and specific treaty anti-abuse provisions, where these
are considered necessary) are adequate to prevent
abuse in practice. Furthermore, according to an ear-
lier study and letter to parliament, the Dutch prin-
ciples are in line with those applicable in other
countries.29

Despite this position and without any basis in
actual numbers, the media and several political par-
ties have continued to make a moral appeal to the
effect that the use of linking companies is unaccept-
able. In light of this, a foundation performing inde-
pendent economic research (Stichting Economisch
Onderzoek) was asked to prepare an unbiased report
(the ‘‘SEO Report’’) on the nature, size, economic im-
portance, risks and effects of the ‘‘special financial in-
stitution’’ (‘‘SFI’’) sector, which comprises
corporations involved in money flows into and out of
the Netherlands. The SEO Report, which was released
in June 2013, provides detailed insight into the facts
and figures.30 According to the SEO Report, there are
only 12,000 Dutch SFIs, but together they contribute
annually between EUR 3 and 3.4 billion to the Dutch
economy in the form of taxes paid, and employment
and professional services purchased. Moreover, they
provide (directly and indirectly) between 8,800 and
13,000 (full-time equivalent) jobs for financial service
providers. These significant numbers clearly add
weight to the proposition that the Netherlands should
not take any unilateral action in this area. They dem-
onstrate that, of the total income earned by Dutch
SFIs, dividends, which are mostly exempt under the
participation exemption, constitute by far the largest
category (65 percent), followed by interest (25 per-
cent) and royalties (10 percent). Another important
conclusion is that approximately 50 percent of all in-
terest expenses are with respect to third party loans
and bonds issued to the market. In 2010, the relevant
totals were EUR 153 billion (inbound) and EUR 125
billion (outbound) and, as the SEO Report explains,
these money flows are concentrated in the hands of a
relatively small number of SFIs. As a first step towards
preventing undesirable tax avoidance, the SEO
Report recommends the implementation of ‘‘country-
by-country reporting’’ and the automatic exchange of
information between countries. The SEO Report

warns against measures that might decrease the at-
tractiveness of the Netherlands, as these would simply
benefit other countries competing for the same busi-
ness. Moreover, it advises against tightening the sub-
stance requirements by insisting that SFIs engage
more employees, as it is unlikely that this would lead
to additional economic activity in the Netherlands.
The Dutch government is expected to respond to the
Dutch parliament on the SEO Report in August or
September 2013. The SEO Report has evoked a vari-
ety of responses, some welcoming, some critical. The
Dutch parliament has decided to organise hearings on
the SEO Report, to hear the views of SEO and various
other invited organisations. It has also been argued
that the establishment of SFIs by foreign multina-
tional enterprises may in practice be followed by the
establishment of further Netherlands-based activities,
i.e., there may be a spin-off, or incubator/delivery
room effect that would bring further benefits to the
Dutch economy in addition to those already delivered
by this sector. This argument will likely also form part
of the further debate on this subject.

The Jan. 2013 Letter also addresses the Nether-
lands’ position in an international context. The issue
of international mismatches and the transfer of prof-
its to low-tax jurisdictions is not an issue peculiar to
the Netherlands, and thus cannot be solved by the
Netherlands acting on its own and/or unilaterally — it
requires an international approach and multilateral
measures. A solitary approach would only jeopardise
the competitive position of Dutch enterprises.

The Jan. 2013 Letter recognises that various inter-
national organisations have taken up the subject of in-
ternational tax planning by multinational enterprises
and refers to the G20 initiative, the OECD BEPS Proj-
ect and various EU initiatives. The Netherlands fa-
vours an international approach to the matters under
consideration, and the Jan. 2013 Letter therefore ex-
presses enthusiasm for these initiatives and the Neth-
erlands’ willingness actively to participate in them
with a view to searching for solutions. However, as ex-
plained below, the Netherlands is of the view that so-
lutions should be laid down in ‘‘hard law.’’

2. The Netherlands view of the OECD BEPS
Project

In both its Jan. 2013 and May 2013 Letters to parlia-
ment, the Dutch government indicates that it is in
agreement with an international approach to the
issues concerned and that it does not advocate the
taking of unilateral measures. On that basis, the Neth-
erlands welcomes the initiatives of the OECD (and the
EU) and intends to participate actively and look for
solutions to the problems identified.

Members of the Dutch parliament have raised ques-
tions about the fact that the Netherlands is mentioned
in the BEPS report as a ‘‘link’’ in international transac-
tions. In the May 2013 Letter, the Dutch government
responds that the role of the Netherlands in the inter-
national flow of goods, services and capital is a logical
one, given the Netherlands’ open economy, reliable
legal system and geographical location. The invest-
ments concerned comprise not only financial flows
but also physical establishments with substantive ac-
tivities in the Netherlands. Further, while there is a
single European market among the EU Member
States, the relevant statistics are still assembled on a
per country basis which may lead to distortions. Also,
other references in the BEPS Report to the role of the
Netherlands — particularly those in relation to the fi-
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nancial links between the Netherlands and the United
States — can be explained as the logical outcome of
long-term relations between the countries concerned.
The May 2013 Letter also points out that the fact that
the Netherlands may play a role in certain corporate
structures, even though its statutory tax rate is not a
very low one, is neither surprising nor alarming as
there are reasons other than the tax rate for the Neth-
erlands’ attractiveness as a location for business ac-
tivities — these reasons comprise both tax reasons
(such as the participation exemption, which has been
copied by many other states) and non-tax reasons
(historically, an economy that is open to trade and in-
vestment, administrative efficiency, and the living en-
vironment). The BEPS Report itself also confirms that
the mere fact that an SFI is being used does not imply
that it is being used to shift profits within a multina-
tional enterprise. Specifically, when BEPS strategies
are being employed, taxpayers are exploiting the dif-
ferences between two tax systems and neither system
is exclusively to blame: each country must take a criti-
cal look at its own tax system, including its tax rates
and tax base.

The May 2013 Letter confirms that the Netherlands
is an active participant in the OECD BEPS Project and
advocates the involvement of developing countries as
well to ensure a balanced outcome and a firm basis for
the solutions reached. Although the Netherlands is
not part of the G20, as the G20 has referred to the
OECD for an action plan, the Netherlands is also indi-
rectly involved in the G20 developments. The Nether-
lands also actively participates at the political and
administrative level in an EU context. Furthermore,
the Netherlands participates in an initiative of the G5
for a new global standard for the automatic exchange
of information. The Netherlands has close contact
with the person at the OECD Center for Tax Policy &
Administration responsible for working on the BEPS
Project, is represented on the Committee of Fiscal Af-
fairs (CFA) groups working on the OECD BEPS action
plan and has made human resources available to the
OECD in connection with the work on the action plan.

The May 2013 Letter states that the action plan may
propose instruments for the amendment of domestic
tax laws or instruments to be incorporated in the tax
treaty network. The Netherlands expects that the pro-
posals will fit with its existing policy, as the 2011 Note
has already addressed the importance of countering
tax evasion and tax treaty abuse. The Netherlands is
involved in the international initiatives for country-
by-country reporting, requiring multinational enter-
prises to disclose their tax contributions, and also in
the international initiatives for the furtherance of the
effective exchange of information, including not only
the exchange of information upon request but also the
automatic and spontaneous exchange of information.

B. The Netherlands’ proposals for the OECD BEPS Project

1. Two principal aspects of importance to the
Netherlands

The Dutch government has not yet formulated precise
proposals for the BEPS Project. In its several letters to
parliament, the Dutch government has indicated that
it is in agreement with an international approach to
the issues concerned and that it does not advocate the
taking of unilateral measures. On that basis, the Neth-
erlands welcomes the initiatives of the OECD (and the
EU) and intends to participate actively and look for

solutions to the problems identified. So far, no indica-
tion has been given as to what measures are expected.
In its Jan. 2013 and May 2013 Letters, the Dutch gov-
ernment stated that two aspects of any measures
taken will be particularly important for the Nether-
lands.

First, the Dutch government believes that solutions
must be set forth in such a way that as many states as
possible are bound to follow them (‘‘hard law’’) and
not merely in recommendations that states can imple-
ment as they see fit (‘‘soft law’’). For such solutions to
be adequate and enduring and to ensure fair competi-
tion it is considered necessary that as many states as
possible commit to a uniform approach — otherwise
the ensuing inconsistencies will carry a new risk of
mismatches being exploited. A consistent, joint ap-
proach would preclude the need for subsequent
amendments. Stability in tax regimes provides cer-
tainty to investors and long-term tax certainty for in-
vestors in turn supports long-term investment which
is the basis for lasting employment.

Second, according to the Dutch government, any
solution that is to endure will have to take into ac-
count the nature of the economies of the countries in-
volved and the fact that there are inevitably
differences between those economies. For the Nether-
lands, this means that the solutions will need to take
into account the open and internationally-oriented
nature of its economy. Any solution needs to allow the
Netherlands to maintain an effective tax regime that
supports the relevant sectors of the Dutch economy
and helps Dutch-based enterprises wishing to expand
internationally.

2. The Netherlands’ views on particular subjects

The Netherlands has not yet put forward any propos-
als regarding the possible measures to be imple-
mented in the context of the BEPS Project. The May
2013 Letter offers some clues as to the Netherlands’
preferences and dislikes with respect to some of the
issues that are part of the discussion in the Nether-
lands and in the BEPS Project.

As regards the allocation of taxation rights with re-
spect to business profits, particularly in areas where
the traditional transfer pricing concepts no longer
dovetail with the realities of the modern-day economy,
the May 2013 Letter notes that one alternative ap-
proach that is often mentioned is formulary appor-
tionment. Under this method, taxation rights are
allocated by reference to a specific formula that nor-
mally takes into account elements such as labour,
capital and turnover. A similar approach is also part of
the proposal by the European Commission for a Euro-
pean Common Consolidated Corporate Tax Base
(‘‘CCCTB’’). That the Dutch government does not seem
to have much enthusiasm for this kind of approach is
evident from comments in the May 2013 Letter to the
effect that: such a system has so far never been imple-
mented on a large scale; such a system raises a
number of questions, for example, as to the composi-
tion of the formula, and there is no guarantee that
such a system could not be abused; the change to such
a system would require a substantial change of the
profits tax systems of the various countries involved; it
is not expected that countries would be willing to give
up their tax autonomy; and the Netherlands govern-
ment therefore expects that it is difficult to achieve in-
ternational consensus on a system that is entirely
different from current systems.
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With respect to the matter of jurisdiction to tax, the
May 2013 Letter also addresses questions concerning
a possible change from residence-based to source-
based taxation and the possible benefits of a source-
based system in the context of group interest
payments. A question was also raised as to whether a
possible solution could be found in matching rules
(where the source state follows the treatment of the
residence state or vice versa). The Netherlands does
not favour such a drastic change as it would seem to
require international cooperation on a scale that
cannot realistically be expected. According to the May
2013 Letter, a more realistic approach would be to
seek international cooperation in specific areas, for
example, in the area of intra-group interest payments.
In the context of matching rules, a possible approach
mentioned in the BEPS Report is to make the deduct-
ibility of interest paid dependent on the tax treatment
of the interest in the hands of the recipient, typically
in the case of hybrid instruments. The Netherlands is
willing actively to participate in discussions of ap-
proaches that could technically work, as it believes
that tax administrations and taxpayers can both ben-
efit from certainty about solutions to mismatches.

The May 2013 Letter states that the action plan may
propose instruments for the amendment of domestic
tax laws or instruments to be incorporated in the tax
treaty network. As regards the type of instrument de-
signed to counter BEPS, the Netherlands favours hard
law solutions because all the countries involved would
have to implement them and differences in tax sys-
tems would effectively be eliminated. A hard law solu-
tion could take the form of a multilateral treaty. Such
a treaty would not change the existing tax treaty allo-
cation of taxation rights but would be aimed at elimi-
nating mismatches, possibly through changes in
domestic laws. Coherent implementation would be es-
sential if (new) mismatches are to be avoided.

International coordination with a view to establish-
ing a minimum tax rate, which was suggested by some
politicians, is not seen as a solution in the May 2013
Letter, which argues that agreements on tax rates have
little effect, as differences in tax bases may still
remain. It is doubtful that many countries will be will-
ing to cooperate and give up their autonomy when it
comes to setting minimum norms for the tax base.

As regards the principles of taxation, the May 2013
Letter makes the following remarks. If taxation sys-
tems are based on the source of income, enterprises of
capital exporting countries like the Netherlands will
likely face a heavier foreign tax burden. The Nether-
lands considers that a move to source-based taxation
is not the best approach, because the source country
is often not capable of taking into account the overall
tax capacity of a taxpayer, of which the residence
country has a more complete view. Furthermore,
source countries generally impose tax on gross
income, which can lead to very high effective level of
taxation. This may be especially true in the area of in-
novation, where the costs of developing intangibles
have been borne in the residence state. Dutch enter-
prises might consequently find it more difficult to
expand internationally. Also where there is a change
to some sort of formulary apportionment approach,
the question will arise as to what elements are to be
taken into account in the relevant formula. Tradi-
tional economies will likely focus on elements such as
production facilities and labour, but such a focus will
not be appropriate for more innovative economies
such as the Netherlands. The Netherlands intends to
strive for the preservation of its tax autonomy with re-

spect to Dutch-based innovation activities. Large
economies will likely prefer to look at production or
consumption. In the context of the debate about other
tax systems, mention is also made of the CCCTB. It
appears from the (lack of) progress of that project that
international unanimity is difficult to achieve in this
area. The Dutch government is critical of the CCCTB
proposal and parliament has shown the EU a ‘‘yellow
card’’ to indicate its unhappiness with the current pro-
posal. The Dutch government also feels that an unan-
swered question is whether the EU would be wise to
implement the CCCTB when non-CCCTB states retain
full flexibility. Indeed, the CCCTB would appear to
warrant further political and technical discussion
before it is ready to be launched.

Dutch tax treaty policy encompasses the aim of pre-
venting the abuse of tax treaties, as explicitly outlined
in the 2011 Note. Furthering this aim always calls for
balancing the countering of abuse with ensuring that
the overkill potential of anti-abuse measures does not
give rise to uncertainty and double taxation. The May
2013 Letter recognises that, while the Netherlands
itself has historically had and continues to have a wide
network of tax treaties, other countries also use and
actively work on their tax treaty networks. Some
countries actively compete with other countries in the
marketing of their tax treaty networks and copy ele-
ments of the tax regimes of other countries. In the
context of treaty abuse (to the extent this cannot be re-
solved by using beneficial ownership requirements as
a primary method of denying treaty benefits), the
Dutch government refers in its May 2013 Letter to the
principles already outlined in its 2011 Note. The May
2013 Letter reiterates the possibility of accepting the
application of domestic anti-abuse principles or spe-
cific anti-abuse provisions. As noted above, person- or
entity based-approaches have the advantage that a
qualifying person can apply a tax treaty with respect
to any item of income and therefore provide a high
level of advance certainty. There is a disadvantage
when a qualifying person enters into a specific trans-
action merely in order to use a tax treaty in a manner
that was not intended. A transaction based-approach
would take into account the reasons for a particular
transaction, but has the disadvantages that it provides
very little advance certainty and that the evaluation
required will be time consuming.

In the context of tax treaty policy and discussions of
BEPS, another relevant factor is the exchange of infor-
mation in tax matters. The May 2013 Letter, like the
2011 Note, confirms that the Netherlands considers
the OECD norms to be a minimum and in practice
aims for an even broader exchange of information.
This implies a policy of including provisions not only
for the exchange of information on request but also
the spontaneous and automatic exchange of informa-
tion. The Netherlands wishes to have a treaty with the
United States dealing with FATCA and has joined an
initiative of five European countries (France, Ger-
many, Italy, Spain and the United Kingdom) to ex-
change information in accordance with FATCA
principles.

The May 2013 Letter also addresses the question of
whether the Netherlands should introduce a with-
holding tax on interest and royalties, particularly
when payments of such income are made to residents
of tax haven jurisdictions. The Netherlands is gener-
ally not in favour of withholding taxes on interest and
royalties — because withholding taxes are generally
imposed on gross income, they can easily give rise to
double taxation (particularly in the case of marginal
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net profits) and can have negative effects on financing
and services activities. The Netherlands therefore
does not favour a withholding tax on interest and roy-
alties. In its tax treaty negotiations, the Netherlands
negotiates for a reduction of the other country’s with-
holding tax using these arguments. In situations
where the Netherlands is the source country, it is
therefore also unwilling to introduce a withholding
tax. In previous parliamentary discussions on the sub-
ject, the government and parliament have agreed that
the Netherlands should not introduce a withholding
tax on interest and royalties.31 The Netherlands recog-
nises, however, that some countries, particularly de-
veloping countries, may have to rely somewhat more
heavily on withholding taxes.

C. The author’s proposals for the OECD Project

The author would not wish to pretend that he sees any
easy solutions to the matters raised in the OECD
BEPS Report. Many of the concepts used in the report
are not in themselves very clear, beyond the fact that
there is insufficient clarity on the concept of base ero-
sion and profit shifting. Furthermore, when solutions
such as a possible shift from residence-based taxation
to source-based taxation are suggested, it is not imme-
diately apparent how the concept of the source of
income should then be interpreted. Is it strictly the
place where the customer is located or from which the
gross remuneration is paid, or is the source in whole
or in part still the place where the business is devel-
oped and run? Also, while it may be clear that artificial
shifting of profits or intangibles is unacceptable,
basing the transfer pricing and profit determination
on ‘‘economic reality,’’ whatever that may be, is easier
said than done, as is defining the relevant concepts.
This is not meant as a criticism of the OECD Project,
it merely articulates the point that the OECD and the
states involved have a difficult task ahead. Nonethe-
less it seems clear, given the current state of affairs,
that some changes will have to emerge from the
OECD Project.

The author believes that the approach taken by the
Netherlands in that respect makes sense — states
should not act alone but should develop an interna-
tionally coordinated approach. In this context, hard-
law solutions and mandatory implementation would
seem necessary to ensure that existing mismatches
are resolved and not simply replaced by new mis-
matches. As total international cooperation may
prove unattainable, some measures to counter the use
of uncooperative jurisdictions should perhaps also be
considered. Furthermore, the project should take into
account the fact that economies differ and that coun-
tries are and will remain different and should leave
sufficient room to accommodate the specifics of the
countries involved. At the same time, the author be-
lieves that, to the extent possible, care should be taken
to preserve a level playing field.

According to the OECD BEPS Report, the different
components of the action plan will include proposals
to develop instruments, improvements or solutions in
different areas. Without going into the details of all
the different areas or all the alternative solutions, the
author will briefly express some general thoughts.

While it may be invigorating to call for ‘‘out-of-the-
box’’ solutions and theoretically interesting to con-
sider entirely different concepts for the allocation of
taxing rights, such novel solutions and concepts may
create new uncertainties and, perhaps, new mis-
matches. That is, if they would work at all, given that

they would require so many countries to surrender
their tax autonomy and abandon concepts that are
currently widely implemented. The author would
therefore propose that the existing concepts, which
have worked well for so long and in many situations
still do work well, should be preserved and that only
the specific areas in which there are issues that need
to be dealt with should be addressed.

As regards the jurisdiction to tax, the author does
not believe that a total change-over to formulary ap-
portionment or some CCCTB-type taxation system
would be a solution. First, such a substantial change-
over does not seem realistically feasible where so
many states would be required to surrender their tax
autonomy, as the lukewarm responses to the CCCTB
(for example, that of the Netherlands) would seem to
demonstrate. Furthermore, such an approach would
seem to present many new problems of its own, in
terms of the definitions required, allocation keys, and
potential new mismatches or opportunities for tax
planning. Nor does the author favour a change-over to
source-based taxation. Again, a wholesale change
seems neither realistic nor wise — at least not with
source-based taxation in its current form, which looks
specifically at gross income and does not respect the
costs associated with the activities that generated the
income. As noted above, source-based taxation would
also require a rethinking of the concept of the source
of income. Should the source of income strictly be the
place where the customer is located or from which the
gross remuneration is paid, or should it, in whole or in
part, still be the place where the business is developed
and run? The author would therefore prefer to stick
with the existing concepts, which are probably al-
ready used by most countries and are therefore the
most-widely accepted concepts, and to work on solu-
tions for the key pressure areas through coordinated
joint solutions.

As regards instruments that might eliminate or neu-
tralise the effects of hybrid mismatch arrangements
and arbitrage, the author notes the work already done
in this respect in the OECD Partnership Report and
the OECD Report on Hybrid Mismatch Arrange-
ments.32 This may also be an area where there is no
easy solution — for instance, as noted above, the
Netherlands has already entered some reservations to
the approach formulated as a result of the OECD Part-
nership Report. The author believes that it would be
worthwhile further exploring the directions towards a
possible solution identified in that report. The solu-
tion envisaged might entail a more coordinated ap-
proach both to defining joint classification rules and
to defining switch-over clauses. Both would seem to
represent an impingement on countries’ tax au-
tonomy of states — in the case of the former if one
country is forced to follow the classification of the
other and, in the case of the latter, because this seems
to imply that the policy decisions of one country (i.e.,
not to tax certain legal forms) can be set aside by an-
other country. Where the current result is that the tax-
payer benefits from a mismatch, if these solutions
were implemented, there would be a race between
countries to win the allocation of taxing rights. That
being said, there has always been an allocation of
rights between states, so this may be logical. The con-
sequence may be that countries may themselves wish
to rethink their entity classification principles, par-
ticularly if those principles encompass the possibility
of electing between transparency or entity treatment,
and their policy decisions in this respect are thwarted
by another country’s switch-over rules. It seems that

09/13 Tax Management International Forum BNA ISSN 0143-7941 91



much work remains to be done before it will be pos-
sible to arrive at a coordinated joint solution.

As regards the intended improvements or clarifica-
tions to the transfer pricing rules relating to intan-
gibles, the author acknowledges that there may need
to be a shift in focus, but believes that this should also
be targeted at dealing with specific areas. Action may
obviously be required to counter ‘‘artificial’’ profit
shifting, as what is artificial cannot be a good thing,
but the author believes that the existing transfer pric-
ing concepts should not be discarded. To the extent
the application of transfer pricing rules creates oppor-
tunities to shift profits to low-tax jurisdictions, with-
out any activities being performed in those
jurisdictions, something will likely need to be done to
appease current public and national indignation. The
author believes that a solution should be sought
within the existing principles, albeit that they may
need to be applied or interpreted somewhat differ-
ently. The author believes that the OECD has already
taken this approach in its Intangibles Report of June
201233 and considers it likely that this approach will
be further developed in the BEPS Project. However,
whether this will provide a solution remains to be
seen. The report has already proposed that the exist-
ing transfer pricing principles should be amended.
Under the proposed approach, entitlement to the
profits from intangibles can deviate from legal owner-
ship and from what would be expected based on the
contractual allocation of functions and risks regard-
ing the intangibles concerned. Although the legal rela-
tions and contracts remain the starting point, they
could be disregarded — first under general principles
in the transfer pricing guidelines that allow transac-
tions to be ignored in very specific circumstances34

and, second, under new principles developed specifi-
cally for intangibles. In short, the owner of intangibles
will only fully be recognised as such if the owner has
the human resources to perform the relevant func-
tions and manage the specific risks relating to the in-
tangibles. The outsourcing of activities may be
disregarded if the owner does not properly exercise
control over the relevant functions or if the remunera-
tion paid to the service provider is not at arm’s length
(i.e., an adjustment may be applied not only to the
price, but also to the allocation of the profits from the
intangibles). It appears that personnel functions will
become the relevant factor for allocating the proceeds
from intangibles. In the author’s view, the best course
would be for the existing concepts to be slightly
adapted to improve their potential application to the
new economic mobility of intangibles and their new
dynamics, but it is debatable whether the approach
that may be expected to be taken based on the OECD
Intangibles Report is the ideal solution. If it is felt that
contractual arrangements and risks are of less impor-
tance, and that other factors should also be taken into
account and are perhaps more important (which is a
matter of international political choice on which
states must first agree), some new criteria would have
be developed and some additional guidance would be
required. Nor would it appear wise to disregard legal
ownership and contractual arrangements — this
would represent a departure from the current ap-
proach, which does not allow transactions to be disre-
garded easily. If this principle is not respected, the
basis for taxation would itself be marked by a certain
artificiality. Functions should be properly analysed
and properly remunerated. Also as already noted,
even a relatively small adaptation of the current ap-
proach may be easier to articulate than to achieve. If

the focus shifts in the direction that seems likely based
on the OECD Intangibles Report and the OECD BEPS
Report, i.e., there is more, or even an exclusive, focus
on personnel functions, this would seem to be a move
towards some sort of formulary apportionment for
the proceeds of intangibles, with personnel or person-
nel functions being a key element (as indicated above,
the author is generally not in favour of formulary ap-
portionment). If this is the case, the author wonders
whether this will be the path to a long-term solution
— it could easily instead turn out to be an unexplored
path leading to a host of new uncertainties and dis-
putes. Furthermore, it may also be that the solution
expected to result from the approach is not realised.
In particular, this may turn out to be the case if the
new principles simply have the effect that it is not only
intangibles that are transferred to low-tax jurisdic-
tions but also personnel. The amounts involved may
make this worthwhile, the increased mobility of em-
ployees may make it a realistic possibility and the
countries with attractive regimes for the exploitation
of intangibles may welcome the employment it brings.
If this proves to be the case, the high-tax jurisdictions
will not only have lost the exploitation of the intan-
gibles but also the employment it affords. Overall, the
author does not regard the approach that he expects
to be taken as a consequence of the OECD Project as
an ideal one; at the same time, the author does not
have an ideal solution to offer. Perhaps high-tax juris-
dictions could consider eliminating the incentive to
relocate intangibles by developing their own attractive
regimes for the exploitation of intangibles — some
degree of harmonisation among these regimes could
provide useful guidance as to what is and what is not
acceptable. The author acknowledges that this is not
the likely outcome of the OECD Project; it seems more
likely that the approach that can be inferred from the
OECD Intangibles Report will be further developed. It
will, therefore, be important to ensure that the newly-
developed approach not only provides a basis for deal-
ing with such profit shifting as is considered
undesirable but also provides clarity, certainty and —
let us not forget — a way to avoid double taxation.

As regards the issues relating to taxing jurisdiction
in the context of electronic commerce, the author also
believes that the OECD should not entirely discard the
PE concept, which works well in many cases. Perhaps,
if the conclusion is drawn that the method of taxing
e-commerce activities should be changed (which,
again, first requires countries to agree on a policy de-
cision), it would be better to define some specific rules
for e-commerce. An approach that might be consid-
ered is one similar to that taken by some countries in
relation to services, i.e., recognising a deemed services
PE for services where services are performed for more
than a certain time in a given time period. A deemed
PE could also be recognised in the case of e-commerce
activities, (a concept that would have to be defined),
where an e-commerce enterprise exceeds a particular
threshold within a certain period of time (a concept
that would also have to be defined). The author be-
lieves that, if this threshold were to be based on turn-
over, countries would have to bear in mind that the
profits of a PE are nonetheless only net profits. Other-
wise, this approach would constitute a switch-over to
a withholding tax, which does not seem ideal (either
conceptually or comparatively, i.e., when other enter-
prises are being taxed on a net basis).

As regards treaty abuse and the development of
more effective anti-avoidance measures, it is not diffi-
cult to agree that treaty abuse should obviously be
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prevented. Defining what constitutes treaty abuse is of
course a more difficult matter — deciding what
should be done about it is even more difficult. The
policy of the Netherlands, as articulated in the 2011
Note and the Jan. 2013 and May 2013 Letters, in the
author’s view, represents a balanced approach to the
available options. The author does not believe that the
best solution would be the application of domestic
general anti-abuse rules, which would differ from
country to country and would itself be likely to result
in mismatches and overkill. The author feels that the
prospects are better for anti-abuse measures that are
specifically agreed on between countries and targeted
at the specific abuses that actually need to be coun-
tered. Ideally, such measures should be clear enough
to afford advance certainty to non-abusive enter-
prises, post-transaction certainty should be available
within a short timeframe and, where appropriate,
there should be effective mutual agreement and dis-
pute resolution between the countries involved. Uni-
formity of approach may be the key to solving the
problem in this context. It is also worth pointing out
that, since the implementation of new tax treaty pro-
visions often takes a considerable amount of time be-
cause the treaty concerned has to be renegotiated, the
OECD BEPS Project may provide a unique opportu-
nity to develop a multilateral instrument.

As regards rules on the treatment of intra-group fi-
nancing transactions, a number of comments may be
made. While the various rules designed to combat
base erosion through debt financing are treating the
symptoms, they are perhaps not dealing with the root
of the problem, which, one could argue, lies in the cur-
rent imbalance between the tax treatment of equity
and the tax treatment of debt funding. Countries
might therefore wish to consider removing or mitigat-
ing this imbalance. A group interest regime or the rec-
ognition of deductible remuneration on equity could
mitigate the imbalance and eliminate the incentive to
move capital or resort to hybrids. The author ac-
knowledges that this also might represent too funda-
mental a change (from both a theoretical and a
budgetary perspective) to make it a realistic proposal.
The second best bet might be matching or switch-over
rules, which could help prevent mismatches. In the
author’s view it would be worth doing some further re-
search into how matching rules might work in this
context. Of course, some work will likely need to be
done on exactly how the matching rules should be
drawn up to avoid the matching rules themselves pro-
ducing deadlock. The author would like to make a re-
quest to the effect that the matching rules should be
aimed not only at avoiding double non-taxation but
also at avoiding double taxation. Such double taxa-
tion can currently easily arise where interest income
is fully taxable in the hands of the recipient even
though the interest expense may be non-deductible in
the hands of the payer under the wide variety of rules
applicable around the world. In this context, it is also
worth mentioning that, as part of the action plan for-
mulated by the European Commission,35 the Com-
mission intends to take measures to tackle certain
mismatches and reinforce the anti-abuse provisions
in EU legislation, including a revision of the EU
Parent-Subsidiary Directive.36 This will in particular
affect mismatch issues, including issues such as those
involving hybrid loans and hybrid entities, and differ-
ences in the classification given to structures by differ-
ent jurisdictions. The objective will be to ensure that
the application of the Directive does not inadvertently
prevent effective action against double non-taxation

in the area of hybrid loan structures. This is listed
under the actions to be taken in the short term. It can
be expected that the amendment may take the form of
the (possible or mandatory) exclusion from protection
under the Directive of a parent in receipt of benefits
that are tax-deductible for a subsidiary. The author be-
lieves that this may indeed resolve the mismatch con-
cerned and that it may do so effectively, as Directives
are fairly hard law in that they must be implemented
by the individual EU Member States. However, as
base erosion is normally an issue for the source state,
it is doubtful whether this proposal would be the right
remedy, and in particular whether it would be the
right side of the hybrid transaction that would be af-
fected.

In view of the ease with which assets, particularly
capital and intangibles, may be moved to low-tax ju-
risdictions, both the OECD and many individual
countries are considering introducing anti-base ero-
sion rules and rules to counter profit shifting. The
author would like to raise the point that consideration
could also be given to removing or diminishing the in-
centive for enterprises to make use of the mobility of
these assets, which, in his view, is generated by the
substantial difference between the tax treatment of
equity and that of debt inherent in the current systems
of many countries. Countries may also have to accept
that, to prevent capital and innovation leaving their
jurisdiction, they may need to consider introducing
regimes to accommodate financing activities (for ex-
ample, interest box regimes, deductions for returns on
equity and other regimes designed to alleviate the dif-
ference in treatment between debt and equity) and in-
novative activities (for example, patent box regimes).
One approach could therefore be to provide for some
coordinated recommendations regarding acceptable
regimes and some coordinated guidance on what
would be considered unacceptable internationally.
The author acknowledges that this might well be a
change that is too far ‘‘outside the box’’ to be a realis-
tic possibility internationally and that it might lead to
new rivalry between states implementing regimes
(perhaps even preferential regimes) designed to com-
pete for business, ultimately resulting in an overall de-
crease in tax revenue. The development of
harmonised group interest box regimes or patent box
regimes therefore seems unlikely. What seems more
likely is that there will be further development of prin-
ciples aimed at preventing base erosion and profit
shifting, possibly in the form of harmonisation.
Clearly, many countries already have various rules de-
signed to prevent base erosion and profit shifting. In
the author’s view, it would be a welcome development
if the OECD were to provide standards, guidelines or
harmonised measures. In addition to suggesting new
effective measures to combat base erosion, such
action on the part of the OECD might also facilitate a
‘‘clean-up’’ of existing base erosion rules. The lack of
harmonisation among the rules that many countries
already have in place can easily result in double taxa-
tion and overkill.

As regards solutions for countering harmful tax re-
gimes, the author notes the substantial amount of
work already done in this area in the context of OECD
and EU initiatives directed at such regimes. The
author has no specific proposals in this respect. The
author understands that the OECD BEPS Report re-
gards considerations of substance and transparency
as being of particular relevance in this context.

Finally, there is little doubt that tax administrations
can benefit from the exchange of information, another
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area in which much has already been achieved. Fur-
ther developments may come in the area of automatic
and spontaneous exchanges of information.

The OECD has announced the development of an
action plan to examine the best way to implement its
proposals. Uniformity of approach may be key to re-
solving the implementation issue. It is worth reiterat-
ing that, since the implementation of new tax treaty
provisions generally takes a considerable time be-
cause each particular treaty has to be renegotiated,
the OECD BEPS Project may provide a unique oppor-
tunity for the development of a specific multilateral
instrument to deal with at least some of the issues that
are the concern of the OECD BEPS Report.

According to the OECD BEPS Report, a compre-
hensive approach would also need to look at possible
improvements to the methods of eliminating double
taxation. As indicated above, the author believes that
instruments designed to eliminate or neutralise
hybrid mismatches should also provide mismatch
resolutions that benefit taxpayers. Also, while on the
one hand it may be necessary to consider rules on the
tax treatment of intra-group financing transactions,
on the other it will be wise to guard against overkill.
Finally the author agrees with the statement in the
OECD BEPS Report that a comprehensive approach
may require that efforts be made to enhance the effec-
tiveness of mutual agreement procedures and arbitra-
tion provisions.

At the time of writing, the OECD action plan to
follow up on the OECD BEPS Report is not yet avail-
able — it is expected to be released mid-July 2013. Ob-
viously, the author is very much interested in this and
in further developments in this area generally.
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SPAIN
Eduardo Martı́nez-Matosas and Jose Manuel Calderón
Gómez-Acebo & Pombo, Barcelona

I. Current Spanish rules to prevent base erosion
and profit shifting

A. Rules not limited to the treaty context

1. Arm’s-length pricing (Article 16 of the
Corporate Income Tax Law)

S pain’s transfer pricing legislation provides
that, for corporate tax purposes, related party
transactions must reflect arm’s length pricing.

The transfer pricing methodologies provided for in
the law largely follow those in the OECD Transfer
Pricing Guidelines.

Spanish taxpayers are also required to produce trans-
fer pricing documentation for each tax year. The
transfer pricing documentation requirements are in
line with those proposed in the EU Code of Conduct
and consist, basically, of two sets of documentation:
group documentation (masterfile) and taxpayer docu-
mentation (country-specific documentation). A spe-
cific transfer pricing penalty regime for non-
compliance with the transfer pricing documentation
requirements has also been established. The penalties
are, essentially, EUR 1,500 for each item of data or
EUR 15,000 for each set of data that is omitted, inac-
curate or false (if no adjustment is made by the tax au-
thorities), or 15 percent of the amount resulting from
the valuation adjustments, where such adjustments
are made by the tax authorities. At the same time, the
legislation establishes reduced documentation re-
quirements for: (1) related-party transactions involv-
ing small companies (i.e., companies with a turnover
of less than EUR 10 million); and (2) individual per-
sons. Finally, it should be noted that documentation is
also required for transactions entered into with enti-
ties resident in black-listed tax havens, whether or not
they are related parties.

The Spanish Ministry of Finance has established a
special unit to deal with transfer pricing issues. It
should be noted that significant training resources
have been made available to improve the aptitude of
inspectors in this field so that they may carry out suc-
cessful audits.

Spanish legislation allows taxpayers to negotiate
Advance Price Agreements (‘‘APAs’’) with the Spanish

tax authorities, on either a unilateral (i.e., involving
only the Spanish tax authorities) or a bilateral/
multilateral (involving both the Spanish and other tax
authorities) basis.

2. Limitation on interest deduction (Article 20 of
the Corporate Income Tax Law)

(a). General rule

Under the recently enacted Spanish ‘‘earning-
stripping’’ rules,1 interest deductions are capped at 30
percent of EBITDA. Excess interest expenses can be
deducted over the subsequent 18 years (interest carry-
forward). Interest expenses of less than EUR 1 million
are deductible without limitation.

(b). Intra-group leveraged acquisitions

The same rules provide that interest expenses with re-
spect to an intra-group loan obtained to fund an intra-
group acquisition of shares (or to make a capital
contribution to a group subsidiary) will not be al-
lowed unless the acquisition/capital increase has a
valid economic purpose. For this purpose, the Ex-
planatory Preamble to the Law (RD-Ley 12/2012) ex-
pressly regards a valid economic purpose as existing
where ‘‘there is genuine management of subsidiaries
acquired from Spain.’’

The introduction of the rule, which is clearly de-
signed to prevent base erosion and profit shifting, is
the consequence of the conflict waged for the last 10
to 15 years between the Spanish tax authorities and
taxpayers. In the absence of a specific rule, the tax au-
thorities had challenged such intra-group leveraged
transactions on the basis of a general anti-avoidance
rule (‘‘GAAR’’), assuming that ‘‘the sole tax purpose is
obvious in regard to such transactions.’’ Essentially,
the State Agency for Tax Administration viewed the
purchase of an interest within a multinational group
as a ’’mere relocation‘‘ of the acquired company with
no purpose other than that of generating a tax ex-
pense, since the ultimate ownership of the acquired
company and, therefore, the establishment of eco-
nomic and business guidelines with respect to the
company were not altered by it being placed under a
Spanish company in the group.2 The position taken by
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the State Agency for Tax Administration led it to make
a number of adjustments, for the most part based on
assertions of abuse of law (fraus legis). On some occa-
sions, the circumstances of a case have, however, led
to criminal charges for tax fraud.3

In a number of cases in which taxpayers appealed
adjustments made on abuse of law grounds, the Span-
ish Central Economic-Administrative Court
(‘‘TEAC’’)4 has issued decisions confirming the posi-
tion asserted in the reports issued by the Spanish tax
authorities. In most such decisions, the TEAC con-
cluded that the fact that the transactions concerned
lacked real economic and financial or business sub-
stance demonstrated that their sole purpose was to
reduce the taxpayers’ tax burdens. As a result, interest
deductions relating to the intra-group acquisitions
(and, in some cases, also write-offs of the value of
shares) were denied.5

This year (2013), the Spanish High Court (Audien-
cia Nacional — ‘‘AN’’)6 handed down its first decisions
resolving appeals filed by taxpayers against TEAC de-
cisions regarding abuse of law adjustments. The AN
decisions (of February 7 and 21, 2013) upheld the po-
sition of the TEAC, concluding that the incorporation
of the new Spanish holding companies and the subse-
quent acquisition of the operating companies funded
by intra-group financing were transactions entered
into in abuse of law.

The AN decision of February 21, 2013 (Accenture) is
summarised at the bottom of the page.
s Accenture Lux incorporates Spanish Newco (Ac-

centure Holding Iberica SL).
s Accenture Lux contributes to Spanish Newco 8 per-

cent of the capital of Accenture SL (the operating
company in Spain) and 90 percent of the capital of
Accenture Consultora de Gestao (Portugal).

s Spanish Newco purchases the remaining 92 per-
cent of the capital of Accenture SL.

s The acquisition is financed by Accenture Lux by
way of a deferred payment arrangement, the price
being payable over 10 years.

s Accenture Lux assigns its debt claim to a Swiss
branch.

s A portion of the debt owed to the Swiss branch is
converted into equity/a shareholder loan.

s Financing expenses are deductible for Spanish
Newco as a consequence of the loan granted by Ac-
centure Lux.

s A deduction is available for the depreciation of
goodwill deriving from the purchase of Accenture
SL and Accenture Consultora de Gestao.
The AN confirmed the tax inspector’s arguments in

concluding that there was an abuse of law (under the
GAAR) for the following reasons.
s The Accenture group continued to have corporate

control of the Spanish subsidiary (Accenture SL)
after the restructuring operations.

s The members of the board of directors of Accenture
SL and of the board of Spanish Newco were almost
identical.

s The consolidated financial statements in Spain
were prepared by Accenture SL instead of by Span-
ish Newco (the Spanish parent).

s No investments in new projects or markets had
been made after the transactions.

s At the time of a previous transaction (two years ear-
lier), the shares of Accenture SL were valued at
EUR 348 million. In contrast, at the time of the
transaction at issue, the shares were valued at EUR
1 billion.

s The taxable income derived by Accenture Lux and
the Swiss branch under the deferred payment ar-
rangement was insignificant.

s Under the applicable special tax group regime, the
financing expenses and the carryforward losses of
Spanish Newco could be set off against the profits
of Accenture SL.

s Accenture SL was not able to advance any reason-
able explanation for why the various operations had
been carried out. The company’s sole argument
(which was not supported by evidence) was that the
purpose of the operations was to promote and
achieve synergies in the joint management of the
Iberian market, thus reducing costs.

s With a suitable mix of capital increases and indebt-
edness within the group and the subsequent trans-
formation of the indebtedness into an equity loan,
the company had been able to avoid the application
of the thin capitalisation ratio, which had lead to an
increase in tax-deductible expenses.

Loan

Tax group

Initial situation

Accenture SL

Accenture Int.
Lux.

Spanish Co

100%

100%

Final situation

Accenture SL

Spanish Co

Accenture Int.
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Spanish Co Spanish Co

100%
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Tax group

Accenture Holdings
Iberica SL
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3. Economic Substance

The Spanish General Tax Law (‘‘GTL’’) contains a
number of rules that provide the tax authorities with
weapons in their fight against tax avoidance through
the abuse of legal forms. These weapons are found in
Article 15 (fraus legis/substance-over-form rule), Ar-
ticle 16 (anti-sham rule) and Article 13 (‘‘taxation of
the real transaction’’ rule).

The Spanish tax authorities and courts frequently
use these concepts to determine the real nature of a
transaction. For instance, they may look at the stipu-
lations in the relevant contract, and the object and re-
sults of the relevant business structure in order to
decide whether the substance of the transaction corre-
sponds to the form given to it by the parties. Charac-
terisation of the transaction and the income derived
from it will be made according to the real legal and
economic substance of the contractual provisions.7

An example of the current Spanish trend of apply-
ing the economic substance doctrine is afforded by a
September 12, 2011 judgment of the AN, which re-
characterised as equity a subordinated profit partici-
pating loan (‘‘PPL’’) granted by a Dutch holding
company to its Spanish subsidiary and disallowed the
deduction of interest expenses related to the loan. In
applying the ‘‘substance-over-form’’ principle, the
Court considered that the loan did not actually have
the features of debt and was in reality a shareholder’s
contribution (i.e., equity).

The Court’s reasoning in deciding to recharacterise
the PPL as equity was, in essence, as follows:
s the loan agreement did not set a maturity date for

the loan, which was to be terminated by mutual
agreement;

s it was expressly stipulated that the loan could be
converted into shares of the borrower. The Court
considered that it did not seem realistic to think
that an independent creditor would have had any
interest in acquiring the shares of a borrower that
could not repay a loan;

s no interest was to be paid if the borrower did not
have profits; the amount of interest paid (linked to
EURIBOR) was limited to the amount of the bor-
rowing company’s profits. In this regard, the Court
commented that it is one thing to provide for the
payment of ‘‘variable interest’’ and quite another to
link the payment of interest to the existence of
profit; and

s the loan agreement specified that the lender had to
continue to be the borrower’s shareholder.
A combination of indefinite duration, convertibility

and the contingency of interest payments on the exis-
tence of profit, therefore, resulted in the recharacteri-
sation of a loan as equity. In the opinion of the
authors, though this is a pioneering decision in terms
of Spanish case law, the approach taken by the court
follows the general lines of international tax standards
in this area subject and therefore has at least some va-
lidity. However, it is likely to continue to be a subject
of heated debate between taxpayers and the Spanish
tax authorities in the years to come.

In the same vein, it is worth noting an April 18, 2013
AN decision and a March 17, 2010 TEAC decision,
both dealing with the tax treatment of ‘‘hybrid instru-
ments’’ (respectively, Australian preferred shares and

Brazilian interest on net equity), that upheld the posi-
tion of the tax authorities. The tax authorities rejected
the characterisation of the payments under the hybrid
instruments concerned as dividends, which attract the
advantage of the Spanish participation exemption
regime, instead characterising the payments as inter-
est.

The new Spanish administrative approach dis-
cussed above coincides with international trends in
the approach to aggressive tax planning, as evidenced
for example in the OECD BEPS Project.

4. Subsidiary as permanent establishment /
business restructurings

Under Spanish Nonresident Income Tax Law
(‘‘NRITL’’), a foreign corporation is subject to Spanish
nonresident income tax (‘‘NRIT’’) if it has a permanent
establishment (‘‘PE’’) in Spain or it derives Spanish-
source income.

Under Article 13 of the NRITL, an entity will be
deemed to operate through a PE in Spain if it: (1) in
any way continuously or habitually uses in Spain in-
stallations or work places of any kind, in which it car-
ries on all or part of its activity; or (2) acts in Spain
through an agent authorised to enter into contracts in
the name of the entity who uses such authority on a
habitual basis (i.e., a dependent agent).

In a tax treaty context,8 Article 5(1) of the 2010
OECD Model Tax Convention on Income and Capital
(the ‘‘OECD Model Convention’’) provides that the
term ‘‘permanent establishment’’ means a fixed place
of business through which the business of an enter-
prise is wholly or partly carried on. Article 5(5) of the
OECD Model Convention provides that, where a
person other than an agent of an independent status
acts on behalf of a company and has, and habitually
exercises, in a Contracting State an authority to con-
clude contracts in the name of the company, that com-
pany shall be deemed to have a PE in that State with
respect to any activities that that person undertakes
for the company. While the Commentary to the OECD
Model Convention indicates that the existence of a
subsidiary company does not, of itself, make the sub-
sidiary a PE of its parent company, the Commentary
nonetheless states that, under Article 5(1) or (5), a
parent company may be found to have a PE in a State
in which one of its subsidiaries has a place of busi-
ness.

In this context, it is worth noting that the Spanish
General Directorate of Taxes (‘‘DGT’’) has determined9

that there is no PE for tax treaty purposes when a
Spanish company that operates either as a commis-
sion agent or a contract-manufacturer for an associ-
ated nonresident entity maintains its functional
independence. Nonetheless, the DGT did consider
that a PE would be deemed to exist if the activities un-
dertaken by both entities in Spain constituted a ‘‘com-
plex operating settlement’’ with economic coherence.
The resolutions concerned addressed familiar busi-
ness restructurings consisting of the conversion of a
full-fledged distributor into a commissionaire and/or
the conversion of a full-fledged manufacturer into a
contract manufacturer.10

Under Article 16.2 of the Spanish Corporate Income
Tax Law (‘‘TRLIS’’) related-party transactions must be
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valued according to the arm’s length principle. For
this purpose, a nonresident company and its Spanish
PE are considered to be related parties. Spanish PEs
are, in general terms, subject to the same tax rules as
resident companies. Specifically, PEs are subject to
tax on their worldwide income, i.e., their taxable
income generally computed based on their profit and
loss account, as adjusted for tax purposes.

Two decisions illustrate how the rules regarding
Spanish PEs are applied in practice.

(a). Supreme Court: Roche Vitamins

Until 1999, Roche Vitaminas SA, a Spanish subsidiary
of Roche Vitamins Europe Ltd (a Swiss company),
performed the functions of manufacturing, importing
and distributing goods (as a full-fledged distributor).
However, in 1999, the Spanish activities were restruc-
tured, Roche Vitaminas SA concluding two contracts
with Roche Vitamins Europe Ltd:

s a manufacturing contract, under which Roche Vi-
taminas SA committed to produce and package, in
its facilities, the products ordered by Roche Vita-
mins Europe. Such products would be sold at cost-
plus with a mark-up of 3.3 percent; and

s an ‘‘agency contract,’’ under which Roche Vitamins
Europe designated Roche Vitaminas SA its ‘‘Span-
ish agent‘‘ for promoting the sale of particular prod-
ucts. Roche Vitaminas SA committed to ’’represent,
protect and promote‘‘ Roche Vitamins Europe’s in-
terests, receiving by way of consideration an
amount equal to 2 percent of the total sales pro-
moted in Spain.
Thus, after the restructuring operation, the Spanish

subsidiary became, at least from a contractual point
of view, a contract manufacturer and sales commis-
sion agent, the profits of which are considerably lower
than those received by a full-fledged distributor. The
differential tax base was therefore effectively trans-
ferred (shifted) to the Swiss company.

The perspective of the Spanish tax authorities in
challenging this ‘‘profit shifting scheme’’ was that, as a
consequence of Roche Vitaminas SA’s activities,
Roche Vitamins Europe had a PE in Spain (a view not
entirely in line with that put forward in Chapter IX of
the OECD Transfer Pricing Guidelines, which deals
with ‘‘business restructuring’’). The grounds for the
tax authorities’ conclusion lay in Articles 5(1) (fixed
place of business) and 5(4) (dependent agent) of the
Spain-Switzerland tax treaty, which the tax authori-
ties regarded as allowing part of Roche Vitamins Eu-
rope’s profits to be allocated to its Spanish subsidiary,
i.e., the profits from all the sales made by Roche Vita-
mins Europe in Spain and Portugal.

The Supreme Court by and large upheld the ap-
proach of the Spanish tax authorities (which had also
been accepted by the lower courts), and determined
that Roche Vitamins Europe had a Spanish PE as a
result of the activities carried on by its Spanish sub-
sidiary. In particular, the Court considered that the
Spanish subsidiary operated as a dependent agent of
the Swiss company, as, under the terms of the two
contracts, it carried on an activity that could have
been carried on directly through a fixed place of busi-
ness (i.e., the sale and distribution of the goods pro-
duced).

The fact that Roche Vitaminas SA had no capacity
to contract or negotiate on behalf of Roche Vitamins
Europe did not exclude the application of the depen-
dent agent clause of the Spain-Switzerland tax treaty,
interpreted (dynamically) in accordance with the
Commentary to the OECD Model Convention (1997
version). In particular, under the ‘‘agency contract,’’
the Spanish subsidiary was required to promote the
goods that were sold to Roche Vitamins Europe and
this function was considered by the Court to represent
a greater involvement in the Spanish market, as well
as a key element in its conclusion that Roche Vitami-
nas SA did not merely process purchase orders issued
by the Swiss company.

The Supreme Court also held that Roche Vitaminas
SA constituted a ‘‘fixed place of business’’ of Roche Vi-
tamins Europe. The Court thus considered the ques-
tion of the existence of a PE from two points of view:
that of the general PE clause (Article 5(1) of the Spain-
Switzerland tax treaty) and that of the dependent
agent PE clause (Article 5(4)). The Supreme Court
upheld the position of the tax authorities to the effect
that the Spanish subsidiary constituted a fixed place
of business of its Swiss parent company, since all the
activities of the subsidiary were directed, organised
and managed by the Swiss parent. As a consequence
of the determination that a Spanish PE existed, the
Supreme Court also upheld the tax authorities’ attri-
bution to the PE of the profits derived from the activi-
ties (manufacturing and distribution) undertaken
through the Spanish subsidiary.

(b). Central Economic-Administrative Court: Dell

Dell’s commercial structure for Europe, the Middle
East and Africa, and in particular for Spain, com-
prised a number of companies forming a complex,
fragmented model for carrying on the multinational’s
business activities. On the one hand, Dell Europe (an
Irish company) manufactured computers in Ireland
and Dell Products (another Irish company) purchased
the computers from Dell Europe and sold them in the
market through local Dell subsidiaries, under com-
missionaire agreements. On the other hand, Dell’s
computers were sold in Spain by Dell Spain (the com-
missionaire) under a commission agreement with
Dell Products (the principal). Dell Spain sold and mar-
keted the computers in the Spanish market in its own
name but for the account of Dell Products.

The functions of Dell Products were the sale of com-
puters and the management/control of their distribu-
tion in the different markets through local
distributors. The distributors were functionally char-
acterised (and remunerated) as commissionaires but,
from a business perspective, actually performed sub-
stantive activities that went beyond those of a mere
commissionaire. Dell Products did not have its own
human resources, the meeting of its human resource
needs being subcontracted to Dell Europe.

In particular, the Spanish commissionaire (Dell
Spain) was directly and actively involved in the logis-
tics, marketing, post-sale services and administration
of Dell Products’ Spanish online store. Dell Products
had no employees or facilities in Spain (either owned
or rented).
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It should also be noted that the structure described
above was the result of a business restructuring op-
eration. Prior to this restructuring, the local Dell sub-
sidiaries were responsible for the direct sale of
computers, and had all the relevant functions and re-
sources. Dell Products operated under a direct sales
model, with purchase orders being placed online or
through a call centre. Dell Spain operated as a full-
fledged distributor, undertaking strategic activities in
Spain until 1995, when it entered into a commission-
aire agreement with Dell Products to serve large and
medium-sized customers that required specialised,
on-site attention. However, sales to small Spanish cus-
tomers were made by Dell France online and through
a call centre.

The TEAC confirmed the position of the tax authori-
ties, concluding that Dell Spain constituted a Spanish
PE of Dell Products, under both Article 5(1) (fixed
place of business) and 5(4) (dependent agent) of the
Spain-Ireland tax treaty. In arriving at its conclusion,
the Court referred to the Commentary to the OECD
Model Convention for interpretative guidance. The
Court reached its conclusion despite the fact that Dell
Products had no employees or facilities in Spain.

The Court determined that all the sales made by
Dell Products in Spain (less the commission paid to
Dell Spain and other related allocable expenses)
should be attributed to Dell Product’s Spanish PE. The
Court also followed the tax authorities’ approach to
the effect that sales to Spanish customers that were
made through Dell France should be allocated to Dell
Products’ Spanish PE, inasmuch as Dell France’s main
activities and sales were carried out through, or with
the substantial involvement of, the human and mate-
rial resources of Dell Spain. The division of the func-
tions between the two companies (i.e., Dell France
and Dell Spain) was unclear from a legal and eco-
nomic perspective, but the authorities had demon-
strated that the most significant economic activities
were carried on in Spain.

In essence, the Court ruled that Dell Products had a
fixed place of business in Spain that gave rise to a PE
by virtue of the operating capacity provided by Dell
Spain’s facilities and activities, even though there was
no formal ownership or leasing of such facilities. The
Commentary to Article 5 of the OECD Model Conven-
tion expressly provides that a parent company can
have a PE in the State in which one of its subsidiaries
has a place of business (for example, where space or
premises belonging to the subsidiary is at the disposal
of the parent).

Another important aspect of the decision concerns
the characterisation of the online store as an ‘‘online
PE,’’ even though the server was located outside Spain
and no activity was performed through human re-
sources or assets located in Spain. In this regard, it
should be noted that Dell Products performed activi-
ties in Spain that were economically significant (such
as sales and delivery) and that employees of Dell
Spain were involved in the maintenance of the online
store.

Furthermore, the Court ruled that Dell Products
had a PE in Spain on the grounds that, in acting as a
dependent agent, Dell Spain had the authority to con-
clude contracts in Dell Products’ name. In particular,
Dell Spain had the authority to conclude contracts

that were binding on Dell Products (even if those con-
tracts were not actually in Dell Products’ name). An-
other important factor was that Dell Spain acted
under the comprehensive supervision and control of
Dell Products, and that its activities were not limited
to those of an auxiliary character.

(c). Conclusions to be drawn from Roche Vitamins
and Dell

The approach adopted by the Courts in these two
cases raises a number of doubts from a technical per-
spective. In this regard, it should be noted that Nor-
way’s Supreme Court came to the opposite conclusion
in relation to the same Dell business structure in
Norway (Dell Products/Dell AS), as did the French
Conseil d’Etat in a similar context (Zimmer). The
Spanish tax authorities and the Spanish Courts con-
sider the Norwegian and French decisions to be over-
legalistic, believing a functional and substantive
interpretation of the PE article to be more in keeping
with its spirit and purpose, i.e., a more balanced divi-
sion of taxing rights between Contracting States in ac-
cordance with the activities carried on in each State.

Another questionable aspect of the decisions arises
from the lack of debate as to the interrelationship be-
tween the transfer pricing rules and the PE clause in a
tax treaty context. Basically, the TEAC’s approach
gives precedence to the application of the PE provi-
sion, which precludes the application of the Spain’s
domestic transfer pricing rules in both material and
procedural terms.

All that being said, the authors do not feel that the
Courts’ position can be regarded as unreasonable,
since it is clear from the structures concerned that the
relevant economic functions (i.e., those concerning
the generation of value) were carried out in Spain
through an operational organisation in whose busi-
ness success the Spanish subsidiary played an essen-
tial role. It is true that the correct functional
characterisation of the entities involved would prob-
ably have led to a more balanced profit allocation. An
accurate determination of the arm’s length remunera-
tion for the intra-group functions or services con-
cerned would have neutralised or, at least, mitigated
the risk of the kind of approach adopted by the TEAC,
which results in the attribution of all the profit on
sales being allocated to the target market/country.

These decisions constitute a major ‘‘warning’’ from
the Spanish Tax Authorities about international struc-
tures that have little consistency in terms of sub-
stance, implying an inaccurate balance between the
attribution of profits derived from Spain and the real
economic functions performed in Spain.

B. Rules for the treaty context

1. The concept of ‘‘beneficial owner’’

Articles 10, 11 and 12 of the OECD Model Convention
provide that certain types of income (respectively,
dividends, interest and royalties) paid by a resident of
one Contracting State (i.e., the source state) to a resi-
dent of the other Contracting State (i.e., the residence
state) can qualify for reduced taxation in the source
state only if the recipient of the income is the ‘‘benefi-
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cial owner’’ of such income. Neither the OECD Model
Convention nor Spanish tax legislation (including the
legislation implementing EU Directives) defines the
term ‘‘beneficial owner.’’

In this regard, it is important to note that the OECD
Report on Double Taxation Conventions and the Use
of Conduit Companies concludes that ‘‘a conduit com-
pany cannot normally be regarded as the beneficial
owner if, though the formal owner, it has, as a practi-
cal matter, very narrow powers which render it, in re-
lation to the income concerned, a mere fiduciary or
administrator acting on account of the interested par-
ties.’’ The Commentaries to Articles 10, 11 and 12 of
the OECD Model Convention (2003-2010) have ex-
panded the guidance on the international meaning of
the term ‘‘beneficial owner,’’ excluding from that
meaning persons acting in the capacity of agents or
nominees, as well as conduit companies acting as
formal owners but with very narrow powers with re-
spect to the income received that make them, in rela-
tion to the income concerned, mere fiduciaries or
administrators on account of the interested parties.11

As regards Spanish case law, the decisions in the
Hungarian conduit cases should be highlighted, all of
which were handed down by the AN in 2006 or 2007.
These cases dealt with arrangements used by a Span-
ish soccer club, Real Madrid (RM), to pay Hungarian
entities for the right to use the ‘‘image rights’’ of a
number of soccer players with whom RM had a work
contract. The Hungarian entities, in turn, transferred
almost the entire income received to entities resident
in the Netherlands or Cyprus.12

In each case, the Spanish tax administration had
concluded that the interposed Hungarian entity was
not a beneficial owner because it paid almost all the
‘‘royalties’’ it received to non-Hungarian (i.e., Dutch or
Cypriot) resident companies. In each case, the AN
concluded that the Hungarian entity was not the ben-
eficial owner of the royalties under Article 12 of the
Spain-Hungary tax treaty. The main grounds for
reaching this conclusion were the assimilation of the
‘‘beneficial ownership’’ clause to a ‘‘business purpose
test’’ (i.e., a general anti-abuse clause):13 if there is a
business reason to place an intermediary entity be-
tween the payer and the final recipient of income
beyond the reduction of withholding taxes in Spain,
the intermediary will be the beneficial owner of the
income — if the intermediary is a conduit with the
sole goal of reducing withholding taxes, it will fall out-
side that concept.

2. ‘‘Anti-conduit’’ rules

Many of Spain’s tax treaties contain specific ‘‘anti-
conduit’’ rules. The most common rule has the effect
of disallowing treaty benefits to: (1) a company that is
not owned, either directly or indirectly, by residents of
the state of which the company in receipt of the rel-
evant income is a resident (the ‘‘look-through’’ ap-
proach) or (2) specific forms of offshore company of
the other state. In keeping with the Commentary to
the OECD Model Convention, Spain has mostly in-
cluded this rule in its treaties with countries that
impose no, or only very low, taxation and in which
little in the way of substantive business activities
would normally be carried on.

C. Application to the factual scenario

The Spanish transfer pricing rules will clearly apply to
determine whether the interest paid by HCo to FSub1
and FSub2 is at arm’s length. They will also apply to
the royalties paid by HCo to FSub3 and the price paid
by HCo to FSub4.

The ‘‘earnings-stripping’’ rules may apply to limit
deductions for interest paid by HCo to FSub1 and
FSub2, if:

s the interest expenses are greater than 30 percent of
HCo’s EBITDA (unless the interest expenses are less
than EUR 1 million); or

s HCo has used all or part of the borrowed funds to
make intra-group acquisitions of shares and such
acquisitions did not have a valid economic purpose.
Even though Spanish tax law does not contain any

rules that would deny deductions to HCo for interest
paid to FSub2 simply because the interest is paid on a
‘‘hybrid’’ instrument, there is a risk that the economic
substance doctrine might have some application to
limit deductions for the interest paid, especially if the
instrument concerned has more equity than debt fea-
tures (see the September 12, 2011 AN decision dis-
cussed above).

If HCo’s foreign subsidiaries claim benefits under
Spain’s tax treaties in order to minimise their Spanish
tax liabilities (for example, in the form of an exemp-
tion from, or a reduction of, Spanish withholding
taxes), the rules for the treaty context (i.e., beneficial
ownership/anti-conduit) will potentially apply to in-
terest paid by HCo to FSub1 and FSub2 and the royal-
ties paid by HCo to FSub3. In principle, the risk of
these rules applying may be reduced if the foreign
subsidiaries can prove that: (1) they are the ultimate
recipients of the income concerned (i.e., they are not
acting for another person); or (2) if they are not the ul-
timate recipients of the income, there is a business
reason for placing them between HCo and the ulti-
mate recipient.

There is a risk that the ‘‘subsidiary as PE’’ doctrine
may apply with respect to FSub5 (which has no pres-
ence in Spain and presumably no dealings with HCo).
Under this doctrine, the Spanish tax authorities may
consider that HCo constitutes a PE (possibly an
‘‘online PE’’) of FSub5, if FSub5’s main activities and
sales (i.e., payments from customers clicking on cer-
tain website addresses) are carried out through, or
with the substantial involvement of the human and
material resources of, HCo (for example, maintenance
of the websites) (see the TEACs decision In Dell).

II. Proposed Spanish rules to prevent base erosion
and profit shifting

The Spanish Ministry of Finance is currently studying
the introduction of a number of rules designed to pre-
vent base erosion and profit shifting. Two objectives
have been identified as critical:

s preventing cases of double dipping with respect to
cross-border losses; and

s preventing international double non-taxation re-
sulting from the application of the exemption
method in the context of hybrid financial instru-
ments.
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III. Spain and the OECD BEPS Project

A. The Spanish view of the OECD BEPS Project

On July 15, 2013, the Spanish Minister of Finance and
Public Administration, Cristobal Montoro, publicly
announced his support of the OECD BEPS Project
and his commitment to defining a Spanish action plan
to tackle base erosion and profit shifting by multina-
tionals. These commitments were personally commu-
nicated to the OECD Secretary General, Angel Gurrı́a,
on the occasion of the latter’s recent official visit to
Spain.

In particular, the Spanish authorities share the
views expressed in the OECD BEPS Report that:
s the PE concept needs some updating and reshaping

to cope with the forms of business in the digital
economy and to deal with business restructurings;

s the current transfer pricing rules do not prevent or
curb some clear cases of base erosion; and

s there is a need to establish a common definition of
‘‘substance’’ with regard to intermediary compa-
nies, in particular for purposes of the application of
tax treaties.

B. Spanish proposals for the OECD BEPS Project

The Spanish proposals for the BEPS Project may be
summarised as follows:
s an OECD consensus position on double non-

taxation in the context of tax treaties; and
s an OECD consensus position on a modern PE defi-

nition.

C. The authors’ proposals for the OECD BEPS Project

Should the application of the arm’s length principle
continue to be the main means of preventing base ero-
sion and profit shifting? Are multinationals using
their transfer pricing practices to shift profits from
high- to low-tax jurisdictions? Are multinationals in
compliance with the relevant laws? Are multination-
als paying their ‘‘fair’’ share of taxes?

Asking these questions could well generate fierce
debate. However, it is worth pointing out that — on a
long term basis — the international community is
pushing forward to replace the arm’s length principle
with some form of global formulary apportionment
(‘‘GFA’’). The proponents of GFA argue that it would be
easier for countries to apply and harder for multina-
tionals to manipulate; its opponents argue that its
simplicity is overstated and its disadvantages, both for
developing and developed countries, underesti-
mated.14 In the humble opinion of the authors, the in-
ternational tax system is actually evolving not towards
a new model for taxing multinationals that departs
from the arm’s length principle but towards fixing the
system shaped by the OECD by eliminating the sys-
tem’s major loopholes, failures and outdated concepts
with a view to adapting it to the new global economy
and the new geopolitical situation.

Notwithstanding the above considerations, which
should in any event begin to be analysed with a view
to the long term, the authors believe that the imple-
mentation of the following proposals could be studied
in the shorter-term in the context of the arm’s length
principle:
s clearer rules for the attribution of the income under

tax treaties and for transactions involving transfer
pricing issues;

s clearer rules as to the disregarding of transactions
between related parties where such transactions
would never have been entered into between inde-
pendent parties; and

s effective mechanisms for resolving residual double
taxation and international tax conflicts in the con-
text of tax treaties.
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I. Current Swiss rules to prevent base erosion and
profit shifting

S wiss tax law contains a number of rules that
aim to prevent base erosion and profit shifting.
The main rules are described below, although

this paper does not purport to present a comprehen-
sive overview.

A. Thin capitalisation rule

There is an ‘‘anti-base erosion rule’’ in Article 65 of the
Federal Direct Tax Act of December 14, 1990, as
amended (specifically by Article 24, paragraph 1, sub-
paragraph c. of the Federal Tax Harmonisation Act of
December 14, 1990, as amended) (‘‘FDTA’’), and the
corresponding cantonal tax laws. This rule, which is
also referred to as the ‘‘debt-to-equity rule’’ or the ‘‘thin
capitalisation rule,’’ is intended to prevent excessive
debt capitalisation and, consequently, excessive tax-
deductible interest payments.

On June 6, 1997, on the legal basis of Article 65 of
the FDTA, the Federal Tax Administration (‘‘FTA’’)
issued Circular no. 6, in which it set out the criteria for
determining whether a company is thinly capitalised,
i.e., has hidden equity capital for purposes of federal
corporate income tax. Pursuant to Circular no. 6, the
maximum debt that a Swiss company may obtain on
its own (i.e., without a guarantee of whatever nature
from a shareholder or a related party) from indepen-
dent third parties is equal to the following percentages
of the fair market value of the company’s assets (it
should be noted that this rule represents a rebuttable
presumption (presumptio iuris), so that, even where
these percentages are exceeded, recharacterisation
can be avoided where the Swiss company is able to
rebut the presumption as described below):

s 100 percent of cash;

s 90 percent of Swiss bonds and foreign bonds issued
in Swiss francs;

s 85 percent of loans and advances, receivables on
supplies and services, and other receivables;

s 85 percent of inventory;

s 85 percent of other current assets;

s 80 percent of foreign bonds issued in foreign cur-
rencies;

s 70 percent of participations;

s 60 percent of Swiss and foreign shares listed on a
stock exchange;

s 50 percent of other shares/investments in limited li-
ability companies;

s 70 percent of operating real estate;

s 70 percent of private real estate, homes and zoned
land;

s 80 percent of other immovable property;

s 50 percent of machinery and equipment;

s 0 percent of the expenses of incorporation and in-
creases of share capital; and

s 70 percent of other intangible assets.
In the case of a finance company, the maximum

debt equals 6/7 of the balance sheet total.

For purposes of determining the above percentages,
the aggregate fair market value of the company’s
assets at the end of a fiscal period is taken into ac-
count. Any debt in excess thereof may be re-
characterised by the FTA as ‘‘hidden equity capital.’’ As
a consequence of such recharacterisation, the amount
of hidden equity is included in the basis for purposes
of the capital tax on net equity and any related inter-
est deductions are disallowed. To the extent interest
has been paid, it is re-characterised as a constructive
dividend and subject to withholding tax at the statu-
tory rate of 35 percent.

A Swiss company may, however, rebut the FTA’s as-
sumption with respect to hidden equity by showing
that the debt in excess of the percentages set out in
Circular no. 6 has been obtained by the company from
an independent third party without a shareholder or a
related party having provided security for the debt.
Consequently, only debt provided by a shareholder or
a related party, whether directly or indirectly, or debt
that is back-to-back financed, may be treated as
hidden equity, triggering the consequences described
above. In the view of the FTA, there is no requirement
that there should be a tax avoidance motive for it to be
able to recharacterise debt incurred in excess of the
above percentages.

Even where a subsidiary obtains financing formally
through an independent third party, such as a bank, if
a shareholder guarantees the obligation of the subsid-
iary for the repayment of the loan concerned, the
same consequences follow as if the subsidiary had ob-
tained the financing directly from the shareholder.



Generally, the cantonal tax authorities will also con-
sult Circular no. 6 to determine whether a company
has hidden equity capital for purposes of cantonal cor-
porate income tax and cantonal capital tax.

Additionally, also on the above legal basis, the FTA
publishes annually two circulars in which it sets out
‘‘safe harbour’’ interest rates applicable to inter-
company loans. One of these circulars concerns inter-
company loans denominated in Swiss francs, the
other, inter-company loans denominated in foreign
currencies.

B. Transfer pricing rules

Another measure that combats the shifting of profits
within a group of companies from high-tax to low-tax
countries is transfer pricing rules. Switzerland has not
promulgated a set of transfer pricing guidelines of its
own, but instead has made explicit reference to the
Transfer Pricing Guidelines published by the OECD.1

The basic rule is the principle that dealings should be
at arm’s length, i.e., each transaction between two af-
filiated companies must take place under the same
conditions and the same terms as it would take place
between two unrelated parties.2

To determine an adequate arm’s length transfer
price, it is necessary to undertake a comparability
analysis. This analysis is based on the notion that dif-
ferent services are remunerated differently in the
market in different circumstances. The following fac-
tors need to be taken into account in determining an
accurate transfer price for a service provided to an af-
filiated company: (1) product and service characteris-
tics; (2) functionality; (3) market circumstances; (4)
business and price strategy; and (5) contractual terms.
Based on the result of the comparability analysis, the
most suitable transfer pricing method must be chosen
to determine the accurate transfer price for a service
provided to a group company.

C. Prevention of tax treaty abuse

With a view to preventing the abuse of Switzerland’s
tax treaties, based on a number of leading cases de-
cided by the Swiss Federal Supreme Court, the FTA
has adopted the following guidelines regarding the
substance requirements for a foreign parent company
requesting a full or partial refund of tax withheld by a
Swiss subsidiary on dividend payments made to the
parent company.

s The foreign parent company must have substance
at its place of residence, in the form, for example, of
office premises of its own, personnel, a phone line,
a fax line, etc., depending on what it needs to be
able to carry on its business. Such substance (and,
specifically, the corresponding expenses) must be
reflected in the parent company’s financial state-
ments. Additionally, the foreign parent company
must have local directors and hold local board
meetings.

s The foreign parent company must be adequately
capitalised, i.e., it must have sufficient equity (to de-
termine whether a foreign holding company is ad-
equately capitalised, the FTA refers to the Swiss
thin capitalisation rules described in I.A., above).

s There must be business reasons for the affiliation
between the Swiss subsidiary and the foreign
parent company that prevail over tax consider-
ations.
It should be noted that while these are not official

published guidelines, but rather unofficial guidelines
developed by the FTA, they are applied consistently in
practice.

D. Application to the Factual Scenario

To fund its business operations in Switzerland, HCo
(here, SwissCo) has borrowed from FSub1. Since
FSub1 is a related party of SwissCo, the loan received
from FSub1 is subject to the thin capitalisation rule
described above. Additionally, the interest that
SwissCo pays to FSub1 on the loan may not exceed
the interest rate published annually by the FTA. For
loans denominated in Euros, in 2013 the maximum
interest rate is 1.75 percent. For loans denominated in
Swiss francs, in 2013 the maximum interest rate is
3.75 percent. In addition, SwissCo has received an in-
vestment from FSub2 that is treated by Switzerland as
a loan and by FSub2’s country of residence as equity.
FSub2’s country of residence does not tax the ‘‘divi-
dends’’ received by FSub2 on the investment. Because
the investment is treated as a loan by the Swiss tax au-
thorities and FSub2 is a related party, the investment
is subject to the thin capitalisation rule described
above. Additionally, the ‘‘dividends’’ (i.e., the interest)
that SwissCo pays to FSub2 on the investment (i.e.,
the loan) may not exceed the interest rate published
annually by the FTA. For loans denominated in Euros,
in 2013 the maximum interest rate is 1.75 percent. For
loans denominated in Swiss francs, in 2013 the maxi-
mum interest rate is 3.75 percent.

Also in connection with its business operations in
Switzerland, SwissCo pays royalties to FSub3 and
buys product from FSub4. The license agreement con-
cluded between SwissCo and FSub3, as well as the
product purchase agreement concluded between
SwissCo and FSub4, must be in conformity with the
principle of dealing at arm’s length, i.e., each transac-
tion must take place under the same conditions and
the same terms as it would take place between two un-
related parties.

Separately from the business of SwissCo, FSub5
gets paid by certain foreign companies based on the
actions of consumers in Switzerland (for example,
their clicking on certain website addresses); however,
FSub5 reports no income in Switzerland. Because
FSub5 has no presence in Switzerland, the income of
FSub5 derived indirectly from the actions of consum-
ers in Switzerland is not subject to Swiss income
taxes.

Finally, certain of the foreign subsidiaries claim
benefits under Swiss tax treaties in order to minimise
their tax liabilities. To prevent the abuse of Switzer-
land’s tax treaties, in each case the FTA will examine
whether the subsidiary claiming the benefits under
the tax treaty concerned qualifies as the beneficial
owner of the payments received from SwissCo. To
pass the ‘‘beneficial ownership test,’’ the subsidiary
must have substance in its country of residence (for
example, office premises and personnel) that appears
to be adequate in relation to its business operations.
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This substance must be reflected in the subsidiary’s fi-
nancial statements.

II. Proposed Swiss rules to prevent base erosion
and profit shifting

Switzerland is currently less concerned with develop-
ing new tax rules to prevent base erosion and profit
shifting than with reforming its tax system with a view
to replacing the cantonal privileged tax regimes that
have lately been the subject of criticism from the EU
with new tax rules/regimes that will leave no room for
such criticism. The cantonal tax regimes that have
been criticised by the EU are those that provide for the
privileged taxation of foreign-source income at the
cantonal/communal level, i.e., the ‘‘mixed company
status’’ and ‘‘administrative company status’’ regimes.
Typically, only a portion of foreign-source income —
what portion normally depends on the number of
Swiss employees — is included in the tax base for pur-
poses of cantonal/communal corporate income tax.
The remainder of the foreign-source income is tax-
exempt at the cantonal/communal level.

The European Commission is of the view that these
cantonal privileged tax regimes represent ‘‘ring fenc-
ing’’ and are not in line with the Free Trade Agreement
of 1972 between Switzerland and the EU, although
they were already in place at the time that agreement
was signed. And it is now not only the EU but also the
Organisation for Economic Co-Operation and Devel-
opment (OECD) that believes such regimes to be
harmful. The EU has made it clear that, if the ongoing
dispute with Switzerland over this matter does not
find a satisfactory solution, it will consider taking uni-
lateral measures.

On November 26, 2008, the Corporate Tax Reform
III was announced by the Federal Government, which
instructed the Federal Department of Finance (‘‘FDF’’)
to develop a legislative proposal. In September 2012,
the FDF set up a project organisation, consisting of
the FDF, as well as the Conference of the Cantonal Di-
rectors of Finance, with the task of drafting reform
proposals that accommodate the objectives of safe-
guarding Switzerland’s competitiveness as a favour-
able tax location and assuring the compatibility of
Switzerland’s corporate tax regimes with interna-
tional standards, while at the same time providing for
sufficient tax revenue. At the same time, it was ac-
knowledged that the tax dispute with the EU needs to
be resolved.3 On May 17, 2013, the project organisa-
tion published an interim report proposing measures
to strengthen Switzerland’s fiscal competiveness. The
report regards the abolition of the special cantonal tax
regimes as inevitable and suggests replacing them
with selective measures.4

In light of the above, the project organisation has
defined a number of possible strategies for the Corpo-
rate Tax Reform III and advocates the following:

s the introduction of new special tax provisions;

s a general reduction of cantonal corporate income
tax rates; and

s the removal of certain general tax burdens.
New special provisions will be considered only if

they are in line with the following criteria:

s there is no element of ring-fencing;

s they do not aim to achieve international non-
taxation; and

s they are justifiable from a general tax system per-
spective and are already applied in at least one EU
Member State.
In light of these criteria, the project organisation fo-

cuses on the following measures:
s ‘‘patent boxes,’’ which are used by a number of EU

Member States and provide for the privileged taxa-
tion of certain kinds of intellectual property
income;

s a notional interest deduction on equity; and
s improvement of the participation exemption.

If no suitable measures are found, the cantons may
reduce their corporate income tax rates.5

III. Switzerland and the OECD BEPS Project

A. Switzerland’s view of the OECD BEPS Project

On February 12, 2013, the OECD issued a first interim
report in which it considers measures to prevent ‘‘tax
avoidance’’ in the context of profit shifting and base
erosion by multinationals as a result of corporate tax
planning strategies. Multinationals, such as Amazon,
Apple, Google and Starbucks, have lately been criti-
cised for paying very little corporate income taxes in
certain countries as compared to their substantial
group-wide profits.

The OECD report focuses on the following key pres-
sure areas:
s international mismatches in entity and instrument

classification, including hybrid mismatch arrange-
ments and arbitrage;

s the application of tax treaty concepts to profits de-
rived from the delivery of digital goods and services;

s the tax treatment of related-party debt-financing,
captive insurance and other intra-group financial
transactions;

s transfer pricing, in particular in relation to the
shifting of risks and intangibles, the artificial split-
ting of the ownership of assets between legal enti-
ties within a group, and transactions between such
entities that would rarely take place between inde-
pendent parties;

s the effectiveness of anti-avoidance measures, in
particular general anti-avoidance rules (‘‘GAARs’’),
controlled foreign company (‘‘CFC’’) regimes, thin
capitalisation rules and rules to prevent tax treaty
abuse; and

s the availability of harmful preferential regimes.
As noted in II., above, it is not only the EU but also

the OECD that has turned its focus on Switzerland’s
cantonal privileged tax regimes, which are considered
to constitute harmful preferential tax regimes. As also
noted above, Switzerland is currently considering re-
forming its tax system with a view to replacing the
cantonal privileged tax regimes with new tax rules/
regimes that will preclude criticism from the EU and
the OECD.

B. Switzerland’s proposals for the OECD BEPS Project

Switzerland is of the view that the measures to be rec-
ommended by the OECD must ensure continuing in-
ternational tax competition. Furthermore,



Switzerland considers that the OECD must also ad-
dress direct and indirect subsidies, which were not ad-
dressed in the OECD report of February 12, 2013.
Finally, the tax practices of certain major countries
(for example, the United Kingdom) that were not criti-
cised by the OECD in its February 12, 2013 report
should also be addressed.

C. The author’s proposals for the OECD Project

The authors fully agree with the position of Switzer-
land outlined in III.B., above. While they are of the
view that, for the sake of tax fairness, effective mea-
sures to prevent base erosion and profit shifting
should be introduced by OECD member countries
and non-member countries alike, the authors con-
sider it crucial that the measures to be recommended
by the OECD should not impair international tax
competition.

NOTES
1 OECD Transfer Guidelines for Multinational Enter-
prises and Tax Administrations; Circular Letter No. 4 re-
garding The Taxation of Service Companies, March 19,
2004, published by the FTA.

2 See also OECD Model Convention Art. 7(2) and Art.
9(1); FDTA, Art. 58 para. 1 lit. b and c.

3 Eidgenössisches Finanzdepartement EFD, Massnahmen
zur Stãrkung der steuerlichen Wettbewerbsfãhigkeit (Un-
ternehmenssteuerreform III), Zwischenbericht des Steuer-
ungsorgans zuhanden des EFD, Bern, May 7, 2013 (the
‘‘Interim Report‘‘).

4 See Interim Report, p. 3. The Interim Report only con-
cerns measures at the cantonal level, not at the federal
level.

5 See Interim Report, pp. 3 et seq. and pp. 23 et seq.
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Host Country
UNITED KINGDOM
James Ross
McDermott, Will & Emery UK LLP, London

I. Existing rules to prevent base erosion and profit
shifting

A. Introduction

T he British public may not, as yet, be familiar
with the term ‘‘base erosion and profit shift-
ing’’ (‘‘BEPS’’), but over the last year they have

certainly become very familiar with the concept, fol-
lowing numerous press investigations into perceived
corporate tax avoidance and enquiries undertaken by
parliamentary committees. Enquiries have focused on
the reportedly comparatively low corporation tax li-
abilities of a number of U.S. multinational groups in
the United Kingdom, notwithstanding the fact that in
a number of cases, these groups were recording sev-
eral billion pounds of turnover in the United King-
dom.

In a time of government austerity, it is perhaps unsur-
prising that these stories have received considerable
public attention and have propelled the issue of cor-
porate tax up the political agenda in a manner quite
unlike what has been seen in recent years. The Gov-
ernment has pledged action, although at the moment
it is far from clear what form this will take.

Perhaps just as significantly, the cultural climate
surrounding corporate taxation has changed very pro-
foundly in recent years, largely as a result of public
perceptions regarding the morality of corporate taxa-
tion. Corporate tax is no longer simply a matter of ap-
plying and complying with the law (if indeed it ever
was). For larger companies, it is increasingly tied up
with concepts of corporate social responsibility and
being seen to be a responsible member of the corpo-
rate community: particularly for consumer compa-
nies with a brand to protect, who increasingly need to
consider the potential public relations impact of their
tax structuring.1 Developments in this area, as much
as changes in the law, may shape the approach taken
towards BEPS in the years to come.

B. Transfer pricing

As elsewhere, the principal mechanism for tackling
base erosion and profit shifting in the United King-
dom is the transfer pricing code. The United Kingdom
has had some form of transfer pricing rules for many

years. The rules were comprehensively overhauled in
1998 to bring them into line more closely with OECD
standards and have since been updated further to re-
flect the OECD’s evolving position. Further amend-
ments were made in 2004 to enable thin capitalisation
to be addressed primarily through the application of
the transfer pricing rules.

The current transfer pricing legislation can be
found at Part 4 of the Taxation (International and
Other Provisions) Act 2010 (‘‘TIOPA’’).2 It applies
where provisions are made between parties that sat-
isfy the ‘‘participation condition’’3 and provides that
where the arm’s length provision differs from the
actual provision, any person who is potentially advan-
taged in relation to U.K. taxation must calculate their
profits and losses as if the arm’s length provision
rather than the actual provision had been made or im-
posed.

In contrast to the governments of other jurisdic-
tions, the U.K. government has not issued extensive
secondary legislation to interpret how the arm’s
length principle should be applied — rather, this is
achieved by the application of section 164 of TIOPA
2010, which provides that Part 4 should be read in
such a manner as best secures consistency between
the legislation and the Transfer Pricing Guidelines ap-
proved by the OECD on July 22, 2010, and any other
documents approved by the OCED in the future if so
designated by the Treasury.4 OECD guidance on the
application of the arm’s length principle is thus incor-
porated by reference. HM Revenue and Customs
(‘‘HMRC’’) has also published extensive guidance,
which has been comprehensively updated in recent
years, on the application of the arm’s length principle
and the conduct of transfer pricing enquiries.

The legislation does not mandate any record keep-
ing requirements specific to transfer pricing — tax-
payers will, however, still be expected to comply with
general record keeping requirements, which provide
that a company must keep and preserve such records
and information as may be necessary to deliver a cor-
rect and complete tax return for the period in ques-
tion. These must be retained for at least six years after
the end of the accounting period in question, with fail-
ure resulting in a potential liability to a penalty not ex-
ceeding GBP 3,000.
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Similarly, no special misdeclaration penalties apply
to transfer pricing matters — the normal penalties
regime applies, which mandates a penalty of up to a
maximum of 100 percent of the undeclared tax for de-
liberate or concealed under-declarations, reduced to
70 percent where the under-declaration is deliberate
but not concealed and 30 percent for merely careless
misdeclarations.5 Further mitigations of penalties are
available where a taxpayer discloses its error, with the
reduction being greater for unprompted disclosures.

While the United Kingdom’s public statements and
guidance on international tax matters have always
emphasised its close adherence to OECD principles, it
is nonetheless possible to discern some practical dif-
ferences from other major economies in the way the
United Kingdom applies those principles. In several
important respects, the United Kingdom takes a nar-
rower view than do many other countries as to what
gives rise to a taxable presence of a foreign company.
For example, a foreign resident company will only be
taxable in the United Kingdom where it is trading in
the United Kingdom, not where it is merely carrying
on investment activities in the United Kingdom, even
if it has a permanent establishment (‘‘PE’’) in so doing.

As regards the definition of ‘‘permanent establish-
ment,’’ a long-standing exemption for investment
funds ensures that the management of widely held in-
vestment funds from the United Kingdom will not
bring fund assets into the U.K. tax charge provided the
fund manager receives a suitable arm’s length remu-
neration. More recently, the United Kingdom has en-
tered an observation6 to the OCED Commentary to
Article 5 of the Model Convention reflecting its view
that a website or a server located in the United King-
dom will not by itself constitute a PE of a foreign com-
pany, with this analysis applying regardless of
whether any server is owned, rented or otherwise at
the disposal of the business. This is particularly perti-
nent to the current debate in view of the fact that sev-
eral of the entities criticised for engaging in BEPS
have been internet-based retailers that have struc-
tured themselves in such a way that their retail sales
to U.K. customers do not give rise to U.K. PEs.

Further, in the field of transfer pricing it is generally
recognised that HMRC is less ready to identify the ex-
istence of intangibles sited in the United Kingdom
than certain other jurisdictions are to recognise the
existence of intangibles sited in those jurisdictions.
The extent to which U.K.-based operations are re-
garded as holding an intangible asset will be directly
relevant in determining the level of profit attributed to
those U.K. operations under the arm’s length prin-
ciple, and the level of any ‘‘exit’’ charge on any restruc-
turing involving the transfer of functions or risk out of
the United Kingdom.

HMRC recognises the existence of intangibles pro-
tected by a legal framework: whether they are directly
protected as assets (for example, patents or copy-
rights) or indirectly protected (for example, goodwill
or customer lists, which may be protected under the
common law of confidence or the tort of ‘‘passing
off’’). It is less ready to identify intangibles that do not
enjoy legal protection. HMRC guidance to its inspec-
tors states:

Intangible property protected by some sort of legal
framework demonstrably exists. Consider critically

any claims that other intangible property exists
merely because some activity has been going on. For
instance, the mere fact that a distribution company
has been selling a range of goods does not mean a
marketing intangible automatically exists.

The guidance then goes on to say that ‘‘the intrinsic,
potential size of a market does not mean that a com-
pany operating in that market owns a valuable intan-
gible.’’7

It follows from this analysis that HMRC does not
take the view that a U.K. operation or a U.K. work-
force necessarily generates goodwill or other intan-
gible assets. This does not mean that the United
Kingdom ignores the value of business opportunities
altogether: the only decided case to date on the cur-
rent transfer pricing rules8 specifically identified a
situation in which a U.K. operation provided a busi-
ness opportunity for its foreign affiliate, and man-
dated a transfer pricing adjustment accordingly.
However, in many cases relating to the provision of
intra-group services, HMRC is prepared to accept that
no intangible arises in the United Kingdom and there-
fore that remuneration of the U.K. operations on a
cost-plus basis is acceptable in the absence of any ap-
propriate comparables.

This is also pertinent with respect to group restruc-
turings involving the transfer of functions out of the
United Kingdom. HMRC has not historically regarded
the loss of profit potential in itself as the disposal of an
intangible triggering a tax charge, though its guidance
on shifts from distributor to commissionaire struc-
tures indicates that such transactions may result in
the disposal of an intangible capital asset. Groups can
expect particular scrutiny to be given to transactions
involving the stripping of risk out of the United King-
dom. HMRC guidance9 also indicates HMRC’s will-
ingness to challenge commissionaire arrangements in
similar structures not only under transfer pricing
principles but also by arguing that the foreign prin-
ciple is carrying on a trade in the United Kingdom, the
commissionaire structure being regarded under
common law as being equivalent to an undisclosed
agency arrangement.

C. Thin capitalisation and other limitations of interest
and royalty deductions

1.Thin capitalisation

Until 2004, the United Kingdom tackled thin capitali-
sation through specific rules that re-characterised ex-
cessive finance costs as distributions,10 thus denying
deductions for them. HMRC now primarily addresses
thin capitalisation through the application of the
transfer pricing rules and thus looks to whether indi-
vidual companies can, on an arm’s length basis, justify
the expense that they are bearing. Although this is
measured on a company by company basis, the legis-
lation recognises both formal and informal guaran-
tees provided by other U.K. group companies.11 This
allows excess interest deductions of one company to
be claimed by another U.K. group entity that has suf-
ficient capacity.12
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2. Deemed distributions

There remain several provisions in the tax code that
operate to recharacterise interest payments as distri-
butions. Interest on a ‘‘non-commercial security’’ is
treated as a distribution,13 a ‘‘non-commercial secu-
rity’’ being a security where the consideration given
for the use of the principal represents more than a rea-
sonable commercial return.14 This provision is rarely
invoked in practice as excessive returns are in practice
addressed through the transfer pricing rules.

Interest will also be disallowed as a distribution
where the security on which the interest is payable is
convertible into shares and is neither listed on a
recognised stock exchange nor issued on reasonably
comparable terms to a listed security;15 where the in-
terest or other return payable by the company de-
pends to any extent on the results of the company’s
business;16 where the loan security is stapled to
shares;17 or where the security is an ‘‘equity note’’ held
by a connected party, an equity note being a security
with no redemption date or with a term of longer than
50 years.18

3. Targeted anti-avoidance rules in relation to
interest and royalties

Provisions have existed since 1996 that disallow de-
ductions for loan relationships with an unallowable
purpose.19 The purpose of avoiding tax is regarded as
an unallowable purpose and separate provisions also
apply to deny relief where the sole or main benefit of
the scheme is the obtaining of tax relief.20 Despite the
apparently extravagant scope of these provisions, they
have limited application to base erosion and profit
shifting in practice, as HMRC guidance indicates21

that they do not apply simply because tax relief for the
same expenditure is available in more than one juris-
diction, to borrowing to repurchase shares, or to stan-
dard borrowing to acquire shares that pay dividends
that are exempt from corporation tax: meaning that
they do not affect a great many conventional base ero-
sion techniques. Whilst these provisions are often
raised by HMRC in thin capitalisation enquiries, their
application is generally not pursued with any great
vigour in such cases and there have been very few re-
ported cases.

The ‘‘unallowable purpose’’ provisions in the loan
relationship rules are mirrored by a similar provi-
sion22 in the rules governing the taxation of profits
and losses from intangible fixed assets. This provides
that ‘‘tax avoidance arrangements’’ will be ignored for
the purposes of calculating credits and debits (i.e.,
income and deductions) under these rules. ‘‘Tax avoid-
ance arrangements’’ are those whose main object, or
one of whose main objects, is the obtaining of a debit
or the reduction of a credit that would otherwise arise
under these provisions. HMRC guidance23 confirms
that it regards ‘‘main object’’ in the intangible fixed
assets provisions as having the same meaning as
‘‘main purpose’’ in the loan relationships rules.

There is little clear guidance (and no case law) set-
ting out when the ‘‘main object’’ provisions may be ap-
plied, but HMRC guidance24 indicates that they may
be deployed in conjunction with the transfer pricing
rules where HMRC concludes that valuation provi-

sions are not a sufficient counter to avoidance or
where significant amounts of tax are at stake.

4. Other anti-avoidance provisions

Whilst not directly relevant to the fact pattern for this
Forum, it is also worth noting provisions25 relating to
the use of capital losses, which in normal circum-
stances can be carried forward and used to offset capi-
tal gains arising in future periods. These rules apply
where a company makes a disposal giving rise to a
chargeable capital gain that can be sheltered by capi-
tal losses, and the relevant company or another one
connected with it incurs expenditure that is deduct-
ible for corporation tax purposes. Where the main
purpose, or one of the main purposes of the arrange-
ment is to obtain a tax advantage that involves both
sheltering the capital gain with the capital losses and
securing a corporation tax deduction, HMRC may
serve a notice preventing the capital losses from being
used to offset the capital gain.

These provisions have been invoked by HMRC to
challenge transactions involving the sale and licence-
back of intellectual property by a U.K. company in cir-
cumstances where the U.K. company or another U.K.
group company has capital losses that can be used to
eliminate any taxable gain arising on the disposal. As
such, they can be considered a weapon against estab-
lishing a BEPS structure, although they have no appli-
cation if the intellectual property was never owned by
the U.K. company in the first place. They also only
apply if the intellectual property falls within the capi-
tal gains regime: assets that were created or acquired
from a third party on or after April 1, 2002 fall under
the intangible fixed assets rules, and will therefore be
subject only to the ‘‘main object’’ rules outlined in
I.B.3., above.

D. Anti-arbitrage provisions

Specific legislation was introduced in 2005 to tackle
arbitrage involving the use of hybrid entities or instru-
ments to achieve a main purpose of avoiding tax.26

These rules apply to arrangements involving a hybrid
entity or hybrid instrument that give rise either to a
double deduction or to a deduction without a corre-
sponding taxable receipt for the recipient of any pay-
ment. Whilst ostensibly broad in scope, it is generally
understood that the legislation was primarily aimed at
hybrid financing structures involving the use of U.S.
‘‘check the box’’ entities.

Over the period since its enactment, it has become
apparent that this legislation is rather less dramatic in
scope than it initially appeared. It does not apply to all
hybrid financing structures and, in particular, it does
not apply where the scheme achieves a foreign tax ad-
vantage rather than a U.K. tax advantage — though
that is not always easy to identify. Whilst it will gener-
ally be in point where a group restructures to insert
debt into the United Kingdom and does so in such a
way that an arbitrage results, it is far less likely to
apply where a hybrid structure is used as part of the
acquisition of a U.K. company through the use of a
hybrid U.K. holding company as an acquisition ve-
hicle. This is because it is often possible to argue that,
in the absence of the arbitrage, the U.K. company
would have been able to borrow an equivalent amount
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to finance the acquisition and would have obtained a
deduction for the same amount of interest in the
United Kingdom as a result. Thus the rules are nar-
rower in application than similar provisions imple-
mented in other countries.

Further provisions, which apply to cross-border
mismatches, have been introduced in the ensuing
period, although the Government has not sort to
tackle arbitrage in a comprehensive fashion. Part 6
Chapter 6A of the Corporation Tax Act 2009 provides
that where a share is accounted for by the issuing
company as a liability under GAAP and produces a
return that is economically equivalent to interest, it
can in certain circumstances be treated as being a
loan, with the shareholder being required to treat any
distributions with respect to the shares as represent-
ing a return equivalent to interest. These rules are sub-
ject to a purpose test and do not apply where the
issuer and investing company are connected. Simi-
larly, arrangements that produce a return that is ‘‘eco-
nomically equivalent to interest’’ will be taxed as such,
unless the arrangement is otherwise taxable, has no
tax avoidance purpose or relates to certain restricted
categories of excluded share. The recipient company
is required to account for its return on an amortised
cost basis.27

The introduction of an exemption system for all
dividends (whether domestic or foreign) resulted in
further anti-arbitrage provisions. The exemption does
not apply to any distribution with respect to which a
deduction is allowed to a resident of a territory out-
side the United Kingdom under the law of that terri-
tory.28 The scope of this carve out is expanded by
section 931N of the Corporation Tax Act 2009, which
provides that a distribution will not be exempt if it
forms part of a ‘‘tax advantage scheme’’ where a de-
duction is allowed to a foreign resident under foreign
law with respect to an amount determined by reference
to the distribution. A tax advantage scheme is defined
in familiar terms as an arrangement the main pur-
pose, or one of the main purposes, of which is to
obtain a tax advantage that is more than negligible.29

The final piece of legislation restricting financing
deductions to note is the ‘‘worldwide debt cap,’’ intro-
duced in 2009 alongside the dividend exemption.30 In
simple terms, this legislation denies deductions for in-
terest or other finance expenses of U.K. group compa-
nies to the extent that the net finance expenses of
those companies exceeds the gross finance expenses
of the worldwide group, as measured by its consoli-
dated accounts. The primary aim of this legislation
seems to have been to discourage U.K. parented
groups from repatriating profits to the U.K. holding
company by way of an upstream loan rather than by
dividends. In principle, it restricts groups with low or
limited levels of external borrowing from financing
(and thus base-eroding) their U.K. operations with
large amounts of debt, but in practice has very little
effect on most multinationals, which will carry a sig-
nificant level of group borrowing that in most cases is
more than sufficient to ‘‘cover’’ the U.K. group’s bor-
rowing for these purposes.

E. Treaty anti-abuse provisions

Following the decision of the Court of Appeal of Eng-
land and Wales in Indofood31 in 2006, HMRC has
taken a broader view of what constitutes ‘‘beneficial
ownership’’ for the purposes of tax treaties, in contrast
to the narrower interpretation based upon trust law
that was widely assumed to have applied prior to the
determination of that case. Such guidance as HMRC
has released is primarily intended to provide safe har-
bours for securitisation and financing structures. In
so far as it addresses intra-group arrangements,
HMRC’s approach seems to be predicated upon a pur-
pose test, which is not a component of the beneficial
ownership concept.

The Indofood definition of beneficial ownership is
supplemented by an increasing number of provisions
found in the United Kingdom’s tax treaties that pro-
vide that relief from withholding tax on interest, roy-
alties, dividends and or other income will not be
available where the main purpose or one of the main
purposes of the person concerned with the creation or
assignment of the income producing rights in ques-
tion was to take advantage of the relevant article of the
treaty concerned.

In practice, HMRC apply these provisions by look-
ing to see whether the entity in question is a mere con-
duit for income flows and/or whether it has substance.
However, this does not preclude a special purpose
company or holding company, or a company with few
or no employees in its territory of residence from
being recognised as beneficial owner. In that respect,
the United Kingdom is perhaps less aggressive in its
application of the beneficial ownership concept than
other major jurisdictions.

It should, of course, be noted in this context that the
purpose of beneficial ownership provisions is not
really to protect against base erosion and profit shift-
ing — rather, it is used to defend against treaty shop-
ping and the avoidance of withholding tax. To the
extent that it also addresses BEPS, that is no more
than a by-product.

F. General anti-abuse rule

Part 5 of the Finance Act 2013 (which was enacted on
July 17, 2013) introduces the United Kingdom’s first
general anti-abuse rule (‘‘GAAR’’) for tax purposes.
The rule provides for the counteraction of abusive tax
arrangements by the making of such adjustments as
may be just and reasonable. ‘‘Tax arrangements’’ are
defined broadly as being any arrangements with re-
spect to which it would be reasonable to conclude that
the obtaining of a tax advantage was a main purpose
or one of the main purposes of the arrangements.

Given how widely ‘‘tax arrangements’’ is defined, the
application of the test is likely therefore to revolve
around whether arrangements are viewed as ‘‘abu-
sive.’’ This will be the case if they cannot reasonably be
regarded as a reasonable course of action in relation
to the relevant legislative provisions in the light of all
the circumstances, including the principles underly-
ing the legislation, whether the arrangements involve
one or more contrived or abnormal steps, and
whether the arrangements were intended to exploit
any shortcomings in those legislative provisions. The
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fact that the arrangements do not accord with their
economic substance may be indicative of abuse. Con-
versely, arrangements that accord with established
practice and that HMRC has indicated its acceptance
of will less likely be regarded as abusive.

Schedule 43 to the Finance Act 2013 constitutes the
GAAR Advisory Panel, to which HMRC must normally
refer cases in which it proposes to apply the GAAR.
Neither HMRC nor the taxpayer is bound by a deter-
mination of the GAAR Advisory Panel, but its opinion
must be taken into account by any court or tribunal
that subsequently considers the application of the
rule.

The Advisory Panel is also charged with the publica-
tion of guidance about the GAAR, which will be re-
viewed on an annual basis and which the courts must
take into account when considering the application of
the GAAR. The initial guidance was prepared by an in-
terim panel in April 2013. As the GAAR has been ex-
pressed to apply to only the most egregious examples
of tax avoidance, it is therefore unsurprising that it
does not apply to international structures involving
BEPS. As the guidance explains:

Many of these established rules of international
taxation are set out in double taxation treaties. These
cover, for example, the attribution of profits to
branches or between group companies of multi-
national enterprises, and the allocation of taxing
rights to the different states where such enterprises
operate. The mere fact that arrangements benefit
from these rules does not mean that the arrangements
amount to abuse, and so the GAAR cannot be applied
to them. Accordingly, many cases of the sort which
have generated a great deal of media and parliamen-
tary debate in the months leading up to the enactment
of the GAAR cannot be dealt with by the GAAR.32

The guidance does, however, note the OECD’s ongo-
ing work on BEPS and states that the GAAR could
counteract abusive arrangements intended to exploit
particular provisions in a tax treaty. The Government
has however, indicated its view that the GAAR does
not have the effect of overriding the United Kingdom’s
tax treaties.

G. Other rules

The United Kingdom has had controlled foreign com-
pany (‘‘CFC’’) rules since 1984. These were completely
overhauled in 2012,33 and refocused on the diversion
of profits away from the United Kingdom, consistent
with the move to a territorial corporation tax system
that exempted foreign dividends from taxation. As the
CFC rules are of limited relevance to inward invest-
ment into the United Kingdom, they are outside the
scope of this article.

H. Application to the factual scenario

The transfer pricing rules will apply to determine
whether the interest payable to FSub1 and FSub2, the
royalties payable to FSub3, and the purchase price
payable to FSub4 represent arm’s length provisions,
and therefore whether such payments are deductible.

At first blush, FSub5 does not appear to have a PE
in the United Kingdom, and therefore is not subject to
tax. If HCo is involved in the conclusion of contracts

between the customer and FSub5, HMRC may seek to
assert that it constitutes a PE of FSub5.

Alternatively, HMRC may seek to assert that FSub5
derives the opportunity to make sales from the activi-
ties of HCo in the United Kingdom, and thus impute a
royalty or service payment from FSub5 to HCo under
the transfer pricing rules. HMRC was successful in
making an argument along these lines (albeit in a
slightly different context) in DSG Retail v Revenue &
Customs Commissioners,34 which concerned a U.K.
company operating a chain of stores retailing electri-
cal goods, and its Isle of Man affiliate, which sold in-
surance policies and extended warranties with respect
to such products. The Special Commissioners (now
the Tax Chamber of the First Tier Tribunal) held that
this involved a provision between the two parties
(namely, the provision of a business opportunity by
the U.K. company to the Isle of Man company) that
potentially invoked the transfer pricing rules, even
where there was no direct contractual nexus between
the two companies, because the U.K. company con-
tracted with an unconnected U.K. insurance com-
pany, which then reinsured the majority of the risk
with the Isle of Man company.

The deductions with respect to interest payments to
FSub1 and FSub2 may also be subject to disallowance
by virtue of the unallowable purpose test. The arbi-
trage rules may operate to deny a deduction with re-
spect to payments on the investment from FSub2,
though only if the main purpose (or one of the main
purposes) behind the arrangement is the achieving of
a U.K. deduction. The rules will therefore not apply if
the real benefit of the hybrid is equity treatment in the
hands of FSub2 and if HCo can show that, had the ar-
bitrage opportunity not been available, FSub2 would
have made a straightforward loan to it. Depending
upon the nature and terms of the FSub2 instrument,
any payments on it may be deemed to be distributions
if any of the tests set out in II.C.2, above are satisfied.

If any of the FSub entities are subsidiaries of HCo
or otherwise controlled by it, the CFC rules would po-
tentially come into play, which could result in the
profits of the relevant entities being apportioned to
HCo for corporation tax purposes. If, however, this is
not the case, HMRC’s only weapons for attacking the
arrangements involving FSub3, FSub4 and FSub5 will
be the transfer pricing rules or asserting that one of
the entities has a PE in the United Kingdom. The fact
pattern suggests that there may be evidence to bolster
such an assertion in relation to FSub5, but not in rela-
tion to the other entities.

II. Proposed U.K. rules to combat base erosion and
profit shifting

Unsurprisingly, politicians of all persuasions have lost
no opportunity to condemn base erosion and profit
shifting and companies that are perceived to have en-
gaged in it, and to propose urgent action. At the Davos
conference in January 2013, Prime Minister David
Cameron stated that ‘‘any businesses who think that
they can carry on dodging [their] fair share or that
they can keep on selling to the UK and setting up ever-
more complex tax arrangements abroad to squeeze
their tax bill right down — well, they need to wake up
and smell the coffee, because the public who buy from
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them have had enough.’’35 This remark was widely in-
terpreted as a reference to one well-known coffee
company in particular, whose tax arrangements had
been the subject of investigation by the House of Com-
mons Public Accounts Committee.

Talk, however, is cheap and it is equally unsurpris-
ing that the political rhetoric has not been accompa-
nied by any constructive proposals for reform. The
investigation by the Public Accounts Committee’s re-
sulted in a relatively superficial report36 that exhorted
the government to ‘‘police our tax borders more effi-
ciently’’ and ‘‘lead international efforts. . .to reform
the way in which multinational companies are able to
transfer earnings overseas,’’ as well as demanding
HMRC take a more aggressive approach to enforcing
transfer pricing but did not attempt to wrestle with
the complexities of the issues. The House of Lords
Economic Affairs Committee has been undertaking a
more in-depth review of the question ‘‘Taxing corpora-
tions in a global economy: is a new approach needed?’’
but has yet to publish a report.

The Government’s approach is equally difficult to
discern. In its 2013 Budget statement, the government
stated that it was ‘‘determined to take steps to ensure
that domestic and multinational companies pay their
fair share of tax and do not engage in aggressive tax
planning.’’37 However, the government only indicated
its intention to work to tackle these issues through the
G20 and the OECD; it did not indicate what approach
it would be advocating in those forums.

It is not altogether surprising that the Government
has not been able to articulate a concrete agenda for
addressing BEPS. Until recently, its corporate tax
agenda has been explicitly designed to increase the at-
tractiveness of the U.K. tax system in order to show
that the United Kingdom was ‘‘open for business,’’38

rather than introducing aggressive anti-BEPS mea-
sures that would risk encouraging the opposite im-
pression. Indeed, some observers have suggested that
several of the reforms introduced as part of this
agenda have the effect (and possibly even the object)
of encouraging companies to shift profits into the
United Kingdom from other, higher tax jurisdictions.
The measures most often mentioned in this regard are
the reduction in the main rate of corporation tax to 20
percent from 2014-15, the ‘‘patent box,’’ which intro-
duces a 10 percent rate of tax for profits from qualify-
ing patents39 and the CFC partial exemption for
finance companies, which can result in an effective
tax rate of 5 percent for certain intra-group financing
activities carried on offshore.

For this reason, the United Kingdom’s principal re-
sponse to BEPS is likely to involve the implementa-
tion of changes agreed in multilateral fashion through
the OECD, rather than the introduction of unilateral
changes to the U.K. tax code. The Exchequer Secre-
tary to the Treasury,40 David Gauke, recently indicated
in Parliament that the definition of ‘‘permanent estab-
lishment’’ as it applies to digital businesses might be
an early focus of the OECD discussions:

The point was raised about the definition of ‘‘perma-
nent establishment.’’ That is set out not just in domes-
tic legislation, but in international law. We have led
the way in encouraging the OECD to look at what
needs to be done to improve the international situa-
tion, to make sure that the base erosion and profit-

shifting work can ensure that the tax rules are all up
to date for [the] internet world.41

If, however, corporate tax avoidance remains a
matter of public concern and no early consensus
emerges from the OECD, some educated guesses can
perhaps be made about changes of a unilateral nature
that the government might make to the corporation
tax code. One approach could be to address the fact,
mentioned above, that the United Kingdom’s ap-
proach to finding PEs and intangible assets is argu-
ably more generous than other developed nations that
adhere to the OECD standard. As the relevant U.K.
legislation already adheres to the OECD standard, this
could be achieved by a change in practice rather than
a change in law.

A more significant change would be to review the
United Kingdom’s regime for relieving interest and fi-
nancing costs, which, in some respects, now looks sig-
nificantly more generous than that of other developed
nations. Whilst, as outlined above, U.K. companies
are subject to a number of provisions governing the al-
lowability of interest (including the application of the
arm’s length standard to connected party debt), it has
been observed that where high-profile British compa-
nies have been acquired by foreign multinationals or
private equity funds, the takeover is often accompa-
nied by a ‘‘gearing up’’ of the company with debt, with
the resultant interest expense reducing the company’s
corporation tax liability for future periods.

Some commentators have also concluded the
United Kingdom’s generous relief for interest expense
provides unhealthy bias towards debt finance over the
use of equity, thus exacerbating the effect of the credit
crunch in recent years. One such commentator was
George Osborne, formerly the Conservative Party’s
chief spokesman on economic affairs and, since the
2010 general election, the Chancellor of the Exche-
quer and thus the man with overall responsibility for
the tax system. Before entering government he ex-
pressed a desire to reduce the reliance of companies
‘‘on debt and leverage to increase returns — assisted
by reducing the bias in our corporate tax system
against equity and towards debt financing.’’42 This en-
couraged speculation that a future Conservative gov-
ernment would seek to impose further restrictions on
interest deductibility.

After entering government, the Conservative Party
and Mr Osborne rapidly backed away from the idea —
the Treasury’s ‘‘road map’’ for corporate tax reform
published in November 201043 stated that the govern-
ment viewed the current rules as a ‘‘competitive ad-
vantage’’ and that it would be difficult to design
workable rules to restrict relief for interest that were
fair for all businesses without creating complexity and
uncertainty.

This remains the Government’s official position, but
as other European governments impose increasingly
tight restrictions on debt deductions, the U.K. regime
is coming to be seen by some as over-competitive. Mr
Osborne’s remarks in 2009 may provide intellectual
cover for a change of policy should the government
wish to head in that direction.
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III. The author’s proposals for the OECD BEPS
project

An apocryphal story tells of a driver, lost many miles
from his destination in a remote part of the country,
stopping to ask directions from a local passer-by, to be
met by the response ‘‘Well, I wouldn’t start from here.’’
When asked how to reform the international corpo-
rate tax system, it is very tempting to deliver a similar
response. The existing regime was largely developed
in the 1920s when the United Kingdom was at centre
of a global empire. Despite some evolution in the in-
tervening period, it is hardly surprising that it comes
under some strain nearly a century later when old em-
pires have dissolved, world trade operates on a multi-
polar basis, technology and intangibles have become
ever more important, and multinationals structure
themselves in a very different way. The system may no
longer work for the United Kingdom as it once did —
but it no longer works for a lot of other countries as
well.

The existing model is widely seen as favouring the
country of residence over the source country in allo-
cating profits — a reflection of the fact that the OECD
model was developed and influenced largely by the
capital exporting nations such as the United Kingdom
and the United States. This balance has increasingly
been challenged by the BRICS countries in recent
years and is already undergoing review by the OECD
in relation to the taxation of intangibles. Given the im-
portance of intangible assets in relation to BEPS, it is
clear that these need to be a focus of the project, and
that greater clarity needs to be achieved as to how
profits arising from intangibles are allocated as
among the country of sale, the country in which the
intangibles are developed and the country in which
the intangibles are owned.

A related issue is the question of jurisdiction to tax.
The fact that the internet now allows companies to
generate very significant levels of revenue in a particu-
lar territory without having a PE there highlights the
problems associated with defining the existence of a
taxable presence by reference to a fixed physical pres-
ence in a territory. Historically, this was the only sen-
sible approach as nation states were unable to enforce
taxes outside their own borders, but with the growth
of exchange of information and mutual assistance
provisions in tax treaties, this is no longer the obstacle
it once was. The European VAT system already pro-
vides for cross-border services to be taxed where the
consumer is based and countries such as India al-
ready seek to tax the systematic provision of services
in their territory other than through a PE. It is pos-
sible to see how these principles could be extended to
allow source states greater taxing rights, particularly
in relation to e-commerce, though the United King-
dom may not be the strongest proponent of this ap-
proach; as the United Kingdom is the home of a
number of multinationals and thus, to a considerable
extent, a ‘‘residence’’ state rather than a ‘‘source’’ state,
it may lose more than it gains from any such change.

The definition of corporate residence may be less
easy to fix. Definitions based on incorporation (as
used in the United States) as well as those based on
central management and control (as found in the
United Kingdom and Commonwealth countries) have

proved prone to manipulation, but any other defini-
tion will potentially give rise to greater uncertainty. If,
however, there is a shift towards more taxation of in-
tangibles where they are developed and exploited
along the lines suggested above, this may reduce the
pressure on the definition of residence, which poses
considerable problems under the existing rules.

Some commentators have proposed adopting some
form of formulary apportionment, as already used
within the United States for state income tax purposes
and as proposed by the European Commission for the
purposes of its common consolidated corporate tax
base. This has a superficial appeal in so far as it elimi-
nates the opportunities for mismatches among juris-
dictions participating in the common system, though
the fact that the U.S. states have not managed to adopt
a consistent formula for apportioning profits some-
what militates against this. Whilst the author is not
qualified to comment on the U.S. experience of formu-
lary apportionment, anecdotal evidence suggests that
it is no panacea and, in many respects, no easier to op-
erate than the existing system.44

Critically, however, to operate effectively, a formu-
lary apportionment system requires broad agreement
among a sufficient number of participating jurisdic-
tions. Given the difficulty of persuading EU Member
States to agree even to an elective common consoli-
dated corporate tax base regime, the prospects of get-
ting worldwide agreement appear slim to non-existent
— and any partial implementation would result in
multinationals having to operate formulary appor-
tionment within the countries operating the common
tax base and the arm’s length standard elsewhere,
which might make the opportunities for BEPS even
greater.

Adopting a common tax base also removes corpo-
rate tax from the political arena, with democratically
elected politicians becoming unable to change the cor-
porate tax base to achieve economic objectives or in
line with public opinion. Whilst many practitioners
may welcome some relief from incessant political
meddling with the tax system, there is something to be
said for the argument that democracy is the worst
system of government apart from all the others, and
recent experience of a common monetary policy ap-
plied to the widely differing economies of the Euro-
zone does not fill the author with conviction that a
common fiscal system will be any more effective.

The arm’s length system is, for all its faults, the
system we have and too many organisations and
countries (not least the United Kingdom) have too
much invested in it for it to be discarded. However, el-
ements of a formulary approach are likely to creep
into the existing arm’s length approach, with increas-
ing use of the profit split method in the absence of ap-
propriate comparables.

This approach may help address some of the ac-
knowledged shortcomings of the arm’s length system.
Other changes are likely to be of a piecemeal nature:
increased co-operation among jurisdictions to close
some of the opportunities for arbitrage and mis-
matches, and reforms to model treaties to prevent
treaty-shopping and double non-taxation and to
update treaty concepts to reflect the economy of the
21st century. Given the impracticality of a ‘‘big bang’’
solution like formulary apportionment, this more in-
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cremental approach may be the most realistic way in
which the current challenges to the corporate tax
system can be addressed.
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I. Current U.S. rules to prevent base erosion and
profit shifting

T he United States currently has in place — in
the U.S. Internal Revenue Code of 1986 (the
‘‘Code’’), in U.S. Treasury regulations, in extra-

statutory doctrines and in U.S. income tax treaties —
an array of rules to prevent, or at least limit, base ero-
sion and profit shifting. Some of these rules apply gen-
erally and some apply only in the context of an income
tax treaty.

A. Rules not limited to the treaty context

1. Arm’s-length pricing — § 482

The most important rules the United States has in
place to deal with base erosion and profit shifting are
those under § 482 of the Code.1 These rules, as inter-
preted at length in U.S. Treasury regulations, seek to
ensure that a taxpayer’s transactions with related par-
ties are at arm’s-length. The rules seek to prevent
profit shifting, which is viewed by the OECD BEPS
report as a form of base erosion. The U.S. Department
of the Treasury (‘‘Treasury’’) and the Internal Revenue
Service (‘‘IRS’’) have been working on refining the
transfer pricing regulations under § 482 for at least 45
years. Currently there are hundreds of pages of regu-
lations, dealing with the following topics: (1) alloca-
tion of income and deductions among taxpayers;2 (2)
determination of taxable income in specific situa-
tions;3 (3) methods to determine taxable income in
connection with a transfer of tangible property;4 (4)
methods to determine taxable income in connection
with a transfer of intangible property;5 (5) compa-
rable profits method;6 (6) profit split method;7 (7)
methods to determine taxable income in connection
with a cost sharing arrangement;8 (8) examples of the
best method rule;9 and (9) methods to determine tax-
able income in connection with a controlled services
transaction.10

In addition to the extensive guidance on what con-
stitutes arm’s-length pricing, there are two penalties
under § 6662 to encourage compliance with the arm’s-

length standard. Under one penalty, if a taxpayer uses
for a related-party transaction a price that is 200 per-
cent or more, or 50 percent or less, of the correct price
(determined under § 482), then the amount of the tax
deficiency attributable to such valuation misstate-
ment is generally subject to a penalty of 20 percent.11

If the price is 400 percent or more, or 25 percent or
less, then the penalty is generally 40 percent.12

Under a second penalty, if the net § 482 transfer
price adjustment for a taxable year exceeds the lesser
of USD 5,000,000 or 10 percent of the taxpayer’s gross
receipts, then the amount of the tax deficiency attrib-
utable to such adjustment is generally subject to a
penalty of 20 percent.13 If the net § 482 transfer price
adjustment exceeds the lesser of USD 20,000,000 or 20
percent of the taxpayer’s gross receipts, then the pen-
alty is generally 40 percent.14 The term ‘‘net § 482
transfer price adjustment’’ means the net increase in a
taxpayer’s taxable income for a taxable year that re-
sults from adjustments under § 482 to prices for prop-
erty or services (or for the use of property).15

However, such a net increase in taxable income is gen-
erally not taken into account if the taxpayer had docu-
mentation in existence at the time the income tax
return was filed that established that the pricing used
was reasonable.16 (A taxpayer cannot escape the pen-
alty under the reasonable cause and good faith excep-
tion of § 6664(c).17)

2. Limitation on interest deductions — § 163(j)

The primary impetus for the enactment of § 163(j) in
1989 was the notion that foreign corporations were
‘‘loading up’’ their U.S. subsidiaries with debt in order
to increase the subsidiaries’ interest deductions,
thereby reducing their taxable income for U.S. tax
purposes.18 Generally under § 163(j), if a corpora-
tion’s debt/equity ratio exceeds 1.5 to 1, then the cor-
poration is denied a deduction for disqualified interest
to the extent of the corporation’s excess interest ex-
pense.19

Generally, ‘‘disqualified interest’’ is interest paid by
the corporation: (1) to a related person if the related
person is not subject to U.S. income tax on that inter-
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est;20 or (2) to an unrelated person if the unrelated
person is not subject to a U.S. gross basis tax on that
interest and there is a disqualified guarantee of the
debt pursuant to which the interest is paid.21 Gener-
ally, a ‘‘disqualified guarantee’’ is a guarantee by a re-
lated foreign person or by a related tax-exempt
organisation.22

Basically, ‘‘excess interest expense’’ is the amount by
which the corporation’s net interest expense for the
taxable year exceeds 50 percent of the corporation’s
adjusted taxable income for the taxable year.23 For
this purpose, ‘‘net interest expense’’ is the excess of the
interest paid by the corporation during the taxable
year over the amount of interest income includible in
the corporation’s gross income for that taxable year,24

and ‘‘adjusted taxable income’’ is the taxable income
of the corporation for the taxable year computed with-
out regard to: (1) any deduction for net interest ex-
pense; (2) any net operating loss deduction under
§ 172; and (3) any deduction for depreciation, amorti-
sation or depletion.25

3. Controlled foreign corporation regime —
§ § 951-965

The United States has a controlled foreign corpora-
tion (‘‘CFC’’) regime26 under which a U.S. corporation
might be subject to current taxation on all or part of
the income realised by a foreign subsidiary (a CFC27),
even though the value of that income is not yet consid-
ered distributed to the U.S. corporation. This CFC
regime may be considered an ‘‘outbound’’ base ero-
sion rule. Two main types of income are subject to cur-
rent taxation under the CFC regime: (1) income from
assets or activities that can be easily moved to low-tax
jurisdictions; and (2) income from certain transac-
tions between related persons.28

The first main type of income consists of: (1) insur-
ance income;29 and (2) foreign personal holding com-
pany income (‘‘FPHCI’’).30 The latter is often referred
to as passive income, even though it can be derived in
the active conduct of a trade or business. Exceptions
are provided for a CFC engaged in an active insurance
or banking business.31

FPHCI consists of the following categories of
income: (1) dividends, interest, royalties, rents and
annuities (other than royalties and rents derived in
the active conduct of a trade or business from unre-
lated parties);32 (2) the excess of gains over losses
from the sale or exchange of property (other than in-
ventory property) that: (a) gives rise to income de-
scribed in (1) other than property that gives rise to
income not treated as FPHCI because of the excep-
tions for active insurance and banking businesses; (b)
is an interest in a trust, partnership, or REMIC; or (c)
does not give rise to any income;33 (3) the excess of
gains over losses from certain transactions in com-
modities (including futures, forward and similar
transactions);34 (4) the excess of foreign currency
gains over foreign currency losses attributable to ‘‘sec-
tion 988 transactions’’35 (other than transactions di-
rectly related to the business needs of the CFC);36 (5)

income equivalent to interest, including income from
commitment fees (or similar amounts) for loans actu-
ally made;37 (6) net income from certain notional
principal contracts;38 (7) payments in lieu of divi-
dends that are made pursuant to an agreement to
which § 1058 applies (relating to transfers of securi-
ties under certain agreements);39 and (8) certain
income from personal service contracts.

40

Certain exceptions and special rules for FPHCI are
provided in § 954(c)(2)-(6).41

The second main type of income (income from cer-
tain transactions between related persons) was appar-
ently included as Subpart F income as a backstop to
§ 482 (relating to arm’s-length pricing for transactions
between related persons). Thus, in cases where Con-
gress felt taxpayers were playing fast and loose with
the rules for related-party pricing, Congress simply
provided that the income allocated to a CFC as a result
of such rules is currently taxed to the CFC’s U.S. share-
holders. This second main type of income consists of:
(1) foreign base company sales income;42 (2) foreign
base company services income;43 and (3) foreign base
company oil related income.44 (These three categories
plus FPHCI together constitute foreign base company
income.45) The first two categories explicitly involve
transactions with related parties and the third cat-
egory implicitly does.46

4. Anti-expatriation rules — § 7874

Section 7874, which provides a ‘‘meat-axe’’ approach
to corporate expatriations, may also be considered an
‘‘outbound’’ base erosion rule. Its basic purpose is to
prevent U.S. multinational groups from escaping the
onerous international tax rules of the Code by expatri-
ating to a more tax-friendly jurisdiction.

Under the basic rule of § 7874 (the ‘‘80 percent
rule’’), which is somewhat hidden in the statutory lan-
guage,47 if: (1) what would otherwise be a foreign cor-
poration completes after March 4, 2003, the direct or
indirect acquisition of substantially all of the proper-
ties held directly or indirectly by a U.S. corporation;48

and (2) after the acquisition at least 80 percent of the
stock (by vote or value) of the foreign corporation is
held by former shareholders of the U.S. corporation
by reason of holding stock in the U.S. corporation,
then the foreign corporation is treated as a U.S. corpo-
ration for U.S. income tax purposes.49 Thus, if the 80
percent rule applies to a corporate expatriation, the
corporate ‘‘expatriation’’ will be ineffective because
the multinational group will still have, for U.S.
income tax purposes, a U.S corporation as its
parent.50

The statute provides an exception to the 80 percent
rule but the exception has been practically eviscerated
by regulations. Under § 7874(a)(2)(B)(iii), the 80 per-
cent rule will not apply if, after the acquisition, the
‘‘expanded affiliated group’’ (within the meaning of
§ 7874(c)(1)) that includes the new parent corpora-
tion has ‘‘substantial business activities’’ in the foreign
country in which the new parent corporation is organ-
ised, when compared to the total business activities of
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the expanded affiliated group. Pursuant to Regs.
§ 1.7874-3T(b), issued on June 7, 2012,51 an expanded
affiliated group meets the substantial business activi-
ties exception only if the amounts of the group’s em-
ployees, employee compensation, assets and income
in the foreign country in which the new parent corpo-
ration is organised are at least 25 percent of the
group’s total for each category. For most U.S. multina-
tional groups, it will be very difficult to meet these 25
percent tests. Thus, for the most part, the exception to
the 80 percent rule has been written out of the statute
by the regulations.

5. Economic substance doctrine — § 7701(o)

Section 7701(o) codifies the long-standing economic
substance doctrine52 by providing that, in any case in
which the economic substance doctrine is relevant to
a transaction (determined under existing judicial
precedents), the transaction will be considered to
have economic substance only if: (1) the transaction
changed the taxpayer’s economic position in a mean-
ingful way (other than as a result of U.S. income tax
effects); and (2) the taxpayer had a substantial pur-
pose (apart from that of achieving U.S. income tax ef-
fects) for entering into such transaction. (For this
purpose, any state or local income tax effect that is re-
lated to a U.S. income tax effect will be treated in the
same manner as a U.S. income tax effect.) The poten-
tial for profit of a transaction may be taken into ac-
count for this purpose ‘‘only if the present value of the
reasonably expected pre-tax profit from the transac-
tion is substantial in relation to the present value of
the expected net tax benefits that would be allowed if
the transaction were respected.’’ In determining pre-
tax profit, fees and foreign taxes incurred in connec-
tion with the transaction are taken into account as
expenses.

Under § 6662(b)(6), a 20 percent penalty is imposed
on an understatement attributable to a transaction
lacking economic substance, provided the relevant
facts affecting the tax treatment of the transaction
were adequately disclosed; if they were not, then
under § 6662(i) the penalty is increased to 40 percent.

6. Extra-statutory principles

Over the years the IRS has developed a number of
principles or ‘‘doctrines’’ (in addition to the economic
substance doctrine) aimed at preventing what the IRS
considers unintended tax benefits and these principles
have been blessed, to one extent or another, by the
courts. These principles are not found explicitly in the
Code, but are considered needed to implement Con-
gressional intent and thus perhaps may be considered
to be in the Code implicitly. There is considerable
overlap among the principles, and in some cases one
principle might wholly include another. Although
each principle has its own formulation and its own
nuances, the themes that the principles revolve
around are substance and business purpose.

The extra-statutory principles are: (1) substance-
over-form, under which one looks at the actual rights
and obligations of the parties to determine the tax
consequences of a transaction rather than the ‘‘ap-
pearance’’ of the transaction or the labels placed upon
it by the parties; (2) Occam’s razor, under which if par-
ties to a transaction could have accomplished their
objectives in a much simpler way and the way chosen
had no business purpose, the tax consequences of the
transaction will be determined as if the parties had
followed the simpler approach;53 (3) step transaction,
under which if a number of steps have been followed
by a taxpayer but they are all interdependent, the
steps will be combined and the taxation of the trans-
action will be based on the net effect;54 and (4) sham
transaction, under which a transaction (or a tax unit
involved in the transaction) will be disregarded if the
transaction (or tax unit) is considered meaningless
and of no substance.55

7. Disclosure requirements

Treasury has promulgated regulations that require a
taxpayer to disclose ‘‘reportable transactions’’ on its
income tax return.56 Generally, reportable transac-
tions are transactions that Treasury considers to be of
dubious merit, and the disclosure requirement is in-
tended to deter taxpayers from actually entering into
them. Reportable transactions consist of: (1) listed
transactions (transactions that the IRS has deter-
mined to be tax avoidance transactions and has iden-
tified by notice, regulation or other form of published
guidance as a listed transaction); (2) confidential
transactions (transactions that are offered to a tax-
payer under conditions of confidentiality and for
which the taxpayer has paid an advisor a minimum
fee (which, depending on the type of taxpayer, may be
as low as USD 60,000)); (3) transactions with contrac-
tual protection (transactions for which the taxpayer
or a related party has the right to a full or partial
refund of fees if all or part of the intended tax benefits
from the transactions are not sustained and transac-
tions for which fees are contingent on the taxpayer’s
realisation of tax benefits from the transactions); (4)
loss transactions (transactions resulting in the tax-
payer claiming certain losses under § 165); and (5)
transactions of interest (transactions that the IRS has
identified by notice, regulation or other form of pub-
lished guidance as transactions of interest).

In addition, Schedule UTP must be filed by large
corporate taxpayers to report certain types of uncer-
tain tax positions, a term that is generally defined by
reference to the meaning it has for financial account-
ing purposes.

B. Rules for the treaty context

1. Limitation on Benefits article – Article 22 of the
U.S. Model

To prevent base erosion through the granting of tax
treaty benefits to a treaty resident that is not consid-
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ered to have a sufficient nexus to the foreign Contract-
ing State, Treasury insists on having a Limitation on
Benefits (‘‘LOB’’) article in any newly negotiated tax
treaty. Under Article 22 (Limitation on Benefits) of
Treasury’s 2006 U.S. Model Tax Convention on
Income (the ‘‘U.S. Model’’), a company57 that is a resi-
dent of one of the Contracting States will generally not
qualify for benefits under the treaty unless it: (1)
meets the publicly traded exception; (2) is a subsidiary
of five or fewer companies that meet the publicly
traded exception (provided that, in the case of indirect
ownership, each intermediate owner is a resident of
either the United States or the other Contracting
State); (3) it meets the ownership/base erosion excep-
tion; (4) it meets the active trade or business excep-
tion; or (5) the Competent Authority of the
Contracting State from which benefits are desired de-
termines that the establishment, acquisition or main-
tenance of the company and the conduct of its
operations did not have as one of its principal pur-
poses obtaining benefits under the treaty.

2. Concept of ‘‘beneficially owned’’

Under Articles 10(2), 11(1), and 12(1) of the U.S.
Model, a Contracting State provides benefits with re-
spect to dividends, interest and royalties arising in
that Contracting State and ‘‘beneficially owned’’ by a
resident of the other Contracting State. With respect
to each of these articles, the Technical Explanation
prepared by Treasury for the U.S. Model provides that
the term ‘‘beneficial owner’’ is defined under the inter-
nal law of the State of source (but also indicates that a
nominee or agent is not a beneficial owner). Although
it is not altogether clear what is the domestic law of
the United States to which one looks in determining if
an item of income is beneficially owned,58 presumably
it would involve the economic substance doctrine and
the extra-statutory principles, discussed above, and
the anti-conduit rules of § 7701(l), discussed in I.B.5.,
below.

3. Limitation on Benefits rovision for the branch
profits tax — § 884(e)

Section 884 applies to U.S. branches of foreign corpo-
rations and imposes a branch profits tax of 30 percent
on deemed remittances (‘‘dividend equivalent
amounts’’) as if they were dividends from a U.S. sub-
sidiary.59 The section also treats the U.S. branch’s de-
ductible interest expense as interest expense incurred
by a U.S. corporation and imposes a tax of 30 percent
in appropriate circumstances.60 In addition, § 884(e)
contains an LOB ‘‘article’’ that indicates when a for-
eign corporation can avail itself of a tax treaty in order
to escape the branch profits tax. Under § 884(e), in
order to take advantage of a U.S. tax treaty with a for-
eign country, the foreign corporation must be a ‘‘quali-
fied resident’’ of that foreign country. This LOB
provision is clearly patterned after early versions of
LOB articles in U.S. tax treaties. The LOB provision in
§ 884(e) also applies for purposes of determining if a

foreign corporation (either the payor or the payee of
interest) can avail itself of a tax treaty in order to
escape the tax on the branch’s interest.61

4. Hybrid entity rules — § 894(c)

Section 894(c) and Regs. § 1.894-1(d) have special
rules for ‘‘hybrid entities,’’ i.e., entities (or amalgama-
tions of entities) that are taxed at one level (entity level
or owner level) for U.S. income tax purposes and at
the other level for purposes of a foreign treaty part-
ner’s income tax. Under the principles of those rules,
if, under its internal law, the United States views a
U.S. person as realising income for purposes of a tax
treaty, then that is generally the end of the matter and
treaty benefits do not apply (except for benefits the
United States might give to its own residents). How-
ever, if the United States does not view the income as
realised by a U.S. person, then one determines if the
foreign Contracting State would view the income as
realised by a resident of that State. If the foreign Con-
tracting State reasonably views the income as realised
by one of its residents, then the United States will go
ahead and allow treaty benefits. On the other hand, if
the foreign Contracting State does not view the
income as realised by one of its residents, then the
United States will defer to the determination of the
foreign Contracting State and no treaty benefits will
be allowed (at least under the tax treaty with that for-
eign Contracting State). For example, if the United
States views an entity as a corporation incorporated
under the laws of Country X but Country X views the
entity as a partnership with partners who are nonresi-
dents of Country X, then the United States will not
view income realised by the entity as income realised
by a resident of Country X.

5. Anti-conduit rules — § 7701(l)

Section 7701(l) provides as follows:

(l) Regulations Relating to Conduit Arrangements. —
The Secretary may prescribe regulations recharacter-
izing any multiple-party financing transaction as a
transaction directly among any 2 or more of such par-
ties where the Secretary determines that such rechar-
acterization is appropriate to prevent avoidance of
any tax imposed by this title.

Section 7701(l) was implemented as an anti-treaty-
shopping provision through regulations issued under
§ 881, which regulations also apply for purposes of
§§ 871, 1441, and 1442. (Sections 881 and 871 impose
a gross 30 percent tax on certain U.S.-source income
derived by foreign persons, provided the income is not
effectively connected with a U.S. trade or business;
§§ 1441 and 1442 apply a 30 percent withholding tax
to ensure such tax is collected.) Regs. § 1.881-3(a)(1)
sets forth the general principle that the IRS is au-
thorised to disregard for certain purposes, including
for purposes of applying a U.S. tax treaty, ‘‘the partici-
pation of one or more intermediate entities in a fi-
nancing arrangement where such entities are acting
as conduit entities.’’
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For this purpose, a ‘‘financing arrangement’’ is gen-
erally a series of transactions through which one
entity (the ‘‘financing entity’’) transfers assets and an-
other entity (the ‘‘financed entity’’) receives assets if
the transfer and receipt are effected through one or
more other entities (‘‘intermediate entities’’) and there
are ‘‘financing transactions’’ linking the financing
entity, each of the intermediate entities, and the fi-
nanced entity.62 For this purpose, a ‘‘financing trans-
action’’ includes debt,

63
certain stock with debt

characteristics (most types of stock are not in-
cluded),

64
a lease or license,

65
and any other transac-

tion pursuant to which an entity transfers assets to a
transferee who is obligated to repay or return a sub-
stantial portion of the assets transferred, or the
equivalent in value.66

An intermediate entity is a ‘‘conduit entity’’ if: (1) its
participation in the arrangement reduces tax under
§ 881 (or § 871);67 (2) its participation is pursuant to a
tax avoidance plan;68 and (3) either: (a) the intermedi-
ate entity is related to the financing entity or to the fi-
nanced entity;69 or (b) the intermediate entity would
not have participated in the financing arrangement on
the terms it did with the financed entity but for the
terms on which the financing entity engaged in the fi-
nancing transaction with the intermediate entity.70 A
‘‘tax avoidance plan’’ is a plan one of the principal pur-
poses of which is the avoidance of tax imposed by
§ 881 or 871; the existence of a tax avoidance plan is
determined on the basis of all of the facts and circum-
stances and weighing all of the relevant evidence.71

C. Application to the factual scenario

The transfer pricing regulations under § 482 clearly
apply to determine if the interest paid by HCo to
FSub1 and FSub2, the royalties paid by HCo to
FSub3, and the price paid by HCo to FSub4 are arm’s-
length. Also, the ‘‘earnings-stripping’’ rules of § 163(j)
may apply to limit deductions for interest paid by HCo
to FSub1 and FSub2. Such rules would have no appli-
cation with respect to the royalties paid by HCo to
FSub3. The CFC regime and the expatriation rules of
§ 7874 deal solely with ‘‘outbound’’ base erosion and
thus would have no application to the factual scenario
at hand. It is possible that the economic substance
doctrine, the extra-statutory principles, the rules for
the treaty context (other than the LOB rule in
§ 884(e)), the disclosure rules for reportable transac-
tions, and Schedule UTP for uncertain tax positions
might have some application to the scenario but this
would depend on facts and circumstances not given in
the scenario.

It should be noted that there are no rules that would
deny deductions to HCo for interest paid to FSub2
simply because the interest is paid on a ‘‘hybrid’’ in-
strument.

It is unlikely that any of the base erosion rules dis-
cussed above would apply with respect to FSub5
(which has no presence in HC and presumably no
dealings with HCo). The only way in which FSub5
might be subject to U.S. income tax is if it were deriv-

ing U.S.-source income (that was ‘‘fixed or determin-
able annual or periodical income’’ under § 881).
Although the precise nature of FSub5’s income is not
given, it appears highly unlikely it would be U.S.-
source income, particularly if the foreign companies
making payments to FSub5 have no presence in the
United States.

II. Proposed U.S. rules to limit base erosion and
profit shifting

The proposals discussed below were not crafted with
the OECD BEPS project in mind but could be viewed
as intended to limit base erosion and profit shifting.

A. The President’s revenue proposals

Treasury’s General Explanations of the Administra-
tion’s Fiscal Year 2014 Revenue Proposals (the ‘‘Trea-
sury Green Book’’) was released on April 10, 2013. It
discusses the following proposals of the President that
may be considered to limit base erosion and profit
shifting.72

s Eliminate tax deductions for shipping jobs over-
seas.

s Defer deductions for interest expense that is treated
as related to foreign-source income that is not cur-
rently subject to U.S. income tax.

s Impose current U.S. tax on certain ‘‘excess returns’’
associated with intangibles transferred from the
United States to a CFC.

s ‘‘Clarify’’ the definition of ‘‘intangible property’’ for
purposes of §§ 482 and 367(d) and tighten the rules
regarding intangible property transfers.

s Disallow deductions for ‘‘non-taxed reinsurance
premiums’’ paid to foreign affiliates with respect to
U.S. risks in certain circumstances.

s Tighten the § 163(j) ‘‘earnings-stripping’’ rules for
certain expatriated entities.

B. Chairman Camp’s proposals

On October 26, 2011, Chairman Dave Camp (R-MI) of
the Committee on Ways and Means of the U.S. House
of Representatives released a discussion draft of tax
reform legislation. The draft would reduce the maxi-
mum corporate tax rate to 25 percent and would move
the United States to a largely territorial tax regime.
The draft includes the following three alternative op-
tions to address the potential for erosion of the U.S.
tax base.

s Create a new category of Subpart F income called
‘‘foreign base company excess intangible income’’
and tax certain ’’excess returns‘‘ associated with in-
tangibles transferred from the United States to a
CFC.

s Create a new category of Subpart F income called
‘‘low-taxed cross border foreign income’’ which
would include all gross income of a CFC except
income: (1) derived in the CFC’s home country in an
active business; or (2) subject to an effective rate of
foreign tax in excess of 10 percent.

s Treat all of a CFC’s foreign intangible income as a
new category of Subpart F income called ‘‘foreign
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base company intangible income’’ (subject to a
high-tax exception for income taxed at a rate
greater than 60 percent of the U.S. corporate tax
rate); in addition, provide a U.S. corporation a 40
percent deduction for foreign intangible income,
whether earned directly or indirectly as a Subpart F
income inclusion. (This would result in an effective
tax rate of 15 percent on such income of the U.S.
corporation.)

C. The Senate Finance Committee staff proposals

On May 9, 2013, the staff of the Finance Committee of
the U.S. Senate released a report, International Com-
petitiveness:Senate Finance Committee Staff Tax
Reform Options for Discussion. The report includes
the following possible ways to address base erosion.

s Immediately tax all income of relatively low-taxed
CFCs, except income from substantial activities in
foreign markets.

s Immediately tax income of a relatively low-taxed
CFC that exceeds the income of its multinational
group that is proportional to the CFC’s share of the
multinational group’s business operations, based
on factors such as the CFC’s tangible assets and pay-
roll.

s For a CFC’s income taxed below a minimum foreign
effective tax rate, immediately apply U.S. tax at a
designated minimum tax rate or full U.S. rates (sub-
ject to foreign tax credits in both cases), with an ex-
ception for income from sales or services in the
CFC’s country of incorporation.

s Immediately tax at, for example, a 15 percent rate
(subject to foreign tax credits) all intangibles-
related income of CFCs and their U.S. parent from
sales in foreign markets, with no further U.S. tax
upon repatriation.

s Immediately tax all income of CFCs at, for example,
a 15 percent rate (subject to foreign tax credits),
except for the amount spent on tangible capital
assets in the CFCs’ home countries.

s Immediately tax all income of relatively low-taxed
CFCs from sales of property or services used or con-
sumed in the United States.

s Immediately tax all income of relatively low-taxed
CFCs on intangible property transferred from a re-
lated U.S. party to the extent that it is deemed to
exceed a reasonable return.

s Apply the Subpart F rules separately to each foreign
business unit within, or controlled by, a CFC.

s Treat interest and royalties received from a related
CFC as Subpart F income regardless of whether the
payor derives its income from active business ac-
tivities.

s Include all earnings of CFCs in their U.S. parent
company’s income each year, with foreign tax cred-
its.

s Disallow interest expense deductions for a U.S. cor-
poration to the extent net interest expense exceeds,
for example, 25 percent of adjusted taxable income;
an exception would be provided for any U.S. tax-
payer that is not more highly leveraged than the
worldwide group of which it is a part; nondeduct-
ible interest could be carried forward and deducted
in future years.

s Restrict deductions for reinsurance premiums paid
to untaxed offshore affiliates.

s Restrict deductions for royalties paid to untaxed
offshore affiliates; for example, deductions for roy-
alties could be disallowed unless the effective tax
rate of the recipient is greater than 20 percent and
the recipient does not pay out the amount to an-
other related party that is taxable at a lower rate.

D. Additional proposals

1. Senator Levin’s proposals

On February 11, 2013, Senator Carl Levin (D-MI) in-
troduced in the U.S. Senate the Cut Unjustified Tax
Loopholes Act (S. 268). The bill includes the following
provisions that one might consider relate to base ero-
sion.
s Eliminate the ‘‘check-the-box’’ election for foreign

entities by adding to the definition of ‘‘corporation’’
in § 7701(a)(3) any foreign business entity that
either: (1) has a single owner that does not have lim-
ited liability; or (2) has one or more members all of
which have limited liability. (Under current law, a
foreign eligible entity can elect to be treated as a
flow-through entity rather than be taxed as a corpo-
ration.)

s Eliminate the § 954(c)(6) ‘‘look-through’’ rule for
dividends, interest, rents and royalties.

s Add new § 966, which would provide an income in-
clusion under Subpart F with respect to certain
loans to a U.S. shareholder from a CFC.

s Generally treat a foreign corporation that is either
publicly traded or has USD 50 million or more in
aggregate gross assets at any time during the tax-
able year or any preceding taxable year as a U.S.
corporation if the management and control of the
corporation occurs, directly or indirectly, primarily
in the United States, subject to an exception for cer-
tain CFCs.

s Direct the SEC to issue rules to require a company
issuing financial statements to include financial in-
formation on a country-by-country basis. Such re-
porting would include: (1) a list of all countries of
operation; (2) the number of employees physically
working in each country of operation; (3) the total
pre-tax gross revenues of each member of the issuer
group in each country of operation; (4) the total
amount of payments made to governments by each
member of the issuer group in each country of op-
eration; and (5) any other financial information
necessary or appropriate in the public interest or
for the protection of investors.

s Defer deductions for expenses that are treated as re-
lated to foreign-source income not currently sub-
ject to U.S. income tax.

s Impose current U.S. tax on certain ‘‘excess returns’’
associated with intangibles transferred from the
United States to a CFC.

s ‘‘Clarify’’ the definition of ‘‘section 197 property’’ for
purposes of §§ 482 and 367(d), tighten the rules re-
garding the valuation of intangibles and tighten the
rules regarding intangible property transfers.

s Tighten the § 163(j) ‘‘earnings-stripping’’ rules for
certain expatriated entities.

120 09/13 Copyright = 2013 by The Bureau of National Affairs, Inc. TM FORUM ISSN 0143-7941



2. Congressman Doggett’s proposals

On April 15, 2013, Congressman Lloyd Doggett (D-
TX) introduced in the U.S. House of Representatives
the International Tax Competitiveness Act of 2013
(H.R. 1555). The bill includes the following provisions
that one might consider relate to base erosion.

s Treat as U.S. corporations certain foreign corpora-
tions that meet either a public trading test or a gross
assets test and that are considered to be managed
and controlled in the United States, subject to an
exception for certain CFCs.

s Eliminate the application of the CFC § 954(c)(6)
‘‘look-through’’ rule to royalty income.

s Deny ‘‘disregarded entity’’ treatment (under the
‘‘check-the-box’’ rules) for purposes of applying the
rules relating to FPHCI to royalties.

s Extend the rules relating to foreign base company
sales income to cases where intangible property
made available by a related U.S. person contributes
to the production of personal property by a CFC.
Also on April 15, 2013, Congressman Doggett intro-

duced in the U.S. House of Representatives the Fair-
ness in International Taxation Act (H.R. 1556). The
bill would limit treaty benefits with respect to a de-
ductible related-party payment unless withholding tax
would have been reduced under an applicable tax
treaty if the payment had been made directly to the ul-
timate foreign parent of the related party.

3. Other proposals

On February 7, 2013, Senator Sanders (I-VT) intro-
duced in the U.S. Senate the Corporate Tax Dodging
Prevention Act (S. 250). The bill includes the follow-
ing provisions that one might consider relate to base
erosion.

s Repeal deferral by providing that Subpart F income
includes all income of a CFC derived from any for-
eign country.

s Generally treat a foreign corporation that is either
publicly traded or has USD 50 million or more in
aggregate gross assets at any time during the tax-
able year or any preceding taxable year as a U.S.
corporation if the management and control of the
corporation occurs primarily in the United States,
subject to an exception for certain CFCs.
On February 26, 2013, Senator Barbara Mikulski

(D-MD) introduced in the U.S. Senate the American
Family Economic Protection Act of 2013 (S. 388). The
bill would deny deductions for ‘‘specified outsourcing
expenses,’’ defined as certain expenses paid or in-
curred in connection with relocating a business unit
from the United States to a location outside the
United States. The earnings and profits of a CFC
would be determined without regard to any specified
outsourcing expenses.

On March 12, 2013, Congressman Cicilline (D-RI)
introduced in the U.S. House of Representatives the
Offshoring Prevention Act (H.R. 1086). The bill would
expand the definition of foreign base company sales
income to include ‘‘imported property income.’’ ‘‘Im-
ported property income’’ would be defined as income
derived from the following: (1) manufacturing, pro-

ducing, growing or extracting ‘‘imported property;’’
(2) the sale, exchange or disposition of imported prop-
erty; or (3) the lease, rental or licensing of imported
property. ‘‘Imported property’’ would be defined gener-
ally as property that is imported into the United States
by a CFC or a related person or, in certain cases, by an
unrelated person.

E. Application to the factual scenario

Most of the proposals discussed above relate to ‘‘out-
bound’’ base erosion and thus would have no impact
on the factual scenario at hand.

The President’s revenue proposals and Senator
Levin’s Cut Unjustified Tax Loopholes Act would
tighten the § 163(j) ‘‘earnings-stripping’’ rules for cer-
tain expatriated entities, but presumably FSub1 and
FSub2 do not constitute expatriated entities. The
Senate Finance Committee staff proposals contain a
proposal similar to § 163(j), with an exception for any
U.S. taxpayer that is not more highly leveraged than
the worldwide group of which it is a part.

One of the Senate Finance Committee staff propos-
als would restrict deductions for royalties paid to un-
taxed offshore affiliates. For example, deductions for
royalties could be disallowed, unless the effective tax
rate of the recipient is greater than 20 percent and the
recipient does not pay out the amount to another re-
lated party that is taxable at a lower rate. This pro-
posal could possibly affect the deduction of royalties
paid by HCo to FSub3.

The President’s revenue proposals and the Senate
Finance Committee staff proposals would disallow de-
ductions for ‘‘non-taxed reinsurance premiums’’ paid
to foreign affiliates with respect to U.S. risks in certain
circumstances; however, the factual scenario under
consideration does not involve the payment of rein-
surance premiums by HCo.

Congressman Doggett’s Fairness in International
Taxation Act would limit treaty benefits with respect
to a deductible related-party payment, unless with-
holding tax would have been reduced under an appli-
cable tax treaty if the payment had been made directly
to the ultimate foreign parent of the related party. This
proposal could possibly affect treaty benefits with re-
spect to HCo’s payments of interest and royalties to
FSub1, FSub2 and FSub3.

None of the proposals described above would have
any impact on FSub5.

III. The United States and the OECD BEPS Project

A. The U.S. view of the OECD BEPS Project

The United States is taking seriously the OECD BEPS
project but appears to be a less than enthusiastic par-
ticipant. The United States appears to be primarily in-
volved in order to prevent radical solutions and/or
unilateral measures. According to Manal Corwin,
former Deputy Assistant Secretary of the Treasury for
International Tax Affairs, ‘‘It has to be better to have
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the conversation to prevent incongruent domestic ac-
tions. We need to agree on the base and who gets pri-
mary tax jurisdiction. It is more dangerous to stay out
of the discussion than to become involved.’’73

On April 18, 2013, Danielle Rolfes, International
Tax Counsel at Treasury, stated that the United States
was very supportive of the BEPS project but then pro-
ceeded to describe ‘‘U.S. resistance to changing key as-
pects of the international tax regime of transfer
pricing and separate company accounting.’’74 Rolfes
stated, ‘‘We don’t want scope creep,’’ and indicated
Treasury would like ‘‘the focus of the base erosion
project to be on booking income in third countries
where the taxpayer has no activity, such as transfer-
ring intangibles to tax havens.’’75 She also stated that
‘‘Treasury will not countenance fundamental changes
to the permanent establishment [PE] rules’’ and that
‘‘[a]ny tweaking should not take the form of a digital
commerce PE.’’76

On May 10, 2013, Christopher Bello, Chief, Branch
6, IRS Office of Associate Chief Counsel (Interna-
tional), expressed concern about where the BEPS
project might go with respect to the OECD Transfer
Pricing Guidelines and that it might possibly require
‘‘additional substance beyond the contribution of cash
or the allocation of risk.’’77 Bello stated, ‘‘We are hear-
ing some people talking in these groups that maybe if
it is just a cash thing or taking on some risk, that that
is just something we are going to ignore,’’ and ‘‘others
in the discussions have found such talk ‘a little crazy’
and question why, if a transaction can be priced, it
should be disregarded.’’78

On May 11, 2013, Robert Stack, Deputy Assistant
Secretary of the Treasury for International Tax Affairs,
stated that U.S. involvement in the BEPS project is
‘‘not a question of choice. We’re not solo actors. If we
don’t engage constructively, countries will act.’’79

However, Stack did warn that ‘‘policymakers should
not give in to the pressure in ways that produce bad
rules and bad results’’ and the focus should be on ‘‘es-
tablishing rules that make sense and eliminate state-
less income.’’80

On July 19, 2013, the OECD issued its ‘‘comprehen-
sive action plan’’ for the BEPS project, which is actu-
ally quite similar to the February 12, 2013 OECD
BEPS report except that timelines have been added
for developing ‘‘actions’’ to address the perceived
problems.81 On the day the comprehensive action
plan was issued, Jacob J. Lew, U.S. Secretary of the
Treasury, issued a statement saying the plan ‘‘is a
major step toward addressing tax avoidance by multi-
national firms in the global economy and represents a
concerted effort to raise standards around the world.’’
He went on to say, ‘‘We must address the persistent
issue of ‘stateless income,’ which undermines confi-
dence in our tax system at all levels.’’82 On July 22,
2013, Henry Louie, Deputy International Tax Counsel
for Treaty Affairs at Treasury, stated that the purpose
of the BEPS project is to ‘‘identify problems and try to
solve them’’ and emphasised, ‘‘This is not a wholesale
rethinking of international tax principles.’’83

B. U.S. Proposals for the OECD BEPS Project

According to Manal Corwin, former Deputy Assistant
Secretary of the Treasury for International Tax Affairs,
the discussion should not be limited to inbound
issues, but should also address the outbound migra-
tion of intangibles and CFC rules.84 Danielle Rolfes,
International Tax Counsel at Treasury, has also em-
phasised a tightening of CFC rules as a solution to the
BEPS problem. On March 27, 2013, she stated that the
solution to BEPS in the United States and other major
economies ‘‘may be more comprehensive rules on
controlled foreign corporations rather than a major
overhaul of the country’s transfer pricing regime.’’85

On May 11, 2013, Robert Stack stated that ‘‘every-
one should have stronger CFC rules. To the extent that
the check-the-box rules weaken the system, the U.S. is
willing to put minimum tax and current taxation of
excess profits from migrated intangibles on the table
to get to a better place.’’86 He also stated that ‘‘[t]he
most constructive thing that the drafters of the action
plan can do is advocate changing the rules of the resi-
dence countries of multinationals so that tax havens
become less effective.’’87

However, in the factual scenario under consider-
ation, strengthening the CFC rules of FC would cer-
tainly not help HC derive more tax revenue. Moreover,
if FCo is a resident of a tax haven, FCo will not be
much impacted even if the tax haven does impose ‘‘rig-
orous’’ CFC rules (since the tax haven will be imposing
little, if any, tax on the ‘‘Subpart F income’’). In addi-
tion, as pointed out by Peter Madden of Sydney, any
tightening up of CFC rules would require some coun-
tries to adopt a new mindset. Madden noted that in
recent years the trend in countries such as the United
Kingdom and Australia has been ‘‘to narrow the appli-
cation of the CFC rules, rather than to strengthen
them, as countries compete to entice businesses to
locate their headquarters in the respective countries’
jurisdictions.’’88

With respect to transfer pricing, it is unlikely the
United States is going to have much to offer in the way
of changes since the United States has been working
on transfer pricing rules for over 45 years and it is not
going to come up with any earth-shaking recommen-
dations for transfer pricing in the next few months.
However, Robert Stack did state that even though the
United States ‘‘wants legal entities and legal contracts
made by multinationals to be respected. . ., more
analysis must be done on risk allocation, particularly
in the case of intangibles.’’89 After the issuance of the
OECD comprehensive action plan on July 19, 2013,
Michael McDonald, Financial Economist with Trea-
sury’s Office of Tax Analysis, said that the general rule
is the arm’s-length principle, but in certain cases ‘‘spe-
cial rules might be necessary — and those rules will
not necessarily be constrained by the arm’s-length
principle.’’90 However, he went on to caution that ‘‘if
you go too far down this road of doing something that
is contrary to the arm’s-length principle, there is a real
price to be paid.’’91
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With respect to PE rules, Robert Stack stated that
he ‘‘does not endorse different PE standards depend-
ing on the tax rate of the country of residence’’ and
‘‘[d]igital income is not something that needs to be
separately broken out;’’ however, he was open to some
tweaking of the standard.92 With respect to intragroup
interest, Stack stated that it ‘‘is a very active piece of
the project, and the action plan will set out various al-
ternatives to study and consider.’’93 He also stated that
there is ‘‘enormous global pressure to have more infor-
mation about the location of multinationals’ income
and profits’’ and that the OECD working parties are
looking at country-by-country reporting.94

C. The author’s proposals for the OECD BEPS Project

To be honest, it is not clear what the OECD means by
‘‘base erosion and profit shifting’’. (One bit of guidance
the OECD has given is that profit shifting is a type of
base erosion.) Without clear definitions, it is hard to
come up with solutions. For example, what if world
leaders got all hot and bothered about ‘‘schlufenput’’
and demanded that the OECD come up with an action
plan to deal with schlufenput. Isn’t it necessary to first
know what schlufenput is before you can come up
with solutions?

As far as the corporate tax base is concerned, each
country has rules to define its corporate tax base. If
taxpayers are not complying with the rules, that’s
called ‘‘non-compliance’’ and should be dealt with by
the tax authorities. If taxpayers are complying with
the rules and the politicians don’t like the results, then
they should change the rules — don’t get hot and both-
ered about taxpayers who are complying with the
rules.

One thing politicians apparently get upset about is
that multinational groups can change their worldwide
tax burden by simply setting up entities in different ju-
risdictions.95 There’s a simple solution to this — man-
datory ‘‘disregarded entity’’ treatment for all wholly
owned entities. Thus, a parent company and all of its
wholly owned subsidiaries would be treated as one tax
unit (person) for tax purposes and its taxation would
be the same regardless of whether the parent has set
up three subsidiaries or three hundred.

Another thing politicians get upset about is compa-
nies that have no residency anywhere.96 However, the
whole notion of ‘‘residency’’ for a company is prob-
lematic. In point of fact, there is no satisfactory means
to determine the residency of a company. Certainly,
place of organisation is inappropriate since this el-
evates form over substance and plays right into the
hands of tax havens. Place of ‘‘management and con-
trol’’ is not much better since this can also be easily ar-
ranged in a particular country. The location of
shareholders is also problematic since nowadays a
company’s shareholders may be located all over the
globe. Given the difficulty of determining the resi-
dence of a company, it simply should not be done —
treat all companies the same and don’t assign them a
residence.

A third thing politicians get upset about is so-called
‘‘abusive’’ transfer pricing.97 They claim that the
arm’s-length standard is so amorphous that compa-
nies can push the envelope on transfer prices and
‘‘shift’’ income from one jurisdiction to another.
There’s a solution to this also — worldwide formulary
apportionment. As stated by Marko Gruendig, the
proposed European Union Common Consolidated
Corporate Tax Base (‘‘CCCTB’’) would take care of a
lot of problems with base erosion.98 The same would
be true of worldwide formulary apportionment.

If the OECD is really serious about the problem of
‘‘base erosion and profit shifting’’, these three changes
should be high on its list of solutions. The first two,
mandatory ‘‘disregarded entity’’ treatment and elimi-
nation of residency for companies, are easy for coun-
tries to implement. The OECD could aid in the
implementation of the third by developing a Model
Apportionment Formula, which every country would
be expected to incorporate into its domestic law. The
existing OECD/Council of Europe Multilateral Con-
vention on Mutual Administrative Assistance in Tax
Matters (which, despite its name, is open to all coun-
tries99) could be used to resolve inconsistent applica-
tions of the formula to a particular taxpayer.
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1 All ‘‘§ ’’ references are to the Code, and all ‘‘Regs. § ’’ ref-
erences are to regulations issued thereunder by the U.S.
Department of the Treasury (and set forth in 26 CFR).
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6 Regs. § 1.482-5.
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10 Regs. § 1.482-9.
11 § 6662(e)(1)(B)(i); Regs. § 1.6662-6(a)(1) and (b)(1).
12 § 6662(h)(1) and (2)(A)(i) and (ii); Regs. § 1.6662-
6(a)(1) and (b)(2).
13 § 6662(e)(1)(B)(ii); Regs. § 1.6662-6(a)(1) and (c)(2).
Coordination between the two penalties is found in Regs.
§ 1.6662-6(f).
14 § 6662(h)(1) and (2)(A)(iii); Regs. § 1.6662-6(a)(1) and
(c)(3).
15 § 6662(e)(3)(A); Regs. § 1.6662-6(c)(1).
16 § 6662(e)(3)(B)(i) and Regs. § 1.6662-6(d)(2);
§ 6662(e)(3)(B)(ii) and Regs. § 1.6662-6(d)(3).
17 § 6662(e)(3)(D) and Regs. § 1.6662-6(c)(6).
18 Apparently not content with the application in this con-
text of the traditional analysis involving the debt/equity
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bitrary rules.
19 § 163(j)(1)(A).
20 § 163(j)(3)(A). If interest paid to a related person is sub-
ject to a reduced rate of tax under a tax treaty, then such
interest is considered disqualified interest to the extent of
the tax reduction. § 163(j)(5)(B).
21 § 163(j)(3)(B). Disqualified interest also includes ‘‘inter-
est paid or accrued (directly or indirectly) by a taxable
REIT subsidiary (as defined in section 856(l)) of a real
estate investment trust to such trust.’’ See § 163(j)(3)(C).
22 § 163(j)(6)(D)(i).
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26 §§ 951-965.
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been a U.S. person.
33 § 954(c)(1)(B).
34 § 954(c)(1)(C).
35 Defined in § 988(c)(1).
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speaks at major international conferences on PRC tax and investment. He 
is admitted to the bar in California, USA and Hong Kong. He speaks English 
and Chinese (Mandarin).

Peng Tao * 
DLA Piper Hong Kong

Peng Tao is Of Counsel in DLA Piper’s Hong Kong office. He focuses his 
practice on PRC tax and transfer pricing, mergers and acquisitions, foreign 
direct investment, and general corporate and commercial issues in China 
and cross-border transactions. Before entering private practice, he worked 
for the Bureau of Legislative Affairs of the State Council of the People’s 
Republic of China from 1992 to 1997. His main responsibilities were to draft 
and review tax and banking laws and regulations that were applicable na-
tionwide. He graduated from New York University with an LLM in Tax.

Alan Winston Granwell 
DLA Piper, Washington DC

Alan W. Granwell is a member of DLA Piper’s tax group, based in the Wash-
ington D.C. office. He has practised in the area of international taxation for 
40 years. He represents multinational groups and high net worth individu-
als investing or conducting business in the United States and abroad. His 
practice focuses on matters involving tax planning and related compliance 
and tax controversies, and he maintains an active administrative practice 
representing clients before the US Internal Revenue Service and the US 
Treasury Department, and advising on tax legislation. From 1981 through 
1984, Mr. Granwell was the International Tax Counsel and Director, Office of 
International Tax Affairs at the US Department of the Treasury.

DENMARK

Nikolaj Bjørnholm * 
Hannes Snellman, Copenhagen

Nikolaj Bjørnholm is a Copenhagen-based equity partner of pan-Nordic law 
firm Hannes Snellman. He concentrates his practice in the area of corpo-
rate taxation, focusing on mergers, acquisitions, restructurings and inter-
national / EU taxation. He represents US, Danish and other multinational 
groups and high net worth individuals investing or conducting business in 
Denmark and abroad. He is an experienced tax litigator and has appeared 
before the Supreme Court more than 10 times since 2000. He is ranked 
as a leading tax lawyer in Chambers, Legal 500, Who’s Who Legal, Which 
Lawyer and Tax Directors Handbook among others. He is a member of the 
International Bar Association and was an officer of the Taxation Commit-
tee in 2009 and 2010, the American Bar Association, IFA, the Danish Bar 
Association and the Danish Tax Lawyers’ Association. He is the author of 
several tax articles and publications. He graduated from the University of 
Copenhagen in 1991 (LLM) and the Copenhagen Business School in 1996 
(Diploma in Economics) and spent six months with the EU Commission (Di-
rectorate General IV (competition)) in 1991/1992. He was with Bech-Bruun 
from 1992-2010.

Christian Emmeluth * 
CPH LEX Advokater, Copenhagen

Christian Emmeluth obtained an LLBM from Copenhagen University in 1977 
and became a member of the Danish Bar Association in 1980. During 1980-
81, he studied at the New York University Institute of Comparative Law 
and obtained the degree of Master of Comparative Jurisprudence. Having 
practised Danish law in London for a period of four years, he is now based 
in Copenhagen.

FRANCE

Stéphane Gelin * 
CMS Bureau Francis Lefebvre, Paris

Stéphane Gelin is an attorney, tax partner with CMS Bureau Francis Lefe-
bvre, member of the CMS Alliance. He specialises in international tax and 
transfer pricing.

Thierry Pons * 
FIDAL, Paris

Thierry Pons is a partner with FIDAL in Paris. He is an expert in French and 
international taxation. Thierry covers all tax issues mainly in the banking, 
finance and capital market industries, concerning both corporate and in-
direct taxes. He has wide experience in advising corporate clients on inter-
national tax issues.
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Christophe Jolk 
CMS Bureau Francis Lefebvre, Paris

Christophe Jolk is an attorney with the International Tax department of CMS 
Bureau Francis Lefebvre

GERMANY

Dr. Jörg-Dietrich Kramer * 
Brühl

Dr. Jörg-Dietrich Kramer studied law in Freiburg (Breisgau), Aix-en-
Provence, Gottingen, and Cambridge (Massachusetts). He passed his two 
legal state examinations in 1963 and 1969 in Lower Saxony and took his 
L.L.M. Degree (Harvard) in 1965 and his Dr.Jur. Degree (Göttingen) in 1967. 
He was an attorney in Stuttgart in 1970-71 and during 1972-77 he was 
with the Berlin tax administration. From 1997 until his retirement in 2003 
he was on the staff of the Federal Academy of Finance, where he became 
vice-president in 1986. He has continued to lecture at the academy since 
his retirement. He was also a lecturer in tax law at the University of Giessen 
from 1984 to 1991. He is the commentator of the Foreign Relations Tax Act 
(Außensteuergesetz) in Lippross, BasiskommentarSteuerrecht, and of the 
German tax treaties with France, Morocco and Tunisia in Debatin/Wasser-
meyer, DBA. He maintains a small private practice as a legal counsel.

Dr. Rosemarie Portner * 
Deloitte & Touche GmbH Wirtschaftsprüfungsgesellschaft, 
Düsseldorf

Before joining private practice as a lawyer and tax adviser in 1993, Dr. 
Rosemarie Portner, LLM, worked as a civil servant for several State and 
Federal tax authorities, including in the Tax Counsel International’s office of 
the Federal Ministry of Finance. Her areas of practice are employee benefits 
and pensions with a focus on cross-border transactions, and international 
taxation (at the time she worked as a civil servant she was member of the 
German delegation which negotiated the German/US Treaty of 1989). She 
is member of the Practice Counsel of New York University’s International 
Tax Programme and a frequent writer and lecturer in her practice area.

Dr Lars Rehfeld 
Deloitte & Touche GmbH Wirtschaftsprüfungsgesellschaft, Düsseldorf

Lars is a director in the German Business Tax — Outbound practice. He 
specialises in the German tax aspects of outbound transactions as well 
as international tax planning, including tax-optimised cross-border struc-
turing and tax audit advisory and tax litigation procedures. His clients 
are German multinationals from a wide range of industries, including the 
chemicals industry. He has been involved in numerous global tax projects 
for German multinationals and has comprehensive experience in the coor-
dination of cross-service line multi-country teams.

Lars has been with Deloitte Germany since 2004 as a lawyer and tax ad-
visor (since 2007). Lars is a frequent speaker at Deloitte seminars, Ger-
man universities and the German Federal Finance Academy. He is also a 
co-author of German commentaries on income tax, trade tax and double 
tax treaties.

INDIA 

Kanwal Gupta * 
Deloitte Haskins & Sells, Mumbai

Kanwal Gupta is a director in Deloitte’s Mumbai office. He is a member 
of the Institute of Chartered Accountants of India and has experience in 
cross-border tax issues and investment structuring including mergers and 
acquisitions. He is engaged in the tax knowledge management and litiga-
tion practice of the firm and advises clients on various tax and regulatory 
matters.

Jayesh Thakur * 
B.K. Khare & Co, Chartered Accountants, Mumbai, India

Jayesh Thakur is a Fellow of the Institute of Chartered Accountants of India 
(ICAI) with post-qualification experience of more than 25 years. He is a 
partner with B.K. Khare & Co. 

Jayesh was, until recently, with PricewaterhouseCoopers India as an As-
sociate Director and headed the Knowledge Management function at PwC 

India Tax & Regulatory Services supporting the Tax & Regulatory practice 
pan-India.

He is a commerce graduate of Mumbai University and holds a Diploma in 
Information System Audit (DISA) from the ICAI. He is a frequent speaker at 
seminars in India, has presented several papers on tax-related subjects 
and authored books on tax subjects for the ICAI, Bombay Chartered Ac-
countants’ Society (BCAS) and the Chamber of Tax Consultants (CTC). 

Jayesh regularly contributes the Corporate Law update column reporting 
on regulatory developments in corporate laws each month for the monthly 
Journal of the ICAI and for the monthly Newsletter of the WIRC of the ICAI.

Devadatta Mainkar 
B.K. Khare & Co, Chartered Accountants, Mumbai, India
Devdatta Mainkar is a Fellow of the Institute of Chartered Accountants of 
India (ICAI) with post-qualification experience of more than 12 years. He is 
a partner with B.K. Khare & Co.

A meritorious student, he was rank holder in the CA Final examination. 

Devdatta has been handling taxation matters for the firm and also con-
ducts assurance assignments. He specialises in direct taxation and audits 
of manufacturing and real estate sectors. In addition Devdatta has led 
teams on transfer pricing and corporate restructuring assignments.

IRELAND

Peter Maher * 
A&L Goodbody, Dublin
Peter Maher is a partner with A&L Goodbody and is head of the firm’s tax 
department. He qualified as an Irish solicitor in 1990 and became a partner 
with the firm in 1998. He represents clients in every aspect of tax work, with 
particular emphasis on inbound investment, cross-border financings and 
structuring, capital market transactions and US multinational tax planning 
and business restructurings. He is regularly listed as a leading adviser 
in Euromoney’s Guide to the World’s Leading Tax Lawyers, The Legal 500, 
Who’s Who of International Tax Lawyers, Chambers Global and PLC Which 
Lawyer. He is a former co-chair of the Taxes Committee of the International 
Bar Association and of the Irish Chapter of IFA. He is currently a member 
of the Tax Committee of the American Chamber of Commerce in Ireland.

Joan O’Connor * 
Deloitte, Dublin
Joan O’Connor is an international tax partner with Deloitte in Dublin.

Anne Margaret Gormley 
Deloitte Ireland
Anne Margaret is a tax manager in the corporate and international tax de-
partment in Deloitte Dublin. She spent six months working in the Interna-
tional Core of Excellence (ICE) Irish desk at Deloitte, New York. She holds 
a BA in Accounting and Finance from Dublin City University (DCU) and a 
Masters in Accounting (DCU). She is an Associate of the Institute of Char-
tered Accountants of Ireland and the Irish Taxation Institute.

ITALY

Dr. Carlo Galli * 
Clifford Chance, Milan
Carlo Galli is a partner at Clifford Chance in Milan. He specialises in Italian 
tax law, including M&A, structured finance and capital markets.

Giovanni Rolle * 
WTS R&A Studio Tributario Associato, Member of WTS Alliance, 
Turin – Milan
Giovanni Rolle is a partner of R&A Studio Tributario Associato, a member 
of WTS Alliance. He is a chartered accountant who has long focused exclu-
sively on international and EU tax, corporate reorganisation and transfer 
pricing, and thus has significant experience in international tax planning, 
cross-border restructuring, and supply chain projects for both Italian and 
foreign multinationals. He is a member of IFA, of the Executive Committee 
of the Chartered Institute of Taxation – European Branch, and of the Inter-
national Tax Technical Committee of Bocconi University, Milan. A regular 
contributor to Italian and foreign tax law journals, he is also a frequent 
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lecturer in the field of international, comparative, and European Community 
tax law.

JAPAN

Yuko Miyazaki * 
Nagashima Ohno and Tsunematsu, Tokyo

Yuko Miyazaki is a partner of Nagashima Ohno & Tsunematsu, a law firm in 
Tokyo, Japan. She holds an LLB degree from the University of Tokyo and an 
LLM degree from Harvard Law School. She was admitted to the Japanese 
Bar in 1979, and is a member of the Dai-ichi Tokyo Bar Association and IFA.

Eiichiro Nakatani * 
Anderson Mōri & Tomotsune, Tokyo

Eiichiro Nakatani is a partner of Anderson Mōri & Tomotsune, a law firm 
in Tokyo. He holds an LLB degree from the University of Tokyo and was 
admitted to the Japanese Bar in 1984. He is a member of the Dai-ichi Tokyo 
Bar Association and IFA.

MEXICO

Terri Grosselin * 
Ernst & Young LLP, Miami, Florida

Terri Grosselin is a director in Ernst & Young LLP’s Latin America Business 
Center in Miami. She transferred to Miami after working for three years in 
the New York office and five years in the Mexico City office of another Big 
Four professional services firm. She has been named one of the leading 
Latin American tax advisors in International Tax Review’s annual survey of 
Latin American advisors. Since graduating magna cum laude from West 
Virginia University, she has more than 15 years of advisory services in fi-
nancial and strategic acquisitions and dispositions, particularly in the Lat-
in America markets. She co-authored Tax Management Portfolio — Doing 
Business in Mexico, and is a frequent contributor to Tax Notes International 
and other major tax publications. She is fluent in both English and Spanish.

José Carlos Silva * 
Chevez, Ruiz, Zamarripa y Cia., S.C., Mexico City

José Carlos Silva is a partner in Chevez, Ruiz, Zamarripa y Cia., S.C., a tax 
firm based in Mexico. He is a graduate of the Instituto Tecnológico Autóno-
mo de México (ITAM) where he obtained his degree in Public Accounting 
in 1990. He has taken graduate Diploma courses at ITAM in business law 
and international taxation. He has been a member of the faculty at the 
School of Administration and Finance of the Universidad Panamericana. He 
is the author of numerous articles on taxation, including the General Report 
on the IFA’s 2011 Paris Congress “Cross-Border Business Restructuring” 
published in Cahiers de Droit Fiscal International. He sits on the Board 
of Directors and is a member of the Executive Committee of IFA, Grupo 
Mexicano, A.C., an organisation composed of Mexican experts in interna-
tional taxation, the Mexican Branch of the International Fiscal Association. 
He presided over the Mexican Branch from 2002-2006 and has spoken at 
several IFA Annual Congresses. He is a member of the Nominations Com-
mittee of IFA.

THE NETHERLANDS 

Martijn Juddu * 
Loyens & Loeff, Amsterdam

Martijn Juddu is a senior associate at Loyens & Loeff based in their Am-
sterdam office. He graduated in tax law and notarial law at the University 
of Leiden and has a postgraduate degree in European tax law from the Eu-
ropean Fiscal Studies Institute, Rotterdam. He has been practising Dutch 
and international tax law since 1996 with Loyens & Loeff, concentrating 
on corporate and international taxation. He advises domestic businesses 
and multinationals on setting up and maintaining domestic structures and 
international inbound and outbound structures, mergers and acquisitions, 
group reorganisations and joint ventures. He also advises businesses in 
the structuring of international activities in the oil and gas industry. He is 
a contributing author to a Dutch weekly professional journal on topical tax 
matters and teaches tax law for the law firm school.

Maarten J. C. Merkus * 
KPMG Meijburg & Co., Amsterdam

Maarten J. C. Merkus is a tax partner at KPMG Meijburg & Co, Amsterdam. 
He graduated in civil law and tax law at the University of Leiden, and has a 
European tax law degree from the European Fiscal Studies Institute, Rot-
terdam. Since joining KPMG Meijburg & Co., he has practised in the area 
of international taxation with a focus on M&A corporate reorganisations 
and the real estate sector. He regularly advises on the structuring of cross 
border real estate investments and the establishment of real estate invest-
ment funds. Among his clients are Dutch, Japanese, UK and US (quoted) 
property investment groups as well as large privately held Spanish and 
Swedish property investment groups. He also taught commercial law at the 
University of Leiden.

SPAIN 

Luis F. Briones * 
Baker & McKenzie Madrid SLP

Luis Briones is a tax partner with Baker & McKenzie, Madrid. He obtained a 
degree in law from Deusto University, Bilbao, Spain in 1976. He also holds 
a degree in business sciences from ICAI-ICADE (Madrid, Spain) and has 
completed the Master of Laws and the International Tax Programme at Har-
vard University. His previous professional posts in Spain include inspector 
of finances at the Ministry of Finance, and executive adviser for Interna-
tional Tax Affairs to the Secretary of State. He has been a member of the 
Taxpayer Defence Council (Ministry of Economy and Finance). A professor 
since 1981 at several public and private institutions, he has written nu-
merous articles and addressed the subject of taxation at various seminars.

Eduardo Martínez-Matosas * 
Gómez-Acebo & Pombo SLP, Barcelona

Eduardo Martínez-Matosas is an attorney at Gómez-Acebo & Pombo, Bar-
celona. He obtained a Law Degree from ESADE and a master of Business 
Law (Taxation) from ESADE. He advises multinational, venture capital and 
private equity entities on their acquisitions, investments, divestitures or 
restructurings in Spain and abroad. He has wide experience in LBO and 
MBO transactions, his areas of expertise are international and EU tax, in-
ternational mergers and acquisitions, cross border investments and M&A, 
financing and joint ventures, international corporate restructurings, trans-
fer pricing, optimisation of multinationals’ global tax burden, tax contro-
versy and litigation, and private equity. He is a frequent speaker for the 
IBA and other international forums and conferences, and regularly writes 
articles in specialised law journals and in major Spanish newspapers. He 
is a recommended tax lawyer by several international law directories and 
considered to be one of the key tax lawyers in Spain by Who’s Who Legal. He 
is also a member of the tax advisory committee of the American Chamber 
of Commerce in Spain. He has taught international taxation for the LLM 
in International Law at the Superior Institute of Law and Economy (ISDE).

Jose Manuel Calderón 
Gómez-Acebo & Pombo, Barcelona

Law Degree, Universidad de La Coruña (Honors); Doctor of Law, Universi-
dad de La Coruña (Honors).  Prize from the Centro de Estudios Financieros 
(1998 and 2001). Professor of Tax Law at the UDC (Master en Estudios 
sobre la Unión Europea).  Visiting Scholar at the International Tax Program 
Harvard Law School; Visiting Researcher IBFD, Amsterdam.  Teaching 
and research at the Universidad de La Coruña, collaborating with other 
national and foreign universities and other public and private research 
centers. Member of the Advisory Committee appointed by Spain as “inde-
pendent person” (Community arbitrator) for the purposes of the Convention 
90/436/EEC on the elimination of double taxation in connection with the 
adjustment of profits of associated enterprises. Member of the Committee 
of Experts of the Institute for Fiscal Studies (Ministry of Finance) on “Anal-
ysis of the Spanish tax system in light of the Community freedoms” (years 
2006 and 2007).  Member of the Committee of Experts of the Institute for 
Fiscal Studies (Ministry of Finance) on “The potential for corporate tax har-
monization in the EU” (2007, 2008 and 2009).  Member of the International 
Tax Section of the AEDAF (2009 onwards).  Member of the Transfer Pricing 
Section of the AEDAF (2009 onwards).  Member of the International Fiscal 
Association (IFA). Author of eight monographs and numerous articles.
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SWITZERLAND

Walter H. Boss * 
Poledna Boss Kurer AG, Zürich

Walter H. Boss is a graduate of the University of Bern and New York Uni-
versity School of Law with a Master of Laws (Tax) Degree. He was admitted 
to the bar in 1980. Until 1984 he served in the Federal Tax Administration 
(International Tax Law Division) as legal counsel; he was also a delegate 
at the OECD Committee on Fiscal Affairs. He was then an international 
tax attorney with major firms in Lugano and Zürich. In 1988, he became 
a partner at Ernst & Young’s International Services Office in New York. 
After having joined a major law firm in Zürich in 1991, he headed the tax 
and corporate department of another well-known firm in Zürich from 2001 
to 2008. On July 1, 2008 he became one of the founding partners the law 
firm Poledna Boss Kurer AG, Zürich, where he is the head of the tax and 
corporate department.

Dr. Silvia Zimmermann * 
Pestalozzi Rechtsanwälte AG, Zürich

Silvia Zimmermann is a partner and member of Pestalozzi’s Tax and Private 
Clients group in Zürich. Her practice area is tax law, mainly international 
taxation; inbound and outbound tax planning for multinationals, as well as 
for individuals; tax issues relating to reorganisations, mergers and acqui-
sitions, financial structuring and the taxation of financial instruments. She 
graduated from the University of Zürich in 1976 and was admitted to the 
bar in Switzerland in 1978. In 1980, she earned a doctorate in law from the 
University of Zürich. In 1981-82, she held a scholarship at the International 
Law Institute of Georgetown University Law Center, studying at Georgetown 
University, where she obtained an LL.M. degree. She is chair of the tax 
group of the Zürich Bar Association, and chair or a member of other tax 
groups; a board member of some local companies which are members of 
foreign multinational groups; a member of the Swiss Bar Association, the 
International Bar Association, IFA, and the American Bar Association. She 
is fluent in German, English and French.

Stefanie M. Monge 
Poledna Boss Kurer AG

Stefanie M. Monge is a graduate of the University of Zürich (1998) and the 
University of Michigan Law School with a Master of Laws Degree (2004). 
Mrs. Monge was admitted to the Zürich bar in 2001 and the New York bar in 
2005. From 1998 until 1999, she served as a judicial clerk with the District 
Court of Uster (ZH). She then was a legal trainee and associate with a 
Zürich law firm. In 2004, she joined Greenberg Traurig, LLP, Chicago, as a 
law clerk. From 2005 to 2008, she was part of the corporate and tax depart-
ment of a well-known law firm in Zürich. On July 1, 2008, she joined the law 
firm Poledna Boss Kurer AG as an international tax attorney.

UNITED KINGDOM 

Liesl Fichardt * 
Berwin Leighton Paisner LLP, London

Liesl Fichardt is a partner in Berwin Leighton Paisner LLP, practising from 
their London office. She advises on all areas of international tax including 

the EU treaty, double taxation conventions and EC directives in relation to 
direct tax and VAT. She has extensive experience in contentious tax matters 
and tax litigation in the Tribunal, the High Court and the Court of Appeal, 
the Supreme Court and the European Court of Justice. She advises multi-
nationals, corporates and high net worth individuals on contentious issues 
relating to corporation tax, income tax and VAT. She is dual qualified as 
Solicitor and Solicitor-Advocate (England and Wales). She previously acted 
as a Judge in the High Court of South Africa and is qualified in that country 
as a Barrister. She is honorary secretary of the British branch of IFA and 
sits on the International Taxes Committee of the Law Society of England 
and Wales.

James Ross * 
McDermott, Will & Emery UK LLP, London

James Ross is a partner in the law firm of McDermott Will & Emery UK 
LLP, based in its London office. His practice focuses on a broad range of 
international and domestic corporate/commercial tax issues, including 
corporate restructuring, transfer pricing and thin capitalisation, double 
tax treaty issues, corporate and structured finance projects, mergers and 
acquisitions and management buyouts. He is a graduate of Jesus College, 
Oxford and the College of Law, London.

UNITED STATES 

Patricia R. Lesser * 
Buchanan Ingersoll & Rooney PC, Washington, D.C.

Patricia R. Lesser is associated with the Washington, D.C. office of the 
law firm Buchanan Ingersoll & Rooney PC. She holds a licence en droit, a 
maitrise en droit, a DESS in European Community Law from the University 
of Paris, and an MCL from the George Washington University in Washington, 
D.C. She is a member of the District of Columbia Bar.

Herman B. Bouma * 
Buchanan Ingersoll & Rooney PC, Washington, D.C.

Herman B. Bouma is Senior Tax Counsel with the Washington, D.C. office 
of Buchanan Ingersoll & Rooney PC. He has over 25 years’ experience in US 
taxation of income earned in international operations, assisting major US 
companies and financial institutions with tax planning and analysis and 
advising on such matters as the structuring of billion-dollar international 
financial transactions, the creditability of foreign taxes, Subpart F issues, 
transfer pricing, and foreign acquisitions, reorganisations and restructur-
ings. He was counsel to the taxpayer in Exxon Corporation v. Comr., 113 
T.C. 338 (1999) (creditability of the UK Petroleum Revenue Tax under sec-
tions 901/903), and in The Coca-Cola Company v. Comr., 106 T.C. 1 (1996) 
(computation of combined taxable income for a possession product under 
section 936). He began his legal career as an attorney-advisor in the IRS 
Office of Chief Counsel, Legislation and Regulations Division (International 
Branch) in Washington, D.C. He was the principal author of the final foreign 
tax credit regulations under sections 901/903, and participated in income 
tax treaty negotiations with Sweden, Denmark, and the Netherlands Antil-
les. He is a graduate of Calvin College and the University of Texas at Austin 
School of Law.

* Permanent Members
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