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Current Taxation of
Income Earned by CFCs

Background

HCo is a limited liability business entity formed under

the law of your country and is engaged in a trade or

business worldwide through other business entities.

HCo wholly owns SubA, which is incorporated under

the law of Country A. SubA in turn wholly owns SubB,

which is incorporated under the law of Country B.

SubB is engaged in a trade or business in Country B.

HCo, SubA and SubB are treated as corporations for

your country, Country A and Country B income tax

purposes.

Questions

In addressing the questions below, can you please high-
light in particular any changes that have been made to
the relevant rules since this topic was last addressed by
the Forum (March 2011).

I. Does your country have a ‘‘controlled foreign corpo-

ration’’ (CFC) regime for currently taxing all or some

part of the income derived by SubB in the hands of HCo

(even though the value of that income is not yet consid-

ered distributed to HCo)?

Assuming your country has such a CFC regime:

A. Briefly describe the objectives of the regime.

B. What is the definition of a CFC for purposes of the

regime? In particular, what are the definitions of the

terms ‘‘corporation,’’ ‘‘foreign’’ and controlled’’? Could

the CFC regime apply if SubA were instead wholly

owned by an individual who is a resident of your coun-

try or by a trust or partnership?

C. What types of income of SubB are subject to cur-

rent taxation in your country? Are there any ‘‘safe

harbor’’ rules under which income may be exempt from

such current taxation? Does it matter whether HCo had

any tax avoidance purpose for setting up SubB?

D. Is current taxation of all or some part of SubB’s

income also triggered in certain other circumstances,

for example, where SubB has participated in a boycott,

made bribes or made investments in property in your

country?

E. What rules are, or may be, used to determine Sub

B’s includible income for purposes of the CFC regime

(for example, Country B financial accounting rules,

your country’s financial accounting rules, IFRS, Coun-

try B’s income tax rules, your country’s income tax

rules, or your country’s ‘‘earnings & profits’’ rules)?

F. How would HCo’s pro rata share of income subject

to current taxation be determined if, instead of the facts

assumed, 70 percent of the stock value of SubA was in

common stock held by HCo and the remaining 30 per-

cent was in preferred stock held by an unrelated party?

G. How exactly is HCo taxed on the income subject to

current taxation: for example, is the value of the income

deemed to be paid directly to HCo or is it deemed to flow

up through SubA? Are credits given for FC income taxes

payable by SubB with respect to the income currently

taxed in the hands of HCo? If such credits are given,

how is the amount of the credits determined? What are

the consequences if Country A has its own CFC regime

under which income of SubB is currently taxed in the

hands of SubA?

H. What mechanisms are in place to ensure that the

value of currently taxed income of SubB is not taxed

again by your country when it is considered distributed

or the stock of SubB is sold?

I. What would be the consequences if part of HCo’s in-

direct interest in SubB were held through a corporation

that did not constitute a CFC for your country’s income

tax purposes?

J. What is the impact, if any, on your country’s CFC

regime of any treaties that your country has entered

into, for example, bilateral income tax treaties or the

European Union ‘‘Constitution’’?

II. Are there any other regimes in your country’s

income tax law under which income derived by an

entity that is not itself subject to taxation by your coun-

try might be currently taxed in the hands of direct or in-

direct owners of the entity that are residents of your

country? Assuming that there is/are such regime(s):

A. Briefly summarize the rules of such regime(s).

B. What is the impact, if any, on such regime(s) of any

treaties that your country has entered into?
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SWITZERLAND:
CFC Rules
Walter H. Boss and Stefanie M. Monge
Bratschi AG, Zürich

I. Absence of a CFC regime in
Switzerland

Switzerland neither has any ‘‘controlled foreign cor-
poration’’ (CFC) regime in place nor has any intention
of introducing such a regime.

The fact that, unlike all EU Member States (which,
by 2019, will have to introduce CFC rules into their
legislation), Switzerland has no CFC regime in place
is an advantage for Switzerland as a business location.
In particular, the lack of a CFC regime makes Switzer-
land especially attractive for headquarters/holding
companies of multinational groups.

On the other hand, an increasing number of Swiss
subsidiaries of multinational groups – especially sub-
sidiaries benefitting from privileged cantonal tax re-
gimes (for example, the mixed company regime or the
domiciliary company regime) or low cantonal corpo-
rate income tax rates – are at risk of being subjected to
the CFC rules of other jurisdictions.

In May 2019, the people of Switzerland will vote on
the third Swiss corporate tax reform (referred to as
the ‘‘Swiss tax proposal 17’’), which provides for the
abolition of the privileged cantonal tax regimes. In
order not to lose their attractiveness, a number of can-
tons have announced that they will further lower their
corporate income tax rates. The canton of Zug, for ex-
ample, intends to lower the total effective corporate
income tax rate for corporations resident in Zug from
its current 14.2% to 12%.

II. Theory of the ‘‘place of effective
management’’

Swiss tax law provides for an alternative regime that
allows Switzerland to tax income derived from a legal
entity that is not itself subject to Swiss taxation in the
form of the theory of the place of effective manage-
ment.

Swiss tax law does not define the place of effective
management. Nor has the Swiss Federal Tax Adminis-
tration (SFTA) issued any guidelines or safe harbor
rules regarding the determination of the place of ef-
fective management of a foreign legal entity. The
Swiss Federal Supreme Court, however, has ruled in a
number of cases that the determination of the place of

effective management of a foreign legal entity is to be
based on evidence afforded by the facts and circum-
stances.

A. Ruling dated May 16, 2013

The latest leading case of the Swiss Federal Supreme
Court regarding the place of effective management of
a foreign corporation is dated May 16, 2013.1 In the
case concerned, the Federal Supreme Court had to de-
termine the place of effective management of a financ-
ing company, X Ltd., which had a registered office in
Guernsey, set up in 2002. X Ltd. was a wholly-owned
subsidiary of a corporation whose registered office
was located in the canton of Zug. The corporate pur-
pose of X Ltd. was the lending of funds to group com-
panies. The entire share capital of X Ltd. (CHF 50
million) was loaned by X Ltd. to its Zug resident
parent company from 2002 to 2005. Between 2006
and 2008, X Ltd. granted further loans to other sub-
sidiaries of the Zug resident holding company.

The day-to-day business activity of X Ltd. in the rel-
evant tax periods was thus limited to lending the share
capital received from the Zug resident holding com-
pany to group companies. The decision with respect
to the lending of the funds was taken not by X Ltd. in
Guernsey, but by the group management in Switzer-
land.

The local infrastructure of X Ltd. in Guernsey con-
sisted of an office, for which X Ltd. paid a small rent,
two part-time employees with low salaries and minor
telephone expenses. Three individuals served as direc-
tors of both X. Ltd. and the Zug resident holding com-
pany. On the other hand, all meetings of the board of
directors and all general shareholders’ meetings were
held in Guernsey.

The tax administration of the canton of Zug and the
cantonal courts were of the opinion that the place of
effective management of X Ltd. from 2002 until 2008
was at the registered office of the Zug resident holding
company in the canton of Zug and, consequently, that
X Ltd. was subject to unlimited Swiss taxation.

The Federal Supreme Court concurred with the
opinion of the courts of lower instance in holding that
the place of effective management of X Ltd. was in the
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canton of Zug and, consequently, X Ltd. was subject to Swiss
corporate income taxes.

The reasoning of the Federal Supreme Court was as follows.
Under Article 50 of the Federal Direct Tax Act (FDTA), a legal
entity is subject to unlimited Swiss taxation if its registered
office or its place of effective management is located in Switzer-
land. Based on established practice, the place of effective man-
agement of a corporation is located where the corporation has
its economic and effective center or, rather, where the manage-
ment activities that are normally carried on at the registered
office take place. The conduct of the day-to-day business within
the framework of the corporate purpose is decisive. Where the
day-to-day business is carried on at various locations, the focus
is on the management activities. It is, however, almost impos-
sible to conceive of a situation in which the effective manage-
ment activities could be carried on by a third party based on a
mandate.2 The Federal Supreme Court also applies this ap-
proach, which was originally developed in the context of inter-
cantonal conflicts, in an international context for purposes of
determining whether a legal entity is subject to Swiss taxation
based on Article 50 of the FDTA. The Federal Supreme Court
differentiates the place of effective management from, on the
one hand, mere administrative activities (for example, account-
ing) and, on the other, the activities of the highest corporate
bodies, to the extent these are limited to supervision of the ef-
fective management and the taking of fundamental corporate
decisions. Neither the place where the meetings of the board of
directors or the shareholders’ meetings take place nor the place
of residence of the shareholders is decisive.3

The Federal Supreme Court was of the opinion that, based on
the factual circumstances, it was evident that X Ltd. was depen-
dent on the Zug resident holding company both from a person-
nel and a financial perspective. The activities carried on in
Guernsey were of a purely administrative nature. The focus of
the management was, or rather the conduct of the day-to-day
business within the framework of the corporate purpose took
place, in Switzerland and not in Guernsey. The lending of the
funds and, at the same time, the effective management of X
Ltd. were carried out at the registered office of the Zug resident
holding company in the interest of the latter.

In its ruling, the Swiss Federal Supreme Court did not con-
sider the fact that a financing company engaged in intra-group
financing requires only minimal infrastructure. Furthermore,
the Court ignored the fact that inter-group financing does not
involve the making of major day-to-day business decisions. Fi-
nally, it should be noted that, in the case concerned, the power
of Switzerland to exercise its taxing rights was not limited by
the provisions of a tax treaty.

B. Ruling dated November 11, 2016

In a decision dated November 11, 2016,4 the Swiss Federal Su-
preme Court ruled (based on its ruling dated May 13, 20135)
that the place of effective management of a corporation whose
registered office was in Liechtenstein was located in the canton
of Zurich at the place of residence of the sole shareholder, who
acted as the corporation’s sole director and manager. The
Liechtenstein corporation was engaged in the distribution of
software. The limited infrastructure at the registered office in
Liechtenstein consisted of a nine square meter office, which
was rented for a monthly rent of CHF 250. The sole share-
holder, who also acted as the manager of the Liechtenstein cor-
poration, argued that the management activities took place
exclusively outside the Liechtenstein office. The purely admin-
istrative activities of the Liechtenstein corporation were car-
ried out by the landlord of the Liechtenstein office whose

private residence was located at the registered office of the
Liechtenstein corporation. There was no solid evidence of regu-
lar stays of the manager at the Liechtenstein office.

The case concerned the period from June 1, 2010 (the date of
incorporation of the Liechtenstein corporation) through De-
cember 31, 2014, when Switzerland and Liechtenstein had not
yet concluded a tax treaty. The Switzerland-Liechtenstein tax
treaty was not signed until July 10, 2015, did not enter into
force until December 22, 2016 and did not become effective
until January 1, 2017.

Whether the Supreme Court ruling would be allowed to
stand under a mutual agreement procedure (MAP) as provided
for in Article 25 of the OECD Model Convention remains to be
seen. Some countries are inclined also to consider matters of
form (i.e., not only substance), such as the place where board
meetings are held, when determining the place of effective
management of a corporation, whereas the Federal Supreme
Court considers primarily matters of substance (‘‘substance-
over-form’’).

III. Application to the current scenario

A. Absence of a CFC regime in Switzerland

As noted in I., above, Switzerland has no CFC regime in place
under which all or some part of the income derived by SubB
can be currently taxed in the hands of HCo (even though the
value of that income is not yet considered distributed to HCo).

In order to subject the income of a foreign group company to
Swiss taxation, the Swiss tax authorities use the place of effec-
tive management theory.

B. Place of effective management: rules of
the regime

Switzerland would be able to subject all of the income of SubB
to Swiss taxation, should the competent Swiss tax authority de-
termine, based on case law of the Federal Supreme Court that
the place of effective management of SubB is located in Swit-
zerland, for example, at the registered office of HCo. The com-
petent Swiss tax authority will, however, only be allowed to
draw this conclusion if the day-to-day business decisions of
SubB within the framework of its corporate purpose – in con-
trast, on the one hand, to the purely administrative decisions
and, on the other, to the activities of the board of directors to
the extent these are limited to supervision of the effective man-
agement and the taking of fundamental corporate decisions –
are taken in Switzerland. An important indication as to
whether the day-to-day business decisions of SubB are taken
abroad at the place of the registered office in Country B would
be the size of the local infrastructure. Limited infrastructure, in
the form of a small office and no or only part-time employees
with low salaries, would be regarded as significant evidence in
support of the conclusion that the place of effective manage-
ment of SubB is not located in Country B. Where the meetings
of the board of directors or the shareholders’ meetings take
place would not be decisive.
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C. Place of effective management theory in
the context of Switzerland’s tax treaties

The legal basis in Swiss domestic tax law for applying the
theory of the place of effective management of a corporation is
Article 20 of the Federal Harmonization Tax Act and Article 50
of the FDTA.

If Country B is a jurisdiction with which Switzerland has not
concluded a tax treaty, the competent Swiss tax authority
would be allowed to subject all of the income of SubB to Swiss
taxation based on the domestic tax law provisions referred to
above, should the competent Swiss tax authority determine,
based on case law of the Federal Supreme Court, that the place
of effective management of SubB is located in Switzerland.

Most of Switzerland’s tax treaties follow the OECD Model Tax
Convention on Income and Capital (the ‘‘OECD Model Conven-
tion’’). Where a person, other than an individual, is a resident
of both the applicable treaty’s contracting states, the person
will be deemed to be a resident only of that state in which its
place of effective management is situated (Article 4(2) of the
OECD Model Convention).

Should Country B be a jurisdiction with which Switzerland
has concluded a tax treaty that follows the OECD Model Con-
vention, the competent Swiss tax authority would still be al-
lowed to subject all of the income of SubB to Swiss taxation

based on the domestic tax law provisions referred to above,
provided the competent Swiss tax authority determined, based
on case law of the Federal Supreme Court, that the place of ef-
fective management of SubB is located in Switzerland.

Because some countries are inclined to consider not only
substance but also matters of form (such as the place where
board meetings are held), when determining the place of effec-
tive management of a corporation, whereas the Federal Su-
preme Court considers only matters of substance (‘‘substance-
over-form’’), it remains to be seen whether the Federal Supreme
Court ruling would be allowed to stand under a MAP as pro-
vided for in Article 25 of the OECD Model Convention.

NOTES
1 Decisions of the Swiss Federal Supreme Court 2C_1086/2012 and
2C_1087/2012 dated May 13, 2013.
2 Decisions of the Swiss Federal Supreme Court 2A.560/2002 dated
September 8, 2003, and 2A.196/2001 dated May 13, 2002.
3 Decision of the Swiss Federal Supreme Court 2A.321/2003 dated
December 4, 2003.
4 Decisions of the Supreme Federal Court 2C_483/2016 and 2C_
484/2016 dated November 11, 2016.
5 Decisions of the Swiss Federal Supreme Court 2C_1086/2012 and
2C_1087/2012 dated May 13, 2013.
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