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The International Bureau of Fiscal Documen-
tation was founded in 1938. For reasons of

organizing character this Bureau is established =

as a separate foundation according to Nether-
lands law. The Bureau is a scientific, indepen-
dent, non-profit making, non-political foundation
of which the purpose is defined in the articles
as follows: -
(art. 2) Thé Object of the International Bureau
of Fiscal Pocumentation is the foundation and
maintenance of an international- documentation
bureau, in order to supply information in' fiscal
legislation and the application of fiscal law, and
to stimulate the study of fiscal science:
(ar2. 3) The International Bureau of Fiscal Do-
cumentation shall endeavour to realise this ob-
ject by: . . T
a. founding a library on fiscal legislation, books,
periodicals and other publications;
b. supplying information;
¢. giving any one the opportunity to study all
material available in its library; o
d. issuing a periodical;
e. any-other appropriate measures. . -
In close cooperation with the LF.A., and with
the aid of expert correspondents throughout the
world, the Bureau acquires as much information
as possiblé. in the field of international and
comparative law, The Bureau is thus able to
supply data (but not advice) on specific tax
problems. A fee, necessary for the maintenance
and exténsion of the Bureau, is charged on a
fime/cost basis. The Bureau has published two
series of monographs: “‘Publications of the Inter-
national Bureau of Fiscal Documentation” and
“Studies on Taxation and Economic Develop-
ment”. . Lo
The Bureau also publishes Exropean Taxation,
now a monthly journal on the tax systems of
Europe. Tax News Service, published twice per
month, provides rapid information on world-
wide tax developments, Supplementary Service
to European Taxation is a loose-leaf reference
work. ;
The loose-leaf seties, Guides to European Tax-
ation comprises “The Taxation of Patent Royal-
ties, Dividends, Interest, in Europe”, “The Tax-
ation of Companies in Europe”, “The Taxation
of Private Investment Income” and “Value Add-
ed Taxation in Europe’.
“The loose-leaf series, Tax Treaty Guides com-
prises “Handbook on the U.S.-German Tax Con-
vention” and “Handbook on the Dutch-German
Tax Convention” (in German). The Bureau has
also published two loose-leaf reference works,
Corporate Taxation in Latin America and African
Tax Systems.

I

Le Bureau International de Documentation Fis-
cale fut fondé en 1938, Pour des raisons de
cafactére organisatoire, ce Bureau est établi
comme une fondation séparée conformément au
droit civil néerlandais. Le Bureau est une insti-
tution scientifique, indépendante, sans but lucra-
tif et sans objet politique, dont le but est défini
dans les statuts comme suit:
(art. 2) Le but du Bureau International de Do-
cumentation Fiscale est d'établir et de maintenir
un bureau international de documentation ten-
dant i fournir des informations concernant la
législation fiscale et I'application du droit fiscal,
ainsi qua stimuler I'étude de la science fiscale.
(art. 3) Clest par les moyens suivants que le
Bureau se propose d’atteindre ce but:
a. en établissant une bibliothéque fiscale d’ou-
vrages, revues et autres publications;
b. en fournissant des informations;
c. en procurant 4 tous ceux qui s’y intéressent
I'occasion de consulter ces ouvrages;
d. en publiant un périodique; )
e. en recourant 3 tout autre moyen adéquat.
Par une coopération étroite avec I'IFA et avec
I'aide de correspondants & travers le monde, le
Bureau rassemble toutes les données possibles
en matidre de droit international et comparé,
De cette facon, 1e Buteau est 2 méme de fournir
des renseignements concernant des problémes
fiscaux spéciaux mais sans donner d'avis. Des
honoraires, nécessaires pour le maintien et U'ex-
pansion du Bureau, sont demandés sur base du
temps nécessaire et du cofit. Le Bureau a publié
deux séries de monographies: “Publications du
Bureau International de Documentation Fiscale”
et “Studies on Taxation and Economic Develop-
ment”.
Le Bureau publie aussi Ewropean Taxation, qui

est devenu une revue mensuelle sur les systémes.

fiscaux européens, Iax News Service, publié
deux fois par mois, donne une information
rapide, 4 U'échelle mondiale, de tout ce qui touche
A la fiscalité. Supplementary Service to Enropean
Taxation est un ouvrage de référence présentée
sous feuilles mobiles.

Guides to European Taxation, également une
publication sous feuilles mobiles, comprend
“L'imposition de Redevances, Dividendes et
Intéréts en Europe”, “L’imposition des Sociétés
de capitau en Europe”, “L'imposition de revenu
des investissements privés” et “La Taxe sur la
Valeur Ajoutée en Europe”.

Tax Treaty Guides, une autre publication sous
feuilles mobiles, comprend le “Manuel relatif
1 la Convention fiscale Allemagne - Etats Unis”
et le “Manuel relatif 3 la Convention fiscale
Pays-Bas - Allemagne” (en langue allemande).
Le Bureau a également publié, Corporate Tax-
ation in Latin America et African Tax Systems,
deux ouvtages d'information sous feuilles mo-
biles.
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From Prentice-Hall —
An indispensable aid for American businessmen, investors and corporations engaged in
or planning foreign operations and for those in foreign countries planning or doing

business in the United States —

TAX TREATIES

This definitive guide is indispensable for any businessman or corporation that sells,
buys, manufactures, or invests in the United States — as well as for any American
businessman or corporation that does business in foreign countries. It tells you:
* How and where to handle your investments while eliminating the chance of double
taxation.
* How much of your investment income will be protected by tax treaty exemptions.
* How much business Americans can carry on in a foreign country and vice versa
without becoming taxable as a “permanent establishment.”
* How to protect your employees who are temporarily at work abroad from a double
tax burden.

IN TAX TREATIES, you'll also find:

1. The full official text of every existing treaty, supplementary treaty, or protocol
relating to income taxes and estate and gift taxes between the United States and
each of its tax-treaty countries, including model treaties showing the latest trends. .

2. Annotated editorial text arranged in a Uniform Paragraph Plan. .. makes for easy
direct comparison of provisions of one tax treaty country with another . . . permits
a single unified index which works hand in hand with this unique setup. Youw'll
make sure, speedy decisions at the flip of a wrist.

3. Official reports on each treaty giving you the background behind the provisions;
why particular treaty articles were included; and what each provision means to
you.

4. A Special Finding List at the beginning of the editorial summary for each country
. .. speeds you quickly to explanatory and official material that affects you.

5. Monthly REPORT BULLETINS, analyzing the latest treaties, decisions and ru-
lings, keep you right on top of today’s fast breaking tax treaty developments. ..
(plus Current Matter containing the most recent U.S. court decisions and IRS
rulings giving you the latest judicial and official word on tax treaties.)

In today’s constantly expanding international commerce, expert tax-managing or tax-
counseling of business activities between the United States and each of its treaty coun-
tries is a must — so keep up to date with Prentice-Hall's TAX TREAT. TES.

To order a one-year introductory subscription to this unique publication at the low rate
of only $ 78, address Department S-TT-103.

PRENTICE-HALL, INC.
Englewood Cliffs, New Jersey 07632
U.S.A.
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- ARTICLES -+ - -

PHILIP T. KAPLAN #;

BUYING A U.S. COMPANY

" Few observers would deny that there are
fads in international business. At any given
moment, many companies seem to be trying
to do the same thing. Not long ago, British
property companies seemed intent on ac-
quiring, with borrowed funds, most of the
real estate underlying many of the princi-
pal cities of Europe. In fecent months,
many European firms seemed intent on
buying U.S. companies.

There probably is a large measure of con-

scious imitation in this, but there are other

reasons why such purchases recently have

come to Jook attractive: .

— The low state of the dollar (lowest in

" mid-1973, but since recovered in part)
and the low state of the U.S. stock
Market (very low at this writing —
eatly September 1974) in many instan-
ces make prices attractive.

— The supposed ability of the U.S. econo-
my to function despite energy shortages
and raw material shortages that would
be debilitating to Europe can make a
U.S. investment seem ah anchor to
windward. _

— The importance of the U.S. market and
the periodic threats that imports will be
restricted in response to trade union
pressure suggest to some European

_ companies the importance of a direct
U.S. installation.
Although the United States presently does
not require a governmental consent as an
automatic pre-condition to acquisition of
an American company by a foreign pur-
chaser;1 the regulatory climate is sophisti-
cated and complex. It poses many pitfalls
and affords some opportunities. Prior plan-

Bulletin Vol. XXIX, January/janvier no. 1, 1975

ning is essential. Tax planning, in paiticu-
lar, can be rewarding.

In many cases, several choices may be avail-
able to the prospective purchaser. It may
offer to buy shares from the existing share-
holders or assets from the target company
itself. It may offer to pay in cash, in shares
of its own stock or both. It may wish to
pay the entire purtchase price at onée or to
pay in installments — using the target com-
pany’s own earnings to fund later pay-
ments. It may buy directly or through the
intermediary of a company formed in a
third country. All of these choices involve
different tax consequences to the purchaser,
to the seller of, in most instances, to both.
At this point, the reader should be warned
that the discussion that follows necessarily
is general. The complexity of U.S. law —
tax law, securities law, corporate law —
makes it impossible to write a survey article
that does hot omit more than it says or that
does not risk being misleading when. the
statements made are applied to a particular
set of facts. Moreover, the form of acqui-
sition that seems best to the foreign ac-

* Partner of Weil, Gotshal & Manges, 2 New
York city law firm, The portion of this article
discussing securities act considerations was writ-
ten by the author’s partner — Gerald S. Back-
man. The article does not reflect changes in the
law after 31 August 1974. i

1. Legislation has been proposed, but not enact-
ed, that would have imposed general restrictions
on foreign takeovers. However, a bill to authoi-
ize a2 $ 3 million study of foreign investment in
the US. was enacted in August 1974 and .is
expected to be signed by President Ford. At
present, prohibitions or required consents may
be involved in special cases.




BUYING A U.S. COMPANY

quiring company from the technical stand-
point may not be one that the sellers will
accept in negotiation..

PURCHASES FOR CASH

(A) Purchase of shares or paurchase of
assets

(i) General

Where the prospective purchaser offers
cash, 1009 -payable at the closing, for all
of most of the shares. or all of the assets of
a U.S. business, the sellet’s normal expect-
ation is to be taxed at long-term capital
gains rates — i.e., to pay Federal tax at a
maximum rate of 35%.2 The normal ex-
pectation of a foreign buyer would be to
inherit the tax attributes of the target com-
pany — particularly the target company’s
basis in its assets for purposes of deprecia-
tion — in the case of a purchase of shares
but not in the case of a purchase of assets.
In general, the expectations of the sellers
will be fulfilled. Even where the trans-
action takes the form of a sale of corporate
assets followed by the liquidation of the
selling company a double tax (tax at the
¢orporate level followed by 2 second tax at
the shareholder level) can be avoided by
adopting a plan of liquidation of the target
company before the sale of its assets’ and
liquidating it within twelve months there-
after — a so-called “section 337 liquida-
tion”.3

With certain important exceptions and li-
mitations, the result is to avoid tax at the
corporate level and to substitute 2 single
tax at the shareholder level. From the
standpoint of the sellers, the transaction
thus resembles, but is by no means identical
to 4 a sale of shares.

The expectation of the foreign buyer —
that it will inherit the tax characteristics of
the target company if it purchases shares

4

but not if it purchases assets — is not
necessarily correct. In some cases tax cha-
racteristics may disappear in a purchase of
shares as well. Just as the sellers are given
the section 337 election described above,
under which a sale of assets can produce
a tax result similar to a sale of shares, an
election is available to the purchaser under
which a purchase of shares can produce 2
tax result similar to a purchase of assets.5
A purchase of at least 80% of the shares
of the target company followed by adop-
tion of a plan of liquidation and com-
pletion of the liquidation into the new
parent company can, if requisite formali-
ties and time limits are observed, result in
a step-up in the tax basis of the assets pur-
chased (assuming that the target company
has been purchased for more than the tax
basis of its assets) that resembles — but is
not necessarily identical to — the tax basis’
had the purchase been an asset purchase
rather than a stock purchase. Moreover,
many of the other tax attributes of the tar-
get company — such as net operating loss
carryovers — will disappear as would have
been the case in an assets purchase.

(ii) Making the choice
From the foregoing discussion, it may ap-
pear that few differences exist between

2. In some cases the effective rate of Federal
tax could be increased to 36.5% by the imposi:
tion of a “minimum tax for tax preferences”.
Also, depending upon the shareholder’s place of
residence, more or less significant state and city
income taxes could be imposed on the gain.

3. Section 337. All citations to “Sections” ir
this article are to the United States Internal
Revenue Code of 1954, as amended, unless
otherwise stated.

4. For example, “recapture” of depreciation
may cause taxes to be imposed in a Section 337
transaction that would have been avoided on a
sule of shares.

5. Section 334 (b) (2). :

Bulletin Vol XXIX, January/janvier no, 1, 1975



purchases of assets for cash and purchases
of shares for cash — with sellers given an
election to assimilate a sale of assets to a
sale of shares and buyers given an election
to assimilate a purchase of shates to a pur-
chase of assets. Such is not the case. A pur-
chase of assets for cash does not produce a
carryover of tax attributes. Even where
comparable results can be achieved — such
as between a purchase of assets on the one
hand and a purchase of shates followed by
a liquidation on the other hand — in prac-
tice there are important differences.

While the “Grand Lines” of each of these
elections may be similar to the other form
of acquisition, the details — and they may
be expensive details — often differ. For
example, “recapture” of depreciation’ and
investment credit is a burden botne by the
selling company in the case of a purchase
of assets but by the purchasing company
in the case of a purchase of shares follow-
ed by a liquidation.6 Moreover, non-tax
considerations often ate determinative. A
putchase of shares may involve a tender
offer to a large number of shareholders of
the target company with a near certainty
that acceptance will be less than 10095,7
whereas a purchase of assets can be nego-
tiated with one party — the target com-
pany — and typically will require the rati-
fication of between a majority and two-
thirds of the target company’s sharehold-
ers.8 A purchase of shates tesults in a con-
tinuation of the non-tax attributes, such as
contingent or presently unknown liabilities,
whereas this normally can be avoided in the
case of a purchase of assets.9 (Assuming
that as a matter of negotiation the selling
company agrees that the buyer need not
assume such liabilities.)

The foregoing discussion illustrates why
purchasers in the United States often pre-
fer an assets-purchase to a share-purchase,

Bulletin Vol, XXIX, January/janvier no. 1, 1975
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where the choice is available. It may not be
available if the management of the target
company is hostile to the proposed pur-
chase. In such case, an assets acquisition
may be impossible and the only choice may
be a tender offer for the target company’s
shares — a form of take-over that ‘can be

forced upon an unwilling management,

albeit often at considerable expense to the
purchaser. In some cases even where a
choice does' exist, a share purchase may be
preferred. For example, if S.E.C. rules con-
cerning tender offers are not applicable
(e.g., because the transaction involves a
small number of selling shareholders, a si-
tuation that might occur if the target com-
pany is closely-held or if the foreign com-’
pany is seeking to acquire only one block
of its shares) a purchase of shares usually
will be a simpler and quicker transaction
than a purchase of assets.

(B) Paurchases for installments payable
over a period of time

Payment of only a portion of the purchase

price at the time of purchase with the

6. Sections 47, 1245, 1250. “Recapture” refers
to a possible recovery by the government, at the
time of disposal of an asset, of tax advantages
previously afforded — such as an investment
credit or depreciation deductions.

7. In some cases the acquiring company will be
able to remedy this defect — the near certainty
that acceptance will be less than 10095 — at a

-later date by arranging that, as a second step,

the target company be merged into a second
company, formed by the acquiring company for
the purpose, with minority shareholders entitled

only to cash on the merger, After this transac-

tion, the acquiring company would own 100%
of the target company.

8. See, e.g., General Corporation of Delaware,
sec. 251 (c); New York Business Corporation
Law, sec. 903 (2).

9. Even in a purchase of assets, compliance with
the relevant “bulk sale law” may be necessary to
avoid inheriting unwanted liabilities.




" BUYING A U.S. COMPANY
balance payable in one or more install-
ments is a classic means of reducing the
present cash needs of the purchaser as well
as of preserving some leverage for renego-
tiating the purchase price should it later
prove that the sellers’ warranties were not
accurate. It also can afford a means to pay
a contingent purchase price — the amount
of which is dependent upon events occur-
ring after the purchase. For example, pay-
ments of later installments may be de-
pendent upon the target company achieving
. a certain level of earnings or upon no signi-
ficant additional liabilities — not disclosed
at the time of the original purchase —
coming to light.
In such a transaction, it of course is im-
portant that the sellers be entitled to defer
their payments of tax on later installments
unti] these actually have been received.
Such deferral is not automatic under U.S.

law. In general, it may be achieved by one -

of two means, viz:

(i) By casting the transaction in a form
that will qualify for the statutory install-
ment reporting election. The principal re-
quirement for this is that not more than
30% of the purchase price (not including
certain debt instruments of the purchaser)
be paid during the year of sale.10

(ii) Casting the transaction in a form
that will qualify for non-statutory deferred

reporting treatment. ‘This may be available

if the sellets report for tax purposes on the
cash basis (as to most physical persons)
and receive only an unsecured contractual
promise, not represented by negotiable debt
instruments, as to the later payments 11 or
if the amount of the later payments is
contingent on later events and it is not
possible to ascertain the present value of
such payments.12

These two approaches produce similar, but

not identical, tax results to the sellers.
Where both are available, the statutory in-
stallment election normally will be pre-
ferred because, being afforded by a spe-
cific statute, it can achieve the desired de-
ferral with reasonable certainty, whereas
the non-statutory approach may involve 2
risk of attack by the Internal Revenue Ser-
vice.13

The fact that the statutory installment elec-
tion permits the purchasing company im-
mediately to issue its negotiable bonds or
debentures for the entire unpaid portion
of the purchase price can represent a con-
siderable advantage where the European
buyer is attempting to structure an offer
that will be attractive to the U.S. sellers,
even though such securities must not be in
a form designed to render them readily
tradable on a securities market, since a
negotiable bond or debenture typically of-
fers greater safety and more flexibility
(the ability to sell or borrow upon the in-
strument before the payment date) than
does a non-negotiable promise to pay.

A disadvantage of the statutory installment
election is that it usually will not be avail-

. able where the transaction takes the form

of a purchase of assets rather than of a

10. Section 453. Bonds, or other debt instru-
ments, that are payable on demand, have interest
coupons attached or otherwise are in a form
(such as, generally, in registered form) designed
to render them readily tradable on a securities
matket and are treated as the purchaser’s debt
instruments — i.e., do count against the 30%
limit,

11. See, e.g., Nina J. Ennis, 17 T.C. 465
(1951). Additional safety can be assured by pro- ’
viding also that the buyer's obligation not be
transferable or assignable. Revense Ruling 68-
606, 1968-2 Cum. Bull. 42,

12. See, e.g., Burnet v. Logan, 283 U.S. 404
(1931).

13. See, Revensze Rulmg 58-402, 1958-2 Cum.
Bull. 15.
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purchase of shares. The tax deferral will
- be available to the sellihg corporation it-
self, but will not survive a liquidation and

distribution of the purchaser’s obligations.

to the sharehiolders of the selling corpora-
tion. In other words, the shareholders will
be liable to tax for the year in which the
liquidation takes place even though the
purchaser’s obligations have not yet been
paid off.14 Where instead the transaction
seeks to achieve tax deferral on the non-
statutory grounds that the future payments
are contingent, it may be Poss1b1e to distri-
bute the buyer’s obligations in liquidation
without thereby subjecting the sharehold-
ers to an immediate tax.15

(B) “Bootstrapping” the transaction —
paying a portion of the purchase price
out of the targesr company's own in-
come or assets

U.S. taxpayers over many years have de:
veloped a variety of methods, some of
them ingenious, to permit the target com-
pany’s own assets or later earnings to be
employed to pay a portion of the purchase
ptice for that company’s shares.

Use of existing cash, as a part of a take-

over transaction, can afford a2 means for

the selling shareholders to withdraw excess
cash at capital gains rates instead of at the
higher ordinary income rates that normally
would be applicable if the owners of the

company simply withdrew the cash as divi-

.dends or in pro rata redemption of a por-
tion of theitr shares.

Alternatively, use of the target company’s

own future earnings can have the effect of

. lowering the worldwide tax burden of the
acquiring company. This can occur where
the structure chosen permits direct appli-
cation of the target company’s earnings to
the payment of the purchase price without
the necessity first to pay such eatnings to
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the foreign parent in the form of a divi-
dend. Elimination of the need for a divi-
dend avoids U.S. withholding taxes at 5%
—30% and also may avoid an extra slice
of corporation tax imposed by the foreign
parent company’s home jurisdiction,16 .
Some of the methods of “bootstrapping™
an acquisition have become sufficiently
well accepted that it may, in a particular
case, be possible to secure an advance
ruling from the Internal Revenue Service
as to the U.S. tax consequences. Others.
involve a willingness to assume a measure
of risk. The variety and complexity of
available “bootstrapping” techniqueés is
such as to permit only brief -descriptions of
two classic approaches:

(a) When the target company has cash
in excess of its business needs, the for-
eign purchaser may offer to purchase only
a portion of the outstanding shares with
the balance of the shares to be repur-
chased by the target company itself at the
same time. Properly carried out, this ap-
proach results in the purchasing company
acquiring 100% of the equity of the target
company while entitling the selling share-
holders to capital gains treatment, both on
the block of stock sold to the purchasing
company and on the block sold back to the
target company dtself.17

(b) Where the form of acquisition cho-
sen involves deferred payment of a portion
of the purchase price, it may be advantage-
ous for the acquiring companyito maké the
purchase of shares through the interme-

14. See, Freeman v. Commissioner, 303 E.2d
580 (8th Cir. 1962).

15. See, Burnet v. Logan, supra; Commissioner
v, Carter, 170 F.2d 911 (1948).

16. Such as the 2.5% tax 1mposed by France
in these circumstances.

17. See, e.g., Zenz v. Quinlivan, 213 de 914
(6th Cir.- 1954).
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diary of a newly-created 100%-owned
U.S. subsidiary corporation. As distinguish-
ed from a direct purchase of shares by the
foreign company itself, this format is de-
signed to allow the target company’s own
future earnings — after U.S. corporation
taxes but without U.S. withholding taxes
or taxes imposed by the acquiring com-
pany’s home jurisdiction — to be used to
pay the purchase price.18 Following such
a purchase, the foreign parent company
may:
(i) keep both U.S. corporations in exist-
ence and cause them to file consolidated
Federal income tax returns (thus eliminat-
ing inter-company Federal dividend taxes.)
'This will avoid recaptures of depreciation
and investment credit and may, subject to
certain disallowance rules,19 preserve fa-
vorable tax characteristics — such as a net
operating loss carryover — of the target
company; or
(ii) merge the target company “up-
stream” into its immediate parent company.
As is noted above, where the purchase
price paid for the target company exceeds
the tax basis (generally the book cost) of
its assets, this technique will result in a
“step-up”’ in the tax basis of the assets and
can result in greater depreciation deductions
in future years and in lower U.S. taxes,
should some of the assets later be sold.20
On the other hand, following this proce-
dure can result in a “recapture” of depre-
ciation and investment credit previously
claimed by the target company and results
in the elimination of most of the target
company’s tax attributes. Non-tax attribu-
tes, such as presently unknown liabilities to
third parties, will survive the transaction.
(ili) merge the U.S. holding company
“downstream” into the target company.
This will avoid “recaptures” and will pre-
setve the target company’s tax attributes.21

~

«

However, it will not afford a step-up in
the tax basis of the target company’s assets.
Further, the downstream merger will in-
volve an exchange of shares by the foreign
parent company (surrender of shares of the
U.S. holding company and receipt of shares
of the target company itself), which may
have tax or other consequences under the
laws of the foreign parent company’s home
jurisdiction,

(D) Purchasing through an off:/aore
bolding company

Subject to tax and exchange control re-
strictions imposed by its home jurisdic-
tion,22 in some instances the foreign pa-
rent company may wish to purchase the
U.S. target company through the interme-
diary of a subsidiary formed in a low-tax
jurisdiction. In this manner, eatnings of the
target company can be withdrawn for use
elsewhere in the world hopefully without
exposing them to the tax system .or ex-
change control rules of the home country.
In addition, later gain realized on a resale
of the target company’s shares may escape
tax completely.

18. See, e.g., Arthur J. Kobacker, 37 T.C. 882
(1962) (Acq.).

19. Sections 269, 382 (a). Section 269 operates
to permit the Commissioner of Intetnal Revenue
to disallow deductions, credits or other allowan-
ces where “control” of a corporation is acquired
for the “principal purpose” of securing such tax
benefits.

20. Section 334 (b) (2); as to a danger in this
form of acquisition see Plantation Patterns, Inc.,
29 T.CM. 817 (1970), Affd, 462 F.2d 712
(5th Cir. 1972).

21. See, Revenne Ruling 70-223, 1970-1 Cum.
Bull. 79.

22. For a discussion of tax considerations in
West Germany, See Killius, A New German
Statnre Regulating International Tax Aspects —
Its Implications For Multinational Companies,
Tax Mandgement International (Dec. 1973).
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A careful choice of jurisdiction for the off-
shore company is most important. Most
tax-haven jurisdictions do not have double-
taxation conventions with the United States
so that dividends paid to a holding com-
pany in such a jurisdiction will bear U.S.
withholding taxes at the full 309 rate.
Jurisdictions affording tax benefits to hold-
ing companies but having such treaties may
differ as to suitability in other respects.
For example, Switzerland requires, under
rules adopted in-1962,28 that such holding
companies, taking advantage of Swiss trea-
ties, redistribute a substantial portion of
the dividends received (generally 25%).
Such redistributions typically are subject to
Swiss withholding taxes. The Netherlands
do not require current redistributions but
do require holding companies to comply
with a number of administrative formali-
ties that foreign interests often find to be
onerous.24 The Netherlands Antilles tax
dividends received from wholly-owned U.S.
subsidiaries at 15% of the net dividends
received which results in an aggregate tax
burden (U.S. withholding taxes 4 Nether-
lands Antilles taxes) of 27.5% (unless
the Antillean corporation’s shares are own-
ed by Dutch residents in which case a low-
er rate applies). The tax burden on interest
is 24—30% consisting entirely of Antil-
lean profits tax. However, the Antilles do
not impose withholding taxes on redistri-
butions by the holding company.

PURCHASES FOR SHARES OF THE
ACQUIRING COMPANY

In most instances, when one U.S. company
acquires another in exchange for the ac-
quiring company’s shares, instead of for
cash, a major goal is to qualify the trans-
action as a “reotganization” and thus cause
it to be “tax-free” 25 to the shareholders of
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the selling company. However, where the
acquiring company is a foreign company,
the tfansaction never will be tax-free to the
U.S. shareholders of the target compariy
UNLESS a prior ruling is secured from the
Internal Revenue Service to the effect that.
avoidance of U.S. Federal income taxes is
not one of the “principal purposes” of the
transaction.26 Under guidelines that have
been published by the Service, it ordinarily
should be possible to secure such a ruling
where the situation is one of acquisition of
a U.S. company, engaged in an active bu-
siness, by an unrelated foreign company.27

23. Swiss Measures Against Abuse Of Tax
Conventions, International Bureau of Fiscal Do-
cumentation, Amsterdam 1963.

24. A recent decision by the Supreme Court of
the Netherlands may have thrown some doubt
on the proposition that the Dutch holding-com-
pany privilege — freedom from corporation tax-
es on dividends received from subsidiaries —
generally is available in the case of such com-
panies formed, for tax reasons, by non-Dutch
interests to hold shares of subsidiaries formed
outside of Holland. However, some Dutch tax
advisors have stated that the decision is not of

general applicability, For a discussion of the

decision, see Van Raad, Netherlands Holding
Companies — A Recent Case, Tax Management
International (April 1974).

25. The various types of reorgdnizations are
defined in Section 368. The term “tax.free”,
while commonly employed, is misleading since,
in most cases, taxes simply are deferred to a
later date. .
26. Section 367. A curtent proposal would, if
enacted into law, eliminate this requirement. |
27. Revenne Procedure 68-23, 1968-1 Cum.
Bull. 821, These guidelines do not deal speci-
fically with all forms of reorganizations — -
notably with triangular reorganizations. In cer-
tain cases, which seem unlikely often to arise in
practlce in the context of transactions discussed
in this article, the Internal Revenue Servicé may
exact as the price of an otherwise favorable
ruling the inclusion of specified amounts in the
income of the target company (the so-called
“toll gate” charge).
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(A) Types of reorganizations

Regardless of whether the acquiring com-
pany is.U.S. or foreign, not all acquisitions
for shares qualify as ‘“‘reorganizations”.
The principal categories of interest to a
non-U.S. purchaser ate the following:

€)) “A” reorganizations. ‘This is ac-
complished by a statutory merger (or. sta-
" tutory consolidation) of the target com-
pany and the acquiring company. Once the
requisite formalities have been accomplish-
ed (including a shareholders’ vote — at
least a majority and in some states two-
thirds being required — of the company
that will disappear in the merger) and the
filing of certificates with the appropriate
state authorities, the two corporations are
combined into one by operation of law.
Outstanding shares of the disappearing
corporation ate converted by operation of
the merger laws of the states involved into
shares of the surviving company (or into
‘money or other property) in accordance
with the terms of the agreement between
the parties. The surviving corporation in-
herits the non-tax attributes of the two
constituant corporations (pte-existing lia-
bilities, debts, contractual obligations, book
walue for assets etc.) and, with some ex-
ceptions, also inherits their tax attributes.28
The use of an “A’ reorganization in pre-
ference to other types of “reorganizations”
often is attractive because:

(a) The procedures are relatively simple
and avoid the need to transfer assets one-
by-one or group-by-group to the acquiring
company.

(b) The acquiring company achieves
1009 ownership of the target company.
Dissenting minority shareholders of the
target company — those who disapprove of
the merger — can be “frozen out”, subject

10

to their right to be paid cash for their
shares at a rate fixed by an appraiser (2
procedure that normally is not regarded as
an advantage but as a necessary evil).

(c) Under Internal Revenue Service
practice, up to 50% of the consideration
paid by the acquiring company can be assets
other than its own shares (such as cash or
debt instruments) without thereby depriv-
'ing the shareholders of the acquiring com-
pany of non-recognition treatment as to the
other 50% paid in the form of shares.29
(However, depending upon the facts the
taxable 50% may be taxed at the higher
rates applicable to dividends rather than at
the lower rates applicable to capital gains.)
Under Internal Revenue Service practice,
statutory mergers qualify as “A” reorgani-
zations enly if they occur between U.S.
companies.30 However, 2 number of states
permit “triangular” statutory mergers un-
der which a parent company can transfer
its own shares to its subsidiary corporation
and the subsidiary then can be the merger
partner. Notwithstanding that the merger
is between the target company and the
subsidiary, shareholders of the target com-
pany receive shares of the European parent
company in the exchange. Where home
country corporate laws permit the transfer
(or, possibly, the sale) of the shares of a

28. Tax attributes would not, for example, be
inherited where the predominant consideration
was money or other property, as distinguished
from shares of the acquiring company. The sta-
tutory provisions affording carryover treatment
are in Section 381. See Note 19, for mention of
provisions under which carryovers of favorable
tax attributes can be denied.

29. Revenne Ruling 66-224, 1966-2 Cum, Bull.
114.

30. U.S. Treasury Regulations, Section 1.368-2

(b).
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local company to its own U.S. subsidiary,31
a triangular merger of this type,. employ-
ing a newly-formed U.S. subsidiary holding
shares of its parent company, can be a use-
ful technique in acquiring a U.S. target
company.32

(i) “B” reorganizations. A ‘B” re-
organization occurs when the acquiring
company exchanges “solely” 83 shares of
its own voting stock for shares of the target
company’s stock and, after the transaction,
owns stock possessing at least 80% of the
voting power of the target company and at
least 809 of the outstanding shares of each
class of non-voting stock A “B” reorgani-
zation thus is accomplished by a specialized
tender offer — usually called an exchange
offer — requiring an exchange negotiated
by the acquiring company with each share-
holder of the target company. As is the case
ina “A” reorganization (merger), U.S. tax
law permits a “B” reorganization to be ac-
complished in a triangular fashion by the
transfer of the acquiring company’s shares
to a controlled subsidiary corporation and
the use by the subsidiary of the parent
company’s shares to make the exchange.34
A “B” reorganization may be the preferred
technique where the management of the
target company is hostile to the transaction.
Dealings are directly between the acquiring
company and the shareholders of the target
company and it sometimes is possible to
achieve control of a target company in this
fashion despite management resistance. A
“B” reorganization may also be preferred:

(a) where the target company’s shares
are held by a small group of persons, all
of whom are willing to exchange their
shares for shares of the acquiting company;
(In such case, a simple exchange of shares
for shares may be the qmckest and easiest
form of “reorganization” available.)
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(b) where the target company has assets
that are not transferable (such as contracts
that could not be transferred as a part of
an assets transfer without the consent of
the other contracting party ot where loan
agreéments restrict the transfer of the tat-.
get company’s assets) since the target com-
pany continues unchanged and continues
to own its assets, or

(c) where the parties negotiate for a
down payment in shares of the acquiring
company followed by one or more later
payments the size of which is to be contin-
gent ~— for example upon earnings of the
target company or upon the later market
value of the shares of the acquiring com-
pany (a means of payment that is inost
easily accomplished in a “B” reorganiza-
tion).

(i) “C” reorganizations. A “C” fe-
organization is accomplished when the ac-
quiting corporation acquires ‘‘substantially
all” of the properties of the target company
“solely” 85 in exchange for its own voting

31. France, for example, restricts the ability of
a subsidiary to acquire share in its own parent,
but it appears that the restrictions would not be
applicable where the subsidiary had its “siége
social” in the United States. See Lefebvre, Me-
mento Pratique des Sociétés Commerciales (Edi-
tions Juridiques Lefebvre 1972) Section 3355.
32. See, Revenune Ruling 74-297, 1974-25 LR.B.
16.

33. The word “solely” is strictly construed in
the case of “B” reotganizations and the pay-
ment of even a small percentage of the con-
sideration in 2 form other than voting stock of
the acquiring corporation can cause disqualifi-
cation.

34. Section 368 (a) (1) (B).

35. The requirement that the acquisition be
“solely” for voting shares is less rigid than in the
case of a “B” reorganization — somé outside
consideration is permitted. Section 368 (a) (2)

(B).

11
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shares. The acquisition typically is followed
by a liquidation of the target company and
a distribution to the target company s share-
holders of the acquiring company’s shares
received in exchange for its assets. Thus, a
“C” reorganization resembles an “A” re-
organization in that the transaction is be-
tween the acquiring company and the tar-
get company itself (rather than with that
company’s shareholders). It differs from
an “A” reotganization in a number of re-
spects, such as:

— It does not necessarily involve the ac-
quisition of 100% of the assets of the
target company.

~— It may (this by no means is certain)
deny dissenting shareholders of the tar-
get company the right to have their
shares paid out in cash at a price fixed
by an appraiser. In other words, under
applicable state corporate laws, de-
pending upon the state involved and
upon the facts of the transaction, dis-
sénting shareholders may be compelled
to accept stock of the acquiring com-
pany in exchange for their stock of the
target company whereas in an “A” re-
organization such shareholders typically

~would have a right to demand cash.

— It may permit the acquiring company to
assume (i.e., become liable for) only
selected ligbilities of the target com-
pany — ie., for liabilities specifically
assumed by it — and not contingent or
unknown liabilities not specifically as-
sumed by it. (Since an “A” reorganiza-
tion — metger — is a combination of
two corporations by operation of law,
the acquiting company automatically
assumes all liabilities of the target com-
pany, whether or not revealed to it).

(B) Some effects of reorganizations
In general, in an “A” or “C” reorganiza-

12

tion the acquiring company takes over the
target company’s tax basis of the acquired
assets for purposes of depreciation and of
computation of gains or losses on later
sales. In the case of a “B” reorganization,
the target company is the surviving com-
pany so that its tax basis for its assets re-
main with it. Depending upon the facts
involved in the reorganization in question,
certain favorable tax characteristics of the
target company -— such as a net operating
loss carryover — may or may not survive
the transaction to the benefit of the ac-
quiring corporation.36

The shareholders of the target company are
considered to have the same tax basis for
the shares of the acquiring company they
receive in the transaction as they had for
their shares of the target company.37 Thus,
taxation of the target company’s sharehold-
ers merely is deferred. A later sale of their
shares in the acquiring company will pro-
duce the same amount of taxable gain as
would have a sale at the same price of their
target company shares.

SECURITIES LAW CONSIDERATIONS IN
SELECTING THE TYPE OF ACQUISITION

(A) Background

To borrow a phrase from the Deputy -Di-
rector of the International Bureau of Fiscal
Documentation, “life does not consist of
taxes only”. However regrettable this fact
may be to tax specialists, it is true that for-

36. Sections 269 (discussed in Note 19., s#-
pra), 382. '

37. If the reorganization involves the payment
of some cash, or property other than the acquir-
ing company’s shares, certain adjustments may
be made in the tax basis at which the share-
holders of the target company 'hold their shares
in the acquirting company. Section 358 (a).
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_eign companies seeking to purchase U.S.
companies will find it necessaty to consider
also the non-fax aspects of the transaction.
Where securities of the acquiring company
(whether capital shares, promissoty notes
or other instruments defined as “secur-
ities”) are to be used in an acquisition, or
where securities of the target company are
widely (i.e., publicly) owned, Fedetal and
. state securities law considerations often will
be of primary concern.

Techniques for protecting investors or po-
tential investors in securities are particulaz-
ly well developed in the United States. For
the most part they consist of detailed and
often complicated riles and regulations de-
signed to protect (1) purchasers of se-
caritiés from the issuing company, by re-
quiring the issuer to reveal comprehensive
information as to the true nature of both
the security being offered and the issuer’s
business, management and financial condi-
tion, and (2) existing security holders of a
company and potential purchasers of its
securities in the trading matkets, by re-
quiring the regular filing of reports dis-
closing changes iri the company’s business,
management and affairs, including infor-
mation as to its officers, directors and prin-
cipal shareholders. Howevet, in many in-
stances the regulatory system goes beyond
mere disclosure and requires compliance
with standards directed toward the merits
and value of the security offering. More-
over, in addition to the securities laws,
there are a number of Federal and state
statutes and regulations which may be ap-
plicable where the target company is en-
gaged in activities within the regulatory
jurisdiction of certain governmental agen-
cies; thereby requiring agency approval be-
fore a change of control can be effected
(e.g., aitlines, communications companies,
public utilities and insurance companies).
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United States securities laws encompass a
wide spectrum but break down into thiee
principal, and largely interacting, regulato-
ty schemes, all of which can come into play
in a given situation: ‘

(a) The Federal Securities Laws which
are administered by the Securities and Ex- -
change Commission (“SEC”) and consist
(for purposes of the subject matter of this
discussion) mainly of detailed require-
ments for full and fair disclosure contained
in the Securities Act of 1933 (1933 Act™)
and the Securities Exchange Act of 1934
(1934 Act”).

(b) The State Securities (or “Blue Sky”)
Laws consisting of separate laws adminis-
tered by agencies of the fifty states, cover-
ing much of the same ground as the Fede-
ral securities laws but often requiring sub-
stantive changes in the terms of a security
offering to residents of a state, in addition’
to full and fair disclosute,

(¢) National Securities Exchanges which
areé empowered to adopt rules and regula-
tions affecting the activities of companies
whose securities are listed on such an ex-
change. '

The following outline will attempt to high-
light those aspects of the securities laws.
that would have to be taken into consider-
ation by an acquiring company, depending -
upon the proposed structure of the acqui=
sition.

(B) Purchases for shares or other secur-
ities of the acquiring company
Virtually every acquisition in which secur-
ities of the acquiring company ate to be
issued in exchange for stock or assets of
the target company will be required to
comply with the Federal and State secutities
laws of the United States. Unless an ex-'
emption is available under each of the

13
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securities laws governing the transaction,
registration of one kind or another general-
ly will be required.

(a) Federal

The exemption most frequently sought un-
der the 1933 Act is the so-called “private
placement” exemption, which is based up-
on the underlying policy of the Act to re-
gulate only “public” as distinguished from
“private” offerings of securities. In order
to qualify for this exemption, however, it
is necessaty (as a practical matter) not only
to limit the number of purchasers (general-
ly not more than 35) but also to make
certain that the purchasers have the re-
quisite knowledge and experience to eva-
luate the merits and risk of their invest-
ment and, in many cases, ate able to bear
the economic risk involved.

If an exemption is not available to the of-
fering in question, the issuer will be re-
quired to register the securities with the
SEC and deliver to prospective purchasers
a special, detailed “Prospectus” describing
the securities being offered, the business
and affairs of the issuing company, the
transaction in which the securities will be
issued and, in the context of an acquisition,
the business and affairs of the target com-
pany whose shares or assets are being ac-
quired. Under the 1933 Act, essentially the
same registration requirements will apply
to mergers (“A” reorganizations), ex-
change offers (“B” reorganizations) and
-asset acquisitions (“C” reorganizations).
To further complicate matters, whetre the
target company has securities registeted un-
der the 1934 Act, each of the foregoing
forms of acquisition will require complian-
ce by the target company and/or the ac-
quiring company with rules affecting the
procedures employed in pursuing the ac-
quisition (discussed under “(c) Cash Pur-

14

chases” below). .

_The Registration Statement and Prospectus
required under the 1933 Act must be re-
viewed in advance by the SEC and must
contain, among other things, financial
statements certified by independent ac-
countants and prepared in accordance with
SEC rules. The requirement that financial
statements of the foreign company be pre-
pared in accordance with SEC standards —
which often are vety different from the
standards employed by the foreign com-
pany — can act as a powerful deterrent to
the use of the foreign company’s shares or
other securities (such as promissoty notes
or debentures, whether or not convertible
into capital shares) as the consideration for
the acquisition of the target company.

Moreover, in cases whete considerations of
the laws or commercial practices of the
country in which the acquiring company is
located make it desirable to employ Ameri-
can Depository Receipts (instead of issuing
the acquiring company’s own shares in the
U.S.), these will be subject to certain re-
gistration requirements in addition to those
applicable to the underlying securities.

Not only will the use of the acquiring
company’s securities in an acquisition re-
sult in an initial registration under the
1933 Act (when an exemption it not avail-
able), but the SEC automatically will im-
pose additional obligations upon the ac-
quiring company thereafter to file 1934
Act periodic reports concerning its business,
management and financial condition. Even
where the initial acquisition may be exempt
from the registration requirements of the
1933 Act, the resale of the securities in the
United States may require such registra-
tion; and, invariably, the establishment of
an active trading market for the securities
in the United States probably would sub-
ject the company to compliance with the
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registration (different from a 1933 Act re-
gistration) and/or periodic reporting re-
quirements of the 1934 Act. Although cer-
tain exemptions from 1934 Act registration
requirements and variations in the report-
ing requirements may minimize the effects
of the 1934 Act on foreign (as distinguish
ed from United States) companies, depend-
ing upon their size and the extent of the
holdmgs of their securities by United
States residents, the basic disclosure policy
of the Federal securities law nevertheless
would apply.

(b) State

Assuming that the acquiring company has
been able to comply with the Federal se-
curities laws in connection with the issuan-
ce of its securities, it must then determine
the extent to which the Blue Sky laws of
the applicable state jurisdictions will affect
the transaction. Compliance with the regis-
tration provisions of the Federal securities
laws, or structuring the transaction in such
‘a manner that it is exempt from such re-
gistration, will not necessarily guarantee
that the transaction will avoid registration
and review by the Blue Sky authorities.
Moreover, while the SEC rarely attempts
to regulate the “faitness” of the transaction
in terms of its effect on investors, the Blue
Sky authorities often can and do refuse to
approve 2 transaction because the terms dre
not considered to be fair to the prospective
~ investors; and, in the case of exchange of-
fers, a number of states have adopted legis-
lation designed to protect companies lo-
cated in those states from being taken over
by outside interests.

(c) National Securities
Exchanges

The principal impact of stock exchange re-

gulations arises in connection with acqui-
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sitions of less than all the outstanding
shares of a target company whose shares
are listed on a national securities exchange,
such as the New York or American Stock
Exchange. The exchanges require delisting
of the shares of a company where there is
insufficient public distribution, in terms of
both the number of shates in the hands of
the public and the number of public share-
holders. Thus, a foreign company consider-
ing an exchange .offer (or a cash tendet
offer) for less than 100% of the shares of
a company listed on an exchange must con-
sider the possible market effects of such a
delisting. Moreover, the New York Stock
Exchange informally has been reported to
have made known a policy against the con-
trol by a single company of more than 30%
of the outstanding shares of  listed com-
pany, although express sanctions have not
yet been imposed. Naturally, if the acquit-
ing company has securities listed on an ex-
change, it will be subject to the full pano-
ply of such exchange’s rules and regulations
(a subject that goes beyond the scope of
this discussion).

(C) Cash Purchases

Where the consideration for the stock or
assets of the target company is to be cash,
the nature and scope of the obligations im;
posed upon the acquiring company under
both Federal and State securities laws will
be far less burdensome. Since these secur-
ities laws are directed pnmanly toward the
protection of investors in securities, cash
transactions generally will avoid most of
the more stringent requirements of the se-
curities laws.

(2) Federal

The registration and reporting requ1re-
thents of the 1934 Act are designed pri-
marily to protect investors who already are

15



BUYING A US. COMPANY

shareholders of a publicly-held company or
who purchase shares from existing share-
holders in the securities markets. Thus,

while the anti-fraud provisions of the 1934 -

Act (imposing liabilities for material mis-
representations or omissions of fact in con-
nection with the purchase or sale of se-
- curities) apply to any transactions in se-
curities subject to Federal jurisdiction (pu-
blic or private), the registration and repost-
ting requitements of that Act apply only to
public corporations. If 2 United States com-
pany has a sufficient number of sharehold-
ets and sufficient assets (more than 500
shareholders of record and more than
$ 1,000,000 in gross assets), or if a com-
pany has elected to list its shares on a stock
exchange, the company is required to re-
gister under the 1934 Act. Companies
whose-shares ate registered under the 1934
Act ate subject to a variety of regulations (in
addition to the periodic reporting require-
ments that may apply regardless of 1934
Act registration) governing, among other
things, the manner in which the company
solicits votes from its shareholders (proxy
tules) and the manner in which officers,
directors and 109 shareholdérs purchase
and sell the company’s shares (insider tra-
ding). Thus, when a vote of approval from
'shareholders of a target company is requit-
ed lawfully to consummate a proposed
transaction, such as a mesger or a sale of
substantially all the assets, the SEC regu-
lates the manner in which the shareholders’
votes are solicited. Just as an offering of
securities to new investors must be accom-
panied by a particular form of disclosure
(the Prospectus), the solicitation of a
shareholder’s vote must be accompanied by
anothér form of disclosure document (a
“Proxy Statement”). In a sale-of-assets-for-
cash transaction, the disclosure in the Proxy
Statement would relate primarily to the
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business of the target company in ordet to
enable each shareholder to determine
whether the price to be paid is adequate
in relation to the value of the target com-
pany. In an acquisition involving the issu-
ance of securities of the acquiring company,
where a vote of shareholders of the target
company is required, the Prospectus re-
quired to be filed by the acquiring-company
under the 1933 Act will be virtually iden-
tical to the Proxy Statement required to be
filed by the target company under the 1934
Act; and 2 combined document satisfying
both Acts is delivered to the shareholders
of the target company.

In those instances where corporate action
by shareholders is not required, such as 2
cash tender offer to the shareholders of a
target company whose shares are registered
under the 1934 Act, the acquiring company
nevertheless will be required to file certain
disclosure documents with the SEC and to
comply with rules regulating the mecha-
nics of the tender offer (such as rights of -
withdrawal of shares and procedures for
pro rata purchases). Any public tender of-
fer for 5% or more of the number of out-
standing securities registered under the
1934 Act, or the acquisition (whether or
not by way of a public tender offer) of 5%
or more of such outstanding securities, will
require the filing of certain information
with the SEC concerning the acquiring
company, with copies being furnished to
the target company and any national stock
exchange upon which the security is traded.
The purpose of these requirements is to
put the target company and its shareholders
on notice that there is a potential change
of control of the target company. Similarly,
where an acquiring company is, by agree-
ment, to take control of the Board of Di-
rectors of a target company whose shares
are registered under-the 1934 Act, ten
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days’ notice to-all shareholders. of the target
company ‘(including the disclosute of -in-
formation of the type included in the SEC
filing) is required before the directors can

take office. The disclosure requirements in .

the context of a cash tender offer are far
less detailed than those for registration of
securities under the 1933 Act (as would be
the case in a registered exchange offer).
The disclosure relates primarily to the iden-
tity and background of the acquiring com-
pany and its management, their ownership
of securities of a target company and the
source of funds and purpose for the ac-
quisition. The SEC rules do not require
the same type of description of business or
presentation of financial statements as
would exist where securities of the acquit-
ing company are being issued (although
some financial information may be requit-
ed to be disclosed to the shareholders of
the target company, especially if the tender
offers covers less than 1009% of the out-
standing target company stock). Moreover,
while the rules by their terms apply only
te target companies whose securities are
registered under the 1934 Act, comparable
disclosure to the shareholders of the target
company may be tequired under the general
anti-fraud provisions of the 1934 Act
(without the necessity of SEC filings),
whether or not the target compdny is of
sufficient size to have its secutities register-

ed.

(b) State

As in the case of acquisitions involving the
-+ issuance of securities by the acquiting com-
pany, a cash acquisition may also be sub-
ject to the Blue Sky laws of the states in
which the target company is incorporated
or engages in business, or in which share-
holders of the target company reside. While
only a relative handful of states have at-
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tempted to regulate cash acquisitions (al:
though the number is larger where insuran-
ce company take-overs are concerned), a
number of states have imposed substantial
limitations.upon the ability of an acquiring
company to make cash tender offers within
their jutisdictions. These include certain
disclosure and waiting period requirements,
as well as provisions for registration by the
acquiring company as a licensed securities
dealer, or the use of a licensed .securities
dealer in making tender offers in the par-
ticular state,

CONCLUSIONS

To an outsider thinking of acquiring a U.S,
company, the regulatory climate often must
seem to be formidable deterrent. In a given
case, the foreign concern may be informed
during its fifst meeting with its U.S. .at-
torneys that the proposed transaction may,
be illegal under U.S. anti-trust laws, will
require it henceforth to keep its books and
publish information to its shareholders in a -
very different fashion than theretofore to

satisfy S.E.C. requirements and risks ad-

verse U.S. tax consequences. Some trans-

actions- do fail to get off the drawing board

for these reasons. Many others succeed,

whether through perseverance, ingenuity or

good luck. ‘ _
I 'would guess that few proposed 4cquisi-
tions of U.S. companies by foreign com-
panies fail because of the predicted adverse
tax consequences. The complexity of U.S.
tax law — resulting from over sixty years
of tinkering and attempted loophole closing
— often both creates the problem and pro-
vides a means to solve it. Where the ac-
quiring company is foreign, both the com-
plexity and the changes of finding a satis:
factory solution may be increased. On the
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one hand, the complexities of the home-
country tax laws, and of tax treaties, must
be taken into consideration along with the

complexities of U.S. tax laws. By way of
- compensation, differing concepts employed

18’

by the two countries, of the protection of a '
tax treaty, may afford an opportunity to
the foreign acquiring company to achieve 2
favorable tax result that would not be avail-
able to its U.S. counterpart.
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TAX CHANGES IN THE U.K.

The UK. Finance Act 1974 introduces a
number of important tax changes to the
UK. fiscal system. The Chancellor’s finan-
cial statement, on which the legislation is
based, came only a few weeks after a' La-
bour administration had been elected to
power in February 1974, and is aimed at

. implementing the Labour pasty’s program-

me for taxation reform.

Capital Taxation

The present system of death duties in the
UK. was introduced in 1894 and replaced
carlier death duties which had operated
since the end of the 17th Century. The tax
applies to the distribution of an indivi-
dual’s assets on his death, as well as to
gifts made by him in the seven years end-
ing with death. However, the UK. has
fiever operated a comprehensive gift tax,
although since 1965, the gift of an asset
could give rise to a liability to UX. capital
gains tax. The Govetnment sees the ab-
sence of 2 gift tax as a major defect in the
capital tax system of the UK., and intends
to remedy this by introducing with effect
from 26th March 1974 a comprehensive
tax on transfers of capital from one indivi-
dual to another. So far, a brief outline of
the Government’s intentions have been pu-
blished and this will be followed by legis-
lation to be published later this year.

In addition to a comprehénsive tax on
transfers of assets made by an individual
during his life time and on his death, the
Government intends to introduce an annual
tax on wealth. So far, only a consultative
document has been published, and after
discussions with interested parties, it is ex-
pected that the legislation will be publish-
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ed in 1976 so that the tax will come into
effect in that year or in 1977.

It is hoped to deal with these tax¢s in a
later article.

Taxation of individuals

There are a number of changes affecting

the taxation of individuals, but two of .
these are of particular importance. Firstly,

there has been a general increase in the

rates of personal income tax. The basic

rate of income tax has been increased from

30% to 339 while for incomes in excess

of £4,500 the higher rates of income tax

have also been increased to give a maxi-

mum rate of 83% on income, and 98% on

investment income. Secondly, the Finance

Act contains restrictions on the amount of

interest paid which can be deducted from

an individual’s taxable income. The restrict-

ions do not apply to an interest payment

which is a business expense. In such a case,

the interest paid will continue to be a de-

duction from trading income as before, In

futuré, however, where an individual pays

interest which is not a business expense, he -
will only be entitled to tax relief if the
interest is paid on a loan which was in-
curred for a “qualifying purpose”. ‘The
purposes which qualify for interest relief
are:—

1. The purchase or improvement of a
house, caravan, or houseboat; which is the
ownet’s principal private residence. In this
case, however, only interest on the first
£ 25,000 of total loans raised qualifies for
relief,

* Partner, Arthur Young McClelland Moores &
Co. Edinburgh, Scotland.
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2. The purchase of other real propeity
which during any petiod of 52 weeks is
let at a commercial rent for at least 26
weeks, and when not so let, is either avail-
able for letting, or cannot be let because it
is under repair. Where interest is incurred,
relief is given only against income from
the propetty. o

3. The purchase of shares in certain close-
ly controlled companies, whete the pur-
chaser owns more than 5% of the ordinary
share capital, and devotes the greater part
of his time to working in the business.

4. 'The acquisition of an interest in a paxt-
nership in which the individual is actively
engaged. R :
5. Lending money to a company or part-
nership asin (3) and (4) above.

6. The purchase of machinery or plant
used for business purposes by an employee
or a partaer.

7. 'There are a number of other situations
of limited importance where interest relief
may also be available.

The one general restriction applicable to
all loans is that interest relief is only avail-
able if the loan is a fixed loan. If the loan
. is obtained from overdrawing an account
with a bank, interest relief is never grant-
ed.

Where money is borrowed after 26th
March 1974; the new rules will apply at
the outset. However, where money was
borrowed prior to 26th Matrch, tax relief
will be given for interest payments made
in the tax year to Sth April 1975 in the
case of all loans, and in the case of fixed
loans, until the tax year ending Sth Aptil
1980.

Taxation of Foreign Earnings

New rules are introduced which change the
basis. on which UK. resident individuals
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are charged to tax on earnings from ovet-
seas employment, overseas pensions, and
the profits of overseas trading activities.
These rules apply from G6th April 1974,
and are as follows:—

(2) Persons resident and ordinarily (ie.
babitually) resident in the UK., but
domiciled abroad

Such an individual will be liable to UK.
tax if he carries out any part of the duties
of his employment in the UK. If he is
employed by a foreign employer, he will
be taxed in the UK. on 50% of his assess-
able earnings, whether remitted to the UK..
or not. However, from the tax year 1976/
77, he will be taxed on 75% of his earn-
ings, if he has resided in the UK. for nine
out of the ten preceding tax years. The in-
dividual’s assessable earnings consist of to-
tal remuneration, less pension contribu-
tions, loan interest, etc paid abroad, which -
would have been deductible for UK. tax
if paid in the UK. If the individual has
two employments, one for duties perform-
ed in the UK. and one for duties perform-
ed outside the UK., he will not be liable
to tax on his overseas earnings unless they
are remitted to the UK.

(b) Persons not domiciled and not ordi-
narily (i.e, habitually) resident in the
UK. -

In such 2 case, 50% of the earnings from
a foreign employer for work done in the
UK. are subject to UK. tax. All earnings
from a UK. employer for work done in
the UK. are taxable. Work done outside
the UK. for a UK. or a foreign employer
will only be assessed to tax if the income
is remitted to the UK. in a year in which
the taxpayer is resident in the UK.
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(¢). Overseas earnings of persons domicil-
ed, resident, and ordinarily resident
in the U.K.
If an individual with a foreign employ-
ment is “continuously absent” from the
UK. for 365 days or more, his earnings
from the foreign employment are exempt
from UK. tax, whether rémitted or not.
If the period of 365 days spans two tax
_years, an apportionment of eatnings be-
* tween each year will be made.
If the period of continuous absence is less
than 365 days, 75% of foreign -earnings
will be assessable to UK. tax whether re-
mitted to the UK. or not. An individual
will be regarded as “continuously absent”
from the UK. notwithstanding that he
pays visits to the UK, provided that the
visits do not exceed 63 consecutive days
duting the period of foreign employment,
and do not exceed in total one sixth of the
total number of days in the period of for-
eign employment. An individual is treated
as being in the UK. on the day of arrival,
but as absent fiom the UK. on the day
of departure.
These rules also apply where a non-domi-
ciled individual is employed by a UK.
employer.
Foreign Pensions
Where an individual domiciled and resi-
dent in the UK. receives a foreign pen-
sion, he will be liable to tax on 90% of
that pension whether remitted to the UK.
or not. If the individual is not domiciled
in the UK, ot is not ordinarily resident
in the UK., he will only be taxed on the

amount of the foreign pension remitted
here.

Earnings from Foreign Business Activities

An individual who is domiciled and resi-
dent in the UK., will be taxed on 75% of
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his earnings from foteign business. activi-
‘ties, whether remitted to the UK. or not.

If he sustains a loss in his business activi-
ties, he will be entitled to set 75% of the
loss against future profits from his foreign
trade. An individual resident in the UK.
but not domiciled there will continue to be
assessed to tax on income from foreign
business activities only on the amount of
income remitted to the UK,

It should be noted that these rules may be
affected by a Double Taxation Treaty. '

Company Taxation

The rate of Corporation Tax for the year
ended 31st March 1974 is fixed at 52%.
This is 29 greater thdn the rate which was
originally expected, which means that com-
panies may have under-provided for the
amount of Corporation Tax due on profits.
Where a company’s total taxable profits
does not exceed £ 25,000, it will pay cor-
poration tax, for the year ended 3ist
March 1974, at 429%, and where the pro-
fits are between £25,000 and £40,000,
the rate of corporation tax will gradually
increase until the full 529 rate is reached.
A capital gain made by a company will
suffer corporation tax at an effective rate
of 30%.

Under the imputation system of company
. taxation, which was introduced in the UK.

with effect from Ist April 1973, part of 2
companys corporation tax liability ‘on its
income is available to the company’s. share-
holders to reduce personal income tax pay-
able by them on dividends received from
the company. When a UX. resident com-
pany pays a dividend to its shareholders, it
must pay an amount to the Inland Revenue
equal to. 33/g,ths of the dividend paid to
shareholders, Thus if a company makes a.
dividend payment of 67 to a shareholder,

it must pay to the Inland Revenue an addj-
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tional amount of 33 i.e. 83/gsths of 67.-
Put another way, the company has paid out
100, of which 33 has been paid to the In-
land Revenue, and 67 to the shareholder.
The payment to the Inland Revenue satis-
fies the shareholder’s basic rate income tax
liability on the gross equivalent of the di-
vidend paid. In other words, the share-
holder is regarded as having received a
dividend of 100, on which basic rate in-
come tax at 33%, i.e. 33, has already been
paid. The shareholders has no further lia-
bility to basic rate income tax, although he
may be liable to. higher rate tax on the
“gross” dividend of 100. The payment of
33 by the company is also regarded as an
advance payment of the company’s ultimate
corporation tax liability on its income (ad-
vance corporation tax). Thus the com-
pany’s total corporation tax liability on its
income may be reduced by amounts of ad-
vance corporation tax paid on dividends
distributed during the company’s account-
ing period.

Advance corporation tax on dividends paid
is collected by the Inland Revenue on 2
quarterly basis, and the effect is that the
Inland Revenue collects part of the total
corporation tax liability of the company
well before the end of the company’s ac-
counting period. The quarterly collection
procedure frequently puts a strain on the
cash flow position of companies, but during
the year ended 31st March 1974, it is like-
ly that the cash flow problems of compa-
nies due to advance corporation tax will be
greatly increased. The reason is that dut-
ing the year ended 31st March 1974, and
for that year only, where a company is lia-
ble to pay advance corporation tax on a
dividend, it must pay a surcharge equal to
509% of the amount of advance corporation

tax due. The position of the shareholder is

not affected. The shareholders is still re-
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garded as having received a gross dividend
of 100, on which basic fate income tax of
33 has been paid. However, the company
is obliged to pay, not 33/g,ths of the total .
dividend payments, but an amount equal
to 49.5/gths of the dividend on account
of its Corporation Tax liability, the effect
of which is that a large part of a company’s
cotporation tax liability will be paid well
in advance of the end of its accounting
period,

Taxation of Development Gains

In the past, where a disposal of land in the
UK. has given rise to a capital gain, the
gain has been subject to capital gains tax
at a.maximum rate of 30%. There is an
exception whether the individual is trading
in land, or land has been purchase& with a
view to realising it at a gain. Over the past
few years, it has been possible for very
large gains to be made on the disposal of
land, if the value of the land reflects the
possibility that it might be developed for
industrial or residential purposes. Very
often, such a gain was subject only to
Capital Gains Tax at 30%. Under the new
rules, that part of a capital gain on the
disposal of land which reflects its “deve-
lopment” value will be treated as income,
subject to income tax in the normal way.
For an individual, the maximum rate of
tax suffered on the gain will be 83%,
while for a company the maximum rate
will be 52%. '

It is impottant to note that a development
gain will only arise on the disposal of land
giving rise to a capital gain. This means
that a non-tesident will not be chargeable
to development gains tax on the sale of
land in the UK. unless he is carrying on a
business through a branch or agency in the
UXK. and the land i§ an asset used by the
branch or dgency. The tax applies to all
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disposals of land reflecting development

value which take place on or after 18th-

December 1973, although there are except-
ionis for arrangements for sale made before
that date. In addition to an outright dis-
posal of land, the development tax applies
to disposals of shares in a closely controlled
company, where land reflecting develop-
ment value amounts to 75% or more of
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the company’s assets, to- the disposal of an
interest in a trust' which holds land with
development value, and to the first letting
of property which has been developed.
Since the publication of the Finance Act,
the Government has announced further
rules covering land with development
value, the effect of which will be to take

_ such land into public ownership.
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BUNDESREPUBLIK DEUTSCHLAND

Deutsch- franzosmches Doppelbesteuerungsabkommen .
"Behandlung deutscher ,,Arbeitsgemeinschaften® und franzésischer -
»Groupements d’lnteret econonnque“ *

Unter Bezugnahme auf die Besprechung
mit den obersten FinanzbehSrden der Lin-
“der gilt bei der Anwendung des deutsch-
franzdsischen Doppelbesteuerungsabkom—
mens das Folgende.

Detr Bundesminister der Finanzen und das
ftanzdsische Finanzministerfum haben sich
auf Grund von Artikel 25 Abs. 3 des
deutsch-franzésischen Doppelbesteuerungs-
abkommens vom 21. Juli 1959 [ 9. Juni
1970 (BGBI! 1961 Teil II Seite 398 und
1970 Teil II Seite 719) iiber die Anwen-
dung des Abkommens bei deutschen ,,Ar-
beitsgemeinschaften” und franzdsischen
. »Groupements d'intérét économique” wie
folgt veistindigt:

L

Zur Zeit bestehen in den beiden Staaten

folgende Rechtsformen fiir eine unmittel-
bare wirtschaftliche Ko-operation von deut-
schen und franzdsischen Unternehmen:
a) In der Bundesrepublik Deutschland die
»Arbeitsgemeinschaft (ARGE):
Bei dieser gelten fiir die Bezichungen
der beteiligten Unternehmen unterein-
ander und zu Dritten die Regeln des
deutschen Biirgerlichen Gesetzbuches
iiber die Gesellschaft.
Die in der ARGE erwistschafteten Ge-
winne untetliegen wie bei anderen Per-
sonengesellschaften (Mitunternehmer-
schaften) anteilig bei den Gesellschaf-
tern der Einkommen- bzw. Kérper-
schaftsteuer.
Die ARGE ist jedoch als solche gewer-
besteuerpflichtig; von der Gewerbe-

steuerpfhcht ausgeriommen sind .allet-
:dings "solche ARGE, deren alleiniger
Zweck sich auf die Erfillung eines ein-
zigen Werkvertrages oder Werkliefe-
rungsvertrags beschrinkt, wenn nicht
bei Abschluss des Vertrages anzuneh-
men ist, dass er nicht innerhalb von
drei Jahren erfiillt wird.

b) In Frankreich das ,,Groupement d’inté-
1ét économique® (GIE):
Bei diesem gilt fiir die Verhiltnisse der
beteiligten Unternehmen untereinander
und zu Dritten die Verordnung Nr.
67-821 vom 23. September 1967. Die
im GIE erwirtschafteten Gewinne un-
terliegen bei den Beteiligten anteilig
den Steuern vom Einkommen natiirli-
cher Personen oder der Gesellschaft-
steuer.

An einer ARGE konnen sich auch franzs-

sische, an einem GIE auch deutsche Unter-

nehmen beteiligen.

1L

Die ARGE und das GIE sind fiir die An-
wendung des deutsch-franzdsischen Ab-
kommens zur Vermeidung der Doppelbe-
steuerung vom 21. Juli 1959 / 9. Juni 1969
als Mitunternehmerschaften zu behandeln,
auf die Artikel 4 Abs. 3 dieses Abkom-
mens anzuwenden ist.

Hieraus ergibt sich nach Artikel 4 Abs. 1
des Abkommens folgendes:

* Bundessteuerblatt I Nr 18, 14, August 1974,
S. 510.
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a) Ist eine in Frankreich ansissige Person
an einer ARGE beteiligt, so sind die
auf sie entfallenden, in den deutschen
Betriebstitten der ARGE erwirtschaf-
teten Gewinne in der Bundesrepublik

.Deutschland steuerpflichtig. Diese Ge-
winne werden von den franzdsischen
Steuern freigestellt,

" Besitzt die ARGE eine in Frankreich
gelegene Betriebstitte, so unterliegen
die hier zuzurechnenden Gewinne der

" franzBsischen Bestenerung. Der auf in
‘der Bundestepublik Deutschland an-
sissige Beteiligte éntfillende Teil die-
ser Gewinné ist von den deutschen
Steuern freigestellt

b) Ist eine in der Bundesrepubhk Deutsch-

" - land ansissige Person an einem GIE
beteiligt, so sind auf sie entfallende, in
franzdsischen Betriebstitten des GIE

© . erwirtschaftete Gewinne in Frankreich
steuerpflichtig. Diese Gewinne werden

“von den deutschen Steuérn freigestellt.

_ Besitzt das GIE in der Bundeéstepublik
"Deutschland eine Betriebstitte, so un-
terliegen die dieser zuzurechnenden
Gewirne der deutschen Besteuerung.

" Der auf in Frankreich ansissige Betei-
ligte entfallende Teil dieser Gewinne

v
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ist von den franzdsischen Steuern frei-
gestellt:

111
Die Aufteilung des Gewinns einer ARGE
oder eines GIE auf deren deutsche und
franz8sische Betriebstitten, richtet sich
nach den Grundsitzen des Artikels 4 des
Abkommens.
Soweit die Gewinne von Betriebstatten von
der deutschen bzw. franzdsischen Steuer
freizustellen sind,. ist Artikel 20 des Ab-
kommens zu beachten (Progressionsvorbe-
halt). ' ‘
Unter dem Begriff der Betriebstitte sind
nur Geschiftseinrichtungen- oder stindige
Vertreter zu verstehen, die Betriebstitten
im Sinne dés Arstikels 2 Abs. 1 Nr, 7 des
Abkommens sind.
Die zustindigen deutschen und franzsi-
schen Behdrden werden sich zur Beseiti-
gung von Schwierigkeiten und Zweifeln,
die bei Anwendung dieser Grundsitze auf-
treten, verstindigen, um eine Doppelbe-
steuerung zu vermeiden (Art. 25 Abs 3
des Abkomrnens) -

Im Auftrag
Menck

25
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DEVELOPMENTS IN INTERNATIONAL TAX LAW

UNITED KINGDOM

White Paper on Capital Transfer Tax ¥ (Cmnd. 5705)

INTRODUCTION

1. The Chancellor of the Exchequer an-
nounced in his Budget speech on 26 March
that he would introduce in the second Fi-
nance Bill this year a tax on all gratuitous
transfers of capital both by way of lifetime
gift and on death and that the new tax
would take effect as from 26 March.

2. This White Paper ** provides a broad
outline of the new tax (Capital Transfer
Tax) so that the Green Paper on the
Wealth Tax may be considered in the light
of what is proposed for the Capital Trans-
fer Tax. It is also intended to enable, so
far as possible, those who may have already
incurred liability to the Capital Transfer
Tax to determine what their maximum lia-

. bility may be in straightforward cases. It

does not set out to explain the precise
boundaries of liability under the legislation
to be introduced in the autumn, nor does
it deal with rules which will be necessary
to cover such special cases as, for example,
partial gifts by way of transfer for inade-
quate consideration or the provisions which
will be necessary to prevent avoidance. The
indications of the general nature of the
new tax given with this paper thus have no
binding force, and the public should bear
this in mind in determining any course of
action. However, as is explained in para-
graphs 6 and 10, the Estate Duty in its

. present form will apply in respect of deaths

occurring up to the autumn Budget day.

PART I: INFORMATION ALREADY GIVEN

3. The Chief Secretaty to the Treasury
has already given certain indications about

26

the proposed changes in the law in two
announcements.

4. In the course of the Budget debate he
explained that the new tax on capital trans-
fers would apply, subject to certain exemp-
tions for small amounts, to all transmis-
sions of wealth, whether made by way of
gift during a person’s lifetime or by way
of property passing on his death (with a
reservation about the treatment of trans-
fers between husband and wife). He re-
served for the future the question of the
rates and basic exemptions limits but said
that for immediate purposes it might be
taken, for gifts made in the period from
Budget day to a date to be fixed in the
second Finance Bill, that such exemptions
as are now provided for Estate Duty would
apply. Any gift made in that period which
would not be chargeable to that duty if the
donor died on the day after the gift was
made would be exempted from the new
.charge.

5. He went on to say that the charge would
be at progressive rates charged on the cu-
mulative total of gifts made during a per-
son’s lifetime with the further final cumu-
lation of property passing on his death.
The tax would be the primary liability of
the donor or, after his death, his personal
representatives and would, of course, apply

* This paper is British Crown copyright and is
reproduced with the permission of the Controller
of Her Britannic Majesty’s Stationery Office.

** Presented to Parliament by the Chancellor of
the Exchequer by command of Her Majesty,
August, 1974.
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to gifts made in settlement as well as other
gifts, Moreover there would, in general,
be a charge on all capital taken out of a
settlement and on any change of beneficial
interest in possession in a settlement, not
only, as now, where linked to a death. The
Government would consider the possibility
of imposing a periodic charge to tax on
the capital of discretionary and accumula-
tion trusts. The liability to pay the tax in
respect of settlements would fall on the
trustees in that capacity.

6. In a Written Answer on 30 April he
said that the existing Estate Duty law
would continue to apply as regards deaths
in the period between 25 March and a
date which would be fixed in the second
Finance Bill and which would be not
eatlier than its publication. As a general
principle there would be no question of
charging both lifetime tax and death duty
in respect of the same event. Accordingly,
the. second Finance Bill would exempt
from the lifetime charge any gifts which
were taken into account in determining
Estate Duty liabilities on a death occurring
within the period. Exemption from the new
charges would also extend to the interest
in possession under a settlement of a per-
son whose death in that period brought the
settled property within the scope of the
Estate Duty. It would further extend to
‘payments by trustees of pension and su-
perannuation funds consequent on deaths
“before the date to be fixed in the second
Finance Bill.

PART II: GENERAL DESCRIPTION OF
THE TAX

Rates

7. Under Capital Transfer Tax the rates

of tax on the successive slices of the cumu-

lative total of chargeable transfers will not
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exceed the following (the present Estate
Duty rates are also given for comparison):

Capital Transfer Tax Estate ‘Duty
Slice of ! .
chargeable | Rate Slu'er of Rate
estdte
transfers % - £000s %
£000s
0-15 o0 |l o615 0
15-20 10 15-20 | 25
20-25 15
25-30 20 20-30 30
3040 25 3040 35
40-50 30 40-50 40
50—60 35 50-60 45
60—80 40 60-80 50
80-100 45 80~-100 55
100-120 50 !
120-150 55 100-150 69
150-200 65
150-500 60 200500 70
' 500-1,000 65 )
1,000-2,000 | 70 Over 500 75
Over 2,000 75 -

Withdtawal of certain Estate Duty reliefs
8. The Government do not consider it ap-

" propriate to continue in its present form

the special 45% reduction for Estate Duty
now accorded to agricultural land and cer-
tain business assets nor to continue the spe-
cially favourable treatment accorded to
woodlands, They have, however, taken ac:
count of this in fixing the rates of Capital

Transfer Tax, particulatly in the lower

ranges, at levels substantially below the
existing Estate Duty rates. Furthermore,
they are considering the possibility of con-
tinuing some relief for full-time working
farmers and businessmen in respect -of
agricultural land and business assets.

Husband and wife _
9. A husband and wife will be chargeable

to tax as separate individuals. Gifts be-

tween thém while they are both alive and
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property left by one to the other on death
will be exempted from the new tax (ex-
cept where the recipient is not domiciled
in the United Kingdom at the time of the

gift or death). As a corollary the existing

exemption on the death of a sutviving
spouse of property left in trust to him or
her will be withdrawn for property to
which the new rules apply on the occasion
of the first. death.

Demise of Estate Duty

10. The Capital Transfer Tax chargeable
on the cumulative total of transfers made
in a person’s lifetime and on his death
will, from a date to be fixed in the autumn
- Finance’ Bill, replace the existing Estate
Duty.’ For the period between 25 March

 and that date (‘the interim period’) the

new Capital Transfer Tax will apply only
to lifetime gifts; as announced by the Chief
Secretary to the Treasury in his Written
Answet, the existing Estate Duty will run
instead of the new tax in respect of deaths
occurring in the interim period, but the
existing Estate Duty will be amended in its

© - application to deaths after the autumn

Budget day by the introduction of the new
scale of rates and of the new regime for
husband and wife and by the withdrawal
of the reliefs mentioned in paragraph 8.

Basis of liability

. 11. The new tax will follow the Estate
. Duty in applying to all transfers by per-
sons domiciled within the United King-
dom and to all assets situated here (irre-
spective of the domicile of the donor or
testator). The Government is considering
whether the charge on persons domiciled
here should be extended to those who,
though legally their domicile is elsewhere,
* have lived in the United Kingdom for a
substantial number of years."

—
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Exemptions for small gifts etc
12. When the new tax comes fully into
effect gifts within the following descrip-
tions will be left out of account in arriving
at the cumulative total on which a person
is chargeable:—
The first £1,000 of gifts made by one
donor in a year;
Gifts made out of income which form
part of the donor’s normal expenditure
and leave sufficient income to maintain
the donor's usual standard of living.
(The measure of income for this pur-
pose will be the donor’s taxable income
after tax); and
Wedding gifts up to £1,000 by each
donor for any one martiage—up to
£2,500 if the donor is an ancestor of
either party to the marriage.
But for the interim period a taxpayer will
get the benefit of the exemptions mention-
ed by the Chief Secretary in the Budget
debate, where these are more favourable.
These exemptions will extend to gifts in
settlement as well as absolute gifts, but not
to gifts out of settled property.

Lifetime gifts

13. Subject to these exemptions the tax
will .be chargeable on the scales set out
above on all gifts, including gifts in settle-
ment (other than gifts to charities) made
after 25 March 1974, including arrange-
ments which have the same effect as di-
rect gifts. The amount to be brought into
charge will, in general, be measured by the
consequential loss to the donor and will
include the tax chargeable, Thus the
amount to be brought into charge will be
calculated on the footing that the appro-
priate tax on a gift will be paid to the
Revenue and only the balance handed to
the donee.

Bulletin Vol. XXIX, Januaryfjanvier no. .1, 1975



DEVELOPMENTS IN INTERNATIONAL TAX LAW

Example 1

Gifts out of income are left out of account.
The gifts are expressed as gross amounts:
Z.e. as the amount before deduction of tax.

July 1974

Gifts of £400 to each of three people to
whom no other gifts have ever been made.
These gifts ate exempt as they are within
the existing Estate Duty exemption which
applies for the interim period.

July 1976

Gift of £10,000.

£1,000 is covered by the annual exemp-
tion. £9,000 is chargeable but no tax is
payable on the lowest slice of the scale of
rates. '

July 1977

Gifts of £ 600 to each of three people.
£1,000 is covered by the annual exemp-
tion. £800 is chargeable. The cumulative
total. of chargeable gifts is- increased to
£9,800.

August 1978

Gift of £ 20,000 to the donor’s wife.

This gift is exempt.

September 1978

Gift of £ 8,200.

The computation proceeds in stages:—

£ 1,000—covered by the annual exemption.

£5,200—added to the total of previous
chargeable gifts (£9,800) to
bring the cumulative total up to
£ 15,000 above which tax is pay-
able.

£ 2,000—chargeable to tax in the 10%
band, 7.e. the tax is £ 200 leaving
£ 8,000% to be handed over to
the donee. The cumulative total
of chargeable transfers. becomes
£17,000.

£8,200
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November 1979

Gift of £ 5,000. .

Again  the computation proceeds in

stages:—

£1,000—covered by the annual exemption.
£17,000 is the cumulative total
of prior chargeable gifts, The .
10% band extends to £ 20,000, -

£ 3,000—is chargeable at 10%, i.e. the tax
is £ 300.

£1,000—is chargeable in the 15% band,
i.e. the tax is £ 150. '

£5,000

Thus tax payable is £300 + £150 =
£ 450, leaving £4,550% (£ 5,000—£ 450)
to be handed to the donee.

The cumulative total of chargeable trans-
fers becomes £ 21,000.

June 1981 '
Death—estate valued at £ 75,000. £ 45,000
is bequeéathed to the deceased’s widow and
£5,000 to charity, the residue going to
other relatives.

The computation runs:

Value of estaté £75,000
Deduct bequests to widow and '

charity ' £50,000
Taxable on death . £25,000

This amount is chargeable on the scale -of
rates applicable to amounts above the cu-

* If the gift of £8,200 in 1978 or of £ 5,000 in
1979 had been expressed as net amounts to be
handed to the donee, leaving the donor to bear
the tax, the amounts chargeable on each occasion
would have to increase to such sums as aftef
deducting tax thereon would leave the net
amounts.
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‘mulative total of chargeable lifetime trans-
fers (£21,000), i.e.;
£ 4,000 X 15%
£ 5,000 X 20% £1,000
£10,000 X 25% £ 2,500
£ 6,000 X 30% £1,800

£ 600

£ 25,000 £5,900

.S'zz)nhzzzry of chargeable transfers

Tax

1976 £ 9,000
1977 £ 800
1978 £ 7,200 £ 200
1979 £ 4,000 £ 450
1981 £ 25,000 £5,900

£ 46,000 £6,550
Example 2

If the estate on death were a larger one
(but the lifetime gifts were the same as in
Example 1) the computation might run
as follows:—

Estate valued at £ 200,000. £ 80,000 is be-
_queathed to the deceased’s widow and
£ 10,000 to- charity.

Computation:

Value of estate £ 200,000
Deduct bequests to widowand £ 80,000
charity- £ 10,000

£ 90,000
Taxable on death £110,000

This amount, as in Example 1, is charge-
able on the scale of rates applicable to
amounts above the cumulative total of
chargeable lifetime transfers (£21,000),
ie.:
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£ 4,000 X 15% £ 600
£ 5,000 X 20% £ 1,000
£ 10,000 X 25% £ 2,500
£ 10,000 X 30% £ 3,000
£ 10,000 X 35% £ 3,500
£ 20,000 X 40% £ 8,000
£ 20,000 X 45% £ 9,000
£ 20,000 X 50% £10,000
£ 11,000 X 55% £ 6,050
£110,000 £ 43,650
Summary of chargeable transfers
Tax

1976 £ 9,000
1977 £ 800
1978 £ 7,200 £ 200
1979 £ 4,000 £ 450
1981 £110,000 £ 43,650

£131,000 £44,300

PR ]

Payment of tax

14. The tax on a lifetime gift will, in
general, be payable by the donor, with a
right of recovery from a donor’s spouse
(as a corollary of the exemption described
in paragraph 9); rights of recovery from
donees will also be provided. The require-
ments for payment are under consideration.
One possibility is that the tax will become
due and payable six months after the date
of a gift with interest running from the
due and payable date. This will give do-
nors time to make a return to the Inland
Revenue of their gifts and to establish
liabilities before the due date. Adequate
time will be allowed for the payment of
tax on gifts made in the interim period.
There may also have to be annual returns
of all substantial gifts made in the previous
year.
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Gifts to charities

15. Outright gifts to charities are ‘exempt
from Estate Duty up to a limit of £ 50,000
on the death of an individual. The Govern-
ment are considering the treatment of gifts
and bequests to charities under Capital
Transfer Tax but in any event the scale
of exemption under the new tax will not
be less generous than it is at present for
Estate Duty purposes.

The National Heritage and Works of Art
16. The arrangements for exemption
without limit provided for gifts to Natio-
nal Heritage bodies listed in Schedule 25,
Finance Act 1972, will be continued, and
consideration is being given to the possi-
bility of relief based broadly on existing
Estate Duty provisions in respect of wotks
of art etc, including appropriate conditions
relating to their availability for public dis-

play.

Settled property

17. The broad principle to be applied to
settled property is that in general the
~ charge to tax should be neither greater nor
smaller than the charge on property held
absolutely. Accordingly the Government
intend to bring settled property within the
scope of the Capital Transfer Tax to the
extent that the settled funds were provided
directly or indirectly by a person who at
the time the funds were provided was do-
iniciled in the United Kingdom (or had
been brought within the scope of the tax
by reason of a long-standing connection
with this country). Where this test is satis-
fied there will, subject to the exemptions
mentioned below, be a potential liability
on any distribution of capital out of a trust
and on the termination or transfer of the
whole or part of an interest in possession
under such a trust (7.e. the right to.the in-
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come, if 4ny, from or the enjoyment of the
settled propetty). The charge will normally
relate to the full value of the property in
which the terminated or transferred inte-
rest in possession subsisted. Any distribu-
tion of trust capital which necessarily fol-
lows from the termination of an inferest
will not be a separate occasion of charge.

18. Where Estate Duty is chargeable on a -
death in the interim period (see paragraphs
6 and 10), or eatlier, and the property
ceases to be settled on the death, then no
further liability to the transfer tax will
arise on the formal transfer of the property
to the person(s) who then become abso-
Iutely entitled to it.

19. Trustees will be liable for any tax
chargeable, but there will also be rights of
recovety from beneficiaries and, if the
trustees are resident outside the United
Kingdom, from settlors,

20. The tax payable by trustees in respect
of a termination of, or change in, an inte-
rest in possession will be calculated as if
the amount chargeable were a gift by the
former beneficiary entering into his cumu-
lative total of chatgeable transfers. The
amount chargeable will also be taken into
account in determining subsequent. liabili-
ties of the former beneficiary (including
liabilities on his death).

21. The tax on a distribution of capital
out of settled property where there is no
interest in possession (e.g. a discretionary
trust) will be calculated by rules which
will be different for propeity settled on or
after 26 March 1974 and for property set-
tled before that date. For ‘pre-26 March
trusts’ the liability. will be that which
would bé. due from an individual who had
made chargeable transfers equal to the ca-
pital distributed by the trust after 25
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" March (whether on one or more occa-
sions). For property settled after 25
March, distributions will be taxed at a rate
which takes into account, inter alia, the
settlor’s liability to the Capital Transfer
Tax at the time of his gift in settlement.
There will also be a periodic charge on the
capital-of discretionary and accumulation
trusts, but this will not be imposed from a
date before the autumn Budget day.

22, There will be certain situations in
which the distribution of trust capital will
be treated as no more than the completion
of the settlor’s original gift and so exempt-

ed from charge. ‘This treatment will usual-’

ly be appropriate should a life tenant who
has the right to the income from settled
property become absolutely entitled to that
propetty; in particular, exemption from tax
will be provided where trust funds settled
for the benefit of an infant or infants are
transferred to these former infants on the
expiration of the trust. This exemption will
extend to funds which provide for discre-
tion to accumulate or provide for main-
tenance not extending beyond the age of
25. '

23. It would be outside the scope of thlS
White Paper to give a detailed account of
the provisions which the Government pro-
pose to introduce to govern the liabilities
of trustees in respect of settled property.
The Government recognise, however, that
there are a number of cases whete, under
the terms of trust deeds- executed before
the ‘Chancellor of the Exchequer’s announ-
" cement on 26 March, distributions of capi-
tal to beneficiaries have already become
due, and that in such cases trustees are put
in’difficulty by the need to await publica-
tion of the legislation before the likely tax
liability can be ascertained. To ease this
situation they will introduce a provision

- 32

which for property settled before 26 March
1974 will set a maximum liability in re-
spect of chargeable events during the pe-
riod between 25 March and a future date

which will be fixed later—whatever the -

character -of the trust. The tax will be no
more than that which would be due if the
trust ‘were- an individual who had.made
chargeable gifts equal to the capital of the
trust becoming chargeable, whether on a
distribution or on the termination of, or
change in, an interest: in possession, But
this overriding limitation on liability in .
the interim period will not extend to cases
whete the chargeable event arises because
of a death (to which the existing Estate
Duty will apply). Nor will it.in any way
affect the subsequent liabilities of former
beneficiaries (see paragraph 20).

Example

Under a settlement set up before 26 March
1974 A is life tenant of the trust invest-
ments which have a capital value of
£ 25,000, On his death his son B wjll be-
come entitled to the capital. In July 1974,
ie. before the date to be prescribed, A
gives up his life interest so that B can en-
joy the capital at once. '
Under the special arrangement set out in

this_paragraph, Capital Transfer Tax will
not exceed a charge calculated as follows:

On first'£15,000 ° _ Nil
On next £ 5,000 at 10% £ 500
On r_iext £5,000 - at 15% £ 750

" Total Tax £1,250

If however A were to die during the in-
terim period, the trust fund would be liable
to Estate Duty, under the existing-law and
the Capital Transfer Tax would not be
chatged. : .
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IRELAND

.White Paper Proposals for Corporation Tax

[CHAPTER 2]

GENERAL SCHEME OF THE PROPOSED CORPORATION TAX

SCOPE OF THE TAX

'30. Corporation tax would be chargeable
on company profits, including all forms of
income which are treated as income for
the purposes of the income tax. A compa-
ny means a body corporate but would not
include 2 local authority. The proposed
treatment of building societies, co- -opera-
tive societies and certain other bodies is re-
ferred to in Chapter 11.

31. With the introduction of 2 single cor-
poration tax an inconsistency relating to
the charge to income tax and to corpora-
tion profits tax would be removed. At pre-
.sent, a company which is managed and
controlled in Ireland is chargeable to in-
come tax on all its profits and income
wherever arising. On the other hand, the
test for chargeability to corporation profits
tax is. the place of incorporation and not
the place of management and control. Thus
a company is chargeable to that tax on all
its profits and income, wherever arising,
if it ds mcorporated in Ireland.

32. Under the new system the income tax
test of residence, namely, the place of man-
agement and control, would determine
chargeability and not the place of incorpo-
ration. }

Companies resident in Ireland

33. Companies resident in Ireland would
be liable to corporation tax on the whole
of the profits of an accounting period.
There would be a single charge to tax on
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all the profits from every source. The same
rate of charge would apply to distributed -
and undistributed profits.

34, Income tax would no longer be de-
ducted by Irish companies from dividends
paid to shareholders. Dividends would be
paid out of profits which would have borne
corporation tax and so dividends received
by an Irish resident company from another
Irish resident company would not be char:
geable to corporation tax in the hands of
the former. Where the recipient of a divi-

dend from a company resident in Iréland

is an Irish resident individual he would
receive a dividend of a stated amount
which would carry a tax credit. The credit
together with the amount of the dividend
would be included in his income for tax
purposes but he would have no further in-
come tax to pay in réspect of the dividend.
If, however, he were liable for sur-tax, that
tax would be payable at the appropriate.
rate on the amount of the dividend plus
the tax credit. If he were not liable to any
tax he could claim payment of the tax cre-’
dit from the Revenue,

35. -Assuming a rate of corporation tax of
50% and a standard income tax rate of
35%, the tax credit to which a shareholder
would be entitled would be 7/,sths of the
dividend. This corresponds to 35% of the
total of the dividend and the tax credit.
Thus if the profits before tax out of which-
a dividend is paid are.£ 100, the corpora-
tion tax would be £50. If the dividend
paid were £50, the tax credit would be
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£ 27 approximately, that is, 7/;3ths of the
£50 dividend. Thus the shareholder’s in-
come would be £77 and against his in-
come tax liability on that income he would
. be entitled to a tax credit of £ 27.

Non-resident companies

36. Companies not managed and control-
' led in Ireland would be charged to the new
corporation tax only if they carried on 2
trade in -Ireland through a branch or
agency. If they were so chargeable to cor-
poration tax, the charge would apply to
all trading income arising- directly or in-
directly through or from the branch or
agency. It would also apply to any income
from property or assets used by or held by
or for the branch or agency, no matter
where it arose. The rate of charge to cor-
poratmn tax in the case of non-resident
companies would be the same as for resi-
dent companies. Income from sources in
‘Treland hot attributable to a branch or
agency in Ireland such as interest on a de-
posit made by the head office of the com-
pany in a bank in Ireland or rents from
Irish properties held specifically by the
head office would not be liable to corpora-
tion tax but would remain liable to income
tax. The treatment of non-resident compa-
nies is dealt with in greater detail in
Chapter 9.

COMMENCEMENT OF TAX

37, Where income tax is-chargeable on
any soutce of income the present charge to
income tax would apply up to and includ-
ing the year 1974-75. The income tax
charge on companies would then cease ex-
cept in the special circumstances of non-
resident companies mentioned in the pre-
ceding paragraph. Corporation profits tax
would cease in respect of income from a
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source when income from that source
would come within the charge to corpora-
tion tax. The new corporation tax would
thus be chargeable on the profits from any
source held on April 5, 1975, which arose
after the end of the period which formed
the basis of assessment to income tax for
the year 1974-75. Accordingly, where 2
company has a continuing trade, it would .
come within the charge to corporation tax
in respect of trading income arising after
the end of the company’s accounting period
which formed the basis period for the in-
come tax assessment for 1974-75, that is
the accounting period which ended in the
year to April 5, 1974. -

Example 1

A. Ltd. has been cartying on a trade for
many years. Its income consists solely of
trading profits. It makes up its accounts to
September 30 each year. The income tax
assessment for the year 1974-75 would be
based on the trading profits for the year to
September 30, 1973. The profits would
come within the charge to corporation tax
from October 1, 1973.

38, Where a company commences to trade
during the year to April 5, 1975, the basis
period for income tax for 1974-75 would
be the period from commencement of trad-
ing to April 5, 1975. In ‘these circumstan-
ces the profits would come within the
charge to corporation tax from April 6,
1975.'If the company commenced trading
during the year 1973-74 and on due claim
the assessment to income tax for the year
1974-75 is made on the profits for the
year to April 5, 1975, the charge to corpo-
ration tax would likewise commence on

"April 6, 1975.

39. 'Where 2 company has non-trading in-
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come such as investment income assessable
uader Case III of Schedule D, which is
chargeable to income tax for the year 1974-
75 on the basis of the income of the pre-
ceding year to April 5, 1974, income from
that source would come within the charge
to corporation tax from April 6, 1974.
Where, however, the non-trading income
is interest taxed by deduction so that the
basis of the income tax charge for the year

1974-75 is the income of the year to April .

5, 1975, the charge to corporation tax
would commence on April 6, 1975.

Eiample 2 ; ]

B. Ltd. has (#) trading income, (%) in-
vestment income chargeable under Case III
of Schedule D and (¢) taxed interest. It
makes up ifs accounts to September 30. The
last charge to income tax will be for 1974-
75 and the basis periods for the charge
will be as follows:—

() Trading income—year to September
30, 1973,

(b) Case III income—year to April 5,
1974,

(c) Taxed interest—year to April 5, 1975.
The income would come within the charge
to corporation tax—

() Trading income—on October 1, 1973,
(b) Case III income—on April 6, 1974,
(c) Taxed interest—on April 6, 1975.
The first chargeable accounting period for
corporation tax would be the twelve months
to September 30, 1974, and the income in-
cluded would be as follows:—

(a) Trading income—year to September
30, 1974,

(b) Case III income—petiod from April
6, 1974 to September 30, 1974,

(c) Taxed interest—Nil,

The income to be included in the charge to
corporation tax for the accounting period
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of twelve months to. September 30, 1975,
would be— )

(2) Trading income—year to September
30, 1975,

(b) Case III income—year to September
30, 1975,

(¢) Taxed interest—petiod from April 6,
1975 to September 30, 1975. -

COMPUTATION OF INCOME

40. Income for corporation tax purposes
would in general be computed according
to income tax principles. The amount of
income from ¢ach soutce would be com-
puted under the relevant income tax sche-
dules and cases and in accordance with the
rules laid down in those schedules and
cases. Accordingly, the existing income tax
rules would be adopted in relation to the
following matters:—

(a) receipts which are to be regarded as
income and taxable or capital and not tax-
able; and

(b) amounts which ate or are not to be-
allowed as deductions in computing in-
come. For example, capital expenditure and
expenditure not wholly and exclusively in-
curred for the purposes of the trade would
not be allowed.

41, The Iegislafion would provide for de-
ductions, in computing the corporation tax
assessment, in respect.of—

(a) management expenses of investment
companies;

(b) interest, mcludmg interest on perma-
nent loans, which is not allowable as a de-
duction in computing income from the
several sources; and

(c) royalties or annual payments which
are not deductible in computing income
from the several sources.

As regards (4), the allowance of interest

. would be subject to any restrictions intro-
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duced following the recent announcement
by the Minister for Finance.

42, The existing scheme of capital allow-

ances and balancing charges would be cat-
ried into the corporation tax system so that
capital allowances would be allowed as de-
ductions in computing trading profits and
balancing charges would be treated as
trading receipts. Trading losses would, as
00w, be carried forward and set off against
the company's subsequent profits of the
same trade. If the company so required,
the loss would be set off against income of
any kind of the accounting period in which
the loss was sustained or of the immediate-
ly preceding accounting petiod. These mat-
ters are dealt with in more detail in Chap-
ter 3.

43. The income for the accounting period

- from the various sources would be aggre-
gated and, where appropriate, charges and
management expenses deducted to give the
amount on which the single corporation tax
assessment would be made.

Example 3

A company’s trading profits for a
chargeable accounting year com-
puted on income tax principles
amount to

A holding of £10,000 9%%
Exchequer Stock is acquired on
which a half-year’s interest
amounting to £462 is received
during the year

£ 50,000

f 462

£ 50,462
The company pays debenture in-
terest and royalties £ 5,000

The corporation tax assessment
for the accounting year would be
made in one sum of

£ 45,462
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44. No deduction would be allowed for
dividends paid by the company or for dis-
tributions in the nature of dividends. Inte-
rest at a rate in excess of a reasonable com-
mercial rate payable by a company to 2
person with a substantial interest in the
company would not be allowed.

45. Corporation tax would not be charged
on dividends, or distributions in the na-
ture of dividends, received from a resident
company. Annual interest, royalties or other
annual payments received by a company
under deduction of income tax would be
included in the total income on which the
company would be assessed to corporation
tax. However, credit would be given
against the amount of the corporation tax
charged for the income tax borne by de-
duction to the extent to which it is not
utilised to satisfy the income tax for which
the company is itself accountable in respect
of its own annual payments.

BASIS OF ASSESSMENT

46. As indicated in paragraph 27, assess-
ments in respect of the profits and income
of companies would be made not for years
of assessment but for accounting periods.
The term “‘accounting period” would have’
the same meaning for the purposes of cos-
poration tax as for the existing corporation
profits tax. In the normal case of a com-
pany in existence at the time the new tax
would commence and which makes up its
accounts annually, the accounting period
would be a period of twelve months ending
on the date on which the company’s finan-
cial year ends. As under the present system
an accounting petiod, for the purposes of
the tax, could not be longer than a year.
Accordingly, if a company made up its ac-
counts for a period longer than a year that
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period would be divided into two (ot
more) accounting periods. The first twelve
months would constitute a separate account-
ing period for the purposes of the corpora-
tion tax and the balance, if less than twelve
months, would constitute another account-
ing period. If accounts were made up for
a period of less than twelve months, that
period would be an accounting petiod.

47. The first accounting period for cor-
poration tax purposes would begin when

the company would come within the charge .

to corporation tax in respect of a source
of income. A new accounting period would
normally commence as from the end of the
previous accounting period. It would run

for a maximum of twelve months but it

would end earlier if the company’s account-
ing date fell within the twelve months.

48. An accounting period would also end
on the happening of any of the following
events:—

() the company having been chargeable
only on non-trading income begins to carry
on any trade;

(b) the company ceases to carry on any
trade;

(c) the company ceases to be within the
charge to corporation tax in respect of a
trade;

(d) the company begins or ceases to be
resident in the State;

(e) the company ceases altogether to be
within the charge to cotporation tax.

49. A special casé is that of a company’
such as an investment company whose in-
come is wholly derived from dividends
from Irish companies. The company’s in-
come would not come within the chatge to
corporation tax and the normal rules for
determining the commencement of an ac-
counting period would not therefore apply.
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As the company would be entitled to claim
relief for management expenses it would
be necessary to provide it with an account-
ing period for the purposes of the claim.
A rule would be provided that such a.
company would be treated as coming with-
in the charge to corporation tax on April
6, 1975, or when it commenced to carry on
business, whichever was the latet.

50. Special provision would also be need-
ed for the case of a company which carried
on more than one trade and had different
accounting dates for each trade. The ac-
counting period for the purposes of the
charge to corporation tax would end on
the accounting date for such one of the
trades as would be determined by the Re-
venue Commissioners.

51. An anti-avoidancé measure would be
needed to meet the case where a company
does not disclose its accounting date and so
could prevent the Inspector from making
an assessment to corporation tax on the
company. The Inspector would be eém-
powered to make an assessment for what-
ever period seemed appropriate and that
period would be treated as the accounting
period. The burden would be on the com-
pany to establish the true accounting period
and when this had been done the asséss-
ment would have effect as an assessment
for the true accounting period.

52. In the event of the winding up of a
company an accounting period would end
and a new accounting period begin with
the commencement of the winding up.
Thereafter there would be accounting pe-
riods of twelve months until the company
had been wound up.
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RATE OF CORPORATION TAX

53. As set out in Example 2 in para-
graph 39, the charge to corporation tax in
siich a case would commence on October 1,
1973 (i.e., duririg the financial year 1973-
74) in respect of trading income and on
April 6, 1974 (i.e., during the financial
year 1974-75) in respect of investment in-
come which had not suffered income tax
by deduction. It would therefore be ne-
cessary to fix the rate of corporation tax
for the two financial years 1973-74 and
1974-75 in the Finance Act, 1975. Tax
would be .chargeable for financial years
ending March 31% and the initial rate
would remain in force unless altered by a
subsequent Finance Act. In the event of an
alteration in the rate of charge and where
a company’s accounting period straddled
March 31, so that part of it fell into one
financial year and the remaining part into
.another, the profits of the accounting pe-
tiod would be apportioned on a time basis

between the two financial years. The rate

of charge for each financial year would
then be applied to the proportion of the
profits falling within that year and the two
amounts would be added together to make

~ up the full corporation tax charge for the

whole accounting period.

“Example 4

A company’s profits as

computed for corpora-
tion tax for its account-
ing year to September
30, 1977, amounted to
It is assumed that the
rate of corporation tax
for the financial year
1976-77 is 50% and
for 1977-78 is 45%.

£ 50,000
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The corporation tax
‘payable would be com-
puted as follows:—
Proportion of profits
for period October 1,
1976, to March 31,
1977 (6/15ths)—
£25,000 @ 50%
Proportion of profits
for period April 1,
1977, to September 30,
1977 (8/19ths)—
£25,000 @ 45% £11,250

£12,500

Total tax payable £23,750
The corporation tax assessment for the ac-
counting period to September 30, 1977,
would be made in one sum of £ 50,000 and
the tax payable thereon would be shown in
one sum of £ 23,750.

PAYMENT OF TAX

54. Under the present dual system of com-
pany tax a company receives two separate
‘notices of assessment, one for income tax
and the other for corporation profits tax.
The charge for income tax is for a year of
assessment and the basis of the charge is
normally the income of the accounting year
ended in the year preceding the year of
assessment. The income tax charged is pay-
able on January 1 in the year of assessment.
Thus if a company makes up its accounts
to September 30, the assessment to income
tax for the year 1972-73 on its trading pro-
fits would be based on the profits of the
accounting year to September 30, 1971,
and the income tax charged would be pay-
able on January 1, 1973.

* If the financial year were changed to the
calendar year, a corresponding change would he
made for ¢orporation tax. .
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55. The charge to corporation profits tax
on the other hand is made on the profits
of the actual accounting period. The tax is
payable two months after the issue of the
notice of assessment. In practice the tax is
payable approximately nine months after
the end of the accounting period. Thus the
corporation profits tax of a company for
the year to September 30, 1971, would be
payable on July 1, 1972, while as mention-
ed in the preceéding paragraph, the income
tax charged in respect of the same profits
would be payable on January 1, 1973.

56. In general, companies under the pre-
.sent system pay their tax in two approxi-
mately equal moieties, namely, corporation
profits tax at a maximum rate of 23% and
income tax at an effective rate of almost
27% (since the corporation profits tax at
23% is deductible in computing profits
chargeable to income tax at 35%). In ge-
nera], the first moiety is payable nine
months after the end of the accounting pe-
riod and the second on the following Ja-
nuary 1. This general pattern of payment
in two instalments would be maintained in
the new system of corporation tax. In the
case of existing companies the present dates
of payment would be preserved for cash
flow reasons. For new companies the dates
of payment would be nine months and
fifteen months after the end of the ac-
counting period. As indicated in paragraph,
17, these arrangements would be subject to
re-consideration with a view to bringing in
at a later date, on a phased basis, a uniform
system of payment for all companies. -

57. Where there is a change of accounting
date the tax would continue to be payable
in two instalments and the intervals be-
tween the end of the new accounting pe-
riod and the dates of payment of the two
instalments of tax would be the same as
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heretofore. Generally, companies- do not . -
change the date to which accounts aré made
up except for special business reasons but
power would be taken in the legislation
dealing with payment: of the corporation
tax to prevent any company gaining an un-
due advantage by making such a change.

58. Where' an additional assessment to
corporation tax would have to be made,
the tax, as at present in the case of corpo-
ration profits tax, would become payable
in full within two months from the date
of making the assessment. However, should
it be more favoutable to the company to do
so, it would be entitled to pay the tax in
two instalments on the dates on which the
tax would have become due if the assess-
ment had been made at the normal time.

NOTIFICATION OF COMMENCEMENT OF
TRADING

59. A provision to counter a particular
abuse connected with the assessment and
collection of taxes imposed on new com-
panies would be included in the proposed
legislation. The provision is designed to
deal with difficulties which have arisen in
tax offices in obtaining such inforfmation
about some newly established companies
as would enable assessments to be made
and payment of tax secured in due time,
Companies to an increasing extent have
been taking advantage of this situation to
obtain the use of moneys which should
have been paid over to the Revenue, The
abuse has at times been extended to PAYE
and VAT by the omission to register for
these taxes. There have been cases where
companies, having for a time made profits
in business, used the moneys which should
have been paid in taxes in ventures which
have been unsuccessful so that the compd-
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nies have been forced into liquidation and

recovery of the taxes has proved impossible.

Particulars to be supplied

60. New companies would be required to
supply to the Revenue Commissioners
within thirty days from the date of com-
mencement of busmess the following part-
iculars:=—

(i) the name of the company;

(11) the full address of its registered office
in the State;

(iii) the name of the secretary;

(iv) the date of commencement of busi-
ness;

(v) the nature of the business;

(vi) the date to which the first accounts
will be made up;

(vii) the name and address of the audi-
tors.
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With this information tax offices would
be able to ensure that newly established
companies are assessed to tax and the ne-
cessary action taken to secure payment in
due time.

Penalties for non-compliance

61. Penalties would be prescribed for
non-compliance with the proposed require-
ment. If thete is failure to supply the part-
iculars sought within the prescribed period
of thirty days the company and the secret-
ary would become liable for substantial pe-
nalties. The penalty on the company would
be £100, and in the event of continuing
failure to supply the information £ 100 per
day as long as non-compliance continued.
The penalty on the secretary would be
£ 100.
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advanced notice of a 21/, day
international tax conference

ASSOCIATED BUSINESS PROGRAMMES LTD.

In co-operation with the
International Bureau of Fiscal Documentation,
announce a conference on:

_ NATIONAL AND INTERNATIONAL
TAX PROBLEMS OF INTRA-GROUP
TRANSACTIONS OF MULTINATIONALS
7,8 AND 9 APRIL — OKURA HOTEL — AMSTERDAM

Chairman: J. van Hoorn Jr.
- Speakers to bé announced later

Please write for further details to:

ASSOCIATED BUSINESS

PROGRAMMES LIMITED
17 Buckingham Gate - London SW1E 6LN, U.K.
'Telep‘ho‘ne’: 01 - 834 3094 — Telex: 917036

N

- Language:

LN

Professor Dr. A. Tiberghien, °

Place:

TAX CONFERENCE BELGIUM—NETHERLANDS )

The Netherlands Chamber of Commerce for Belgium and Luxembourg and the
Federation for Dutch Export (Fenedex) announce a tax conferencé for Dutch
enterprises doirig business in Belgium. Speakers mclude

Chairman of the European Confederation of Tax Counsel and Professor
at the Tax Academy in Brussels.

Mr. M. Porré,

: Senior Officer at the Mlmstry of Finance in Brussels.

Date and time: -
Thursday, February 27, 1975 13.30-17.30.

ROTTERDAM.
Conference fee:
. Dfl. 55 for members of the above orgamzatxons and Dfl. 70 for non--
" members. ’ .
Dutch. -
Registration and information:
Netherlands Chamber of Commerce for Belgium and Luxembourg,
Koningsstraat 93, 1000 Brussels, phone: 2/219.11.74 or at their. Dutch
office, Nassauplein 24, The Hague, phone 070/65.18.58.
Federatlon for Dutch Export (Fenedex), Bezuidenhoutseweg 76A
The Hague, phone: 070/83.81.08. : )
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A HIGH ITALIAN AWARD
granted. to the
International Bureau of Fiscal Documentation

. On_20th November, 1974, during a special ceremony at the Academy of the

“Guardia di Finanza’ in Rome, the director of the International Burean of Fiscal
Documentation received from the hands of the lialian Under Secretary of Finance
the gold medal and diploma of merit in public finance, first class which had been
granted by the Italian President Giovanni Leone.

1t was the first time that this diploma was awarded to a foreign institute, and the

Burean received it for its research activities over a period of more than 35 years in
the area of international and comparative taxation. : )

Below and on the following pages are shown photographs of both sides of the gold
medal, a facsimile of the diploma, an English translation- thereof, as well as the
text of the address of thanks by the director, together with an English translation.
In this issue of the Bulletin — started in 1946 and now the Bureaw's oldest
publication — we would thank the President of Italy for the honour bestowed
npon the Burean and its dedicated staff, and the advisory committee for baving
proposed the Burean for this distinction. It is most gratifying that the activities of
an institute created on the initiative of the late Professor Adviani have been recog-
nised by the granting of such a high award.

Bulletin Vol. XXIX, February/février no. 2, 1975
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THE PRESIDENT OF THE REPUBLIC

In consideration of its special merit; -

Having heard the opinion of the Committee set up under Article 4 of Law No. 405
of May 3, 1955;

" On the proposal of the ‘Minister of Fmance
By Decree of December 18, 1973;

has conferred

the Diploma of Merit in Public Finance, First Class, on the
INTERNATIONAL BUREAU .A-OF FISCAL DOCUMENT_ATION
with the right to the gold me&albelonging to that class.

The Minister who made the proposal and who
is charged with implementing this Decree

. Signed: Leone Countersigned: Colombo

MINISTRY OF FINANCE ‘ ‘
DIRECTORATE GENERAL FOR GENERAL AFFAIRS AND PERSONNEL

It is hereby declared that, in implementation of the Presidential measures, the *

Intersiational Bureau of Fiscal Documentation has been entered in the Register of
Merit in Public Finance' (First Class) under No. 2 Senes II-A.

The Director General
signed: G. Sindone

Bulletin Vol. XXIX, February/février no. 2, 1975
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Address of thanks delivered by Mr. J. van Hoorn Jr.

Signor Sottosegretario, Signore e Signoti,

Il conferimento del diploma di benemerenza
della Pubblica Finanza costituisce per il mio
Istituto e per me personalmente un onore
particolare sotto diversi punti di vista.

Prima di tutto perché la Commissione con-
sultiva ha ritenuto un istituto straniero degno
di questa onorificenza.

In secondo luogo, conoscendo limpottanza
degli studi italiani nel campo delle scienze
finanziarie — penso ai nomi ben noti di tanti
Italiani che hanno contribuito allo sviluppo
della nostra disciplina: il Griziotti, il Vanoni
per esempio e tanti altri — sono grato, fieto
e felice di ricevere proprio nel loto paese un
diploma che é segno di riconoscimento per
lavori scientifici compiuti nel campo dei loro
studi.

Infine — ed & un fatto non meno importante
— vorrel rilevare, che il secondo presidente
della Repubblica, Luigi Einaudi, fu uno dei
quattro eminenti economisti che elaborarono
per la Societd delle Nazioni i principi del
dititto tributario internazionale. Ricordo an-
cora la magnifica accoglienza fatta nel 1948,
nel palazzo del Quirinale, dal Presidente
Einaudi al terzo con resso dell’ International
Fiscal Association (LF.A.).

Molte cose sono cambiate nel mondo, soprat-
tutto. rispetto allimportanza delle imposte
nella vita economica e sociale dei paesi.
Adesso il diritto tributario internazionale ha
acquistato una grandissima importanza nelle
relazioni tra paesi, specialmente nelle rela-
zioni con i paesi in via di sviluppo.

Il poter contribuire allo studio dei problemi
particolari che si presentano in materia di
diritto tributario internazionale moderno da
ai miei collaboratoti e 2 me un’immensa so-
disfazione. Il riconoscimento manifestatoci
con questo diploma costituisce uno stimolo
per continuare e migliorare il nostro lavoro.
Prometto, Signote e Signoti, di fare del mio
meglio per mostrare che il mio Istituto &
degno dell’onore conferitogli.
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Mr. Undersecretary, Ladies and Gentlemen,,

The granting of the Public Finance Merit
Award, first class with gold ‘medal, constitutes
for my institute as well as for me personally
a great honour for various teasons.

First of all, because the Juty deemed, for the
first time, a non-Italian institute worthy of
this distinction.

Secondly, knowing the significance of Italian
research studies in the area of public finance
—— I think of the well-known names of so
many Italian scholars who have contributed
to the development of our discipline, such as
Griziotti, Vanoni, as well as many others —
I am grateful, proud and happy to receive in
their own country an award which is a recog:
nition of the scientific activities carried out
in the very field of their studies.

Last, but not least, I would like to remind you
that the second President of the Italian Re-
public, Luigi Einaudi, was one of the four
eminent economists who, on behalf of the
League of Nations, worked out the principles
of international tax law. I still remember the
magnificent welcome which President Einaudi
accorded the International Fiscal Association
in the Quirinale Palace at its third congress
in 1948. '

Many things have changed in this world,
above all the crucial role of taxation in the
economic and social life of countries.

At present, international tax law is acquiring
an enormous importance in relations among
different countries and especially in relations
with developing countries.

To have the opportunity to contribute to the
study of particular problems which occur in
the field of modern international tax law
gives my .collaborators and myself an im-
mense satisfaction. The recognition given us
in the form of this awatd is for us a stimulus
and a challenge to continue and improve our
work. I promise, Ladies and Gentlemen, that
we shall do our utmost to prove that our
institute is worth the honour bestowed
upon it.
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ARTICLES _ + =+

ENRIQUE PIEDRABUENA:

THE MODEL CONVENTION TO AVOID.-DOUBLE
INCOME TAXATION IN THE ANDEAN PACT*.

GENERAL ASPECTS

" The old discussion still continues con-
cerning the exclusive application of income
tax in the country -of the source of income
or the simultaneous application between the
former country and the one of domicile,
residence or nationality of the income reci-
pient. This discussion may be compared
— in some way — to what has occurred
concernmg the apphcatlon of prmcxples
known as “jus solis” and “jas sanguinis”

attributing nationality to the children of
foreigners born in the territory of a country
in demographic development. .

It is well-known that the latter countries
applied the “jus solis” from the beginning
declaring the children of foreigners botn
within their territory as nationals. On the
other hand, the countries of origin con-
tinued applying the “jus sanguinis”, in
other words, granting the nationality of
their parents up to a certain generatlon or
indefinitely,

Nevertheless, individuals have never suffer-
ed any damage caused by this conflict of
legal principles, either because they were
able to maintain a double nationality with-
out prejudice or because they were able to
opt for the nationality that suited them best.
The situation differs in tax matters in which
the taxpayers suffer damage when faced
with a double tax jurisdiction that can lead
totally or partially to double taxation. Even
supposing that in a given case double taxa-
tion does not occur, thete will be double
jurisdiction each time that two tax sover-
eignties simultaneously claim the applica-
tion of their legal provisions relating to the

Bulletin Vol. XXIX, February/février no. 2, 1975

same income. These provisions vary afy-
whete from the qualification of income
subject to a present or deferred tax burden,
not subject or exempt according to each
legislation, up to recognized expenses and
the types of burden applicable, creditable
taxes and set-off of losses.

The difficulties created ase evident as much
to the interested States as to the investing
companies.” In the case of multinational
companies, the- capital invested outside the
country of original residence may be greater
than the domestic investment; in such 2
case, the capital formed by local profits
withheld or redistributed outside the terri-
tory of the country of residence is greater
than the capital exported from the latter
couptry.

The developmg countries proclann their
best right, if not their exclusive one, for
the taxation of the income produced within
their territory, either for conceptual or
economic reasons. The conceptual reasons
are in the case of enterprises that, being
productive organized units, they develop
their activity within a determined countty
and take advantage of all the existent fac-
tors of this country. (It may be added that
they are doing so also knowing all the limi-
tations and vicissitudes of the source
country.)

If we analyze the productive classic factors
that is capital, labor and management, it is
concluded that the imported capital may be
less than the amount of the profits with-
held, that the labor provided is 100 percent

* This paper was submitted to the Andean Pact
Seminar, Mexico City, September 1974.
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ANDEAN PACT: DOUBLE INCOME TAXATION

local and that managément is also local ex-
cept for technical assistance which is often
paid separately.

In discussion more reference is made to
foreign capital than to foreign companies.
Meanwhile the companies controlling the
enterprises do not have a nationality, nof
can they have one, because a nationality or
citizenship is generally attributed to indi-
viduals and not to legal entities. However
one may be attributed to the latter in rela-
tion to the place of incorporation (Anglo-
Saxon doctrine) or in relation to the place
of management (French doctrine). The
surrounding local factors which form- the
atmospheré in which the entérprise carries
on, are the existence of a legal establish-
ment, the supply of raw materials, local
consumers, local credit, means of communi-
cation, etc., in other words infrastructure,
market, authority and psychological factors
which give or should give support and
control to the investment.

It is not possible to extend the doctrine of
the individual’s personal statute which is
applied in a foreign territory in certain
cases (for example, in the matter of family
rights and obligations) to enterprises.

The place of original domicile or residence
of the enterprise has long ago been over-
come by the domiciles or residences estab-
lished in each of the countries in which the
enterpnses activity is carried on, even by
companies incorporated in each country in
accordance with the local legislation.

The econormic convehiences also support ot
may support the thesis of the developing
countries in the application of the source
principle. )

In effect, 2 country may consider it good
policy to offer tax incentives to promote
investment in certain regions or in given
activities. This policy will be frustrated if
it is interfered with by the legislation of
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other tax jurisdictions, as when a country
lowers its income tax in certain cases and
the reduction goes to the Treasury of the
original resident country of the -enterprise
due to a credit limited to the taxes already
paid.

I understand that the reduction of taxes in
a developing country is a very controversial
matter (due to various reasons which are
not of concern in this comment) but it is
even more controversial if this reduction
does not benefit the foreign investor-but
the foreign Treasury.

I do not agree with generalized exémptions,
but I may agree with exemptions when
they are given for a transitory period and
conditioned to the fulfillment of certain
economic and social goals. These goals inay
be also -obtained through fiscal subsidies
with the following alternative advantages:
( 1) The amount of financial support is
known exactly, by year and by enter-
prise.
"The budget fulfills the principle of
universality because it comprises all
the revenue and all the expenditures.
The community is fully informed
concerning the support given and
what is expected as a compensation.
Double taxation problems are avoid-
ed or diminished. :
In effect, the subsidies increase the taxable
income of the recipient and’ consequently
the income tax payablé on this increased
income, which is creditable against the tax
determined by the resident country.
Whilst companies find ways of alleviating
their situation when two or more countnes
come into conflict on taxation of their i in-
come, individuals may be faced with un-
solvable problems when:

(ii)
(iif)

(iv)

(a) the country of origin taxes the income
of its citizens regardless of where it.is

Bulletin Vol. XXIX, February/février' no. 2, 1975



obtained (the individuals will change
their domicile and residence but nor-
mally will not change their citizen-
ship);,
(bY the country of origin has a tax struc-
. tute based almost exclusively on in-
come tax wheréas commodity taxes are
insignificant; and
(c) -the source. country, on the contrar;jr,
" has'a tax structure based substantially-
on comr'nodity taxes, which happens
not only in developing countties but
indeveloped ones as well, suchr as Italy
and France. In this case the.citizen
abroad pays a high income tax in the
country of origin and also a high tax
on the-commodities in the source coun-
‘try and he cannot credit the latter in
his country. T
In these situations the non-exclusive taxa-
tion in-the source countty prevents the
possibility of reducing the excessive taxa-
tion imposed.

GENERAL PRINCIPLES WITHIN
THE ANDEAN PACT

The principlé of exclusive taxation at. the
source or territorial principle; is adopted
emphatically-in Article 4 of the Agreement
for the avoidance of double taxation against
the member countries in Article 4 of the
Model Convention, between these and
other states outside the Andean Subregion?,
which states:

“Article 4 — Trzbutary ] zzrz;dzctzon
Regardless of nationality or domicile of the
taxpayer, income of any. nature obtained
shall be taxed only in: the Contracting State
in which the source of such income produc-
tion exists, except for those cases mentioned
in this Convention.”

The source of productron 1s defmed as “the

“activity, right or asset which generates or
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may genérate an mcome” (Article 2, e).

I ¢an only regret here the absence of-cértain
tules, such a$ those that permit the countty
of residence to consider the foreign income
for-the purpose of “applying the tax ‘pro-

. gressivity scale to the domestic income and

those that define the source of income in
certain cases.

Going over the drfferent artrcles of the
Model Convention,” one can observe two
exceptions to this prmcrple Article 8 relies
on the principle of residence and only alter-
natively on the source principle‘when taxing
the transportation enterprises” profits, and
Article 13 relies’ on the soufce principle
when taxing the income of gov‘ernment‘a'l'

. employees of a Contracting Stite and the

crew- members of international transport
vehiclés.

BUSINESS PROFITS

‘This matter is covered by Artlcle 7 whrch‘
rules must be read jointly with the defini-

tions . of Artrcle 2 for a. better undgp:

standing,

(a) The source principle is exclusivély
applied. I agree provided that the tak is
indeed applied to this income.

In this respect paragraph 1 of Article 7
states: “‘Profits. arising from the enterprise’s
activities shall be taxed only by the Con-"~
tractmg State where these have been effect-
ed’”, .

(b) The theoty of the permanént estab-
lishment is avoided for the ta¥ation of these
profits and in its place the beginning of
paragraph 2 of Atticle 7 says ;

1:.“From how on I'will refer or,lly'"' to-the Model
Convention between .thé: member countries and -
other states outsidé the Subregion; in spite .of

‘both being almost identical, See for the texts. of

these treaties the August 1974 issue of the
Bulletin, Supplement D.
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ANDEAN PACT: DOUBLE INCOME TAXATION

“It is considered, inter alia, that an enter-
prise carrying on business in the territory
of a Contracting State when it has in this
territory ” (a list of circumstances
follows which is not related to these cases
only).

I am in agreement with this avoidance be-
cause if the problem is to tax the income of
local sources, it is irrelevant to know
through which organization, if any, the in-
come is obtained.

(c) The sources of income are not de-
fined and only a general rule is provided
in Article 2e, on “source of production”
already quoted.

This definition is not sufficient as it is con-
sidered that the enterprises’ activities gener-
ate or may generate income in more than
one territory. If the term “‘generate” is ob-
viously taken in the sense of ‘“cause” or
“produce”, an enterprise of a Contracting
State may generate, cause, or produce prof-
its in the territory of this State, in the terti-
tory of another Contracting State, or in the
territory of a third State. Sometimes the
income may also be of a mixed source and
onie must beaf in mind certain general rules
to distinguish and qualify these cases.

It is true that certain specific rules are given
concerning real estate income (Atticle 5)
depending on where they are located; re-
garding royalties (Azt. 9) depending on the
place of utilization of the corresponding
rights; regarding capital gains (Art. 12)
depending on where the assets are located
at the time of the sale; concerning services
(Art. 13 and 14) depending on where they
are rendered, etc.

This would help to define certain margmal
revenues of the enterprise’s activity but it
does not clarify the bulk of the commercial
profits generated by its activities.

We can take the case of commercial sales,
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the seller being a manufacturing entérprise
of one of the Contracting States and the
buyer an enterprise of the other Contracting
State, whose purpose it is to resell the
products. Where is the source of income?
Both. enterprises are generating -income.
The selling enterprise probably generates
an income up to the level of the manu-
facturing price and the buyer from there
on, but the borderline may be moved to-
wards one side or the other, depending on
where the title passes.

These rules on source of income may be
defined or not in the Agreements or in the
internal legislation of each country or the
latter may solve the arising problems by
applying the international doctrine on the
matter, supplemented by its jurisprudence.
I prefer that these rules be established
specifically in the Agreements, especially
when we have the definitions already men-
tioned on “‘source of production” (Art. 2,
e) or on the enterprises’ profits (Article 7,
paragraph 1).

(d) Rules for the determination of in-
come or expenses of branches are missing
in the Model Convention, such as exist in
paragraphs 3, 4 ahd 6 of Article 7 of the
O.E.C.D. Model, for éxample whether it
would allow an indirect method for the
determination of income, how would the
general administrative head office expenses
be treated, et¢.

(e) The final paragraph of Article 7
must be taken into consideration which
provides:

“Where an enterprise carries on actlvmes
in the two Contracting States, each of them
may tax the income generated in its terri-
tory. If the activities were cartied out
through an agent or through the use of
facilities as already mentioned in the former
paragraph, the profits which would be ob-
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tained if they were completely independent
of the head office, would be attributed to
said agent or facilities.”

This rule would be applicable to ‘the
branches as well as affiliates or subsidiaries
of the other Contracting State enterprises.

(f) In the case of a purchasing establish-
ment (Art. 7, £), it is not deemed that its
mere existence will produce profits in the
source country where it is located, but this
possibility is admitted.

As the mere purchase of products or mer-
chandise for its export can not generate
local income, in my opinion, it would have
been preferable not to make this rule and
perhaps start from the opposite principle,
for example taking into consideration para-

graph 5 of Article 7 of the O.E.C.D. Model,

which states:

“No profits shall be attributed to a per-
manent establishment by reason of a mere
purchase by that permanent establishment
of goods or merchandise for the enter-
prise.”

(g) Any agent or representative of an
enterprise of a Contracting State may be
considered as belonging to- this enterprise
and qualify as doing business of such enter-
prise in the territory of the other Contract-
ing State (Art. 7, i).

Therefore, there is no distinction between
the real representative of an enterprise and
the independent agent who performs activi-
ties as such, whether for a few or many
companies, i.e., a broker or a commission
agent. '

I suppose that such a distinction will be
made in practice.

INCOME FROM IMMOVABLE PROPERTY.

Article 5 states:
“Income from immovable property shall be
taxable only by the Contractmg State in
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which such property is situated.”
Normally, this provision will not cause any
problems.

Somie of my comments are-as follows:

(2) I would have preferred the terms
“shall be taxed” instead of “shall be taxa-
ble” which is very general. In effect the
provision may affect income with either 2
lot or very little tax and it can even exempt
it. The term taxable is more general and
could result in"the “non subjection’ or ex-
clusion of the tax matter.

(b) Sometimes the immovable income is
mixed, €.g. it may come from the rental of
movables and immovables, as occurs with
the rental of “universalities”” such as com-
mercial establishments, theatres, hotels, etc.
The qualification will depend on the legis-
lation of each countty whether separating
the corresponding income or taking it as a
whole, as income of a movable nature.

(¢) In many countries mining claims are
considered as immovable. Their .rental
should be included in Article 5, but their
exploitation under Article 7 (see Article 7,
d).

(d) The rental of int'angibles is taxed

under Article 9 but the rental of tangibles -

such as trucks, automobiles, planes, furni-
ture, etc. not.effected by enterprises, is not
especially provided for.

N

In some treaties there are some general

provisions for income not specifically men-

tioned. This would have been useful in the

Model Convention (see Article 21 of the
O.E.C.D. Model).

»

TRANSPORT, COMPANIES PROFITS

Article 8 provides:

“Profits obtained by a transport enterprise

(air, land, sea, waterways) shall be taxed
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ANDEAN PACT: DOUBLE INCOME TAXATION

only in the Contracting-State of which such
enterprise is a resident.”?: :

My comments only cover this provision and,

not the alternative one as follows:

(a) The domicile principle is applied in-
stead of the general rule of the sousce of
productlon

(b)Y Which would be the tax country in
the case of an enterpmse having domlctlc in
~both Contracting States” or in neither of
them," is not mentioned. In the former case
the main domicile (where the central man-
agement or direction of the enterprise’s
businness_is located) should be considered.
The second one is indifferent as far as this
Model is concerned because it would be the
case of enterprise branches of third-coun-
tries operating in.the terntory of both Coen:
" tracting States.

() Transport of miércharidise o products
as well-as passenger transport is included..

CAPITAL GAINS

Article 12 prowdes

“Capital gains shall be taxable only by the
Contracting State in which territory: the
property.is situated at the time of the sale,
except those derived from the alienation of:
(a) Ships, éirctaft, buses, and other trans-
port vehicles which shall be taxable only

by the Contracting State in. which they are
registered at the time of the transfer, and

(b) - Negotiable instruments, “shares of
stock and other securities, shall be taxable
only by the Contracting State’ in which
territory they have been issued.”

The following ¢ comments are made on_this
provision:

(i) The pginciple of the exclusive taxa-
" tior at the source is followed; that is, in the
territory in which. the assets are located at
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the moment of sale. This normally does not
create any difficulties.

(11) One must mterpret the term “sale”
to mean any contract which is valid for
passing of title, e.g. exchanges, contribu-
tions to a company, etc.

(iif) - Only the place where the assets are
located at the moment 6f the contract and
not necessarily -at the moment the-title is
passed is taken into consideration.

(iv) The exceptions mentioned at the end
of the paragrapl and déveloped under (a)
and"(b) of Article 12 in the case of ships,

-aircraft, buses and other transport vehicles

on the one hand and securities, stocks, etc.
on the other, are not really exceptions. They
are applications of the source principle to
specific cases. In other words, it is con-
sidered that assets which are basically mova-
bles such as 'ships, etc. are located in the
place of reglstranon at the moment of sale.
In the same way, in the case of shares of
stock, efc., it is considered that theyare
located in the place of issuance at the mo-
ment of sale. Perhaps it would have been
preferable, in the latter case, to consider the
place of domicile, and if there exist several,
the one of the mdin domicile.

(v) Rules for the qualification of capital
gains arising from the sale of intangibles
such as trademarks, patents, unpatented
techrucal knowledge mentioned in Article9,
are missing. Where is the source of income?
It could have been established that their
source would be in'the country in which the
intangible had. been originally registered

2. Article 8 Alternative:

“Profits obtained by a transport enterprise (air,
land, sea, waterways) in any of the Contracting
States shall be taxed only by such Conttactmg
State.” ’
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and if not, in the country of the owner’s
main domicile. . :

All this without prejudice as to the neces-
sary distinction between the transfer of the
use of the intangible and the sale of the
propesty itself, - which is not included. in
these comments.

COMPENSATION FOR
PERSONAL SERVICES

Article 13 provides:

“Remunerations, feés, salaties, wages, bene-*

fits and similar compensation obtained by
employees, professionals, technicians and
others as payment for services rendered,
shall be taxed only in the territory where
such services are performed, except for
salaries, wages, remuneration or simular
compensation obtained by:

(2) Individuals rendering services to a
Contracting State in public functions duly
recognized, shall be taxed only by this State,
even though the services are rendered with-
in the territory of the other Contracting
State. ’ .

(b) The crew of ships, aircraft, buses
and other transport vehicles -éngaged in
internafional traffic shall be taxed only by
the Contracting State in which the employer
is resident.”

My comments on this Article are as follows:

(i) As a general rule, the exclusive taxa-
tion-at the source is applied in relation to
dependent personal services (employees),

as well as independent enes. (professional :

and independent technicians, etc.).

(i) The provision does fiot define what

is understood under personal services but it
must be assumed that the services refidered
by individuals on their own are taken into
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considefation. On the other hand, -Article
14 gives separate and similar rules for the
services performed.by enterprises; “thete-
fore, difficulties cannot occur in applying
these terms. ) o )
(iit) * Could Articles 13 and 9 or Articles
14 and 9 conflict? I think not bécause if
the technical setvices aré already incorpor-
ated into an intangible, for example know-

how, ‘its use will be governed by Article 9;

on'the contrary, if the technical services are
not incotporated into an intangible asid are .
going to be rendered in the future, they-
will be governed by either Article 13 or
Article 14, Nevertheless there are a nimper

of mixed cases in which the use of intangi-

ble assets is agreed upon, and then setvices
are provided for the better utilization of
these assets. As long as both provisions rely
on the exclusive taxation at the source, there
will be no problems of distinction.

(iv) Exceptions of the exclusive taxation
at the source are completely justified. In
the first place, we talk about individuals
rendering official services to a Contracting
State in the territory of the other State. The

- expression “even though they are rendered

in the territory of the other Contracting
State,” is not very adequate if it is con-
sidered that services rendered in its own

territory and for its own State, are rot

questioned; if this expression were omitted,
nothing would happen.

(v) Secondly, the crew of ships, aircraft,
buses and other vehicles engaged in inter-
national traffic that are taxed in the terri-
tory where the employer is domiciled, are
excluded from the general rule. Normally
this territory will- be the same as the one.
where 'the transport enterprise is domiciled
(Article 8). It would have been much
clearer to speak directly of the dom1c1le of

the transport enterprise.
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SUMMARY

In summing up, I would like to point out
the following:

P I agreehwith the general application
of exclusive taxation at the source, with two
restrictions:

(a) Sometimes its application is not prac-
tical or convenient, as occurs with the
income of transport enterprises and
the earnings of public officials of a
Contracting State who render services
in the territory of the other Contract-
ing State.

(b) The country of. original residence

-should receive the option to take the

\

foreign income into account for pur-
poses of calculating the rate of tax
applicable to domestic source income.

(2) Some of my criticism is directed to
the fact that the definite provisions of the
Model Convention are still susceptible to
debate as to whether they will be accepted
in the final approval of the conventions or
in their interpretation. Including those
terms which have not been mentioned in
the conventions (for example, rules on
sources of income) can be the subject of a
supplementary protocol. In any case, this
criticism does not represent, in my opinion,
insurmountable obstacles for the application
of the previously mentioned conventions.

ERRATUM

SUPPLEMENT F 1974

(Vol. XXVIII, No. 12, December/décembre 1974)

Abkommen zwischén der Bundesrepublik Deutschland
und der Volksrepublik Polén zur Vermeidung der Doppelbesteuerung auf dem Gebiete
der Steuern vom Einkommen und vom Vermégen.

Statement appearing in italicé in box above the text of the Treaty should read as follow"s:

A dounble taxation treaty was sighed between the German Federal
Republic and Poland on December 18, 1972. The treaty which is
subject to rasification will generally be effective as of Jannary 1,

1972,
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FRANCOIS. GENDRE #:

THE TREATMENT

OF INVESTMENT

INCOME UNDER THE
ANDEAN PACT MODEL CONVENTION #*

1. INTRODUCTION

The long lasting and apparently never
ending controversy on the respective merits
of both the source and the residence prin-
ciples in the taxation of income from mov-
able capital crossing the frontiers has reach-
ed a culminating' point in the Andean Pact
- Model Convention, adopted by the Com-
mission of the Cartagena Agreement in
November 1971 (decision no. 40).1 Its
Atticle 4 provides that “irrespective of the
nationality or country of residence of a
person, income of whatever nature received
by such person shall be taxable only by the
Member country wherein the source of such
- income is situated, except for the cases spe-
cified in this convention”. There are two
exceptions to this highly proclaimed prin-
ciple of the best taxing right of the source
‘country; they-relate to the taxation of the
profits of, transportatxon enterprises (Arti-
cle 8) and of the i income of governmental
employees (Article 13).

2. EXCLUSIVITY OR PRIORITY

To our knowledge, the supporters of the
opposite principle, that is to say the sup-
porters -of the residence principle, never
went to set out model rules which would
express such an irreducible standpoint. Ex-
perience shows that any tax treaty is the
offspring of mutual concessions of the
contracting parties. Therefore, if a country
claims at the very outset an exclusive right
to tax by reference to one conceptual view
or another, or rather to no conceptual view
but to its aim at highest possible tax reve-
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nues, it is hard to coriceive that a tax treaty
will ever be concluded on such a base. And
if nevertheless it is concluded, it is hard to
imagine that it will ever work in practice,
as soon as the mutual economic relations
are getting closer and from the moment
when the investment flow is increasing.
The exclusive taxing right of the source.
country, as it is proclaimed in Article 4 of’
the Andean Model  Convention - should
rather well be taken as a strong declaration
of principle than as a practicable rule for
settling international tax conflicts.
Another question is whether one of the
contracting states should have a. priority
right to tax investment and other income
crossing the frontiers. This is majnly 2
political question-and a very important one
in a world where most countries are in
search for more and more tax resources. Its
settlement will depend on each contracting
country’s own econoric and political situa-
tion. Recent economic developments show
that the dividing line might well be less
between industrialised and developing
countries than between capital importing
and capital exporting countries.

3. RESIDENCE OR SOURCE

From a theoretical point of view, both the
source and the residence principles may be

* Head of division, Swiss Federal Tax Admihis-
tration, Berne.

** This paper was submitted to the Andean Pact
Seminar, Mexico City, September 1974.

1. See the August 1974 issue of the Bulletin,
Supplement D,
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- adopted as a starting point — as 2 religion!
— on the base of which tax treaty rules
may be developed But this effort should
not confine itself in a — certainly fascinat-
ing — intellectual exercise but lead to solu-
tions which will cope with the objectives of
tax treaties: furthering of international in-
vestment and imposing tax according to
each taxpayer’s economic situation.

One of the tax treaty objectives is to pave
the way for foreign capital and thus to
further the flow of international invest-
ment., This will certainly be the case if the
investor can estimate the net return for his
capital invested abroad. The tax cost of an
investment is thus one of the factors which
determines the investor’s decision. Where-
as an-investor knows exactly which are the
conditions — and particularly the tax con-
ditions — of his investment at home, he
naturally wants to have the same safety for
his investment abroad and the best way to

achieve this certainty in tax matters would -

be — in the absence of an exclusive taxing
right of his residence country — for him
to know which income categories will be
taxable in the investment country and at
which rates. In other words, this is the only
way for him — if this somewhat trivial ex-
pression-may be used — to know “‘at which
sauce he is going to be eaten”.

On the other hand, under modern personal
incomé tax systems, all income from what-
ever source, forelgn or inland, is generally
subject to tax in the taxpayer’s residence
country. The taxpayet’s worldwide income
expresses his “ability to pay tax”, which in
furn justifies the application of adequate
progressive . rates. This is an. important
principle of tax equity which should be
leading in settling cases of intetnational
taxation. It cannot be denied that the tax-
payer's residence country is best equipped
‘to appreciate each taxpayer's situation.
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4. DIVIDENDS

Under the Andean Pact Model Convention,
“dividends and shares of profit shall be
taxable only by the Member country of
which the business enterprise paying them
is a resident”. This is the consequential
application of the principle of exclusive
taxation in the source country stated in
Atrticle 4. '

At first sight, the entire exclusion of any
taxing right of the investor's home country
would appear to be an easy way of avoiding
the veryintricate problems atising when
shanng the taxing rights of dividends
crossing the frontiers under’ the vatious
systems of corporate taxation as well as thie
‘problems of intercompany dividends. Leav-
ing aside the dlvergmg tax revenue interest
of both countries involved which, though
being important, is not at stake here,’ it
seems appropriate to point at sorrie difficul-
ties which may arise by strictly applying the
abovementioned source rule.

First of all, it is at least questionable
whether the State of which the company
paying the dividend is a'resident is actually
the source State of these dividends. First of
all, the foreign geographical origin of the
capital investment would more naturally
lead to recognize a preferennal taxing right
of this investment’s income to the share-
holder’s residence country. Furtherimore,
though not denying the importance of
other production factors like labour, it is 2
factual evidence that without any initial
capital investment in the country where-
from the dividend is distributed, there
would not be.any productive activity alto:
gether; this is a good reason to contend
that, economically as well, dividends origi-
nate in the investor’s residence countty.
Moreover the extreme extension of the con-
cept of source could apparently- lead the
suppozters of this concept to the extreme
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pretention to tax also dividends distributed
to non-residents by a non-resident corpora-
tion to the extent that these dividends
derive from profits earned in the source
countty.

On the other hand, the investor’s home
country, while assumedly assessing its in-
come tax on the taxpayer's worldwide in-
come and at progressive rates, will hardly
see any reason to treat income from foreign
investment differently than income from
inland sources. If tax neutrality is to be
understood in terms of non discrimination
between domestic and foreign investment,
it is understandable that the investor’s home
country will not be willing to give up its
right to tax investment income. It will be
supported in its efforts to tax dividends
from abroad by stating that the investment
country already taxes the local corporate
profits..

Striking is also the fact that Article 10 of
the Andean Model Convention does not
provide. for any preferential tax treatment
in respect of dividends paid by subsidiaries.
In such cases of affiliation, dividends dis-
tributed. by the subsidiary to the foreign
parent company should.be taxed less heav-
ily, if promotion of international invest-
ment and avoidance of excessive taxation is
really to be aimed at.

5. INTEREST

Concerning interest, the Andean Pact
Model Convention contains the following
provision (Atticle 10):
“Interest derived from loans shall be
taxable only by the Member country in
the territory of which the loan has been
- used.
Subject to rebuttal, it is presumed that
the loan has been used in the country
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from which the interest payment has been

made.”
Here again the so called -“source prisiciple”
is in the first sentence affirmed absolutely.
This in contradiction with the more nu-
anced solution of the OECD Draft Conven-
tion, which assigns the primary right to tax
interest to the country of the investor’s re-
sidence, generally coupled with 2 limited
withholding tax of no more-than 10 per
cent for the source country. The considera-
tions made on pretended taxation of divi-
dends in the source countty are also valid
for the taxation of interest. Whether the
investment takes the form of a capital or of
a debt investment, to a large extent it
originates economnically in the investor's
home country. Theréfore a primary taxing
right should be recognised to the investor’s
hosme country.
Agreedly an extensive discussion could take
place on the proper soutce of interest in-
come, as it actually did.within the Latin
American countries themselves: this led
them to presume that the loan is being used
in the country from which the interest pay-
ment has been made (Article 10, 2nd
sentence). This solution may respond to
practical administrative needs, but it shows
in"the.mean-time that the fanatically pro-
claimed principle of source cannot be ap-
plied thoroughly and consistently.
Leaving aside conceptual as well as tax
revenue considerations, emphasis should be
set on the need of capital in the capital
importing country. If any international tax
problem arises in this matter; this is obvi-
ously due to the lack of adequate borrowing
facilities in the countty in which the invest-
ment-is made and to the practical necessity
of borrowing abroad. In this respect it can-
not be stressed enough that, under the
existing economic system, capital cannot be
drawn into a particular country, but it must
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be attracted. This will be possible not only
through an overall favourable political and
economical attitude towards foreign invest-
ments, but also through an adequate and
reasonable tax treatment. All other things
being equal, nothing will hamper a partic-
ular-taxpayer from investing at the Jowest
possible tax cost. Whereas a taxpayer is
aware of the tax cost of his.investments in
his home country, any additional local tax
in the source country will lead him —
though admittedly tax rates are only one of
the factors determining the investment de-
cision — either to shift this additional
burden to the borrower or just to give up a
particular foreign investment because of the
too heavy tax cost involved.

These very practical obstacles are even in-
creased by the difficulty for the soutce
countty to asses its tax — even when ‘it is
of a moderate level — on interest paid
abroad on a proper basis. This difficulty. is
due to the fact that the source country can
hardly assess its tax in another way than by
a withholding tax on the gross interest, dis-
regarding the cost and expenses incutred by
the lender. This situation will most proba-
bly result in a rather high tax cost, which
will wotk as a deterrent, particularly for
institutional lenders. Not to underrate are
also the difficulties raised by deferred in-
terest on credit sales.

Finally, it is not easy from the adminis-
trative point of view to -determine the
accurate net basis of interest, which may
vary considerably from one situation to the
other.

All these reasons plead, when not for an
exclusive taxation right of the investor’s
home country which is actually best equip-
ped to consider the characteristics of a given
taxpayer, at least for an appropriate sharing
of tax revenue on interest between the .in-
vestot’s and the investment’s country, which
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can be practically achieved only in cases
where the source country keeps its with-
holding tax on interest at a relatively low
level. 4

6. ROYALTIES

Under Article 9 of the Andean Pact Model
Convention,
“Royalties derived from the use of
patents, trade marks, non-patented tech-
nical knowledge, or other similar tangible
property, within the territory of one of
the Member countries, shall be taxable
only by such Member country.”
For this category of income, there exists an
entire divergence with the solution retained
in Article 12 of the OECD Draft Conven-
tion, which generally assigns the taxation
of royalty income to the country of resi:
dence of the royalties.
In their process of industrialization, devel-
oping countries are particularly dependent
on the use of patents and more generally
on the communication of advanced tech-
nology. The tax problems raised by royal-
ties crossing the frontiers should therefore
be viewed less in terms of tax revenue for
the countries involved than in terms of the
necessary facilitation of these transfers of
technology. Considered that way, the tax
problems of royalties would not be as acute
as they may be when excessive tax is claim-
ed by either country.
From a conceptual standpoint it may be
questioned whether it is correct to recognise
the exclusive right of taxation to the licen-
see’s country. Through the use of patents
and knowhow, firms of the licensee’s coun-

try are in a position to make higher profits,

which will turn into cortesponding higher
corporate tax for the licensee’s country, and
thus fulfil its claim for additional tax re-
venue,

With regard to the scope of royalnes
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Article 9 of the Andean Pact Model Con-
vention is much more restrictive than Arti-
cle 12 of the OECD Draft Convention, ex-
cluding rendering of services and technical
assistance, which are taxable only by the
country wherein such setvices or assistance
are rendered (Article 14). As they are often
rendered from abroad, taxation would not
be possible in the “licensee’s” countfy in
many cases. A more tealistic definition will
have to be aimed at.

Apart from that, assuming that the exclu-
sive rights to tax were recognised to the
source country, the question would remain
of the proper tax base, whether royalties
should be taxed on a net basis or on a gross
basis and of the appropriate rate in either
case. The determination of the expenses
allowable as deductions — other than those
directly incurred in the licensee’s country —
is a task which in cases of royalties is even
more difficult than in cases of interest.
Distinction is to be made between true
development costs incurred over long years
and not only for successful patents and
excessive royalty claims by -licensors in
search ‘of devices proper to minimize their
overall tax burden and/or to avoid foreign
exchange problems. Reasonableness on the
patt of licensors would certainly be helpful
and lead the capital importing countries to
agree on moderate withholding tax rates on
toyalty payments. _
On the other hand it cannot be denied that
research and development costs are be-
coming higher and higher and that it is
not possible to attribute them to any specific
patent, while only a fraction of research
and development costs ever leads to a suc-
cessful and salable patent. These expenses
being generally deductible costs in the
investor’s home country, it cannot be ex-
pected that this countty simply gives up its
taxing right. That being agreed on and
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leaving aside cases of abuse, tax at the
source on royalties whether calculated on
the gross or on an estimated net amount,
must be moderate, because even a moderate
tax so levied could reach an amount in .
excess of the normal tax applicable in the
licensor’s home country on the true remain-
ing net income. _ ‘
It should be noted here also that exces-
sive tax claims will probably be passed on
to the'licensee, by being included in the
royalty cost; this would not be favourable
to the desired obtention of skills and tech-
nology.. o

In conclusion, considering the high costs

involved and the necessity of promoting the
transfer of technology, the solution adopted
by the OECD Draft Convention does not

appear so unappropriate that it should be

set aside in future treaty negotiations.

7. FINAL REMARKS

There is no field in international taxation
where the necessaty promotion of invest-
ment flow and the tax reveriue problems
are more evidently conflicting than with
respect to investment income. The Andean
Pact Model Convention appears to be more
inspired by the latter objectives than by
considerations of long term .economic plan-
ning. Its solutions concerning the tax treat-
ment of dividends, interests and royalties
will hardly be acceptable in future tax treaty
negotiations without amendments. If re-
mains to be demonstrated that, on the tech-
pical level, satisfactory solutions imple-
menting the source principle can be elabor-
ated. It would not be surprising if the
required refinements would ultimately lead
to solutions along the lines adopted by the
OECD Draft Convention. The femaining
question would then concern the extent to
which a sharing of revenue has to take
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place. This would probably best be left to
treaty negotiations. The criticisms expressed
sometimes against the selection of the
OECD Draft Convention as a basis for the
studies of ECOSOC are insofar unjustified
that they ignore that they .are much more
the offspring of extensive. technical studies
over a long period of years than the ex-
pression of an extensive priority of the
residence principle.
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No treaty can be concluded without mutual
concessions. The only question is to know
how far each party has to walk on the road
before meeting the other party. This largely
depends on the appropriate recognition of
double tax treaty objectives. These objec-
tives may vary not only from country to
country but also under the influence of
admittedly changing economic and political
conditions. '
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INCOME TAX INCENTIVES FOR NEW INDUSTRIES
INDEVELOPING COUNTRIES

I. GENERAL

1. In recent years, particularly since
World War II, many countries have intro-
duced into their income tax laws certain
forms of relief for newly established indus-
tries, While such relief has been used by
some of the industrially developed coun-
tries as a tool for regional development, it
is mainly found in the developing countries
where a reduction in income tax receipts
(or perhaps in many cases a foregoing of
income tax on profits that would not have
arisen without this incentive) is regarded as
a small price to pay for essential develop-
ment. :

2. The largest number of forms of relief
is found in the British Commonwealth,
starting in the West Indian countries that
copied the successful relief given in Puerto
Rico. Many forms of relief are to be found
elsewhere, but illustrations in this article
will be drawn mainly from the laws of
Commonwealth countries, with which the
writer is most familiar,

3. There is a remarkable degree of variety
in the forms of relief, the qualifying con-
ditions that must be met; the time and
amount of the relief, and so on. The topic
is thus highly suited for a comparative
study, since it may be doubted whether
those countries that have enacted and now
administer this relief are aware of the pos-
sible ways in which the relief might be im-
proved. However, a thorough compatative
study of all relief laws would be a monu-
mental task, complicated by the fact that
the reliefs operate as partial exceptions to
very divergent tax laws. Apparently similar
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types of relief in different countries may '
affect in different ways such matters as
depreciation allowances or the taxability of
dividends, even after the relief period has
ended. Of necessity, this article will have to
be confined to broad differences in forms
of relief and to their relationships with
basic principles of tax laws, the latter again
being mainly instanced from Common-
wealth countries. ‘

Economic Considerations

4, It is not intended hete to treat in detail
of the economic desirability or otherwise of
incomeé tax relief for new industries, sifice
this has already been discussed in depth in
many books and articles. But since a yard-
stick is needed to judge the efficacy of the
variant conditions of relief, a brief presen-
tation will be made here of the economic
reasons and justifications for the relief.

5. The purpose of the relief is to provide
an incentive for a business firm, especially
one from outside thé country in question,
to set up a new industry there. It must
therefore offer that firm something that
would be weighted substantially in its de-
cision- making methods. It is generally
agreed that the principal determinant of an’
investment is the expected rate of return on
that investment. Exemption of profits from
incomé tax — even 2 limited exemption —
will increase the net return and thus in-
créase the probability of a decision to in-
vest. The fact that tax relief will not help

* Dr. Alan H. Smith, College of Business Ad-
ministration, Marquette University, Milwaukee,
Wisconsin 53233, U.S.A.
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if there are to be no profits is irrelevant,
for in that case there will be no private
investment and the public sector alone can
be responsible for it. But it is relevant to
the way in which the period of the relief
is calculated, for if this period is one in
which there are no profits of even losses,
then the relief is ineffective. As will.be
shown later, the treatment of depreciation
allowances is relevant also.

6. But return on investment is not the
only decision making test. Many financial
managers use the test of the “payback
petiod”. They ask themselves: “when will
our initial investment be paid back? When
will the profits that we can foresee equal in
total that investment ?"* This question is an
appropriate one to ask when the future is
particularly uncertain, as it must be in in-
vestment in developing countries. There
must be a time horizon beyond which any
firm projection would be unrealistic. Would
this tax relief result in a payback within
that predictable period?

7. It is also necessatry to stress that uncer-
tainty of outcome must tend to defer an in-
vestment., The relief may overcome that
deterrence by increasing the return to rate
commensurate with the risk. But it is im-
portant that the relief should not increase
. the uncertainty, as may be done where the
relief law is poorly expressed or is subject
to withdrawal or amendment at the dis-
cretion of the government or where for any
other reason the.-ultimate amount of the
effective relief can be confidently gauged
before the investment-is made.

II. THE QUALIFYING BUSINESS:
(A) "INDUSTRY"

8. Very many forms of relief are confined
to an “industry.” This word is derived from
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the Latin industria, diligence, and thus has
a common etymological origin with “busi-
ness”’, both words indicating some degree
of putposeful activity. It may be noted that
where laws, as in many Commonwealth
countries, charge the profits of a “‘trade or
business” and where they exempt in part the
profits of an “industry”, there must be
some reason for the difference in language.
It seems likely that the reference must be
to come concept such as the “industrial
revolution”, which can only refer to large-
scale economic activity attained throtigh the
use of powerdriven rnachmery Such intet-
pretation of the word “industry” would
seem to be consistent with the purpose of
these relief laws, that of attracting to the
less developed countries that type of* “in-
dustrialized” development that they are
seeking. But it might be dangerous to base
the interpretation of an important law on
the semantic evaluatlon of one solitary
word.

9. However, in most cases it is not neces-
sary to interpret the word “industry” by
itself; for this word is normally accom-
panied by the use of some other words,
notably “manufacture”, “product” or “fac-
tory” or some other combination of them.
The use of all four in British West Indian
countries is virtually universal, but else-
where in the British Commonwealth the
three additional words are less common and
in particular a restriction to “manufacture”
is rare, If this word is used, what does it
mean?

10. “Manufacture” means, literally, “mak-
ing by hand”. Yet this literal and original
meaning has changed with changing tech-
nology, and the meaning in this modern
age is that of large scale production which
can only be cartied out through the use of
machinery. It is therefore not surprising
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that the requirement of “manufacture” is
very cornmonly linked to other concepts
especially that of “factory” or “product” a
where an applicant for rehef must be a
person
“...who is desirous of establishing 4
pioneer factory in the territory for the
purpose of manufacturing any pioneet
product” (Trinidad 1950 law).
11. The word “product” would seem to
mean. s1mply a result of an industry’s oper-
ation, but it has been held to denote a tan-
" gible product, 50 as to exclude the so-called
“service” industries such as hotels and meat
and vegetable freezing plants in the former
Ghanian law. (J. Harvey Perry, Tuxation
and Development in Ghana, UN. Dept. of
Economic and Social Affairs, 1959, p. 39).

12. In addition, the requirement of a
“factory” is very common. In most cases a.
specific definition is given, and this is tied
in with the definition of manufacturing so
as to involve the use of power-driven
machinery. This requirement would not
seem to add much to the definition of .the
business qualifying for the relief, but, as
will be shown later (paragraph 35), it is
often used to determine the beginning of
the period of the relief.

13. In short, then, the general definition
of a business qualifyirig for this relief seems
to be that of .“industry” in the sense of
heavy industry operating through power-
driven machinery, But the vagueness of
some ill-defined laws may leave in the
minds of potential investors considerable
doubt as to what sort of investment a
country wishes to encourage.

The Qualifying Business: (B) Special
Businesses

14. It-will not be surpr-ising‘,.in view of
what has been said above about the dubious
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meaning of “industry” and related terms,
that some ‘countries have seen fit to give re-
lief to specifically enumerated types of busi:
nesses whose development is thought to be
of particular advantagé to them. Such forms
of relief are found most commonly in the
West Indies, T

(i) Hotels

15. The business of runnmg hotels may
not be considered an mdustry in~ the
narrow sense, and yet their existence is vital
to international trade and investment. While
relief in respect of hotels could have been
given by simply extending the definition of
industry, there appear to be two main rea-
sons why relief has sometimes beeq given
by special laws: -
(1) these laws give exemptlon from duties
on material imported to build a hotel,
an impottant factor in cost (and hence
retusn on investment), and

in some cases, particularly the earlier
laws, the income tax relief consists -of
what would now be called accelerated
depreciation, allowing the hotel owner
to write off his capital expenditure
over a fairly small number of years,
frequently five.

The laws granting this relief contain .4
number of restrictive conditions, such as a
minimum number of bedrooms, certain
qualitative restrictions such as the provision
of adequate dining, kitchén, etc. accommo-
dations and excluding private clubs.

(@)

(i) Non-hotel Industries

16. In addition, relief is provided again

especially in the West Indies, for certain

non-hotel industries, for example:

‘(2) In Batbados, concession holders en-
gaged in petioleurn mining opetations
are relieved from income tax, the relief
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‘not starting until the concéssion hold-
.ers’ regular exports average 10,000
barrels per day or until five years have
elapsed after -regular -export started,
whichever is earlier. (See paragraph
35 below).

(b) In Guyana, gold and diamond mines,
if they are “of a developmental and
risk bearing nature and instrumental
to resource development” were subject
to a lower rate of tax, 20 per cent, in-

stead of the then normal rate of 45 per

cent.

(c) Jamaica has a variety of relief laws for
such industries as button manufacture,
cement, motion pictures, petroleum
refining, textiles, etc., some of which
are from import duties and some of
which are from income tax for varying
periods.

III. CONDITIONS OF RELIEF

17. (a) Governmental approval. Before a
business can’ quality for relief from income
tax under these laws, it must, in all cases,
not only show that it is of the business type
specified in the law but also satisfy certain
conditions, usually to the satisfaction of
some governmental authority. In nearly all
laws there is a condition that relief may be
granted only if the appropriate govern-
mental authority “is satisfied that it is ex-
pedient in the public interest so to do”
(e.g., Trinidad, 1950 law). There is fre-
quently also a requirement for a govern-
mental authority to certify a particular busi-
néss firm as qualified for tax éxemption
within the particular industry. In most
countries, therefore, the exemption must be
governmentally adjudged to be in the
public interest, either on the basis of a type
of industry or of a particular firm, or.both.

18. () Newness. Sometimes the require-
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ment is added that the industry be a “new”
one and sometimes it is explained that this
refers to an industry not already being cat-
ried on in the country “on a commercial
scale”. This may be similar to the require-
ment in the Guyana law (referred to in
paragraph 16 above) that the trade sought
to be exempted be “wholly of a develop-
mental and risk-bearing nature”. In Belize,
on the other hand, the requirement is that
the enterprise sought to be exempted be
“‘either a new entetprise, or the expansion
of an existing enterprise”. Sometimes- the
restriction is to types of business not being
carried 'on in the country, or not being cat-
ned on- “‘on a commercial scal¢” (Tnmdad)
or “on a scale similar to the economic
requirements of”” the country (Nigeria and
many other countries). Despite the bewil-
dering diversity of language, all clearly
amount to 2 declaration that relief will ony
be given for enterprises that will lead to
desirable economic development. This
might have been presumed as an obvious
guide to the use of thé governrnental
authority referred to in the previous para-
graph, but i in many cases it may bave the
unfortunate effect of introducing an un-
desirable element of uncerfainty into the
relief system. What, for example, does “on
a commeréial scale” mean? Can any busi-
ness be carried on otherwise?

19. (¢) Effect on existing businesses.
What-of the efféct of granting relief on
firms engaged in the same line of business
activity? What of a firm that later wants
to participate in the same line? To deny
relief to the second firm would be to give
the first firm something not far from a tax-
sheltered monopoly, while to allow a second
firm tax privileges might undermine  the
financial planning of the first firm. The
heroic solution ‘is that adopted in Puerto
Rico where, once an industty is declared
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eligible for relief, firms already engaged in
that industry are automatically relieved
from income tax. It has beén estimated that
one-half of relieved firms were engaged in
the business before relief was declared, so
that one-half of the loss of tax revenue was
in excess of that needed to attract new in-
dustrial development. The result is said to
have been a certain unwillingness to stimu-
late development of existing industries. A
similar provision is found in Mexico be-
cause of the constitutional prohibition there
of special privileges. Elsewhere, however, it
is common to find only a requirement that
regard be had to the effect of granting the
relief on existing firms,

20. (d) Futnure prospects of the industry.
1t is frequently provided that the approving
authority must consider the economic pros-
pects of the industry and in some cases to
the prospect that the undertaking can ulti-
mately be carried on without further aid,
The difficulty here is that the applicant
may be asked to prove that he really needs
the relief now — els¢ why give him the
relief to induce him to start? — but that he
really will not need it a few years hence.
The evidence that will prove one may tend
to disprove the other. Indeed, in connection
with the Mexican provision that an appli-
cant must demonstrate “‘the economic feasi-
bility of the enterprise”, an investor has
been quoted as saying that “the worst thing
you can do in your application is to show
-or infer that you really need the exemp-
tion.” This is ah example of the law saying
too much, since here again such restriction
may add to that uncertainty of investment
and even raise in the investor's mind a
fundamental question as to whether the
country welcomes his investment or not.

21. (e) Locality. Those laws that require
a “factory” (paragraph 12 above) normally
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require a statement of the location of the
factory, thus permitting the approving
authority to consider whether development
should be specially encouraged in a partic-
ular region. This would seem a relevant
consideration in the granting of relief and
it is surprising that it is found as almost a
by-product of the requirement of a factory,
and not elsewhere in relief laws,

22. () Managerial soundness. In several
forms of relief the applicant must give
evidence that the business will bé managed
effectively and in some cases (e.g., Mauri-
tius and Nigeria) supply detailed infor-
mation on the directors and others pro-
moting and managing the new firm.

23. (g) Capital expenditure. It will be
shown below (paragraph 34) that the
period of relief in some few cases depends
upon the amount of capital expenditure
undertaken. Apart from this, it is quite
common to find a requirement that infor-
mation be supplied on the amount of
capital expenditure to be undertaken, so
that the approving authority shall know the
amount of physical development that is
likely to result if the relief is approved.

24. (b) Use of local resources. New
development normally will have the eéffect
of importing some foreign resources, both
foreign machinery and other material and
also foreign labor and management skills,
at least until local personnel can be recruit-
ed and trained. This is an inevitable con-
dition of foreign investment and it is only
rarely that any condition is laid down as to
use of local labor and raw materials. Some
few West Indian laws, however, require
that the granting of the relief should have
regard to the effect on-local employment
and to the use of local raw materials. Apart
from these, and the law of Sarawak, which
is generally based on West Indian models,
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no regard is had to this point. The matter
is thus left to administrative discretion
rather than to a specific legal restriction. of
the relief,

25. (i) Continuing conditions. Many of
the West Indian laws as well as that of
Malta permit the relief to be subject to the
imposition of such conditions on the oper-
ation of the new enterprise as the approv-
ing authority thinks fit. What these con-
ditions might be is not stipulated and is
thus left for administrative discretion or
agreement, It is interesting to note that the
more recent. laws of Ghana and Sierra
Leone specifically adopt a contractual basis,
thus allowing the government to agree with
the applicant as to conditions of operation.

IV. AMOUNT AND PERIOD OF RELIEF

26. Once it has been determined that a
firm is entitled to relief, it is necessary to
determine both the amount and the dura-
tion of that relief. This relief is normally
exemption of income from tax but in some
cases (especially that of the eatlier laws) it
consists merely of special allowances for
capital expenditure. These latter forms of
relief will be considered in Part V (see
para. 32 below). But capital expenditure
also enters into the question of normal in-
come tax relief, since the effective amount
of that relief will vary according to whether
normal or accelerated capital expenditure
allowances are made against the exempted
income or postponed until after the relief
period.

27. The income relieved from tax. The
income exempted from income tax should
clearly be that atising from the business in
respect of which the relief is granted. This
may seem obvious on the face of it, but
what if a firm carried on more than one
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type of business? The two businesses may
not be generically different, yet only one
may be thought desirable of encourage-
ment. The laws of Guyana and Malta confine
relief to that part of the joint business that
is specifically relieved from income tax.
There appear to be no provisions regulating
the apportionment of profits between
exempt and non-exémpt businesses cartied
on by the same firm, apart from standard
anti-evasion provisions found in most tax
laws. Some countries have therefore taken
the drastic step of prohibiting a firm re-
ceiving relief for a particular business from
carrying on any other kind of business, as
in Nigeria, Sabah, Sierra Leone and Singa-
pore.

28. The Nigerian law effects an appar-
ently similar poweér by regulating the “per-
missible by-products” that may be produced
in addition to the main pfoducts of the
exempt business, limitations being per-
mitted by reference to quantity or value or
both. There is a similar law in Mauritius.
In fact, these provisions are more per-
missive in that the scope of the relieved
business is extended to include the produe-
tion of “by products” so that-the problem
of accounting allocation does not exist.

29. Amounnt of relief. Relief is normally
given on the profits declared to be exempt
during a specified period. To this there are
four sorts of exception.

30. (i) Declining rate. Some laws, espe-
cially in the West Indies, provide for
a declining rate of relief, sometimes
at the option of the taxpayer, for

. example, in Barbados and Jamaica,
either to have seven yéars' relief or
income after deducting normal de-
preciation allowance, or six years’
 relief with a declining rate of relief
without any such allowance.
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31. (ii) Partial relief. Provisions are

sometimes found (Gambia, Malta and
the original Ghana law) for paitial
relief; in that the approving authority
'is given discretion to give an appli-
cant less than the maximum relief he
might otherwise have obtained. Pre-
sumably the thought behind this pro-
vision is that some firms may need
less. inducement than others, but it
may be surmised that most firms will
seek the maximum relief even to the
extent of refusing to set up business
unless they get that maximum.

32. (iii) Relation to capital. In some cases
the relief is limited by reférence to
the capital employed in the under-
taking. In India, for example, the

. relief may not exceed 6 per cent 'on the
capital employed. Taking a typical tax
rate of 55 percent, the relief would
add 3.3 per cent to the return on
capital. There must be many risky in-
vestments where relief so limited
would be an inadequate inducement.

33. .'(iv) Relation to capital expenditure.

In Fiji the relief each year is to be.

equal on a sum equal to 10 per cent
of the capital expenditure incurred
during the whole relief period, with
a minimum relief on five thousand
pounds each year.

34. Period of relief. Relief from income
tax is normally given for a fixed number
of years. Five years is most common, with
very few allowing a shorter period and
many allowing a longer. Relief for other
than a fixed number of years is sometimes
found, and the following are the more im-
portant examples of varying periods:

(i) Some laws allow for a period which

. can be fixed at discretion up to a stated

maximum, The laws mentioned in pata-
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graph 31 above as giving discretion for
partial relief also give discretion for short-
enihg the period from a maximum. Otheér
examples are found in ‘the St. Vincent
hotels law, in the Trinidad law for hotel
projects relating to other than new hotels,
in the Sierra Léone law and a Fiji law
relating to gold and silver mines. As with
the provision for partial relief;, it seems
likely that- applicant firms. will show un-
willingness to accept an offer of relief for
less than the maximum period.

(ii) In some cases (Trinidad and St. Kltts)
the discretion is to extend a minimum
period for a further number of years.

(i) In three cases. (Malaya, Nigeria and
Sabah) the period of relief is on a sliding
scale, lengthening as the amount of capital
expenditure increases, thus providing addi-

- tional inducement to firms with bigger

capital expenditure.

35. Date of Commencement of relief. The
petiod of relief normally stasts to run from
the “production day”, the day on which the
relieved firm starts to produce its product
“in marketable quantities”. This Ilatter
phrase, originating in Trinidad and widely
copied in other laws, is clearly liable to
great varieties of interpretation and it may
introduce an undesirable element of un-
certainty. Alternatives to the production
day are:

' ( i) the date of commencement of the

trade (St. Kitts),

the date of completion of the neces-
sary construction work (Ant1gua
Hotels Law),

the date.of granting a license to im-
port matefials and equipment for a
hotel (Dominica, Grenada and St. .
Vincent),

the delayed dates in the Barbados
petroleum law (paragraph 16 above),

(i)

(i)

(iv)
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(v)
()

the date of granting relief (Belize
and Guyana), and

the date of commericing the building
of the factory (Trinidad).

These alternatives, while more certain than
that of the production day, can only operate
to reduce the effective relief, since there
must be a gap — sometimes considerable —
between the alterhative dates and the date
on-which profits start to be éarned.

36. Apportionment of profits. The actual
year of relief may not coincide with the
accounting year by reference to which
financial statements are prepared. Many
laws require an apportionment of a finan-
cial year’s profits to the tax relief period
and such provisions are sometimes tied in
with provisions against evasion, by incorregt
allocation of post-relief profits to the relief
period (see paragraph 45 below). In Nige-
ria there is a notional cessation of the trade
at the end of the relief petiod; so that
separate financial statements have to be pre-
pared for the part of a financial year
falling within the relief period.

V. RELIEF BY WAY OF CAPITAL
EXPENDITURE ALLOWANCES

37. 'The eatliest types of income tax in-
centives for new industries in developing
countries consisted of the granting of spe-
cial deductions for capital expenditure, A
common version in the earlier British West
Indian laws was to authorize the deduction
of one-fifth of capital expenditure in each
of fixe years selected by the applicant from
among the first eight years of his new busi-
fniess. Such a provision is first found in
]a_maica and was copied widely in the
British West Indies, mainly for hotels. In
other countries of the British -Common-
wealth it is only found in Fiji for hotels
and in Sarawak for industries. In the years
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since World War II the need for encour-
aging capital investment has come to be
widely recognized in tax laws and these
earlier forms of relief may be regarded as
outmoded in that accelerated depreciation is
normally given to all businesses and is thus
no longer available as a special inducement
to invest in developing countries.

VI. DEPRECIATION AND INCOME TAX
RELIEF

38. Far more important is the effect of
depreciation allowances on the relief dis-
cussed here, for the treatment of deprecia-
tion will, to a large extent, determine the
effective relief. A few countries make the
allowance for depreciation optional and
vary the length of the relief period accord-
ing to the option taken. Thus the Jamaican
Industrial Incentive Law of 1956 allowed
either —

(a) seven years' relief from income tax
from profits against which deprecia-
tion allowances are made, or

six years’ relief at a declining rate
(full relief for two years, two-thirds’
relief for another two years and one-
third relief for the last two years)
with no depreciation allowances being
made for the first four years.

A broadly similar provision was introduced
in Barbados: In Mauritius a firm could ob-
tain three years' additional relief by fore-
going its “initial allowance”, the large
additional depreciation allowance given in
the first year of an asset’s life. It is very
hard to evaluate such provisions, especially
the latter one. If a firm foregoes one form
of accelerated depreciation, that will simply
increase the depreciation to be allowed in
later years, including the later years of the
relief period and the extension thereof by
three years.

®)
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39. 'The need for some special provision
" is obvious, for without it the widespread
practice of accelerated depreciation would
reduce substantially the profits relieved
from tax. This would make the business
firm wish to reduce the annual imount of
its allowances so as to maximize deductions
against taxable profits after the relief had
expired. It would be a nice point under
some laws whether a taxpayer could appeal
against being given excessive depreciation
allowances during the petiod of exemption.
40. It is therefore understandable that
some countries have taken the generous step
of postponing all allowances until after the
relief period. The first clear example of
this was in the Guyana law providing that
capital expenditure incurred up to the end
of the relief period should be deemed to be
incurred immediately aftérwards, so that
allowances would be given in full against
taxable profits. An exception was, however,
made in respect of any capital assets
“realised” before the end of the relief
period. If “realised” includes not only
assets sold for cash but also those scrapped
or abandoned, then the exception is ob-
jectionable in that it creates an undesirable
inducement to retain cbsolete or obsolescent
assets beyond the relief period. Nigeria has
a similar provision in that post-relief allow-
ances are conditional upon, the allowances
being “used” in the post-relief period.
Severa]l other countries, such as Malaya,
Sabah and Singapore have similar provi-
sions. The deferment, in whole or in patt,
of depreciation allowances beyond the relief
period will, in any event, have widely vary-
ing results depending mainly on the rela-
tionship between depreciable fixed assets
and income, and it may be doubted whether
such variation was present to the minds of
those who drafted the laws. Again, uncer-
tainty is produced in laws that should aim
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at promoting certainty. Insofar ‘as it is
desirable to encourage capital-intensive in-
dustries, the maximum postponement of
depreciation allowances would seem to be
justified. i

VII. LOSSES

41. The arbitrary division of business
profits among accounting periods makes it
necessary to have an accountirg loss in one
period deductible from the profit in an-
other period, since otherwise tax would be
paid on more than the true net profit for
the aggregate periods. Further, within one
accounting period the question arises
whether taxable profits from one source of
income should be reduced by losses from
another source. Provisions to this effect
have a particular relevance to the granting
of the relief discussed here.

42. In the Jamaican relief discussed in
paragraph 38, losses had fitst to be absorb-
ed against profits exempt during the. relief
period, but when Barbados adopted a simi-
lar relief it provided that any losses il that
period should not be allowed against prof-
its therein but carried forward and deducted
from subsequent taxable profits. Argu-
ments may be put forward for both provi-
siods, It is apparently logical to allow relief
for the net profits — profits less losses —
of the relief period as a whole. On the
other hand, since losses are a not uficommon.
feature of a new business, éspecially in-a
less developed country, might not it be
argued that the existence of losses should
suggest that normal relief is inadequate?
Recognition of the position of businesses
incurring losses was made in the Ghana law
of 1960, where it was provided that the
normal relief period of five years was to be
extended by a further period of up to five
years to make sufficient net earnings afser

‘
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deducting losses of up to the smaller of
either the share capital or one-half the cap-
ital expenditure. This provision, which
ceased to have effect in 1963, appears to be

the only instance of a concession increasing

relief by reference to losses. Elsewhere, the
strictly logical viewpoint has prevailed and
an exempt firm may only carry forward its
net balance of losses from the relief period.

VIII. DIVIDENDS

43. The countries whose laws are review-
ed here follow in the main the former pro-
visions in the United Kingdom wheteby a
dividend is meérely that part of corporate
profits that become the property of the
shareholder and ceases to be corporate prop-
erty, s0 that the tax paid by the corporation
is, to the extent of the dividend, simply a
provisional payment on account of the ulti-
mate 11ab111ty of the shareholder. It is thus
a Jogically rigorous application of the prin-
ciple of imputation. What, then, if the
corporate profits are exempt as being from
a tax-relieved new industry? Does this
mean that the shareholder will simply pay
tax in full on his dividend, since there will
be no corporate tax to be deducted? If so,
the corporate investor that provides the
money for desirable new investments in Jess
developed countries is -deprived of relief
and thus of the inducement to invest.

44. In most cases, dividends paid out of
exempt profits are themselves exempt from
tax (the exceptions being mainly in earlier
laws before, presumably, the importance of
this ‘point was realised). There are, how-
ever, some important restrictions on the
exemption:

(i) Time limit. Generally the exemption
applies otly to dividends paid during the
relief period, or quite commonly, up to two
years thereafter. It is understandable that
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there might be-some doubt when dividends
are paid “out of” exempt profits since by
most laws dividends may be paid out any
time out of the accumulated balance of
profits less losses and former dividends, so
that some time limit seems reasonable.

(il) Amount. When relief is only partial
(as on a fractional basis in Jamaica and
Barbados or on a per cent of capital as in
Indja), the dividend exemption is in some
way restricted by reference to that propor- -
tion of the income exempted.

(iii) Extension to Interest. 1t must be
mentioned that certain countries (such as
Barbados and Trinidad) exempt interest on
debentures or loans. This is an additional
relief, since interest is in no sense paid

“out of” proflts but is an expense deduc-
tible in arriving at profits.

(iv) By reference o foreign tax. Some laws
raise a fundamental point on the effective-

‘ness of this relief. Most firms obtaining

this relief will be financed by foreign cap-
ital and those who provide this capital will
pay tax in their country of residence and
receive a credit for the tax paid in the
country where the firm carries on its busi-
ness. Any exemption of dividend in the
latter country will thus only increase the
tax in the country of residence. The exemp-
tion of dividends would then have no in-
centive effect and some relief laws have
therefore withdrawn it in such case. As
early as 1956 the Jamaican law restricted
exemption to a resident or to a non-resident
who would not be liable on the dividend
in his country of residence. This provision
was later amended to limit the exemption
to that part of the tax that exceeded the
liability in the country of residence. These
provisions have been widely copied. They
bear an obvious similarity to “tax sparing”
provisions in double taxation conventions.
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(v) General provisions on undistributed

profits. Most income tax laws have provi-

sions designed to prevent individual tax-

payers liable to tax at high personal rates

from avoiding those rates by putting

income-producing assets into controlled

companies that do not distribute adequate

or any dividends so that tax is paid out at ’
the lower companies’ rate. Such provisions
might well apply to firms relieved from tax
under the laws discussed here. Yet although
the very purpose of this relief is the “avoid-
ance or reduction of tax” (a common
phrase in such provisions), the need to
utilise all money invested in a firm starting
a new business in a developing country, for
the purpose of continuing its business on a
profitable basis might normally make it
difficult to say that its profits could have
been distributed without detriment to the
business, 2 normal condition for the appli-
cation of these provisions. In most cases,
therefore, it may be assumed that exempt
businesses would not be caught by these
provisions.

-

IX. EXEMPT AND NON-EXEMPT PERIOD

45. Since some periods are exempt from
tax and some are not, there is a clear incen-
tive to arrange matters in a business firm so
that profits are shifted to exempt periods.
The laws of most countries contain pro-
visions authorising the tax authorities to
nullify tax evasion, which is frequently
defined to include transactions that are
“artificial or fictitious”. In some countries
the transactions which may be nullified are
those whose “main purpose” is that of tax
reduction. This involves the difficult task
of ascertaining the real purpose of a trans-
action and, where there are several “pur-
poses”, which is the “main” one. Since in
_ many countries the determination is left to
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administrative discretion unfettered by any
right of appeal to a court of law, there may
be an unreasopable administrative inter-
ference in the running of a new business.
To that extent it can only be regarded as a
disincentive to invest by positively in-
creasing uncertainty,

46. But a general anti-avoidance provision
is not the only or the best way of dealing:
with the adjustment of profits between
exempt and non-exempt periods. Since
inter-period manipulation of profits is very
probable where profits are temporarily
exempt, specific provision to counter this
would seem reasonable. The first example
appears to occur in the Ghana and Nigerian
laws of 1952, where the Commissioner of
Income Tax is given power to direct that
expenses incurred either in the exempt
period or the later taxable period may be
transferred forward or back if the period
to which they are transferred is that in
which the expenses would have been in-
curred in the normal course of business.
These provisions are thus not merely
directed against the avoidance, since the
Commissioner can order expenses ostensibly
incurred in the exempt period to be allo-
cated forward and so reduce taxable profits
in the future, although one may suspect
that it will only be rarely that the Commis-
sioner will see fit to use his discretion in
a way that will reduce tax. It should be -
noted that a reference back of expenses may
be made only when they are ificurred not
more than one year after the end of the
relief period.

47. The principal weakness of the Ghana
provisions described in the previous’ para-
graph is that it covers expenses only, and
not income, The Nigerian law also permits
allocation forward of sums receivable
during the exempt petiod that might in the
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normal ‘course of business have been -ex-
pected to be received durmg the later
taxable period and this provision has been
widely copied.

48. The case for power to nullify trans-
actions which astificially shift profits from
taxable to non-taxable periods would seem
to be obvious and unanswerable. The only
difficulty is one of method. It is notoriously
difficult to decide on the “purpose” of a
business firm’s action and the real issue
may well be how far this should be left
to administrative discretion and how far
these should be specific tests adjudicable ini
courts of law. The issue again goes to the
root of certainty in business investment.

X. ADMINISTRATION: (A) GRANTING
AND REVOCATION OF RELIEF

49, From what has been said above it is
clear that there are fundamental questions
of doubt or difficulty on the meaning of
many basic legal provisions. How are these
questions to be resolved ? Will this be done
by an impartial judicial process or will the
government of the country in question have
the legal power to interpret the law as it
thinks fit? On the answer to this question
may in large measute depend the confi-
dence with which a business investment
may be made. Quite apart from the sub-
stantive provisions of the relief laws, the
procedural provisions may play a major past
in determining that certainty that must form
the basis of business investment.

50. The. granting of tax relief for new
industries is. in almost all cases discretion-
ary. The governmental authority normally
“may” grant relief if it is satisfied that the
qualifying conditions are fulfilled, and this
granting is frequently said to be exercisable
at the granting authority’s “absolute dis-
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cretion”. This, in most cases, applies both
to the declaration of -a particular type of
business as qualifying exemption and for a
specific business firm as qualifying for tax
relief. The same absolute discretion nozr-
mally applies as. to whether the qualifying

. business is an “industty” or whether it is

being carried on on a “commercial scale”,
etc.

51. It must also be noted that the granting
of relief must normally be preceded by
adequate publicity, such as publication of a
draft order in a local newspaper or the
special government gazette. This puts the
light of publicity on the exercise of govern-
mental discretion but does not legally
limit it. ‘
52. 'The laws also contain far more serious
provisions for the revocation of relief al-
ready granted. The main cause for revoca-
tion is failure to start the business within
 the time stipulated in the application. This
seems reasonable in that a firm should not
be allowed to retain indefinitely its entitle-
ment to tax relief and so stop another firm
from starting up on exempt terms. How-
ever, there are othér conditions whose
breach might lead-to revocation (see, for
example, paragraph 25 above) and such
revocation should be decided in a court of -
law, since otherwise an investment would
be subject to an unreasonable and indeter-
minate political uncertainty.

53. — (B) Miscellaneons. Other matters
are also subject to regulation by criminal
law provisions:

(a) General. Some laws, especially-in the
West Indies, require the use of the exempt
“factory” for purposes only as prescribed in
the tax exemption order and impose crimi-
nal penalties for non-conforming' use, es-
pecially without govérnmental permission.
These provisions seem to be connected with
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the -duty-free importation .of material nsed
for the construction of such factory.

(b) Employment of local residents. Certain
laws, especially in the West Indies, make
the relief dependent upon the employment
of a certain number of local residents and
in three cases (the hotel relief laws of
Antigua, Montserrat and the Virgin Island)
failure to conform with this provision is
criminally punishable.

(¢) Refusal of hotel accommodation. In
four hotel laws of the West Indies it is
made a criminal offence to refuse accom-
modation to any member of the public
without lawful excuse, the proof of which
shall lie on the hotel operator.

(d) Failure to keep records. This is in some
cases made a criminal offense.

XI. CONCLUSION

54. When legislation is of so novel a kind
and has spread so rapidly to so many coun-
tries before there has been adequate experi-
ence of its working, it is natural that there
should be obscurities of expression, unfore-
seen repercussions of legal provisions, un-
certainty as to the means by which the ulti-
mate goal may be attained and even a
failure at times to see that goal cleatly. How
are the laws reviewed here deficient as to
their apparent objective?

55. 'The primary decision in enacting and
administering these laws is as to the type of
investment to be encouraged. This depends
entirely on the need of the country in ques-
tion and arguments about “industry”,
“factory”, and the like may well obscure the
main issue.

56. The point of recovery of capital in-
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vestment is fundamental, since investors
will be mainly encouraged by the speed at
which they can recover their initial invest-
ment, Generous depreciation allowances are
no doubt necessary ~— indeed these ,rhay be
a case for allowing capital expenditure im-
mediately, as in the Barbados Hotel Act of
1956, but the impostant point is that some
form of accelerated depreciation is hormal
and that something extra -must be given to .
induce investment in developing countties.

57. The period of relief is normally five
years on full profits. The adequacy of this
relief depends on its relation to depreciation:
allowances. It would appear that there
should be some relationship between the
period of the relief and the amount of
capital “investment. Yet even this is not
adequate. Extension of the petiod of relief
will only be fully effective if profits are
high enough to enable the cost of the in-
vestment to be recovered within the ex-
tended period. '

58. ‘There is thus disclosed a fundamental
limitation to this relief, in that it cannot
guarantee those high profits of which the
expectation is initial to investment in the
uncertain condition of less developed coun-
tries, but only increase net profit where
those profits are actually made. ‘

59. It therefore seems to follow that laws
giving tax relief to new industries in the
developing countries must be more con-
tractual in pature, récognizing the vital role
of economic development and offering such
inducement as may be necessaty in the light
of the particular stage of development of
the country in question. Detailed restric-
tions in a general law may prevent the
necessary inducement to investment.
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'DOCUMENTS - - -

BELGIQUE

" Nouvelles directives concernant le régime d’imposition des dirigeants,

Généralités

1. Il a été décidé d'apporter deux modi-
fications importantes au régime d’imposi-
tion dérogatoire des dirigeants, des em-
ployés et des chercheurs étrangers, visés aux
nos 139/6 2 139/9.1 et 142/2 & 142/5.1,
Com.LR.

Ces modifications ont trait:

1° au rétablissement d'un terme de 5 ans
pendant lequel le régime d’imposition
dérogatoire peut étre accordé (en ce qui
concerne une prolongation éventuelle,
voir ci-apsés la rubrique «régime d’ex-
ception») ;

au mode de calcul uniforme du forfait
complémentaire de 30 p.c. pour dépen-
ses professionnelles applicable sur le
montant cumulé des rémunérations pro-
prement dites et des remboursements de
frais exceptionnels propres & I'employé.

20

Période pendant laquelle le régime d’im-
position dérogatoire peut €tre octroyé

Régime normal

2. Le régime d’imposition dérogatoire ne
peut étre accordé que pendant une période
de cing ans & compter du début de l'activité
‘en Belgique.

Cependant, lorsque 'activité n’a pas com-
mencé au début d'une année, le régime
d’imposition dérogatoire est, pour des
raisons pratiques, accordé pour toute la
période imposable pendant laquelle le terme
de 5 ans vient A expiration (p. ex. activité
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des employés et des chercheurs étrangers.™

en Belgique & partir du 1.8.1970; expiration
du terme: 31.12.1975).

Régime &' exception

Lorsque des dirigeants, des employés ou des
chercheurs étrangers sont engagés én Bel-
gique, pour y installer une nouvelle usine,
une nouvelle division d’exploitation ou un
nouveau bureau de contrdle ou de coordina-
tion d’un groupe ou pour procéder i leur
mise en train et qu’'en raison de circon-
stances exceptionnelles imputables 3 I'im-
portance de la mission, celle-ci n'a pas en-
core pu étre exécutée complétement, une
prolongation du régime dérogatoire peut, 2
titre tout 4 fait exceptionnel, étre accordée
pour un maximum de trois ans.

Dans un tel cas, il appartient aux intéressés
de demander au fonctionnaire taxateur une
prolongation du délai initial de 5 ans et de
produire tous les éléments probants pet-
mettant & I'administration de se prononcer
en toute clarté et en toute objectivité sur la
nécessité et la durée du délai complemen-
taire.

Cest I'lnsp. A qui décide- aprés avoir
recueilli I'avis de son collégue des sociétés.
Si la durée de la prolongation ne peut pas
étre fixée avec certitude, la demande sera
renouvelée chaque année ™.

* Circ. 27.9.1974, n° Ci.RH.624/264.889, Bulle-

tin des contributions N° 523, novembre 1974.

1. Le texte du n°® 2 de la présente circulaire
figurera dans le Com.LR. sous un nouveau n’°

139/8.1.
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Calcul du forfait complémentaire de
30 p.c. pour dépenses professionnelles

Régle

3. Afin d’établir un mode de calcul uni-
forme pour le forfait complémentaire,
d’éviter que son 'montant varie selon la
présentation des rémunérations et des in-
demnités allouées unilatéralement adoptée
par 'employeur et, enfin, pour mieux l'in-
tégrer dans le cadre de lart, 26, CIR.,
ledit forfait complémentaire de 30 p.c. est
dorénavant calculé, dans tous les cas, en
‘partant du total des rémunérations propre-
ment dites et des indemnités de toute nature
qui ne constituent pas un remboursement
de frais propres 4 'employeur (p. ex. frais
de déménagement et autres charges simi-
laires qui sont propres & I'employeur 2).

Exemple 1.
4. Traitement brut (aprés dé-
duction des cotisations sociales): 1.200.000

Indemnités en remboursement
de frais exceptionnels propres 4

I'employé: 400.000
Rémunération brute imposable: 1.600.000
Forfait ordinaire
art. 51, C.LR.
(maximum): 60.000
Forfait spécial de
30 p.c. (maximum):  450.000

’ 510.000
Montant net imposable: 1.090.000

Exemple 2.

5. Traitement brut (aprés dé-
duction des cotisations -
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-déménagement (50.000)

"DOGCUMENTS

sociales): 1.000.000
Indemnités en remboursement
-de frais exceptionnels propres

4 I'employé: ' . 400.000

Remboursement de frais de

Rémunération brute imposable: 1.400.000

Forfait.ordinaire
art, 51, CIR. :
(maximum): 60.000
Forfait spécial:
1.400.000 30 p-c. = 420.000

480.000

Montant net imposable: 920.000 A

Entrée en vigueur des nouvelles instruc-
tions

6. Les directives qui précédent sont ap:
plicables, d'une maniére générale, 4 paitir
de I'ex d’imp. 1975. '

7. En ce qui concerne les cotisations
restant 2 établir et les litiges en cours pour
les ex. d'imp. 1974 et antérieurs, il sera
procédé comme suit:

Applicabilité du régime dérogatoire

Lorsque l'intéressé a bénéficié antérieure-
ment et & bon droit, du régime dérogatoire,
il peut encore en bénéficier jusques et y
compris I'ex. d’imp. 1974, pour autant que
sa situation n’'ait pas été modifiée entre-
temps.

Quand il s'agit d’'un séjour exceptionnelle-
ment long, il faut éxaminer spécialement si

2. Le texte du 142/2, Com.LR., dont disparaitra
le derniet-alinéa, sera adapté en conséquerice.
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DOCUMENTS

les conditions essentielles d’octroi du régime
dérogatoire (activité A caractére temporaire)
en Belgique et .circonstances qui justifient
le statut de non-habitant du royaume sont
toujours réunies (cf. 139/6 et 7, Com.LR.).
Si, aprés un séjour en Belgique d'une durée
supérieure 4 5 ans, un dirigeant, un em-
ployé ou un chercheur étranger demande
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pour la premiére fois le régime dérogatoire
en ce qui concerne une période imposable
subséquente, cette demande ne peut plus
étre accueillie.

Calcul du forfait complémentaire

Le mode de calcul exposé au n°® 3 peut
également étre appliqué rétroactivement.
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ALGERIA a
GUIDE PRATIQUE DES IMPOTS 1974.
Published by Etudes & Documentation Fiscales,

Alger, 1974, Tome I: Impdt sur les bénéfices

industriels et commerciaux.

Volume I of this annual taxation guide series ex-
plains the tax on industrial and commercial prof-
its. The text of the French-Algetian tax treaty is
appended. (B 10574)
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indirects.
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BELGIUM
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van G. Baert, A, Heyvaert, J. C, de Preter en
J. P. Quintyn, Published by Story, Ghent, 1970.
=+ 605 pp. (Loose-leaf). '

Loose-leaf publication containing authentic Dutch
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and case law. Annotations are appended thereto.
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CHANNEL ISLANDS/

ISLE OF MAN

TOLLEY'S INCOME TAXES IN THE CHANNEL
ISLANDS AND ISLE OF MAN,

by L. J. P. Livens. Published by Tolley Publish-
ing Co., Ltd., Croydon, 1974. 61 pp.

A comprehensive, detailed guide to taxation in
Jersey, Guernsey, and the Isle of Man, completely
revised and up-to-date as of June, 1974. (B 8490)

EEC

INLEIDING TOT HET RECHT VAN DE EURO-
PESE GEMEENSCHAPPEN,

‘2e, geheel herz. dr., by P. J. G, Kapteyn en P.
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Verloren- van Themaat. Published by Kluwer,
Deventer, 1974, 463 pp., Dfl. 33.50. Handboek
voor de Europese Gemeenschappen, DI, 1A.
Second revised edition of introduction to the
European Community Law, bringing the work
up-to-date as of the beginning of May, 1974.
References to official sources and literature are
appended. (B 8496)

FRANCE

FRENCH COMPANY LAV, -

by J. 1& Gall; general ed.: R. R, Pennington.
Published by Oyez Publishing, Ltd., London,
. 1974. 285 pp., £ 3.40. European Commescial Law
Library, No. 1.
This introductory textbook to the series describes
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emphasized. (B 8561)
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REPUBLIC
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Exposition of the tax reform governed by the
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1974, The consolidated text of the Law as
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ENCYCLOPAEDIA OF CURRENT TAXATION
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thereto, as amended 1972/73. The “contents are
income tax, companies’ profits surtax, wealth
tax, gift tax, estate duty, and central sales tax
laws and the rules and by-laws thereto. (B 8550)
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2e erneueite Aufl, by A. Mennel. Published by
Neue - Wirtschafts-Briefe, Herne/Berlin, 1974.
248 pp., DM. 52.00.
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Report of Congress conivened by the International
Fiscal Association held in Mexico City, 1974,
containing national contributions on the title
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contribution by the general reporter mr. A.
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ARTICLES _ « - -

DR. RAMON VALDES COSTA:

THE TREATMENT OF INVESTMENT INCOME
UNDER THE ANDEAN PACT MODEL CONVENTION
— THE ANDEAN VIEW* -

1. INTRODUCTION

The Andean Pact Agreements for avoiding
double taxation 1, naturally follow the tra-

ditional trend of the developing countries:

and especially that of the Latin American
countries, but with characteristics which
may be summarized as follows:

2) They constitute the most outspoken
exponent of the source principle without
containing the concessions that usually
other models have 2 and even the agree-
ments signed by Latin American countties
not belonging to the Subregion, for exam-
ple, Argentina and~Brazil. They follow in
this aspect the tendency of the most pres-
tigious Latin American doctrine 3.

b) ‘They are closely connected with the
economic policy on foreign investments
established by the Decision No. 24 of the
same Committee, oriented towards the pro-
gressive nationalization of foreign enter-
prises and a strict economic and fiscal con-

* This paper was submitted to the Andean Pact
Seminar, Mexico City, September, 1974.

L. By the Decision No. 40" of the Cartagena
Agreement, adopted in the Seventh Period of
Ordinary Sessions, Lima, November 8-16, 1971,
an agreement was approved “for avoiding double
taxation between the member countries” (art. 1,
Annex 1) and a “Model Convention for Avoid-
ing Double Taxation