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PURPOSE

The International Bureau of Fiscal Documentation was founded in
1938. For organizational reasons this Bureau is established as a sepa-
rate foundation according to Netherlands law. The Bureau is a scien-

tific, independent, non-—pmflt making, non-political foundation of
WhICh the purpose is defined in the articles as follows:

(Art. 2) The Foundation, International Bureau of Fiscal Documenta-
tion, established as a foundation of the International Fiscal Associa-

tion (hereinafter referred to as I.F.A.) shall strive towards a fruitful
cooperation with the I.F. A.

The objectives of the Foundation are to set up and maintain an inter-
national documentation bureau for the purpose of disseminating in-
formation concerning tax legislation and the application of taxation
law, as well as for furthering the pursuit of knowledge about taxation.
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L’OBJET DU BUREAU

Le Bureau International de Documentation Fiscale fut fondé en
1938. Pour des raisons d’organisation, ce Bureau est établi comme
une fondation séparée conformément au droit civil néerlandais. Le
Bureau est une institution scientifique, indépendante, sans but luc-
ratif et sans objet politique, dont le but est défimi dans les. statuts
comme suit:

(Art. 2) La Fondation, Bureau International de Documentation Fis-
cale, instituée comme fondation de I’Association Fiscale Inter-

natlonale (ci-apres désignée 1.F.A.) s’efforcera d’etabllr une coopé-
ration fructueuse avec 'LLF.A. -

Les objectifs de 1a Fondation sont d’établir et assurer le fonctionne-
ment d’un bureau de documentation international dans le but de dif-
fuser desinformations concernant lalégislation fiscale et ’application
des lois fiscales, et de faire progresser la recherche en mati€re d’impo-
sition.




(Art. 3) The Foundation shall endeavour to achieve these objectives:

a. by setting up a library of tax legislation, together with relevant
books, journals and other publications;

b. by supplying detailed and general information;

c. by allowing the inspection of works acquired by the library, with
the permission of the director and subject to the conditions im-
posed by him (which may also be of a financial nature);

d. by producing publications;

e. by cooperating with the publications of others;

f. by all other lawful means.

In close cooperation with the I.LF.A., and Wlth the aid of expert cor-

respondents throughout the world, the Bureau acquires as much m-
formation as possible in the field of mternatlonal and comparative tax
law. The Bureau is thus able to supply data (but not advice) on
specific tax problems. A fee, necessary for the maintenance and ex-
tension of the Bureau, is charged on a time/cost basis. The Bureau has
published several series of monographs including “Selected Monog-

raphs on Taxation” (a joint venture with Harvard Law School, Inter-
national Tax Program).

‘The Bureau also publishes European Taxation, a monthly journal on
the tax systems of Europe. Tax News Service, published twice per
month, provides rapid information on world-wide tax development.

Supplementary Service to European Taxation is aloose-leaf reference
work.

The loose-leaf series Guides to European Taxation comprises “The
Taxation of Patent Royalties, Dividends, Interest, in Europe”, “The
Taxation of Companies in Europe”, “The Taxation of Private Invest-
ment Income”, “Value Added Taxation in Europe” and “Taxation in
European Socialist Countries”.

‘The loose-leaf series Tax Treaty Guide& comprises “Handbook on the
U.S.—German Tax Convention” and “Handbook on the Dutch-Ger-

man Tax Convention” (in German). The Bureau also publishes four

other reference works, Corporate Taxation in Latin America, African

Tax Systems, Taxes and Investment in the Middle East and Taxes and

Investment in Asia and the Pacific.

(Art. 3) La Fondation s’efforcera de réaliser ces objectifs:

a. en constituant une bibliothéque de 1égislation fiscale, ensemble
avec les livres s’y rapportant, des revues et autres publications;

b. en communiquant des informations détaillées et générales;

c. en permettant ’étude des travaux acquis par la bibliothéque, avec
Ja permission du directeur et sous les conditions imposées par lui
(qui peuvent €tre de nature financiére);

d. en éditant des publications;

e. en coopérant a la publication des autres;

f. par tout autre moyen légal.

Par une coopération étroite avec 'IlFA et avec I’aide de correspon-

~.dants a travers le monde, le Bureau rassemble toutes les données pos-

sibles en matiere de dr01t fiscal international et comparé. De cette
fagon, le Bureau est & méme de fournir des renselgnements mais non
des avis, concernant des problémes fiscaux spéciaux. Des honoraires,

nécessaires au maintien et a ’expansion du Bureau, sont demandés
en fonction du temps.nécessaire et du colit. Le Bureau a publi€ un cer-
tain nombre de monographies dont des' monographies sur la fiscalité

~ (études réalisées en association avec Harvard Law School, Interna-

tional Tax Program).

Le Bureau publie aussi European Taxation, revue mensuelle sur les
systemes fiscaux européens. Tax News Service, publié deux fois par
mois, donne une information rapide, a I’échelle mondiale, de tout ce
qui touche ala fiscalité. Supplementary Service to European Taxation
est un ouvrage de référence présentée sous feuilles mobiles.

Guides to European Taxation, également une publication sous feuil-
les mobiles, comprend “The Taxation of Patent Royalties, Divi-
dends, Interest, in Europe”, “The Taxation of Companies in
Furope”, “The Taxation of Private Investment Income”, “Value

Added Taxation in Europe” et “Taxation in European Socialist
Countries”.

Tax Treaty Guides, une autre publication sous feuilles mobiles, com-
prend le “Handbook on the U.S.-German Tax Convention” et le
“Handbook on the Dutch~-German Tax Convention” (en langue al-
lemande). Le Bureau publié également, Corporate Taxation in Latin
America, Systémes Fiscaux Africains, Taxes and Investment in the
Middle East et Taxes and Investment in Asia and the Pacific, ouvrages
d’information sous feuilles mobiles.
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Aim — Article 2

The aim of the Association is the study and ad-
vancement of international and comparative law in
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Plan of Action — Article 3

The Association shall endeavour by all legal means
to realise this aim: a) by scientific research; b) by
holding congresses and conferences; ¢) by publica-
tions; d) by cooperation with all data collecting or-
ganisations, especially the International Bureau of
Fiscal Documentation in Amsterdam; e) by all

Honomry Presidents: " other appropriate methods.

Dr. Mitchell B. Carroll (U.S.A. )
Prof. Baron J. van Houtte (Belgium)
Dr. Paul Gmuer (Switzerland)

Alun G. Davies (United Kingdom)

The I.F.A. was founded on the 12th of February
1938 by tax experts of a2 number of countries. Pur-

pose and working-method are defined as follows in
the Articles:

I.LF.A. has branches in 35 countries. Residents in
any of these countries (I.F.A. members or candi-
dates for membership) can approach the secretary
of the local Branch. ,

ny

Conditions of direct membership of I.F.A. for 1985 are: individuals US$ 30.-

Members who live in countries where I.F.A. has no Branch are registered as
p.a.; corporations US$ 70.—p.a.

direct members of the Association. They can get in touch with the General
Secretariat of LF.A. (this also applies to candidates for membership). .
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Joseph H. Guttentag:

Jean-Ma}c Tirard:

[ TAX TREATY SHOPPING  ...uovunecnemnseenaenneennss 3 TUNISIA: AN OVERVIEW OF ITS TAX
' The author describes the history of anti-tax treaty shopping provisions SYSTEM ........ciiteanaesenmnsanssanenanansusnsann 27
intax treaties concluded by the United States and explains the reasons The author discusses a number of fmportant aspects of the Tunisian
for the attitude of the U.S. tax authorities. He states that the current tax system which are of special significance to a foreign investor.
United States position is much:more in accord with that taken by man y . ‘ S
European countries. o
SINGAPORE: CARTAXINCREASES ............ ... 33
CONFERENCEDIARY .......ciicrrrrenenrsncnnunsenn 10 Overview of tax levied on motorcar owners.
Marianne Burge: Servaas van Thiel: J
UNITED STATES: SHARE PUHCHASES TREATED AS . '
' ASSET ACQUISITIONS ~NEW SECTION338 ........... 11 ggg&&lﬁggg ' NEW INVESTMENT S 34
The author discusses one of the most significant changes introduced In July 1983 Sierra Leone enacted “The Development of Industries
in the Tax Equity and Fiscal Responsibility Act of 1982 applicable to Act, 1983” in order to regulate and stimulate local, expatriate and
cash acquisitions of U.S. corporations made after 31 August 1962. foreign investment, which superseded the “Development Act, 1960
The advantages, disadvantages and uncertainties facing U.S. and as far as inconsistencies exist. The author briefly describes the new
foreign investors are outlined. legislation.
J. Hoogendoorn: - ‘
| THE NETHERLANDS: CURRENT TAX LAW . ggyfnﬁgrg%f(lhﬁr%wg;ggoUSEs ..................... 36
PROBLEMS FOR CORPORATIONS ................... 15 A Bill has been introduced for legislation to permit spouses to file joint
{ The author discusses two subjects which he believes to be of pr. ime im- tax returns and to bear their own respective shares of total tax liability
portance: the scarcity of equity capital and the residence of corpora- separately.
| tions for tax purposes. He advocates the introduction of a distributed ,,
dividend deduction to attract more equity capital and shows that the -
Dutch Supreme Court is not lenient when attempts to evade tax are 'ETHIOPIA: JOINT VENTURE LEGISLATION ............ 37
made by abusing corporate residence rules. The Provisional Military Government issued the Joint Vénture Estab-
lishment Proclamation 235/1983 in order to attract foreign capital and
IFANEWS ... .. it ttensncnnstannsanssanannanss 18 to further the use of foreign technology in Ethiopia.
A.A. Zuberi: BIBLIOGRAPHY ... cieittteieieeneneenenrenens 41
| PAKISTAN: CONSTRAINTS ON THE ARBITFIARY — BOOKS .. e e e e 41
| EXERCISE OF AUTHORITY AND THE — Loose-leafservices ...........c.ouiinn... 45
INCOME TAXLAW . ..., ittt asanennansnnes 19
The author discusses the wide discretionary powers which the Pakis- LIST OF ADDRESSES
| {an income tax officer possesses and the restrictions imposed on this of the main publishing houses
power by a great number of Income Tax Law provisions. appearing in the Bibliography ....................... 47
| INHALTSVERZEICHNIS SOMMAIRE
§ Joseph H. Guttentag: Joseph H. Guttentag: .
| Das ungerechtfertigte Ausnutzen von Doppelbesteuerungs “Tax treaty shopping” (La chasse aux traifes fiscaux) .............. 3
d abkommen (Tax Treaty Shopping) .. .. .o vvvi i, 3 L'auteur retrace I'historique des dispositions “anti-tax freaty shop-
¥ Der Verfasser erlautert die Entwickiung der Bestimmungen gegen ping" contenues dans les conventions fiscales signeés par les Etats-
# das ungerechtfertigte Ausnutzen-von Doppelbesteuerungsabkom- Unis et explique les raisons de 'attitude prise par les autorites fiscales
8 men in den USA und stellt die Grinde fur die Haltung der US-Behor- américaines. |l affirme qu’'aux Etats-Unis 'opinion courante s'accorde
¥ den dar. Er kommt zu dem Schluss, dass die gegenwartige Auffas- largement avec celle de nombreux pays européens.
I sung der USA weitgehend mit den in vielen europaischen Staaten - -
| vertretenen Meinungen Ubereinstimmt. ]
B © 1984 International Bureau of Fiscal Documentation — BULLETIN 1




Veranstaltungskalender . .........c.... ... i iereenn. 10 CarnetdesCongres ........... e e e 1(
Marianne Burge: Marianne Burge:

USA: Die steuerliche Behandlung des Kaufs von Anteilen als Etats-Unis: Achats d’actions considérés comme des acquisitions

Erwerb von Wirtschaftsgutern — die neue Sec. 388 IRC . ........... 11 d'actif— nouvelle section 338 ... ... e e 11
Die Autorin untersucht die wichtigsten Anderungen des Steuerrech- L'auteur étudie I'une des modifications les plus importantes intro-

tes, die durch den Tax Equity and Fiscal Responsibility Act of 1982 duites dans le "Tax Equity and Fiscal Responsibility Act” de 1982 ap-
vorgenommen-wurden und die sich auf den Kauf von Anteilen von US- plicable aux achats au comptant de sociétés américaines effectués
Gesellschaften beziehen, die nach dem 31. August 1982 getatigt apres le 31 ao(t 1982, Les avantages, inconvénients et incertitudes
werden. Dabei wird den Vorteilen, Nachteilen und offenen Fragen, rencontrés par les investisseurs américains et étrangers sont men-

die bei US- und auslandischen Investoren auitreten, besondere Auf- tionnes dans cette étude.

merksamkeit geschenkt.

J. Hoogendoorn: J. Hoogendoorn:

Die Niederlande: Aktuelie Steuerprobleme fiir Gesellschaften . ..... 15 Pays-Bas: Problemes posés par la loi fiscale aux sociétés .. .. ... .. 15
Der Verfasser untersucht :zwei Themen, denen er besondere Be- L'auteur étudie deux sujets qu'il considére comme trés importants: le
deutung beimisst: Die Knappheit an Eigenkapital'und die Frage des manque de capitaux propres et la résidence des sociétés en fonction

Sitzes bei Gesellschaften. Er beflirwortet die Einflihrung einer gewis- du systeme fiscal. Il souhaite I'introduction d'une déduction des di-

sen Abzugsfahigkeit von Dividendenausschittungen, um den Er- videndes distribués afin d'attirer une plus grande quantité de -
werb von Eigenkapital attraktiver zu machen, und er zeigt auf, dass capitaux propres et démontre que la Cour Supréme hollandaise n’est

der Oberste Gerichtshof der Niederlande keine Nachsicht zeigt, pas indulgente lorsque les sociétés essayent de frauder le fisc en

wenn es um Versuche geht, Steuern durch einen Missbrauch der An- abusant des regles de residence sociale.

sassigkeits-Bestimmungen zu vermeiden.

IFAMitteilungen ......... ... . i i 18 NouvellesdelIFA ......... ... ... ... ........... e 16
A.A. Zuberi: A.A. Zuberi;

Pakistan: Die Grenzen des Ermessensspielraums und das Pakistan: Limites & I'exercice arbitraire de 'autorité
Einkommensteuergesetz ................ ... 19 etlaloisurlimpbtsurlerevenu .............................. 19
Der Verfasser erlautert einerseits den weiten Ermessensspielraum, L'auteur étudie les pouvoirs discretionnaires détenus par I'lnspecteur

den pakistanische Einkommensteuerbeamte haben, und er zeigt an- des Impdts sur le Revenu du Pakistan et les restrictions découlant
dererseits die Grenzen auf, die durch eine grosse Anzahl von Bestim- d'un grand nombre de dispositions.de la loi sur I'impét sur le revenu
mungen des Einkommensteuergesetzes gezogen werden., ' qui limitent ce pouvaoir.

Jean-Marc Tirard: Jean-Mar¢ Tirard:

Tunesien: Ein Uberblick iiber das Steuersystem von | Tunisie: Exposé surle systéme fiscal . ................. .. 27
Tunesien ... ... .. e e 27 L'auteur €tudie un certain nombre de points importants du systéme

Der Verfasser stellt eine Reihe von wichtigen Aspekten des tunesi- fiscal tunisien revétant une signification particuliere pour I'investis-
schenSteuersystems vor, die fur auslandische Investoren von beson- seur étranger.

derer Bedeutung sind. -

Singapur: Erh6hung der Kfz-Steuer .................. e 33 Singapour: Augmentations.de la taxe sur les automobiles . . . . . . . ... 33
Uberblick Uber die Steuer, zu der Eigentlimer von Kraftfahrzeugen Resume de la taxe pergue sur les propriétaires d’automobiles.
herangezogen werden.

Servaas van Thiel: Servaas van Thiel:

Sierra Leone: Neue Investitionsbestimmungen .................. 34 Sierra Leone: Nouvelles réglementations pour les

In Juli 1983 setzte Sierra Leone das Industrie-Entwicklungsgeset VeSS SEIMENS . ittt e e e 34
von 1983 in Kraft, wodurch Aktivitaten lokaler und auslandischer In- La Sierra Leone a promulgué en juillet 1983 une nouvelle ioi sur le dé-
vestoren kontrolliert und geférdert werden sollen. Dieses Gesetz tritt veloppement des industries afin de réglementer et stimuler les inves-

an die Stelle des Entwicklungsgesetzes von 1960. Der Verfasser ver- tissements locaux, expatries et étrangers. La loi de 1983 I'emporte

mittelt einen.kurzen Uberblick Uber die neue Gesetzgebung. sur la loi sur le Développement de 1960 lorsqu'il y a contradictions.

Hong Kong: Getrennte Veranlagung von Ehegatten — , Hong Kong: Choix de l'imposition séparée des époux ............. 36
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ERRATUM

The list of addresses of the major publishing houses
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Steuergesetzgebung, beginnend mit dem Anhdrungsverfahren zu geplan-

ten Steuergesetzen, dem- Verfahren zu deren Inkraftsetzung, und
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Zusammenfassung der wichtigsten Anderungen im Bereich der direkien
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Gemeinschaft — Ein neuer Vorschlag der Kommission— .......... 217
Vorschlag der EG-Kommission, den Anteil der "eigenen Mittel” von 1% auf
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angenhoren.

SOMMAIRE

Malcolm Gammie:
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Proposition de la Commission des Communautés Europeennes poLr re-

ever le plafond des ressources propres de 1% jusqu'a 2% de la base d'im-
Dosition.a la TVA.

Etats-Unis: Credit d’impotétranger ..........c.covivvvo.... .. 219
Extraits de la Réglementation Fiscale définitive fixant les conditions a remphr
pourla garantie du credit d'impbt étranger sur le revenu par les Etats-Unis.

Etats-Unis: Fonds de pension gouvernemental étranger .. ........ 229
Aucune exemption de I''mp0t feédéral sur le revenu n'est accordee pour une
pension gouvernementale étrangére lorsque des employés non-gouver-
nementaux y sont egalement admis.

Bibliographie ................. e e e e 230

Bibliographie . ... ... . ... .. .. e, 230
—BUCher . 230 — VIS L 230
—Loseblattausgaben ... 237 — Périodiques surfeuillesmobiles ........ ... . L 237
Veranstaltungskalender .. ... ... ... . . .. ... 239 Carnetdes CONGres . ..o vttt ettt ettt enaes 239
[Fortgeschriebenes Inhaltsverzeichnis ............. .. ......... 240 Index recapitulatif . .............. ........ e e 240
|
|
—
194

© 1984 International Bureau of Fiscal Documeéntation — BULLETIN




Contents

Df the June 1984 issue

Parimal M. Parikh and Devendra T. Peer:

'NDIA: NON-RESIDENT INDIANS — INVESTMENT
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Niederlande: Die Unitary Taxation aus der Sicht eines auslédndischen
2 (= S
In einem kUrzlich gehalienen Vorirag verurteilt der niederlandische
Staatssekretar die Anwendung des Systems der weltweiten Unitary Taxa-
tion durch einige Staaten der USA. Dies kénnte auch eine Hindemis fUr den
erfolgreichen Abschluss eines revidierten ‘Doppelbesteuerungsabkom-
men Niederlande—USA darstellen.

Y.C. Jao::

Hong Kong: Neue Vorschlage fir die Erhéhung der Einnahmen der
Offentlichen Hand und deren Auswirkungen |
Die Regierung von Hong Kong-will das Haushaltsdefizit durch verschiede-
nen Massnahmen decken: Steuererhchungen, Kreditauinahme und die
" Aufidsung von Haushaltsreserven. Die Steuererhdhungen betreffen sowohi:
direkte als auch indirekte Steuem; gleichzeitig wird eine Reihe von steuer-
ichen Schlupfldchemn gestopft. Dies kdnnte die Wettbewerbsposition von
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H.W.T. Pepper:
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Stempelsteuemn sollten beibehalten werden, wobei allerdings in einer Reihe
von Fallen eine gewisse Vereinheitlichung angestrebt werden solite.

D.G. Murphy:

Zimbabwe’s 1983-Haushalt ........ .. ... ... ..
Der Verfasser bespricht den 1983-Haushalt, der mit der Verk(indigung am
23. Marz 1984 im Finance Act 1984 Gesetzeskraft erangte. Die
wichtigsten Punkte betreffen die Erohung der Steuersatze sowie die Ein-
fihrung einer Steuer auf GebUhren und auf Uberweisungen im Falle von
nicht-ansassigen Steuerpflichtigen.

Prof. Dr. Tibor Nagy:

UdSSR: Der Haushalt 1984 und seine Auswirkungen auf das
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DerVeriasser stellt fest, dass das Haushaltrecht der UdSSR relativ wenigen
Veranderungen unterliegt, und das die Einflhrung neuer Wirtschafts-
mechanismen nicht notwendigerweise Anderungen auf diesem Rechts-
gebiet nach sich zichen musste. Femer stellt er einen Trend fest, wonach
der Umfang des zentralen Staatshaushalts zugunsten der Haushalte der
einzelnen Republiken: zurickgeht, was er als Resultat der Dezen-
tralisierungspolitik interpretiert.
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USA: Steueroasen in der Karibik
Dieser Bericht setz sich mit dem Umfang der Ausnutzung von Steueroasen
In der Karibik auseinander, und zwar unter dem Gesichitspunkt der Ver-
meidung und Hinterziehung von Steuem des Bundes und der Ein-
zelstaaten. Femer beschattigt sich der Bericht mit der Querverbindung
Steuerfiucht — andere kiminelle Aktivitaten (einschliesslich Drogenhandel).
Schliesslich werden die Massnahmen vorgestellt, die die zustandigen US-
Behorden derzeitim Kampf gegen die Steuerflucht anwenden.
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wie auch der Einkommensteuer fUr natlriche Personen werden schritiwei-
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wird, dass durch die Nichtanerkennung der Verrechnungspreise durch die
Steuerbehtrden bei verbundenen Untemehmen die Gefahr derDoppelbe-
steuerung besteht. -
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Der Haushalt 1984-85vonBermuda ...........cu.e.veeeeenn.
. Kurze Besprechung der Haushaltsrede des Finanzministers, die in diesem
Heft abgedruckt ist.

Bermudas: Der Haushalt 1984-85 . ... ... ... oot eeennnes

Ausz(ige aus der Haushaltsrede, die der Finanzminister, Herr J.D. Gibbons,
J.P., MP,, am 24. Februar 1984 hielt.
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Israel: Haushalt 1984-85 enthalt keine wichtigen
Steuerrechtsdnderungen ............e e eeneeerenennreees
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Rlckgang der Steuereinnahmen gerechnet wird. Die drei wichtigsten

Grunde daflr sind die allgemeine Rezession, die Einflhrung einerinflations-
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und die den Steuerzahlem ercfinete Moglichkeit des Zahlungsautschubs
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Der Verfasser untersucht den Entwurf des neuen Emkommensteuergeset—
zes und weist auf eine Reihe von Mangeln hin, die seines Erachtens besei-
tigt werden sollten. Er kritisiert insbesondere die vorgesehene Behandiung
von Dividenden, welche von Gesellschafien ausgeschiitet werden, die
von einer zeitweiligen Steuerbefreiung profitieren.

W. Scott Thomas:
Neue Definition der Anséssigkeit im Steuerrecht

der USA . .. i e e et

Der Verfasser befasst sich mit den neuen gesetzlichen Besnmmungen
bezlglich der Definition der Anséssigkeit, wie sie durch das Steuerreform-
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TAX TREATY

SHOPPING

- By Joseph H. Guttentag

This article contains comments by Mr. Joseph H. Gut-
tentag, Arnold & Porter, Washington, D.C., U.S.A. onthe
subject of “treaty shopping”.

The author was a member of the panel which discussed
Subject I: Tax Avoidance/Tax Evasion at the 1983 Con-
gress of the International Fiscal Association, 10-14 Oc-
tober 1983 in Venice (ltaly).

The terms “treaty shopping” or “abuse of conventions”
are obviously pejorative terms. I suggest that we begin
our discussion using a longer but more neutral descrip-
tion of the subject, that is, the extent to which non-resi-
dents of a treaty country can and should be allowed to
benefit from the tax treaty of that country. The U.S.
Treasury Department also avoids the pejorative terms
and uses the phrase “limitation of treaty benefits”. A
Treasury oificial recently described the problem as the
single most important international issue with which the
Treasury 1s presently dealing. -

Third country residents have used tax treaties in this
fashion for many years, but only recently have the gov-
ernment officials responsible for treaty negotiations
begun to focus on this issue and comment on it both pub-
licly and privately, and organizations such as the OECD
and the International Fiscal Association begun to discuss
the i1ssue. -

i Many of the National Reporters! indicated that treaty

shopping was not a problem and their treaties did not
deal with the issue (e.g. Argentina, Australia (but see
new U.S./Australia treaty), Denmark, Finland, In-
donesia, Israel, Italy, Japan, Luxembourg and Sweden).
On the other hand, the issue has been addressed inrecent

| treaties entered into by the Netherlands, Switzerland,

the U.K. and the United States. The Hong Kong Repor-

§ ter notes that Hong Kong has no treaties and residents

may oiten use third country treaties for outbound invest-

8 ments which are not of concern to the fisc.

| In order to understand the 1ssue, 1t would be useful to re-

view briefly the history of this problem over the years.
This 1s not anew problem and through treaty negotiators

| have not focused on the issue, related issues have been
1 covered by tax conventions.

The 1ssue originally arose and was dealt with in the treaty

| provisions defining a “resident” of the treaty country. In
§ general, treaty benefits have been limited with some ex-
B ceptions to residents of the treaty countries. The defini-
| tion of resident varied from treaty to treaty although the
| treaties were generally written or interpreted to define a
| resident and therefore a person entitled to the benefits of
| the treaty as one whois taxed as a resident on world-wide

fl income by a treaty partner. |
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Since the United States has been the most active recently
1n suggesting resolutions to this problem (though many
other countries have seen the problem and dealt with it in
various ways), it might be useful to consider how the

United States has dealt with this in its treaty negotia-
tions.

The old convention between the United States and the
United Kingdom was amended by a supplementary con-
vention in 1966 to deal with the then existing U.K. remit-
tance system. Income realized by U.K. residents from
U.S. sources and otherwise entitled to reduced rates or
exemptions would not be entitled to the benefits of the
convention 1if the income was not “subject to tax” by the
United Kingdom because the income has not been remit-
ted to the United Kingdom. A similar change to deal with
a related but different problem in Canada was also
negotiated by the United States so that Canadian corpo-
rations which were not managed and controlled in Cana-
da under Canadian municipal law and therefore not sub-
ject to tax were denied treaty benefits — even though the
corporations were organized and created under Canadi-
an law. During the same period the United States was
negotiating a treaty with Luxembourg. Luxembourg law
provided for exemption from tax for certain Luxem-
bourg holding companies. The Luxembourg treaty con-
tained a unilateral provision denying treaty benefits to
Luxembourg companies which qualified for this holding

company relietf. Every Luxembourg treaty now contains
a similar provision.

The second phase of this problem was generated as a re-
sult of the extension of the U.S. treaties to colonies and
dependencies of cértain treaty partners, principally the
United Kingdom, the Netherlands, and Belgium. The
Netherlands treaty had been extended to the Nether-
lands Antilles 1n 1955. As we are well aware, the Nether-
lands Antilles while imposing a substantial income tax
provides reduced taxes for certain companies.

As an aside we should note that many of the problems
which the United States faces in connection with its
treaties, including the extensions to the British Virgin Is-
lands and the Netherlands Antilles, result from what
now appears to be an incautious extension of U.S. treaty
benefits to dependencies and colonies, some of which
then became independent, without a thorough examina-
tion of the internal laws of those countries and the pur-
pose served by an extension. The United States has now
dealt with that problem by notice of termination of 30
June 1983 of the extension of U.S. treaties to 18 present
or former dependencies or colonies.:

With respect to the Netherlands Antilles, the treaty re-
lationship as it existed before 1965 permitted third coun-
try residents to take advantage of the treaty, pay Nether-
lands Antilles corporate tax, which generally does not
exceed 3%, and remove the income from the Nether-
lands Antilles without any further tax because the Neth-
erlands Antilles does not impose any withholding taxes.
The 1963 solution to the Netherlands Antilles problems
involved limiting the treaty benefits through some very

1. See Cahiers de droit Fiscal international / Studies on international fiscal

law, Vol. LXVIII a, Tax Avoidance/T'ax Evasion (1983), General Reporter
Professor V. Uckmar.




complicated and somewhat inconsistent provisions. Cer-
tain treaty benefits were denied if the Netherlands Antil-
les corporation was not owned by residents of the Neth-
erlands or the Netherlands Antilles or if the Netherlands
Antilles corporation was entitled to the benefits of the
substantially reduced corporate tax rates. The denial of
benefits extended to the reduced rates of tax or the
exemption provided with respect to U.S. source income
and did not extend to the treaty as a whole. For example,
following the 1963 protocol, a Netherlands Antilles cor-
poration, which was owned by non-residents of the Neth-
erlands Antilles or the Netherlands, could take advan-
tage of the permanent establishment article of the Neth-
erlands treaty as well as the provisions which prohibited
the imposition of U.S. withholding tax on dividends or
interest paid by Netherlands Antilles corporations or

persons other than the U.S. citizen or resident. Further-

more, there was no provision dealing with the common
situation involving payment by a Netherlands Antilles
corporation of a substantial portion of its income in the
form of deductible items so as to limit the generally ap-
plicable Netherlands Antilles tax to amounts-often less
than if the special holding company provision applied.
Despite the amendments made with respect to the Neth-
erlands Antilles/U.S. treaty relationship, the Nether-
lands Antilles became an increasingly important vehicle
for investments in the United States, particularly with re-
spect to U.S. real estate and also for Eurodollar borrow-
ings by American companies. The Netherlands Antilles
remains today the only practical window for Eurodollar
borrowings which poses a significant problem in the re-
negotiation of that treaty relationship which 1s presently
taking place.

The third phase of the development of this i1ssue took
place in the late 1970s, involving among other negotia-
tions those with Cyprus, the British Virgin Islands, the
United Kingdom, and the new U.S./Canada Treaty.
Also in 1977, the United States released a new model
treaty which contained a more thorough and complete
limitation of benefits article. Each of the limitation pro-
visions was tailored to the problems as perceived by the
treaty negotiators. The perceived problems and the U.S.
attack on them were escalating rapidly. The principal
U.S. concern appears to be that the use by third country
residents of existing treaties impairs the ability of the
United States to negotiate or renegotiate treaties with
the country of such residence. In fact, the Treasury De-
partment under the new Reagan Administration signed a
treaty with the British Virgin Islands early in 1931, only
to withdraw that treaty from Senate consideration later
the same year on the grounds that the limitation of bene-
fits article was not stringent enough. This leads us then to
the fourth phase, involving the release by the Treasury of
its 1981 U.S. Model Treaty provision, followed by a
further discussion draft of Article 16 dealing with limita-
tion of benefits in December of 1981.%

Before proceédihg to a detailed discussion of limitation
of benefits, we should focus on the issue of who should be

entitled to the benefits of the tax convention. As previ-

ously indicated, the benefits are generally limited to resi-
dents of a contracting state. In some cases a convention
explicitly or implicitly extends the convention to non-
residents. For example, under the proposed U.S./Cana-

4

da convention, certain governmental employees, who
are resident in a third state but nationals of one of the
contracting states, are deemed to be residents of the
employing contracting state. Additionally, the presently
existing U.S./Canada Treaty prohibits either the United
States or Canada from taxing dividends or interest paid
by a company resident in the other state to persons not
resident or citizens of the taxing state, thereby implicitly
extending treaty benefits. Canada, for example, under
other treaty relationships has also recognized that non-
residents can be the beneficiaries of Canadian treaties. A
Canadian court has held that dividends paid by a corpo-
ration organized in, and therefore resident in, Canada,
but also resident in a treaty country under the treaty pro-
visions, could not be subjected to Canadian tax when
paid to a resident of the third country even though such
tax would be imposed under Canadian domestic law.?

Let us look at some specific examples. For this purpose,
we use Country A in which Company A is resident.
Country A has a treaty with Country B in which Com-
pany B is located. Company C is located in Country C.
Country C does not have a treaty with Country B or with
Country A.

Let us look at 5 examples:

Example 1 — Company B.is owned 80% by individual shareholders
who are individuals resident in Country B, and 20% by
Company C, all of whose sharehoiders live in Country
C. Company B is solely a holding company and among
other investments has a subsidiary in Country A which
benefits from the Country A/Country B treaty.

We must look at the criteria which were assumed 1n con-
nection with the example. Under Example 1, should 1t
matter if Company C owns, instead of 20%, 25%, 50%,
75% , or 100% of the stock of Company B? Is the tax re-
gime 1n Country B relevant? Assume that Country B’s
and Country A’s tax regimes are identical. In this case,
Company C may be no better off if all earnings are distri-
buted than if it had invested in Country A through a sub-
sidiary, Company A. However, there is a transfer of rev-
enue from Country A to Country B because Country B

benefits from the tax reductions provided under the ap-
plicable tax treaty.

If Country B taxes are lower, then some benefits may
flow to Company C. There can either be a reduced com-
pany tax or areduced withholding tax on payments made
from Company B to Company C. In such a case, Com-
pany C and its individual shareholders may benefit from
the Country A/Country B tax treaty even though there is
no tax treaty between Country C and Country A, and
even though Country C did not have to make any conces-

sions to Country A 1n order to obtain the benefits of the
reduced withholding taxes.

Furthermore, since Company C and the residents of
Country C may take advantage of the Country A/Coun-
try B tax treaty, the incentive for Country C to enter into
a tax treaty with Country A is substantially reduced.

2. See Appendix A for these provisions and other examples of treaty art-i—'
cles designed to deal with this problem.

3. Hunter Douglas, Ltd. v. The Queen, [1979] CTC 424; 79 DTC 5340
(FCTD). -
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Example 2 — Company B is owned 100% by residents.of Country C
and engages in the manufacturing businessin Country
B. Company B has a subsidiary in Company A and the
Country A/Country B tax treaty provides benefits to
Company B.

Example 2 describes the structure of a typical multina-
- tional corporation. The structure of such entities 1s often
influenced by tax considerations, including the existence
- of tax treaties. The United States, in one of its versions of
the limitations of benefits article, would provide an ex-
) ception to the limitation with respect to-the organization
- of an entity which did not have as a “principal purpose,
the obtaining of treaty benefits”. While the U.S. Treas-
b ury has explained that this language was designed 1n
order to permit companies which would otherwise be
subject to the limitations to prove that they should not be
so subject, the language creates substantial uncertainty
and we suggest unnecessary uncertainty. Example 2 indi-
I: cates that Company ‘B 1s engaged in actual manufactur-
{ ing operations. It i1s often desirable for multinationals to
| create companies which are not engaged in such substan-
tive business activities, but may act as holding com-
panies, management companies, Or Service companies.
Furthermore, within the recent past, we have seen a
orowth of international joint ventures. Two or-more
businesses based in different countries may wish to enter
into a joint venture and, for that purpose, might find it
§ desirable to select aneutral country for the incorporation
| and residence of the joint venture. The joint venture
| company may operate in dozens of countries through af-
B filiated companies and should not be denied the benefits
of the tax treaty network of the country of residence,
even though a principal consideration in selecting the
treaty country may have been the existence ot a network
of tax conventions.

} The limitation of benefits or treaty shopping provisions
g as cnunciated by the United States continue to em-
¥ phasize the bilateral nature of the treaty network. The
R bilateral treaty network results not so much from a deter-
mination of its appropriateness, but from our inability
today to solve the complex 1ssues which arise 1n attempt-
ing to devise a multilateral treaty. The OECD and other
regional and international groups have noted the desira-
bility of multilateral treaties, but, aiter many years, have
been unable to solve the technical, procedural and polit-
B ical problems. The United States has attempted unsuc-
| cesstully in the past to negotiate multilateral treaties with
i certain African and Central American countiies. We

tax treaties to interfere inappropriately with mterna-
tional trade and investment, which is not organized on a
bilateral basis. The hundreds of tax treaties that are in
place and which have operated for many years to facili-
tate international trade and capital flows have done so
i prior to the adoption of limitation of benefit rules, such
¥ as those proposed by the United States. One resultisthat
B these flows move through the bilateral treaty network.
i Our treaty negotiators and the structure of multinational
lcompanies have always assumed, for example, that the
| French subsidiary of an Italian company will be entitled
to the benefits of the French treaty network. The OECD
tand its members have continually taken the position that
la network of treaties operates as an inducement to
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ll should not allow the emphasis on the bilateral nature of "

economic development. This perspective is an important
and legitimate consideration to be taken into account in
determining which investments or transactions should or
should not be accorded treaty benefits. This is not to
argue a treaty should bé a mere conduit for investment,
but that a general rule limiting treaty benefits that is

based solely upon a “bilateral” premise may be both un-
realistic and unworkable.

Example 3 -~ Company C deals extensively with Company B which
- Is abank and Company C uses the bank for its world-
wide operation. Company B loans funds to Company
A, a subsidiary of Company C, and benefits from the
Country A/Country. B treaty. |

Example 4 — Company A desires to borrow funds. It establishes
Company B which borrows fundsin Country C and re-
lends them.to Company A. Interest income paid by

Company A benefits from thé provisions of the Country
A/Country B tax treaty.

Example 5 ~ Company C desires to loan funds to its subsidiary,
Company A. It deposits funds in Company B, a bank,
and Company B then makes aloan to Company A, se-
cured by the deposit. The interest paid by Company A

IS entitled to benefits under the Country A/Country B
tax treaty.

Examples 3, 4 and S indicate a range of transactions of in-
creasing likelihood that it may be desirable to restrict the
benefits of the tax treaty. The question arises at what
point should this be done? Example 4 describes the typi-
cal manner in which U.S. companies borrow funds in the
Eurodollar market through the Netherlands Antilles,
taking advantage of the extension of the U.S./Nether-
lands Treaty to the Netherlands Antilles, a matter which
has been subject to extensive negotiations between the
United States and the Netherlands Antilles. Example 5
describes a situation which may be denied treaty benefits
even without a specific limitation of benefits article, but
under appropriate circumstances pursuant to the re-
quirements of the OECD Model Treaty, which requires
that a recipient of the interest income be the “beneficial .

-owner” of the income. Many countries would take the

position that under Example 5, depending upon all the
facts and circumstances, Company C, and not the bank,
Company B, 1s the beneficial owner of the interest being
paid by Company A. In some cases failure to disclose the
relationship between Company C and Company B would
be regarded as tax evasion or tax fraud by Country A.

We may modify the examples so as to create an entirely
new set of problems by changing the assumptions so that
we assume that there is a tax convention between Coun-
try C and Country A. Under such circumstances, should
there be a difference in result? One of the earlier versions
of the limitation of benefits article proposed by the Unit-
ed States provided that the limitation of benefits article

would not apply under circumstances in which the third

country resident resided in a country which had a treaty
with the United States which provided substantially simi-
lar benefits. The so-called derivative treaty exception to
the limitation of benefits article provides an appropriate
exception to the limitation of benefits article, but may
become extremely complicated in practice. The defini-
tion of “substantially similar” may create administrative
problems. It is possible to eliminate that requirement
and provide an overall exception to the limitation of

5




benefits article if there exists a treaty between Country C
and Country A. If Company B is owned by residents of
Country C, Country A might provide that the treaty
benefits granted to Company B will be limited to the less-
er of the benefits granted under the Country A treaty
with Country B and the Country A treaty with Country
C. Further question arises as to whether this should
apply to all provisions of the treaty. For example, should
Country A look to the definition of permanent establish-
ment in the Country B treaty and the Country C treaty?
It may be very difficult to administer such arule. Further
complications are created if there i1s a whole chain of
companies located in different countries. The treaty
bénefits may be limited to the lesser of a whole series of
treaties. Additionally, if there 1s a non-treaty country
within the chain, should the limitation of benefits article
automatically be applied even though the ultimate be-
neficiary of the treaty benefits is a resident of one or
more treaty countries? A question also arises as to
whether, in negotiating such a limitation of benefits arti-
cle between Country A and Country B, which mayresult
in granting ‘or taking away benefits to companies of
Country B which are owned by residents of Country Cor
other countries, these countries should be consulted dur-
ing such negotiations.

Country C would have an interest in the extent to which
benefits are granted by Country A, particularly it the
Country Cresidents created a Country B subsidiary with
the purpose of avoiding or minimizing Country C tax. Is
this issue more appropriately handled unilaterally by
Country C’s adoption of appropriate municipal rules
dealing with the taxation of income earned by companies
owned by residents but located in tax haven countries,
such as the rules adopted by the United States, Canada,
Germany, and Japan, and discussed earlier 1n this ses-
*810n? On: balance, 1t would appear more appropriate for
the negotiations to be limited to Countries A and B and

. that Country C should handle this matter unilaterally. It
would not appear appropriate for Country A and Coun-
try C to limit the benefits under the Country A/Country

ab
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APPENDIX

Selected “Limitation of Benefit” Treaty Provisions

U.S.—Luxembourg

UJ.S. 1977 Model

J.S. 1981 Draft Model

Proposed U.S.—Canada (1980)
J.5.—Cyprus -

J.S.—U.K.

°roposed U.S.—British Virgin Islands
J.S.—Jamaica -

U.S. Treasury Discussion Draft (Dec. 1981)
Proposed U.S.—Argentina

Proposed U.S.—Canada (as amended by protocol)
J.K.—Netherlands

UJ.K—Switzerland

OO0 N OO A

L
w0

L

L

1. U.S.—Luxembourg Treaty — Article XV

The present Convention shall not apply to the income of any
holding company entitled to any special tax benefit under
Luxembourg Law of July 31, 1929, and Decree Law of De-
cember 27, 1973, or under any similar law subsequently
enacted, or to any income derived from such companies by any
| shareholder thereof. In the event that substantially similar

benefits are granted to other corporations under any law
enacted by Luxembourg after the date of signature of the pre-
sent Convention, the provisions of the present Convention
shall not apply to the income of any such corporation or to any
income derived from such corporation by any shareholder
thereof. The expression “substantially similar benefits” shall
be deemed not to include tax reduction or exemption granted
to any corporation in respect of dividends derived from
another corporation, 25% or more of the stock of which is
| owned by the recipient corporation.

2. U.S. 1977 Model Treaty — Article 16

Investment or holding companies

If 25% or more of the capital of a company which is a resident
of a Contracting State is owned directly or indirectly by indi-
8 viduals who are not residents of that State, and if by reason of
E special measures the tax imposed by that State on that com-
pany with respect to dividends, interest or royalties arising in
B the other Contracting State is substantially less than the tax
generally imposed by the first-mentioned State on corporate
business profits, then, notwithstanding the provisions of Arti-
| cles 10 (Dividends), 11 (Interest), or 12 (Royalties), that other
State may tax such dividends, interest or royalties. For the pur-
poses of this Article, the source of dividends, interest or royal-
| ties shall be determined 1n accordance with paragra%h 3(a),

§ (b), or (c) of Article 23 (Relief from Double Taxation).

K 3. U.S. 1981 Draft Model Treaty — Article 16

. Limitation on benefits

1. A person (other than an individual) which is resident of a
Contracting State shall not be entitled under this Convention
| to relief from taxation in the other Contracting State unless

|a) more than 75% of the beneficial interest in such person is
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owned, directly or indirectly, by one or more individual
residerits of the first-mentioned Contracting State; and

b) the income of such person is not used in substantial part,
directly or indirectly, to meet liabilities (including
liabilities for interest or royalties) to persons who are resi-
dents ot a State otherthan a Contracting State and who are
not citizens of the United States.

For the purposes of subparagraph a), a company that has sub-
stantial trading in its stock on a recognized exchange in a Con-
tracting State is presumed to be owned by individual residents
of that Contracting State. |

2. Paragraph 1 shall not apply if it is determined that the ac- |

' quisition or mainténance of such person and the conduct of its

operations did not have as a principal purpose obtaining bene-
fits under the Convention. - -

3. Any relief from tax provided by a Contracting State to a
resident of the other Contracting State under the Convention
shall be inapplicable to the extent that, under the law in force
in that other State, the income to which the relief relates bears
significantly lower tax than similar income arising within that -
other State derived by residents of that other State.

4. Proposed U.S.;Canada Treaty — Article XXIX-

6. If25% ormore of the capital of a company which is a resi-
dent of a Contracting State 1s owned directly or indirectly by
individuals who are not residents of that State, and if by reason
of special measures the tax imposed in that State on that com-
pany with respect to dividends (other than dividends referred
to in paragraph 2(a) of Article X (Dividends)), interest or
royalties arising in the other Contracting State is substantially
less than the tax generally imposed by the first-mentioned
State on corporate business profits, then, notwithstanding the
provisions of Articles X (Dividends), XI (Interest) or XII
(Royalties), that other State may tax such dividends, interest
or royalties as 1f there were no convention between the United

States and Canada with respect to taxes on income and on cap-
ital.

5. Proposed U.S.—Cyprus Treaty — Article 26

Investment or holding companies

A corporation of a Contracting State deriving dividends, in-
terest, or royalties from sources within the other Contracting
State shall not be entitled to the benefits of Articles 12 (Divi-
dends), 13 (Interest) or 14 (Royvalties) if:

(a) By reason of special measures the tax imposed on such
corporation by the first-mentioned Contracting State with
respect to such dividends, interest or royalties, is substan-
tially less than the tax generally imposed by such Contract-
ing State on corporate profits; or |

(b) Twenty-five percent or more of the capital of such corpo-
ration 1s held of record or is otherwise determined, after
consultation between the competent authorities of the
Contracting States, to be owned directly or indirectly by
one or more persons who are not individual residents of
the first-mentioned Contracting State (or, in the case of a
Cypriot corporation, who are citizens of the United
States). For purposes of this paragraph, a corporation that
has substantial trading in its stock on a recognized ex-
change in a Contracting State is presumed to be owned by
residents of that Contracting State.




6. U.S.—U.K. Treaty — Article 16

Investment or holding companies

(1) The provisions of Articles 10 (Dividends), 11 (Interest) or
12 (Royalties) of this Convention shall not apply to a corpora-
tion which is a resident of one of the Contracting States and
which derives dividends, interest, or royalties arising within
the other Contracting State 1f:

(a) (i) the tax imposed on the corporation by the first-men-
tioned Contracting State in respect of such dividends,
interest or royalties is substantially less than the tax
generally imposed by that State on corporate profits;
,Or

. (ii) the corporation is a resident of the United States and
receives more than 80% of its gross income from
sources outside the United States as determined by
and for the period prescribed in sections
861(a)(1) (B) and (a)(2)(A]3 of the Internal Revenue

Code of 1954, as they may be amended from time to

time in minor respects so as not to affect their general
principles; and o
(b) 25% or more of the capital of such corporation is owned
" directly or indirectly by one or more persons who are not
individual residents of the first-mentioned Contracting
State and are not nationals of the United States.

(2) Nothing in this Article shall however prevent a claim
under the provisions of Articles 10 (Dividends), 11 (Interest)
or 12 (Royalties) by a United States corporation where more
than 75% of the capital of that corporation is directly or indi-
rectly owned:

(a) by a United States-corporation which receives 20% or
more of its gross income from sources within the United
States as determined by and for the period described in
Subparagraph (1)(a)(ii) of this Article; or

(b) by a corporation (other than a United States corporation)
which by reference to the provisions of section 283 of the
United Kingdom Income and Corporation Taxes Act 1970
(as it may be amended from time to time without changing
the general principle thereof) would not fall to be treated
as a close company; or

(c) by a corporation which is a resident of the United King-
dom and in which more than 50% of the voting power is
controlled, directly or indirectly, by individuals who are
residents of the United Kingdom.

. 7. Proposed U.S.—British Virgin Isiands Treaty —
Article 13

Investment or holding companies

A corporation whichis aresident of a Covered Jurisdiction and
which receives dividends, interest or royalties arising within
the other Covered Jurisdiction may be taxed in that other
Jurisdiction without regard to Articles 10 (Dividends), 11 (In-
terest) and 12 (Royalties) if:

(a) by reason of special measures the tax imposed by the first-
mentioned Covered Jurisdiction on $uch corporation with
respect to such dividends, interest or royalties is less than
the tax imposed by the first-mentioned Covered Jurisdic-
tion on corporate profits arising in the first-mentioned
Covered Jurisdiction; and

(b) twenty-five percent or more of the capital of such corpora-
tion is held of record or is otherwise determined to be
owned, directly or indirectly, by one or more individuals
who are not residents of the first-mentioned Covered
Jurisdiction. '

8. U.S.—~Jamaica Treaty

Ministry of Finance and Planning
Jamaica 17 July, 1981.

His Excellency Loren Lawrence,
Ambassador of the United States of America

Dear Excellency:

I have the honour to acknowledge receipt of your Note of the -
17th of July, 1981 which reads as follows:

“I have the honour of commenting on the Protocol signed
today amending the Convention between the Governments of
the United States of America and Jamaica for the Avoidance
of Double Taxation and Prevention of Fiscal Evasion with re-
spect to Taxes on Income, signed on the 21st day of May, 1980
(‘The Convention’). The following understandings with re-
spect to the Protocol were reached between the two Govern-
ments.

1. During the discussions of Article III of the Protocol, the
Jamaican delegation expressed concern about possible impli-
cations of new Article 17 (Limitations of Benefits) contained
in Article ITI with respect to investments that might be made in
Jamaica by residents of third countries. The United States de-
legation assured Jamaica that the purpose of new Article 17 1s
to deny benefits under the Convention where residents of third
countries use the Convention with a principal purpose of ob-
taining U.S. or Jamaican tax benefits that such persons would
not otherwise be entitled to, not to 1mpede investments in
Jamaica by residents of third countries. |

In order to assure that the objectives of new Article 17 are met,
the delegations of the United States and Jamaica agreed that
the requirements of paragraph 2 of Article 17 are satisfied and
benefits are not denied under Article 17 in particular cir-
cumstances. The particular circumstances are where a com-
pany resident in Jamaica and owned by individual residents of
third countries derives income with respect to which the com-
pany claims U.S. tax benefits under the Convention, the com-
pany does not use such income in the manner described in
paragraph 1(b) of Article 17 and:

(i) the company is engaged in business operations in Jamaica
and the income with respect to which the company claims
U.S. tax benefits is incidental to or derived in connection
with the business operations in Jamaica; or

(i1) the individuals owning the company are residents of coun-
tries that have income tax conventions in force with the
United States and, pursuant to such conventions, the indi-
viduals would have been entitled to U.S. tax benefits the
same as, or substantially similar to, the U.S. tax benefit
claimed by the company under this Convention, had the
individuals earned the income directly.

This agreement between the delegations is reflected in para
graph 3 of new Article 17. Paragraph 3 is not intended tc
suggest that the requirements of paragraph 2 cannot be met1
other circumstances, nor to limit the factors that may be take
into account in determining whether ‘the acquisition, owner
ship or maintenance of such person and the conduct ofits oper
ations did not have as a principal purpose obtaining benefits
under this Convention,’ as provided in paragraph 2.

2. During discussions involving the protocol, the delegations
of the United States and Jamaica noted the past and presen
co-operation between the United States and Jamaica on lega
assistance in criminal matters, including fiscal crimes, and the
willingness of the United States and Jamaica to enter intg
negotiations designed to enhance and formalize that.co-opera
tion through modern treaties on extradition and mutual legal
assistance on criminal matters.”
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Accept, Excellency, the renewed assurance of my highest con-
sideration.

Prime Minister &
Minister of Finance & Planning

9. U.S. Treasury Discussion Draft of December 23, 1981
— Article 16

Investment or holding companies

1. A corporation which is a resident of a Contracting State
shall not be entitled under this Convention to relief from taxa-
tion in the other Contracting State with respect to an item of in-
come, gains or profits unless the corporation establishes that:

(a) its stock of any class is listed on an approved stock ex-
change in a Contracting State, or that it is wholly owned,
directly ‘or through one or more corporations each of
which is a resident of a Contracting State, by a corporation
the stock of which of any class is so listed; or

(b) itisnot controlled by a person or persons who are not resi-
dents of a Contracting State, othér than citizens of the
United States; or |

(c) it was not a principal purpose of the corporation or of the
conduct of its business or of the acquisition or mainte-
nance by it of the shareholding or other property from

~ which the income in question is derived to obtain any of
such benefits.

2. For the purposes of this Article:

| - (a) an approved stock exchangein. . .. .. means .. ... :

an approved stock exchange in the United States means
the NASDAQ System owned by the National Association
of Securities Dealers, Inc. and any stock exchange regis-

tered with the Securities and Exchange Commission as a

national securities exchange for the purposes of the Sec-

urities Exchange Act ot 1934;

(c) aperson or persons shall be treated as having control of a
corporation if under the income tax laws of the Contract-
ing State in which the income arises the person or persons
could be treated as having direct or indirect control of the
corporation tor any purpose;

(d) notwithstanding subparagraph (c) of this paragraph, a
corporation is presumed to meet the requirements of sub-
paragraph (b) of paragraph 1 of this Article if the corpora-
tion establishes that individuals who are:

i) citizens of the United States; or
i1) residents of a Contracting State; or
ii1) residents of States that have income tax conventions
in force with the Contracting State from which reliet
from taxation is claimed and such conventions pro-
vide relief from taxation not less than the relief from
taxation claimed under this Convention;
own directly more than 75% of the total combined voting
power of all classes of the corporation’s stock entitled to
vote and more than 75% of the number of shares of each
other class of the corporation’s stock;
| (e) a corporation is presumed to meet the requirements of
= subparagraph (c) of paragraph 1 of this Article, in particu-
lar, where:

(i) the reduction in tax claimed is not greater than the tax
actually imposed by the Contracting State of which
the corporation is resident;

(ii) the corporation is engaged in business operations in
the Contracting State of which it 1s a resident and the
relief from taxation claimed from the other Contract-
ing State is with respect to income which 1s incidental
to or derived in connection with such business.

© 1984 International Bureau of Fiscal Documentation —BULLETIN -

10. Proposed Senate Reservation to Proposed Income
Tax Treaty between the United States and
Argentina

Reservation that, a person (other than an individual) which is

“a resident of a Contracting State and which derives income

trom sources within the other Contracting State shall be enti-
tled to the benefits under this Convention accorded by that
other Contracting State if: 25% or more of the beneficial in-
terest 1in such person is owned, directly or indirectly, by indi-
viduals who are not residents of the first-mentioned Contract-
ing State. For purposes of this paragraph, a corporation that
has substantial trading in its stock on a recognized exchange in
a Contracting State 1s presumed to be owned by residents of
that Contracting State. This paragraph shall not apply if it is
determined that the acquisition or maintenance of such person
and- the conduct of its operations did not have as a principal
purpose obtaining benefits under the Convention.

11. Proposed U.S.—Canada Treaty as amended
by 1983 protocol (Article XXIX)

6. Notwithstanding any other provision of the Convention,
(a) Where profit, income or gains derived by a trust are to be
treated for the purpose of the Convention as income of a
resident of the Contracting State, and a principal purpose
for the establishment, acquisition or maintenance of the
trust was to obtain a benefit under the Convention or the
1942 Convention for persons who are not residents of the
State, Articles VI (Income from Real Property) through
XXIV (Elimination of Double Taxation) shallnot apply in
relation to the profits, income or gains of the trust; and
(b) Articles VI (Income from Real Property) through XXIV
(Elimination of Double Taxation) shall not apply to non-
resident-owned investment corporations as defined under
section 133 of the Income Tax Act of Canada, orunder any

similar provisions enacted by Canada after the date of sig-
nature of the Protocol.”

12. U.K.-Netherlands Treaty — Extract from
Article 10, Paragraph 3(d)

(i) Notwithstanding the provisions of subparagraphs (b) and
(c) of this paragraph, no tax credit shall be payable where
the beneficial owner of the dividends is a.company, other
than a company whose shares are officially quoted on a
Netherlands stock exchange, provided that the conditions
tor admission to such quotation, and in particular those
governing the minimum value of the shares to be admit-
ted, the transferability and the dispersion of the shares,
are 1n conformity with the conditions set outin schedule A
to the Directive of the Council of the European Com-
munities dated 5 March 1979 No. 79/279/EEC, unless the
company shows that it is not controlled by a person or two
or more associated or connected persons together, who or
any of whom would not have been entitled to a tax credit if
he had been the beneficial owner of the dividends.

(i1) For the purposes of this subparagraph a person or two or
more assoclated or connected persons together shall be
treated as having control of a company if under the laws of
the United Kingdom relating to the taxes covered by this
Convention he or they could be treated as having control
of it for any purpose, and persons shall be treated as as-
soclated or connected if under those laws they could be so
treated for any purpose. However, where an individual is
treated as having control of a company by reason only of
the fact that he holds ordinary shares in the company car-
rying full voting and dividend rights and that individual
holds not more than 10% of the total number of such
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shares in the company, the shares held by him shall be left
out of account in determining whether the company 1s con-
trolled by a person or two or more associated or connected
persons together, who or any of whom would not have
been entitled to a tax credit if he had been the beneficial

-owner of the dividends payable to the company, provided
that not more than 25% of the total of such shares in the
company may be left out of account.

13. U.K.—Switzerland Treaty — Article 1 of
1981 Protocol amending Article 10
of the 1977 Treaty

Paragraph 3

llllllllllllllllllllllllllllllll

a) .

gb) A resident of Switzerland who receives a dividend from a
company which is a resident of the United Kingdom shall,
subject to the provisions of subparagraphs (c) and (d) of
this paragraph and provided he 1s the beneficial owner of
the dividend, be entitled to the tax creditin respect thereot
to which an individual resident in the United Kingdom
would have been entitled had he received that dividend,
and to the payment of any excess of that tax credit over his
liability to United Kingdom tax.

(c) The provisions of subparagraph (b) of this paragraph shall
not apply where the beneficial owner of the dividend is a
company which either alone or together with one or more

associated companies controls directly or indirectly at’

least 10% of the voting power in the company paying the
dividend. In these circumstances a company which 1s a
resident of Switzerland and receives a dividend from a
company which is a resident of the United Kingdoin shall,
provided it is the beneficial owner of the dividend and sub-

(d)

ject to the provisions of subparagraph (d) of this para-
graph, be entitled to a tax credit equal to one half of the tax
credit to which an individual resident in the United King-
dom would have been entitled had he received that divi-
dend, and to payment of any excess of that tax credit over
its liability to United Kingdom tax. For the purpose of this
subparagraph two companies shall be deemed to be as-
sociated if one is controlled directly or indirectly by the
other, or both are controlled directly or indirectly by a
third company; and a company shall be deemed to be con-
trolled by another company if the latter controls more
than 50% of the voting power in the first-mentioned com-

pany. .

(1) The provisions of neither subparagraph (b) nor sub-
paragraph (c) of this paragraph shall apply unless the
recipient of a dividend shows (if required to do so by
the competent authority of the United Kingdom on
recelpt of a claim by the recipient to have the tax credit
set against United Kingdom income tax chargeable on
him or to have the excess of the credit over that in-
come tax paid to him) that the shareholding in respect
of which the dividend was paid was acquired by the re-
cipient tor bona fide commercial reasons or in the or-
dinary course of making or managing investments and
it was not the main object nor one of the main objects
of that acquisition to obtain entitlement to the tax cre-
dit referred to in subparagraph (b) or subparagraph
(c), as the case may be.

(i) Switzerland may, on or before 30 June in any calendar

year, give the United Kingdom, through diplomatic
channels, notice of termination of this subparagraph
and, 1n such event, 1t shall cease to have effect in rela-
tion to dividends paid on or after 6 April in the calen-
dar year next following that in which notice is given.”
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Share Purchases Treated as
Asset Acquisitions in the U.S.A.

— New Section 338 —

By Marianne Burge

| I This article is based on a talk given on 6 October 1983 under
'l the heading “Recent U.S5. developments” at the Joint Seminar
|

of the United Kingdom and United States branches of IFA in’
London.

One of the most significant changes introduced in the Tax
Equity and Fiscal Responsibility Act of 1982 (TEFRA)
was Sec. 338, which applies to cash acquisitions of U.S.
corporations made after 31 August 1982. This article out-
lines the new provisions and discusses some of the advan-
tages, disadvantages and uncertainties which face both
U.S. and foreign investors contemplating an acquisition
of a U.S. corporation.

TEFRA repealed the now familiar Sec. 334(b)(2), under
which a purchase of shares followed by a liquidation of the
acquired company was treated as a purchase of the under-
lying assets. The purchase of shares, as opposed to assets,
is generally more convenient from a business standpoint,
and, under Sec. 334(b)(2), the tax consequences were
broadly similar, except that the incidence of the recapture
taxes was transferred from the seller to the buyer. The
buyer in turn often had tax losses, due to interest expense
and depreciation of the acquired assets, against which to
offset the recapture taxes.

PREVIOUS LAW

Under previous tax law there were several techniques for
making acquisitions, some of which are still available.
'This article discusses cash acquisitions only and does not
consider exchanges of shares for shares or reorganiza-
tions, under which there i1s no step-up ot asset values.

A. Sec. 334(b)(2) permitted a purchasing corporation
| which acquired the shares of a target corporation to
liquidate the target and increase or “step up” the tax
| basis of the assets to the purchase price of the shares and
the assumed liabilities. The recapture taxes were im-
posed on the liquidating company and were thus paid by
the buyer. Recapture taxes generally result from the dis-
1 posal of depreciable assets and include recapture of de-
preciation and investment tax credit. If the acquired cor-
| poration also owns directly. the shares of a Domestic In-
ternational Sales Corporation (DISC) or a foreign sub-
sidiary, there could also be a triggering of previously un-
taxed income from those subsidiaries. The target com-
pany would normally be included in the buyer’s consoli-
dated tax return and thus any consolidated losses would
be available to offset these recapture taxes, with the ex-
ception of investment credit.

B. Sec. 346 permitted the partial liquidation of the
target corporation and allowed the step-up of the liquid-
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ated assets without recapture of the investment credit
and a deferral of depreciation recapture. This was a very
favorable alternative in the right circumstances.

C. In the case of an actual purchase of assets, the sale
gives the seller capital gains in the same manner as the
sale of shares. However, the recaptures are imposed on
the seller rather than the buyer. The buyer has a step-up
in the assets.

D. Sec. 337 allows a corporation to sell its assets tax free,
provided that the corporation is subsequently liquid-
ated. This shifts the capital gains tax on the sale of assets
by the corporation to its shareholders. However, the sel-
ling corporation remains liable for tax on the recaptures.
Asin C, the buyer simply buys assets and gets a step-up in
the basis. '.
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THE NEW LAW

TEFRA made the following changes to the above 4
techniques. Sec. 334(b)(2) and 346 were repealed. The
purchase of assets and the use of Sec. 337 remain as alter-
natives to share acquisitions. New Sec. 338 broadly re-
places Sec. 334(b)(2), but shifts the incidence of the re-
capture tax in general to the target corporation itselt. No
actual liquidation is required. The stated aim of the new
section is to treat share purchases in the same way as
asset purchases and to limit perceived abuses under pre-
vious law. |

Under'Sec. 338, if a purchasing corporation (PC) meets
the requirements of the section, the target is treated as it
it had sold its assets on the acquisition date in a Sec. 337
transaction, and as if it were a new corporation which had
purchased all the assets on the day after the acquisition.

The requirements for Sec. 338 are in many respects simi-
lar to those of Sec. 334(b)(2). There must be a qualified
stock (share) purchase. The PC must acquire at least
80% of all voting stock and 80% of all non-voting stock,
except for non-participating preferred stock, in order to
meet the qualified stock purchase requirement.

There must also be an actual or in some cases a deemed
or notional election. The PC must make an election tor
Sec. 338 treatment no later than 75 days after the acquis-
ition date. As a transitional measure, taxpayers are per-
mitted to delay elections until proposed regulations are
issued. None have as yet been issued. If an election 1s
made, it will also apply to other stock purchases made by
the buyer from the same target or its affiliates over a
“consistency period”, which could be from 2 to 3 years. It
the PC acquires assets from the target, 1t will be treated
as having made a deemed or notional Sec. 338 election
with respect to any stock purchases in the consistency
period. The consistency period starts 1 year before the
beginning of the (up to) 12 month acquisition, and ends 1
year after the final acquisition date. The purpose of the
period 1s to prevent taxpayers from splitting their pur-
chases from the same group into asset and stock pur-
chases, with a view to obtaining step-up benefits on some
assets and avoiding recaptures on others.

TAX TREATMENT

It these requirements are met, the.target corporation is
treated asif it had sold its assets in a Sec. 337 transaction.
The seller of the target shares gets capital gains treat-
ment on the sale of the shares.

The target does not recognize gain on deemed or no-
tional sale of its assets. However, the target i1s subject to
corporate income tax on income subject to recapture
taxes, including: recapture of depreciation, investment
tax credit and possibly such other items as recapture of
LIFO reserves, recapture of tax benefits, DISC income
and foreign subsidiary earnings. The target must file a
one-day income tax return to include the recapture items
and for this one-day return the target cannot be included
in the PC’s consolidated tax return. Thus, the recapture
taxes can no longer, as under previous law, be sheltered
by the tax losses of the PC. This therefore becomes an
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tmportant consideration in deciding whether or not the
step-up In asset basis 1s an overall benefit, since the re-
capture taxes are an immediate cost, whereas the bene-
fits of the step-up arise in the future and are sometimes

uncertain as regards the final amount allowed by the In-
ternal Revenue Service.

If the target was previously a member of a consolidated
group, an election may be available for the target to be
included 1n the seller’s consolidated tax return for the
one-day recapture return. Such election will be available
under regulations specifying how and under what condi-
tions it applies. At present there are no regulations and
as the law reads at present, no election can be made be-
fore the regulations are promulgated. The purpose of in-
cluding the one-day return in the seller’s return 1s to put

the parties 1into the same position as if they had bought
and sold assets.

If the election 1s made by the PC, it applies to all U.S.
subsidiaries of the target. It is not clear how the election
applies to DISCs and foreign subsidiaries. It is suggested
by some thatif the DISC and foreign subsidiaryis held di-
rectly by the target, the recaptures of DISC income and
foreign subsidiary earnings would apply, but thatif these
companies are held by a U.S. subsidiary of the target, the
election would not apply to them. This analysis would be
consistent with previous treatment under Sec. 334(b)(2).

PURCHASE PRICE

The “new” target i1s, under this scheme of things, treated
as having purchased the “old” target’s assets. The pur-
chase price for the assets 1s the price paid for the shares
plus the liabilities assumed. The purchase price is alloca-
ble to the assets purchased as under previous law and
practice, but the statute provides for regulations to be is-
sued on this subject.

If the seller of the target wants to retain some of the as-
sets not wanted by the PC, there is provision for a non-
taxable redemption of shares in exchange for assets of
the target to its existing shareholders.

If the PC acquires less than 100% of the target’s shares,
the target is treated as having purchased 100% of the as-
sets. The purchase price is grossed up to 100% . Thus, for
example, if the PC acquires 90% of the target, the pur-
chase price of the assets is treated as 100/90 of the pur-
chase price paid and the target pays capital gains taxon a
deemed or notional sale of the 10% interest.

ADVANTAGES AND DISADVANTAGES

There are a number of advantages under Sec. 338 over
previous law. No actual liquidation is required, which
might be helpful in some situations, for example, in the
case of U.K. groups which want to use a target’s pre-
existing foreign taxes as credits in the U.K. However,
liquidation 1s permitted, without any detriment as yet ap-

parent, which may be preferred by Canadian-based pur-
chasers.

Since the target 1s treated as a new corporation, a “new”
target can make new tax accounting elections and can
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claim accelerated depreciation and amortization of its
acquired assets.

Another apparent advantage 1s that there 1s no longer.a

E requirement that all purchases of a target’s stock must

]

actually be made by the purchasing corporation itself.
For example, 1t appears that stock acquired by a foreign

- parent could subsequently be transferred to a U.S. pur-

chasing subsidiary and would count as a qualified puzr-
chase. This was not permitted for the purpose of count-
ing the 80% stock purchase requirement under Sec.
334(b)(2). This would permit a foreign buyer to accumu-

late shares in a foreign corporation until such time as he:

was certain that he would make-an 80% acquisition. If he
decided to hold the U.S. shares as a portfolio investment
outside the U.S., U.S. capital gains tax could generally
be avoided. |

Clearly, the most significant disadvantage of the new -

provisions is that the recapture taxes can no longer be
sheltered by the purchasing corporation’s other losses.
Furthermore, there is considerable uncertainty as to
how, when and under what circumstances a target’s one-

day return can be included in the seller’s consolidated tax
return, and in view of the fact that this involves two
negotiating parties, this uncertainty makes the inclusion
an 1mpractical alternative until regulations are issued.

Uncertainties are in fact another major difficulty with
the new provisions. They stem from the structure of the
new section, which treats the transaction as a Sec. 337

transaction, while at the same time seeking to replace the

concepts of Sec. 334(b)(2). These two sections have be-
hind them many decades of practice and case law. In the
international area, there are some fundamental ques-

- tions as to how foreign subsidiaries and DISCs fit into the

system. It 1s unclear whether their earnings are recap-
tured or not and whether the election can be made sepa-
rately for them or not. These matters will eventually be

clarified by regulations, which should start appearing in
the coming year. '

In spite of these uncertainties, acquisitions continue to
be made and the tax consequences on the major items, .

namely, the step-up in the basis of acquired assets, con-
tinue to be ascertainable under existing concepts.

AIJA ESTABLISHES NEW INTERNATIONAL TAX GROUP

The Association Internationale des Jeunes Avocats —
Young Lawyers International Association (AIJA) —1s a
non-political organization dedicated to furthering the in-
terests of young lawyers in particular and the entire legal
profession and to encouraging co-operation among
lawyers. Founded at Toulouse in 1962 and established
under Luxembourg law, the Association has membersin 47
countries. All practicing lawyers under the age of 45 are
eligible to become members of AIJA, whose otficial lan-

guages are English and French.

The objects of the Association are to study advanced prob-
lems of law and questions facing young lawyers, to help 1n
the formation of groups of young lawyers in countries where
they do not exist and to intervene when the rights of lawyers

to practice freely or the right to a fair trial 1s threatened.

The AIJA Taxation Commission does not intend to simply
duplicate the work done by other international tax organi-
zations but proposes to seek out areas of study which are
often neglected by other organizations, as well as areas of
particular interest to young lawyers. Joint projects will be
undertaken with other AIJA Permanent Commissions such
as the Commission on Computers and the Law, The Inter-
national Business Law Commission", the Commission on
Family Law and on Employment Law.

The AIJA Taxation Commission walcomes young lawyers
with a specificinterestin international and comparative tax-
ation to become members of the Commission. Enquiries
should be directed as follows:

French-speaking: Isabelle Lucas
Avenue Kléber/12

ATIJA works on a permanent basis in various fields of law ot
interest to young lawyers through its Permanent Commis-
sions and established such a Commuission for the Study ot
Taxation at its Executive Committee Meeting in London in
May 1983. The objects of the Taxation Commuission are the
study and advancement of international and comparative
fiscal law.

The AIJA Taxation Commission endeavors to achieve its
aim by scientific research, publications and the holding ot

F 75116 Paris
France |
Telephone: 501 7425
Telex: 260953

English-speaking: Jonathan S. Schwarz
Burnet, Duclgworth & Palmer
18, Upper Grpsvenor Street
London, WiX 9 PB

seminars and conferences and will select a major theme for England
examination and anaiysis each year. The first subject in this Telephone: 409 2058
regard is “Tax Treatment of Non-Profit Organizations”. Telex: 8937:
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FENCEALIG | PRENTICE
HGSW AJlersey 07632 HALL '
| ANNOUNCES:

PUERTO RICO TAXES
by Ralph J. Sierra, Jr. .

A one-volume Loose-Leaf Service offering
\ | over 2,000 pages of vital tax information

UPDATED MONTHLY ........... e ALWAYS UP-TO-DATE

INCOME TAXES EXPORT EXEMPTIONS
(with withholding tables) |
i.
INDUSTRIAL INCENTIVES FRANCHISE TAX
(utilities and insurance companies tax)
IRC SECTION 936
(Puerto Rico and Possession MOTOR VEHICLE TAX
'g Tax Credit)
j .
i ESTATE & GIFT TAX MUNICIPAL LICENSE TAX
|
'\, EXCISE TAX | |
(including gasoline & cigarettes) SHIPPING EXEMPTION
PROPERTY TAXES |
(including municipal tax rates) UNEMPLOYMENT INSURANCE TAX

With a wealth of practical suggestions, warnings and comments.

What to do and how to do it to save yourself time, trouble and taxes.

Monthly Report Bulletins, analyzing new developments, laws, regulations,
rulings, court decisions. '

Price: $ 249 one-year subscriptivn ~ Supplements include full text of new court decisions.
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THE NETHERLANDS

Current Tax Law Problems for Corpdratio‘ns

By J. Hoogendoorn

-
l i L s ™ o — e

Mr. J. Hoogendoorn is a tax attorney, cooperating with Moret
i Gudde Brinkman Tax Advisers in Roiterdam (the Nether-
lands).

This article is based on a paper in the German language enti-
fled: “Aktuelle Probleme der Besteuerung von
Kapitalgesellschaften in den Niederlanden®, presented atthe |
joint meeting of the Dutch and Swiss branches of the Interna-
tional Fiscal Association held on 28 April 1983 in Lucerne,
Switzerland.

At this moment there are a host of tax problems which
would merit discussion, but considering the time limita-
tions imposed onme | have selected two subj jects which I
consider to be of prime importance: (i) the scarcity of
equity capital and F ) the residence of corporations. 1 ap-

preciate, however, that this selection 1s necessarily sub-
jective.

The lack of sufficient corporate equity capital is currently
a very acute problem, which is, admittedly, basically a fi-
- nancial one, but its tax effects are particularly important
in times of recession. The second i1ssue, 1.€. corporate re-

sidence is typically a tax law problem of increasing topi-
cality.

. THE ACTUAL POSITION OF CORPORATE
EQUITY CAPITAL

During the last decades the debt/equity ratio of corpora-
tions has increasingly become less favorable in the Neth-
erlands. Where about 15 years ago this ratio was still 60 :

40, it is currently approximately 80 : 20! Particularly,
medium-sized corporations and not the big multination-
als are adversely affected by this lack of equity. One may,
of course, wonder what the reasons for this painful de-
terioration of the situation have been. The main reason s

B the lack of sufficient profitability. There have been a
¥ number of other reasons but two of them which have had

a particularly large impact in this respect should be more
closely examined:

i) inflation, and
i1) the so- _called economic double taxation of corporate
profits.

| Inflation

® The official index figures for 1970 (103.7) and 1979
B (199.3) show that the rate of inflation in the Netherlands
| compared to inflation 1n other countries has been very
I modest during the period 1970-79. Nevertheless, the real
value (purchase power) of the Dutch guilder in 1979 was
only 50% of its real value in 1970! Even before the first
oil shock at the end of 1973 1t was obvious that the Dutch
economy was suifering from “stagtlation”, 1.e. limited
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economic growth connected with a decrease in the real
value of the currency. However, due to inflation the
need for capital supply was still increasing in spite of the
limited economic growth. At that time it seemed a quite
acceptable solution to cover the need for new capital
through debt financing. The inflation would cause losses
on monetary assets on the one hand and gains in monet-
ary liabilities on the other hand resulting in. some sort of
compensation of losses and gains.

Economic double taxation of corporate profits

The term “economic double taxation” of corporate pro-
fits does not denote that distributed profits are subject to
corporate income tax at the corporate level and to indi-

- vidual income tax at the shareholder level, but rather

that the full rates of corporate income tax and individual
income tax are imposed on such corporate distributions.
It can generally be stated that equity-financing is expen-
sive. If a corporate income tax rate of 50% 1s assumed,*

a corporation requires a protit betore taxes of 20 to cover
a dividend distribution ot 10.

In the past, it has been assumed that the corporate in-
come tax burden — at any rate the corporate income tax
burden on dividend distributions — would eventually be
shifted on to the consumers through price increases.
Whatever might have been the case, the present squeeze
on the profit margins has made the feasibility of such a
shift rather questionable. An important issue 1s whether
competitors bear the same burden of such tax “costs” or
perhaps less, and particularly competitors in other EEC
countries. These questions are of prime importance to an
export-oriented country like the Netherlands.

The lack of equity capital and the propensity to use debt
financing have contributed to the vulnerable financial
position of many corporations in the Netherlands and it
can be stated this situation 1s also due to Dutch income

tax legislation and to the Dutch Government not having
altered this legislation in time.

Although rather late, the Dutch Government is now fi-
nally responding to the serious and vulnerable position
of Dutch corporations and there is currently a series of
measures to improve the situation. Former Vice-Minis-
ter of Finance, Mr. A. Nooteboom, took the initiative in -
1978 to introduce provisions to offset to a certain extent
the effects of inflation. The most important of these mea-
sures permits enterprises to take spemal deductions from

their taxable income. The first one is a deduction of 4%
of the value of the enterprise’s inventory and the second
one 1s a deduction equal to 4% of the equity capital used

1. During 1970-79 the standard raté of Dutch corporate income tax was
48% .
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for the operation of the enterprise within the Nether-
lands.? '

The Dutch Government has now also become conscious
of the fact that improvement of the equity situation of en-
terprises is urgently needed in order to restore the basis
for economic recovery and reduction of unemployment.
Therefore, one of its primary targets has become com-
batting the lack of equity capital.

In this respect, it has been recognized by the Govern-
- ment that in addition to inflation there are also other fac-
tors which cause such a lack of equity capital, e.g.
“economic double taxation” of corporate profits.

The question may be raised which role the “equity de-
duction” may play in reaching a definitive solution of the
problem of “economic double taxation* of corporations
in the Netherlands. In this respect one should bear n
mind that most Duch enterprises also have to operate
beyond the frontiers of their country. The shareholders
and the holders of other financial interests in Dutch cor-
porations are very often residents of other countries,
both within and outside the Common Market. On the
other hand, most Dutch investors — corporations and in-
dividuals — also hold foreign securities.

Most European countries — at least the members of the
EEC - have introduced some form of “imputation sys-
tem” in their tax laws to stimulate investment 1n equity
capital. Under this system, sharecholders-are entitled to
credit the corporate income tax — or part of it —imposed
on the distributed corporate income against the income
tax due on their dividend receipts. Normally the benetit
of this tax credit is limited to resident shareholders re-
ceiving a dividend from a resident corporation, although
under tax treaties the benefit may be extended to share-
holders resident 1n such treaty country.

There are a number of reasons which make the introduc-
tion of an imputation system less attractive for the Neth-
erlands. In the first place, Dutch corporations are to a
large extent owned by non-resident shareholders in
numerous countries. In order to give these shareholders
the benefit of the tax credit a large number of tax treaties
must be (re)negotiated. Secondly, income derived by
Dutch corporations through foreign permanent estab-
lishments or foreign subsidiaries i1s generally exempt
from Dutch corporate income tax. It1s my personal opin-
ion that the Dutch Government will be reluctant to grant
shareholders a credit for Dutch corporate income tax
which is not imposed with respect to the distributed divi-
dend. A possible solution could be the introduction of an
equalization tax like the French “précompte”. However,

this tax should then be refunded to those non-resident

shareholders who are not entitled to a tax credit. This
would result in a great deal of paperwork. That kind of
problem should explain the reservations of the Dutch
Government 1n this matter.

The crucial issue in my opinion is whether the introduc-
tion of an “imputation system” would lead to the result
that the use of equity capital would become less burden-
some —1.e. “cheaper” — to the corporations concerned.
However, such a result of the “imputation system” rests
in its turn on the following assumptions:

— Itis assumed that under the “imputation system” the
corporation distributes a lower amount of dividend
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since the shareholder would be compensated by the
amount of tax credit attributed to him.

— Itis further assumed that an extensive tax treaty net-
work exists under which, on the basis o1 reciprocity, a
tax credit would be available to shareholders not resi-
dent in the country. The imputation system would

thus be applied on a worldwide scale or atleast by the
OECD member countries.

However, the assumption that corporations will be able
to reduce their dividend distribution will not hold true
where important shareholdings are in the possession of
shareholders not entitled to the tax credit under the “im-
putation system”. These corporations will be forced to
distribute a dividend which their shareholders consider a
fair remuneration for their capital contribution and these
shareholders will not be prepared to accept a reduction
of dividend because another group of shareholders is re-
ceiving a tax credit. A possible solution would be to dit-
ferentiate between these groups of shareholders, i.e. to
distribute a lower dividend only to those shareholders
who are entitled to the tax credit. However, under cur-
rent Dutch corporate law this would be illegal and this
possibility must, theretore, be ruled out under the pre-
sent circumstances. In thosé cases the use of equity
would not become “cheaper”.

A “distributed dividend deduction” would offer a better
solution in those cases, 1.¢. would directly give relief to
the distributing corporation without the need to differen-
tiate between various groups of shareholders, since the
distributed dividends would be treated as deductible ex-
penses at the corporate level. This deduction may be li-
mited to a certain percentage of the equity as shown by
the balance sheet drawn up for tax purposes. However,
the equity represented by substantial shareholdings
(participations%)3 or the value of foreign permanent es-
tablishments should be excluded, since the income from

-such sources 1s generally exempt from Dutch corporate

income tax.

Although the profitability i1s slightly improving, there
still 1s an emergency situation with respect to the equity
position. The current “equity deduction” might under
the present emergency situation perhaps be the best sol-
ution. However, once this emergency situation were
over, it couid be altered into the “distributed dividend
deduction” as described above, as a more definitive solu-
tion.

. CORPORATE RESIDENCE

Dutch corporate law adheres to the “principle of incor-

poration” as regards the “residence” of a corporation;
or, more precisely, the “statutory seat” — 1.e. the seat

2.  This latter deduction will hereinafter be referred to as “equity deduc-
tion”. Before 1983 it was also available but at lower rates. It should be noted
that the “equity deduction” may be used by both corporations and sole prop-
rietorships and other enterprises not subject to corporate income tax. Perma-
nent establishments of foreign corporations, like Dutch corporations and
other Dutch enterprises are entitled to the “equity deduction”. No distinction
is made whether the shareholders are residents of the Netherlands or are resi-
dent abroad, whether in a tax treaty country or in a non-tax treaty country.

3. A participation generally exists if, among other things, a corporation

owns at least 5% of the share capital of another corporation, whether resident
in the Netherlands or abroad.
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under the corporation’s articles of association —must be
in the Netherlands if the corporation is incorporated
under Dutch law. This applies to a “naamloze ven-
nootschap” (NV) and to the “besloten vennootscha, met
beperkte aansprakelijkheid” (BV)*. Therefore, a corpo-
ration like an NV or a BV cannot renounce its Dutch na-
tionality nor can it “emigrate” (except in times of war or
under the threat of war in which case the corporation
may move its seat to another part of the Kingdom of the
Netherlands, i.e. the Netherlands Antilles). The legal
system which 1s in force in the Netherlands differs, there-
fore, fundamentally from the legal systems in countries
which apply the principle of “siege réel” (real seat).

However, in principle the corporate law provisions re-
garding corporate residence are not relevant for tax law
purposes since Dutch corporate income tax law contains
its own residence provisions..

However, if one asks how “residence” 1s defined in
Dutch corporate income tax law it appears that 1t 1s not
always easy to give a clear answer. The best definition
one could produce is: the residence of a corporation is its
center of effective management, 1.e. the center from
which the operations of the corporation are directed.
This roughly equals the concept of “siege réel”. If that
center of effective management is in the Netherlands it is
for corporate income tax purposes assumed that the cor-
poration is a resident of the Netherlands, irrespective
whether it is incorporated in the Netherlands or abroad
(residence by fact).

In addition, Dutch corporate income tax law contains the
provision that a corporation incorporated under Dutch
corporate law is deemed to be resident in the Nether-
lands, regardless of the place of its center of effective
management (residence by incorporation). In this man-
ner, two quite different wayslead to the same goal, 1.e. to
subject both types of resident corporations to “domestic
tax liability”.

The concept of “domestictax liability” denotes in princi-
ple unlimited tax liability, 1.e. the taxation of world-wide
income with the €xception of certain exempt income
(e.g. income from participations, which 1s not taxable in
order to avoid to a certain extent double corporate in-
come tax on the same profits).

Although it can generally be stated that Dutch corporate
income tax contains a comprehensive set of provisions
directed at the prevention of double corporate income
tax, dual residence (i.e. in the Netherlands and abroad)
is possible and this can easily result in double taxation by
foreign and Dutch authorities. However, tax treaties
concluded by the Netherlands patterned along the
OECD Model Treaty will remove the consequences of
such a dual residence because, where such a tax treaty
applies, the residence of a corporation will be-deter-
mined by the place of its effective management. The
question could be raised whether a Dutch NV or BV 1n-
corporated in the Netherlands under Dutch law, having
its place of effective management in a treaty country, will
cease to be subject to domestic tax liability in the Nether-
lands. The answer is negative, but the income from

sources attributed by the treaty to the country of resi-
dence (in this case the “residence of fact”) will be
“excluded” for Dutch corporate income tax purposes.-
The term “excluded” should be distinguished from the
term “exempt”. However, to explain in detail the differ-
ence between these concepts would bring us outside the
scope of this paper. Suffice it for purposes of this article
to state that in such a case the NV or the BV will be sub-
ject to “limited domestic tax liability” 1n the Netherlands.
The term “limited tax liability” denotes an exception to
the general rule that “domestic tax lhiability” equals “un-

- limited hability”.

The tax treaty concluded between the Netherlands and
Switzerland differs from the treaties concluded on the
basis of the OECD Model Treaty in that under the provi-
sions of this treat