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CHAPTER 1

Taxation of Income, Wealth and
Consumption

§1.21 TYPES OF TAXES, TAX REVENUE AND TAX LAW
[A] Characteristics and Objectives of Taxes

Taxes are paid by almost everybody. Business executives are confronted with several
different types of tax in the context with most, if not all of their business decisions. The
profit is subject to income tax. For the employees, labour tax has to be withheld and
paid to the authorities. Value added tax is payable on products or services sold. The real
estate in the business is subject to property tax. These are just a few examples of taxes
within businesses. In this book, we show the basic principles of tax systems relevant to
businesses, we discuss common features of tax systems in Europe and selected other
countries, and we give insights on how taxes can affect business decisions.

What is a tax? In Germany, for example, section 3 of the German Fiscal Code
defines taxes as ‘payments of money, other than payments made in consideration for
the performance of a particular activity, which are collected by a public body for the
purpose of raising revenue and imposed by that body on all persons to whom the
characteristics on which the law bases liability for payment apply; the raising of
revenue may be a secondary objective.’

The general characteristics of a tax thus are:

- Compulsion: A taxpayer cannot choose between paying and not paying a tax.
This means that once the taxable event happens, the taxpayer is legally obliged
to pay.

- Revenue collection: Taxes are levied to raise revenue to finance public
expenditure. Thus, a tax can be seen as a transfer of wealth from private
taxable persons to public institutions.
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- Absence of consideration: The taxpayer does not directly receive anything in
return. Other compulsory levies such as governmental fees charged for
administrative activities or for the use of public services, are paid in consid-
eration for the service recipient. Compulsory contributions to the social
security systems are often not seen as a tax since there is an actual or potential
service entitlement.

In addition to revenue-raising, taxes can further include political or economic
objectives. Taxation has in many countries a redistribution function: wealth and
taxable income is reallocated from the rich to the poor. A progressive income tax rate,
for example, has a redistribution effect because higher income is subject to absolutely
and relatively higher taxes than lower income.

The poor taxpayer with an income of EUR 10,000 shall be subject to a 5% income
tax, equivalent to EUR 500 tax payment. The rich taxpayer with an income of
EUR 100,000 shall be subject to a 50% income tax, equivalent to EUR 50,000.
The rich taxpayer pays absolutely and relatively (50% > 5%) higher taxes on his
income to the state. The tax revenue can then be redistributed in the form of social
transfer payments to the poor.

A wealth tax is also often justified with a desire to redistribute wealth from the
rich to the poor. Some countries also allow deducting charity donations from the
taxable base, thereby encouraging taxpayers to give for good causes.

A taxpayer seeks to donate EUR 1,000 to the Catholic Church. He is subject to a
30% income tax.

Scenario A: The donation is not deductible from the income tax. The taxpayer
bears the entire donation.

Scenario B: The donation is deductible from the income tax. The taxable income of
the taxpayer thus is reduced by EUR 1,000. As a consequence the taxpayer pays
EUR 300 less tax. Effectively, the taxpayer bears only 70% of the donatidn

(EUR 700). The remaining 30% is borne by the state in the form of lower-tax
revenue.

There can be a great variety of economic objectives withinsa taxation system.
Some of the most common are to promote business or private ifivestments or to use
ecology-friendly technical equipment. Tax incentives frequentiy take the form of
tax-free reserves, accelerated depreciation or reduced tax rates.

Concluding: Taxes are payments regulated by law made to a public body without
receiving goods or services in return. One objective of taxes is always raising
revenue to finance public expenditures. There can be further objectives with a
socio-economic or political background.
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[B] Classification of Taxes

To provide a more fundamental understanding of taxation in an international context,
taxes can be classified according to different criteria.

There are four criteria to classify taxes:
- Mode of imposition;

- Economic function;

- Legal criteria;

- Taxable base.

One possible way of differentiating among the different types of taxes is by the mode
of imposition. This distinguishes between direct taxes which are intended to be borne
by the legal or natural person on whom it is levied, and indirect taxes which are
intended tote passed on by the payer to a consumer of goods and services. Direct taxes
are typicali»imposed on personal or corporate income, or on capital or wealth, or on
occasional benefits such as from a gift or inheritance. As opposed to this, indirect taxes
liké the value added tax (VAT) (including export levies and certain import tariffs) or the
1=al estate transfer tax are generally levied upon consumption with the effect of making
it more expensive.

Figure 1.1: Indirect and Direct Taxes as Percentage of Total Taxation EU-28
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Source: European Commission (2014), Taxation trends in the European Union.

Among EU Member States, indirect and direct taxes each account for approximately
30%-40% of the average total taxation amount. In many countries such as France,
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Slovakia, Hungary or Bulgaria, indirect taxes are the major source of tax revenue for the
government (see Figure 1.1). This result is in line with the EU average tax revenue
which shows a considerable decline of direct taxation since 2010, rising again until
2012, whereas indirect taxable revenue remained quite stable and above direct taxable
revenue from 2010 to 2012 (see Figure 1.2). A country comparison between Germany,
France and the United Kingdom (see Table 1.1) shows that the personal income tax and
the VAT, generate the highest tax revenue in all three countries, and can thus be

considered the single most important direct and indirect taxes with regard to revenue
collection.

Figure 1.2: Indirect and Direct Taxes as Percentage of Total Taxation EU-28 Average
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Source: European Commission (2014), Taxation trends in the European Union

Table 1.1: Number and Types of Taxes and Tax Revenue
(2012) - Billion EUR

DE FR GB
VAT 194 142.5 140.5
Excise duties and consumption taxes 65.8 45.2 67.2
Other taxes on products 25.5 39.4 22
Other taxes on production 19 91.9 33.9
Personal income tax 234.6 172 185.6
Corporate income tax 72.1 46 55.2
Other direct taxes 17 34,9 51.1

Source: European Commission (2014), Taxation trends in the European Union.
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Another possibility of classifying taxes is to arrange them according T:o their econozpic
function. Taxes can thus be grouped by consumption, labour or capital. Consumptxgn
taxes are VAT and various excise duties such as taxes on alcohol, tobacco or fue!, while
taxes on labour are mainly composed of personal income taxes on employmclent income
such as wage withholding taxes and compulsory contributions such as soc-Lal s.ecurlty
contributions. Apart from the regular corporate income tax, taxes on lcapltal‘ mclud.e
yarious taxes paid by companies and natural persons in conpechqn with 11'{&11'
investment and property owned. These taxes range from taxes on fmlanmal and capital
transactions, on capital income, taxes on land and buildings, to capital transfer taxes
such as inheritance tax. Regarding the EU average, labour taxes seem to pe the mF)st
important with regard to the amount of the approximate tax base wblch remains
constant over the years at an average ratio of slightly above 35% (see Fig.ure 1.3 and
Figure 1.4). Taxes on capital are about 30% of the average ltax base while taxes on
consumption are 19% of the total average tax base imposed in the EU.

Implicit Tax Rates in Percentage of Approximate Tax Base:
Consumption, Labour and Capital

Figure1.3:
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Figure 1.4: Implicit Tax Rates in Percentage: Consumption, Labour
and Capital, EU-25/28 Average
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Source: European Commission (2014), Taxation trends in the European Union.

Implicit tax rate of capital for 2012 not included due to lack of data.

Another method of defining tax types exists with respect to legal criteria. This includes
personal taxes (e.g., personal and corporate income taxes as well as inheritance or gift
taxes), non-personal taxes (e.g., business taxes and trade taxes), transaction taxes
(e.g., VAT or real estate transfer taxes) and consumption taxes (e.g., alcohol, tobacco
and fuel taxes).

A final classification possibility is the taxable base. . This base can be prafit or
income (e.g., personal and corporate income taxes but also trade, business-a: well as
church taxes), the transfer of wealth (e.g., inheritance and gift taxes), capital (e.g., land
taxes, trade and property taxes) or transaction respectively consumpiion (e.g., VAT,
real estate transfer taxes and excise taxes).

[C] Sources of Tax Legislation

Apart from the classification of taxes, the different sources of tax legislation shall be
considered in order to gain a comprehensive overview on the complexity of interrela-
tions in international taxation.

The sources of tax legislation are the supranational sources of bilateral tax
treaties and EU law, the domestic constitutional framework and the tax acts

themselves. The statute law is supplemented with case law and interpreted by
administrative decrees.
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One major feature of tax law is the constitutional framework of tax legislation in each
country. The constitutional law should set clear rules of competency for domestic tax
law and should build a framework for the application of formal and material aspects of
differing tax legislation. Formal or legal aspects basically consist of the constitutional
requirement that no tax can be levied without the statutory authority. This holds true
in most countries. Yet, this legal provision does not guarantee justice of taxation. This
only occurs if additional fair and justified criteria of distribution exist within the
constitutional limits of tax law such as the ability-to-pay principle, progressive tax rules
or the refusal of confiscation by taxation. In fact, a tax system which fulfils all formal
legal requirements can still be considered unfair, if the ability-to-pay prmciple_is
violated or rate progression is arbitrary. However, the specific constitutional modality
often differs between countries.

There are some common law countries in which no constitutional framework for
tax law exists. This is, for example, the case in the United Kingdom where there is
no written constitution at all. In the United Kingdom, the sovereignty of Parliament
is of~paramount importance and shall not be limited by any constitutional
principles. Yet, supranational law elements like the EU Treaty or the European
Convention on Human Rights provide some quasi-constitutional limits to British
tax law. In contrast to this, there are countries as Germany and the United States
where the constitutional framework does not contain specific rules on tax law
limitation. Therefore, general principles like certain fundamental rights are often
used to restrict the tax legislation power.

Another overriding effect follows from international tax treaties such as the
usually bilateral double tax treaties. They have to be considered as a supranational
source of tax law which generally have precedence over domestic tax law.

Another supranational source of tax law, at least in the European Union, is the EU
legislation which also overrides national tax law. In general, EU law differentiates
between primary and secondary EU legislation. Primary EU law essentially consists of
the fundamental freedoms of the EU Member States determined and implemented in
the Treaty on the Functioning of the European Union (TFEU) such as the free movement
of workers (Articles 45-48 TFEU), the freedom of establishment (Articles 49-55 TFEU)
and the free movement of capital (Articles 63-66 TFEU). The Primary EU law overrules
the domestic law of the EU Member States. Secondary EU law basically comprises the
legal acts of the European Commission and Council through EU regulations and
directives such as the VAT Directive, the Parent Subsidiary Directive or the EU Mergers
Directive (see in detail Part IT Chapter 7 §7.06[C]). Secondary EU law is implemented
by transposition into the domestic law of EU Member States.

Domestic tax law includes formal and procedural elements such as administra-
tive directives or court decisions as well as components of substance. Some countries
set the rules in separate statutes for each tax, supplemented by overriding acts to deal
with particular circumstances, such as a tax act for corporate reconstructions or foreign
tax aspects, whilst others - such as France and the US - seek to regulate the entire field
of taxation within a single code.

Tax jurisprudence (or tax case law) is handed down from courts at all levels and
from all streams. This is especially relevant to countries where constitutional law is

1
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con.cepts 9[ income taxation exist worldwide whereby the countries using th

:yplcally aim for a stronger level of competitiveness and a‘higher degree (;f neuntjg lF an
_fmance and investment decisions. Examples of such special concepts are th: fEiym
income tax’ system applied in European Nordic countries, the ‘box’ systen f i
Netherlands and the ‘notional interest deduction’ in Belgiulﬁ. T
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CHAPTER 3
Taxation of Business Profits

CONCEPTS OF BUSINESS TAXATION: THE DUAL SYSTEM
(PASS-THROUGH TAXATION VERSUS SEPARATE ENTITY
APPROACH)

§3.01

How to tax a business? In the preceding section we have already considered the
taxation of businesses of self-employed persons. Depending on the country, the tax
system distinguishes between sole proprietorships or sole traders, farmers, and
freelancers of all kinds. Those businesses are not organized under any kind of legal
form, but are done in the name and at risk of the owner. Further, we have only
considered businesses of one single owner. What we did not yet consider was the
taxation of businesses in the form of corporations or partnerships or any other
organization.

With respect to those different organizational forms we find a great variety of
taxation systems both within countries and around the world. All taxation systems
have to deal with the question of how to tax the different forms of doing business. The
problems here especially relate to:

]

Organizational forms.

Income shifting.

- Investment vs. earned income.

Business income vs. employment income.
Civil law.

Countries have to answer several basic questions such as:

- Can a multinational enterprise with shareholders all over the world be taxed in
the same way as a small barber’s shop with just one owner?
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- Should the owner of the small barber’s shop be taxed in the same way as an

employed barber earning the same amount of income?

- Should businesses be taxed in the same way as investments on the capita]
market?

We have already learned that the self-employed are taxed in their own right. The
business itself is not subject to tax, but the profit is passed-through to the owner where
it. is taxed according to the owner’s personal characteristics (income level, family
situation, personal expenses).

Pass-through taxation means that the income derived in the business is passed
through to the owner and taxed by him. There is only one level of tax. This
system is also called transparent taxation.

This concept cannot be transferred to the shareholder of large listed corporations. It is
not practicable to allocate the corporation’s profit to all shareholders and to tax it in
their hands. It is easier to tax the corporation itself. In addition, one can tax the

payments from the corporation to the owner. This is what is done under the separate
entity approach.

The separate entity approach taxes each entity separately. A business organized
under the legal form of a corporation is subject to the corporate income tax. The
shareholder of the corporation is only subject to tax on income received. There
are two levels of taxation. This system is also called the corporate principle. !
(deferral principle). )

quporations in all countries are subject to a corporate income tax, ‘the corporate
principle applies. Sole proprietors are usually taxed under the trafisparency principle
(see Part I Chapter 2 section §2.03[C]). Partnerships are betwesn ioth concepts as we
shall see in Part I Chapter 3 section §3.04. This two-fold approach of taxing businesses
is called the dual system of business taxation. Figure 3.1 visualizes the dual system.
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Figure 3.1: The Dual System in Business Taxation
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We shall now compare in an overview the differences of the two concepts:

- Taxable entity: Within pass-through taxation the owner is subject to tax on
the business profits. Within the separate entity approach the corporation itself
is subject to corporate income tax, the shareholder is taxed on the income he
or she receives.

- Qualification of income: The profit derived by sole proprietorships is business
income (or, depending on the kind of activity in some countries as income
from farming or from freelancing). Corporations always derive business
income. Payments to the individual shareholder qualify as income from any
investment (dividends or interest on loans) or employment income (when the
shareholder works for the corporation). When the shareholder is a corpora-
tion, the income received is business income since the corporate income tax
typically only has one income category.

- Qualification of assets and liabilities: All assets used in sole proprietorships
are business assets. All assets owned by a corporation are business assets, too.
An individual shareholder, however, can have assets and liabilities as a
shareholder in his private capacity.

- Date of taxation: The accrual principle is usually followed by sole proprietor-
ships and corporations. An individual shareholder is taxed when the cash is
received (cash method).
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- Contractual relationships: A sole proprietor cannot conclude a contract with
his sole proprietorship, thus contractual relationships are impossible. How-
ever, a corporation can contract with its shareholders. For the shareholder, the
income from such contracts falls under one of the various income categories,

The dual system of business taxation usually applies to income taxes only. Other
business taxes, such as the German trade tax or the Italian IRAP tax businesses
irrespective of their legal form. The taxable base is the profit or a modified profit, the
businesses or the owners are the taxable persons. Although the business taxes are
levied on all businesses they often do not treat the business profits uniformly. Further,
capital taxes, especially real estate taxes, are payable by businesses and private
persons alike. The taxable person is the owner of the real estate. The tax does not
depend on the organizational form. Transaction taxes, such as the value added tax or
the real estate transfer tax, are to be paid on all purchases. The tax burden is
independent of the legal status of the purchaser or the seller. All businesses are treated
uniformly.

§3.02 SOLE PROPRIETORS

We have already dealt with the taxation of sole proprietors in Part I Chapter 2 where we
considered the taxation of business income as one income category of the personal
income tax. Here, we only give a brief summary of the main characteristics of the
taxation of sole proprietors:

- Liability to tax: a sole proprietor has an unlimited liability to personal income
tax when he or she is resident or has a habitual place of abode in the country
concerned. He or she is then subject to personal income tax on his ¢ her
worldwide income. If the residence or habitual place of abode is elsewhaie the
sole proprietor is liable to personal income tax only on income i domestic
source (limited tax liability). This is the case when the businest 15 located in
the country but the sole proprietor lives abroad.

- Type of income: an individual earns business income frain & sole proprietor-
ship (or in some countries, depending on the activity, income from farming or
freelancing). For the main characteristics of business income see Part I Chapter
2 section §2.03[C].

- Determination of income: (Part | Chapter 2 section §2.03[C]) the business
profit is determined by accrual accounting with possible exceptions for small
and medium sized enterprises. The tax base does not depend on whether
profits are retained or withdrawn.

- Date of taxation: the accrual method determines the date of taxation. The
personal income tax is an annual tax.

- Treatment of losses (see Part I Chapter 2 section §2.05): a loss offset against
income from other sources is possible, Excess losses can be deducted from the
total income of previous or subsequent years. A minimum tax exists in some
countries.
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_ Contractual relationships with the business: are impossible as the business
has no separate legal capacity. Thus all profits are business income and all
assets used in the business are business assets and all belong to the owner.
Tax rates: Most countries apply progressive tax rates to business income (see
Part I Chapter 2 section §2.06). Often, various income categories are agg_re-
gated and then subject to the progressive scale. There might be joint taxation
of family members depending on the individual circumstances of‘ the sol'e
proprietor. In some countries, special concepts (e.g., dual income tax in Nordic
countries, see Part I Chapter 2 section §2.08) apply. Some countries offer lower
flat rates on retained profits as an option.

§3.03 CORPORATIONS AND THEIR SHAREHOLDERS

[A] Overview

In all confitries, corporations are separate legal entities and are treateg so in the tax
systeni. rhe corporation is charged to corporate ipcome tax on its profits. Only when
prefit is paid to the shareholder in the form of a dividend, dpes thel shareholder becc?me-
¢ubject to tax on that dividend. Otherwise, the profit is retained within the corporation;

tiie shareholder receives no income and pays no tax.

Under the separate entity approach or corporate principle (deferral principle)
we find two levels of taxation. The profit is first taxed on the level of the
corporation. Once the profit is distributed, the shareholder becomes taxgple on
distribution, i.e., on the corporation’s profits for the second time. The dividend
income is capital income of the individual shareholder.

The tax burden of a firm therefore crucially depends on the level under consideration.
Does one have to account for the additional tax on the shareholder level or not? We deal
with this question in Part I Chapter 3 section .§3.03 [C][4]. How the dividend is t‘:ixe?cl
on the shareholder level depends on how the corporate principle is implemented within

a country:

(a) The dividend can be tax exempt with the justification that the profit has been
already taxed on corporate level.
Or (b) The dividend can be taxed fully with the justification that these are two
different persons, the corporation and the shareholder. T
Or (¢) There might be any tax model in between these extreme positions.

The taxation of the dividend further depends on whether the person of the

shareholder is a corporation being itself subject to corporate income tax or an
individual subject to personal income tax. When the shareholder is an individual, the
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dividend income is, for him, capital income. However, if the shareholding is held
within a business of this individual, the dividend may qualify as business income,
Finally, taxation can depend on the participation level. A shareholder owning 100% of
a corporation might be subject to different tax rules than one with only a 1% interest,
Tax systems usually differentiate between substantial and non-substantial (minor or
portfolio) shareholdings.

Further, a corporation and its shareholder can have mutual contractual relation-
ships. These are accepted for tax purposes, too. Examples of contractual relationships
are loans, management agreements or leasing contracts. The payments under contrac-
tual agreements are deductible by the payer and are taxable income of the recipient,

A shareholder serves under a management contract. Her salary reduces the taxable
income of the corporation and increases her total taxable income.,

The taxation of payments received by shareholders again depends on the person
of the shareholder. If the shareholder is an individual the payments are categorized by
their nature. Income from an employment contract is employment income; income
from a loan is interest income. Consequently, different tax rules regarding the tax base
and the tax rate might apply.

Contractual agreements between the corporation and the shareholder are
accepted in taxation. Payments to individual shareholders are classified by their
nature.

Contractual agreements between the corporation and the shareholder imply only ane
level of tax. Depending on the relevant tax rates, taxpayers may have an incentive (o
conclude contractual agreements with their corporations rather than waiting for a
dividend. In consequence, the authorities will only accept contractual agreements that
would have been concluded between two unrelated parties in the same kilcumstances
(arm’s length principle, see Part I Chapter 3 section §3.03[E]).

The corporate principle with the taxation on two levels car‘the disadvantageous
for groups of companies. This is often alleviated with privilegesfor dividends paid to
other companies (see Part I Chapter 3 section §3.03(D][2]). Many countries allow
group taxation where the corporate principle within the group is substituted by
transparent taxation on the parent level (see Part I Chapter 3 section §3.03[F]).

[B] Corporate Level

[1] The Corporate Income Tax: Liability to Tax
What is a corporation? These are typically all private or public companies limited by
shares or guarantee, such as the German Aktiengesellschaft (AG), the British Limited

Company (Ltd.), the French Société Anonyme (SA) but also special forms like the US
Regulated Investment Company (RIC) or the European Societas Europaea (SE).
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As with the liability of individuals to personal income tax, a corpo'ratio.n can. be
subject to unlimited or limited corporate income tax liability. A corporation is s.ubject
to unlimited taxation if it has its legal seat ang/gr pla.ce' of management in the
respective country. The word ‘and/or” is crucial in mterna_tmn.al tax' planmng.. Most
countries apply both conditions, in the sense that a corporation 1slsub)ect to ugh{mted
corporate income tax liability if either its place of management or its legal seat is 1n't.he
given country or when both conditions are fulfilled. Few countries base the tax liability
on only one of the two conditions.

Suppose a corporation is established in Ireland l%nder _me Irish company law but
managed from the United States. A corporation is subject to unhrmted corporat.e
income tax in Ireland if it has its (effective) place of management in @reland. It is
subject to unlimited corporate income tax in the United States if it_ha_is its legal seat
in the United States. Where is this corporation subject to unlimited corporate

income tax?

Unlimited tax liability means that the corporation is subject to tax on its
worldwiderincome (worldwide principle). Otherwise a corporation is subject to
limited Corporate income tax on its local income only, i.e., on its income from the
source eountry (territorial principle).

A corporation has its legal seat and place of management in country A w}_1e_re it _is
subject to tax on its worldwide income, It receives dividends from a s!.1b51d1.ary in
country B and rental payments for real estate located in country C. It is sul_aject to
limited tax liability on the dividend income in country B, and on the rental income
in country C. (How potential double taxation of the income is avoided or mitigated
in country A is explained in Part II).

A corporation is subject to unlimited corporate income tax liability on its
worldwide income where it has its legal seat and/or place of management. A
corporation is subject to limited corporate income tax liability on its income in
a source country where it has no legal seat or place of management in case it
derives local income.

2] Determination of Taxable Income

By contrast to personal income tax, all income of a corporation is deemed to be
business income. This is in line with company law which treats corporations as trades
or businesses. As a consequence, there is no incentive to shift income by source within
a corporation.

The determination of the taxable income (taxable profit) is usually similar to
that of the business income under the personal income tax. Usually the profit is based
on the accrual method. The corporate income tax is an annual tax.

The profit of the corporation in a tax year is taken either from the profit- and loss
account or is calculated by taking the difference between the net assets at the end of the
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CHAPTER 0

Value-Added Tax

§6.01 FARMONIZED VAT IN THE EU

The valu-added tax (VAT) is the only tax which is harmonized across all twenty-eight
Mepber States of the EU (Article 113 TFEU). In 1977, the European Commission
s ablished in the 6th Council Directive 77/338/EEC of 17 May 1977 - the so-called
gixth Directive’ - a common system of value-added taxes to represent a uniform basis
for turnover taxes for all EU Member States. Since then, the basic directive has been
frequently amended. In 2006, it was recast into the Council Directive 2006/112/EC of
26 November 2006 - the VAT Directive — which is the currently valid version of the
original harmonization directive of 1977. It includes detailed instructions on taxable
persons and transactions, the taxable amount and input tax regulations of the common
VAT system in the EU. It also sets out those goods that may be taxed at reduced rates
and rules on exempt and zero-rated supplies. The rules themselves are, however, not
harmonized.

§6.02 THE VAT SYSTEM

Unlike all the other taxes discussed in the foregoing, personal income, corporate
income, non-income and inheritance taxes which are linked to the economic success of
the taxpayer, VAT is a consumption tax. It is independent of the economic success and
status of the taxpayer and taxes the usage of income similar to a transaction tax.
However, in contrast to most transaction taxes that burden the given transaction with
a single charge, VAT is levied on the supplier but recovered by the business customer.
This process is repeated until the supply reaches the final consumer, who has no right
of recovery. VAT is therefore a multi-phase, single-burden transaction tax.

The VAT system determines that at every level of the supply chain, from raw
material to manufacturing, from manufacturing to processing, and from processing to
the final consumer, a common VAT is imposed by the tax authorities. However,
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businesses are generally allowed to set off their input VAT against output VAT liabjljg,
This results in passing the net VAT payable to the next customer so that the
consumer at the end of the supply chain is the only one who effectively bears the v
burden. Figure 6.1 clarifies the impact of the input VAT relief system.

Figure 6.1: The Input VAT Relief System

— T
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100 200 300

Payable VAT = amaunt that is transferred to the tax authorities = VAT burden — input VAT
19-9 57-19
=19 =38

114-57

=57 =114

In Figure 6.1, each party involved in the economic process is liable to VAT on its own
turnover. However, for businesses, the VAT is only a transitory item. Every business is
allowed to reduce its VAT burden which it owes the tax authorities (the VAT effectively »

collected from other businesses) with the VAT paid to other businesses for the prodi-

nY )
acquired (inputs). This has the effect that the ‘value added’ generated in the produciizg

chain effectively remains untaxed within business circles,

Business B in Figure 6.1, for instance, pays 119 for the product to the suppiierand |

57 as VAT burden to the tax authorities, Yet, it receives 357 for the proguct sold to
the customer and 19 as input tax deduction for the VAT originally, paid. That
results in a 'value added’ of 200 which is not burdened by VAT ai'tie level of the '

Business B. (The value of 200 would still be subject to personai or corporate |
income taxation in this case.)

The VAT is not an expense for the business, since the VAT payable to the authorities
is immediately refunded by a higher selling price to the customer.

In fact, the final customer D is the only person in the value added chain who is
ultimately burdened by VAT, He pays 114 VAT on the goods for which he cannot
claim any input VAT deduction. This system of charging outputs and crediting
inputs is designed to avoid cascade effects. If the VAT system did not allow
businesses an input VAT deduction, the effective VAT burden would increase at

every level of the value added chain (In the example the tax burden would increase
to 190 instead of 114).

In a multi-phase business process this would mean a cumulative VAT burden
whose exact amount would be impossible to identify. In a cross-border value chain, the
determination of domestic and foreign VAT would be distorted by a system which taxes
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alue added on a gross basis at every level without allowing .an inp.ut V};T
‘ dvtign If - as is usual - it is intended to relieve exports of domestic taxation, the
deduction.

‘calculation of the ‘drawback’ (refund due from the authorities) is necessarily arbitrary
calc

pusiness cannot know the tax burden inherent in its purchase prices. The VA”lli
L m therefore reflects the VAT status as an indirect consumption tax. Although a
SYSt'e sses are subject to VAT, the final consumer is the only person who bears .the tax
busdm; The VAT is thus shifted to the ultimate consumer while the businesses
e ¢ ", .
:fnrcﬁen as ‘tax collectors’ for the authorities.

§6.03 TAXABLE PERSONS

ral, VAT can only be levied upon the turnover of a business and only a business
g genel , n input VAT deduction. Directive 2006/112/EC defines a taxable persop fgr
cgn i ir 05&:‘5 as any business person who carries on an economic activity within
thTEﬁ)Eeas Union. The concrete purpose or result of lthe activity is irrele"v.lnt.‘Thuat

shotld carry on its business independently on its own b.elllalf-. This basically
persog o =miployees from VAT business circles. An economic activity is consu'iered as
exCIl-l'ntln;:iatign of any tangible or intangible asset for the purpose of gaming ’mcome.
ﬁﬁit"nc[;des economic activities in manufacturing, the supply of services cty)r 1;1 tragleé
Puplic bodies, such as state or local authorities are oany Cons.ui'e.red to be taxa
pe.rsons for VAT purposes insofar as they carry out business activities.

§6.04 TAXABLE TRANSACTIONS

Taxable transactions for VAT purposes include:

— the supply of goods;
- the supply of services;
~ the import and export of goods into or out of the EU.

In general, the supply of goods is one of the most important lax:able trax;lsacuor;s
in the VAT field. Directive 2006/112/EC defines it as a transf.er' of the rlght. oft ; own i
to dispose over a tangible asset. It is necessary that .the.benef'lmal ownership of the asse
is transferred. The mere transfer of legal ownership I‘ig}'.l.tS is n(_)t enough. by

The supply of services is defined as any tra_nsacuon. “.rh.mh does not c%nszt; s
the supply of goods. This basically includes all. business acnvm?s where consi er1 v
is paid for a service other than transfer or disposal of a tangible asset.. A supp y
services for VAT can also exist in the omission or suffe;rance of a certau} actui‘uty. or
condition. Typical examples are the performance of mdependentl services, letting
immovable property, but also intermediary agency or Lr:;msport services. E

In addition, all supplies of business goods or services that are car'rled out Ty a
business person for private purposes or for the staff are subject tol VAT, if the VA TEI;
those goods or services is deductible as input VAT for the bu‘smess taxpayer..
transfer of business assets for purposes other than those of business, such as gnv?te
use or free of charge use by the staff, is generally treated as a taxable transaction for
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VAT )

ot rlz“;;"f’:;isr-pzl;e Sam? applies for the supply of services if business assets ap,
m €5 or 1f services are provided to the staff © Useg

Exceptions only apply for small gifts to the staff. Fompletely. fugh cha

The i :
he import of goods into the EU from 3 third country is also regarded as 3 ¢
YDicg]

Correspondingly, ex i i
_ » Xports to third countries are exem tf i y
. r d"
In order to relieve exports from domestic taxation " e
Special rules appl i : |
y for the intra-communi isiti

J ‘ nity acquisition of
order and customs controls within the EU have been abolished tl'?: (;?J:ZI‘I\IIJ(')W ;-
s rective

respective tax authorities on request,

If the buyer is a (private) consumer rath i
ek : . er than a business, the orj in pringj
i Secite fac;nst;ll;léngl{ilsf charged VAT in the state of supply under the ilelz ;[;c:fli X
b, wnhom, e o 81N concept for VAT follows the European idea of a cornn.':;
e T controls: Exports are taxed as domestic transactions <y i

; arfe 1gen;erezlly exempt from domestic VAT taxation N

eclal r i i .
. akat djsl[loitsj 25;;3; to Illllall ‘order business and motor vehicles in order to reduce
tar0a G m t e Fhfferent rates available to consumers Mail orders are
ry of destination - the amount is collected by thenost office - once

level. N&w motor vehicles are
» usually as part of\the vehicle registration

- For good i
]andgel ;}d E l;i;rlléxlch dre not transported to the customer including for instance
ings but also the picking up of goods by the customer thr; place
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of taxable transaction is the place where the goods are located when the supply
takes place or when the customer achieves the necessary right of disposal.

_ If the goods are transported, the place of taxable transaction is determined by
the location of the goods when the transport or dispatch begins. Special rules
often apply for the supply of goods on board of ships, aircrafts or trains and for
the supply of goods through distribution systems such as mail orders (see Part

I Chapter 6 section §6.04 above).

There have been various changes to the rules on the place of supply of services
over the years. The current version is laid down in the “VAT package’ of 12 February

2008:

- In general, if services are supplied by a business to a private person in another
Member State, the place of the taxable transaction is deemed to be where the
place of business of the supplier (or a fixed establishment from which the
service is supplied).

- If sbrvices are supplied to another business, the place of the taxable transac-
tion is the location of the recipient of services (following the destination

principle).

‘These two general rules are superseded by a number of special rules. For
example, services supplied in connection with immovable property, such as renting or
c;'onstruction work, are deemed to be rendered at the location of property. Services
provided by an agent to a private person, are deemed to be rendered where the
activities are physically carried out. Intra-community transport services to private
persons, such as the transport of goods from one EU state to another, are generally
supposed to take place at the place of departure. Transport services that are provided
from the EU to a private person located in a third country are deemed to be taxed where
the transport takes place. The taxable VAT amount is therefore split over the transport
route with each state taxing its own portion. Special rules also exist for a range of
miscellaneous services rendered to private persons in third countries. These include
private consulting, engineering or legal services, telecommunication services or elec-
tronically supplied services. They are deemed to take place in the country of residence
of the customer and are therefore invoiced free of VAT by an EU supplier.

The place of the taxable transaction with regard to the private use of goods and
services or their free of charge supply to the staff, is generally deemed to be the main

premises of the business.

§6.06 TAX EXEMPTIONS

Export and intra-community sales of goods are chargeable to VAT at a zero-rate (see
Part I Chapter 6 section §6.04). This means that no VAT is charged to the customer
whilst the supplier retains the right to a full deduction of the VAT paid on the inputs.
Export and intra-community sales of goods are therefore fully relieved of the domestic
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VAT burden. Other sales are exempt from VAT, thou
loses the right to deduct the relevant input tax.

One such exemption is that for sales which already have been subject to o her
transaction taxes, e.g., the transfer of immovable property subject to real estate trang
tax. Its VAT exemption avoids duplicating the burden. Other activities which a
generally exempt from VAT due to specific transaction taxes are insurance g

reinsurance premiums and turnover from betting and lottery activities. Other activ
are generally exempt from VAT for social, cultural or ec

banking, leasing or letting of immovable property,
medical care, welfare and social security work, educ
cultural services. In the field of letting housing space a
for the exemption from VAT in national tax regulatio
Banking transactions are exempt on the theory that o

gh this means that the suppliep

onomic reasons incly,
postal services, hospital ang
ation as well as certain other
nd health care, the main reasoﬂ
ns is relieve private consumerg_
ne cannot ‘add value’ to money;

§6.07 TAXABLE AMOUNT

After having reviewed the taxable subject, the place of transaction and possible tax
exemptions, the next step is to establish the taxable amount for VAT purposes. If the
goods or services are supplied against payment, the taxable amount is everything that
constitutes the consideration obtained by the supplier in return for the supply,
Normally, VAT is levied on a gross basis including all subsidies directly linked to the'
price of the supply agreed upon by the supplier and the recipient. According to the VAT <
Directive, the open market value may also be used for the determination of the agresd 0
price of the parties involved. Input VAT, however, should not be included in ‘ny >
determination of taxable amount, With respect to the import of goods from ‘thip
countries, the taxable amount is the dutiable value assessed by customs. Esteilishing
the taxable amount can be problematic in respect of private use, or the gratuitous
transfer to staff of goods and services. These free-of-charge supplies ate chargeable to
VAT at cost or at the purchase price of comparable goods. If there is no'\nurchase price,
the cost to the business is taken. Free services are valued at the full cost'of the provider,

§6.08 TAX RATES

According to the VAT Directive, each EU Member State applies its own standard VAT
rate of not less than 15%. In practice, the VAT rates of the EU countries vary from 15%
in Cyprus to 27% in Hungary with an overall average standard tax rate of 20.73% (see
Table 6.1).

Each Member State may levy one or two reduced VAT rates of at least 5% on a
specified range of goods or services. Examples are the supply of food (though not in \
restaurants), books and newspapers, theatres and concerts, the services of charities ‘
and local personal transport services by bus, tram or train. Among the EU Member
States, reduced VAT rates vary from 5% on specified goods or services in Cyprus,
Hungary, Lithuania, Poland or GB, 13 % levied in Finland, Greece or Portugal and to the
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imposed in Hungary. The average reduced VAT rate in the EU of 9.54% is about
18% im
';gffﬁgf the average standard VAT rate.

Table 6.1:

Overview VAT Rates (2014)

Reduced Rate

Standard Rate

SI
EU average
AU

CH (federal)
JP

NO

10.0%/12.0%
6.0%/12.0%
9.0%
5.0%/9.0%
15.0%

7.0%

9.0%
4.0%/10.0%
10.0%/14.0%
2.1%/5.5%/10.0%
5.0%
6.5%/13%
5.0%/13.0%
5.0%/18.0%
4.8%/5%/9.0%/13.5%
4.0%/10.0%
5.0%/9.0%
3.0%/6.0%
12.0%
5.0%/7.0%
6.0%
5.0%/8.0%
6.0%/13.0%
5.0%/9.0%
6.0%/12.0%
10.0%

9.5%
10.04%

2.5%/3.8%

8%/ 15%

20.0%
21.0%
20.0%
19.0%
21.0%
19.0%
25.0%
20.0%
21.0%
24.0%
20.0%
20.0%
23.0%
25.0%
27.0%
23.0%
22.0%
21.0%
15.0%
21.0%
18.0%
21.0%
23.0%
23.0%
24.0%
25.0%
20.0%
22.0%
21.43%
10.0% (goods & service tax)
8.0%
8.0%
25%
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Reduced Rate Standard Rate

Us sales and use taxes
(vary across US states & cities)

0% -7.5% state rate

0%-7.1% local rate

§6.09 CONCLUSION

tax so far to have been harmonized within the EU. Worldwide, there is no other similay
harmonization system for VAT. The US does not levy a federal VAT at all, although
many US states do levy local sales taxes of up to 7.5% of US state turnover. In fact, g
State taxes show similarities to the European VAT, although they are far from being
harmonized. Switzerland and Norway impose VAT and follow the VAT Directive of the
EU even though they are not Member States.

The European VAT system itself is generally based on an input VAT relief for
businesses and a charge on each output throughout the supply chain. Thus the final
consumer effectively bears the VAT tax burden though only once. For the intra-
community supply of goods between businesses and the import of goods into the EU,
the destination principle is basically followed and the VAT can be considered as a

FURTHER READING

European Commission, 2§ November 2006, 2006/112/EC, onsibe common system of
value added tax (The VAT Directive).

European Commission, 12 February 2008, 2008/8/EC, amending Directive
2006/112/EC, as regards the place of supply of services (The VAT Package).
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CHAPTER 7
Fundamentals of International Taxation

§7.01 LYABILITY TO TAX AND INTERNATIONAL DOUBLE TAXATION
TA] Personal and Corporate Income Tax

The most important personal taxes are the personal income tax, the corporate income
tax, the property tax and the inheritance or gift tax. In international business relations,
fiscal authorities levy those personal taxes only where there is a concrete link between
the taxpayer or the taxable object and the country. This link can either be personal or
objective.

In accordance with the residence principle, a personal nexus arises where there
are personal relations to the territory of a country. For individual persons this
connection is typically based on the residence or the habitual place of abode or
domicile in the taxing country. Natural persons with their home in the given state, or
who spend most of their time there, are generally taxed as residents of that state. Some
countries, such as the United States consider citizenship as sufficient personal nexus
regardless of the actual place of abode of the citizen. With respect to corporations, the
legal seat or the effective place of management is typically considered as the personal
connection to the country of residence. Individuals and corporations regarded as
residents for tax purposes generally bear an unlimited tax lability. This means that
under the worldwide principle, they are subject to tax in the country of residence on
all income earned, from domestic and foreign sources. There are also variations on
residency. Persons leaving a country are often deemed to maintain residency for a
certain number of years in that country in order to avoid tax evasion and to curb the
solely fiscally motivated movement of taxpayers between countries (extended resi-
dency). By contrast, foreign individuals earning a significant portion of their world-
wide income in another country may sometimes opt for unlimited tax liability in that
country (optional residency).
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If a personal nexus of this kind is not given and a
unlimited tax liability, he may still bear limited tax liability on income ear
that country as long as an objective nexus is given. According to the soure
individuals without a residence or habitual place of abode and non-resid
tions are subject to domestic taxation on their income derived from sour
country other than the country of residenc
territory of this country, e.g., through the pla
taxed by the domestic tax authorities under d
territoriality principle, only income that has
is considered for limited tax liability. No acc
countries.

In practice, the co-existence of personal and objective connecting factors more
than one country can lead to double or non-taxation. The simultaneous realization of
objective and personal nexuses in two different countries is, in fact, the main cause of

international double taxation. The following examples illustrate possible double
taxation situations:

ce of work or the location of property, is
omestic tax rules. In accordance with the
its origin or source in the foreign country
ount is taken of income arising in other

Example (1): Co-existence of unlimited and limited tax liability

R, a resident of country A, earns interest from country B. In this case, there is a
classical co-existence of unlimited and limited tax liability. R is subject to
unlimited tax liability on his worldwide income in his country of residence A,
including the foreign interest income earned in B. At the same time, R is subject to
limited tax liability in country B on that foreign source income. R is subject to

double taxation since he has to pay taxes on the foreign interest income in country
A as well as in country B,

Example (2): Co-existence of limited tax liability

C, a corporation resident in country X, has a permanent establishment in country
Y which receives dividend income from a third country Z. Here, a co-existence of
limited tax liability exists. Both states, Y and Z, levy taxes on the dividend income
according to the source principle. C faces double taxation on the foreign dividend
income (and even triple taxation with regard to its unlimited tax liabilit
X).

Example (3): Co-existence of unlimited tax liability

B is resident in country X but has his habitual place of abode in gouny Y. Here,
there is dual residence and therefore co-existence of unlimited fax iability. Both

countries, X and Y, tax B on his worldwide income according ‘o th
principle. The same situati

Since the United States ap
of their actual place of li
taxation arises,

y ifheountry

e residence
on occurs if B is a US citizen living in another country,

plies the residence principle on all citizens independent
ving or physical presence in the United States, double

So far, the focus

has been on legal double taxation arising from the taxation of
the same tax

subject (person), the same tax object (income), the identity of the tax
assessment period and similarity of taxes. However, double taxation also arises if the
tax subject is not identical, that is, if the same income is earned by two, for tax
purposes, different persons. This results in economic double taxation which is
regularly the case with dividend income received from foreign subsidiaries within a
corporate tax system (see Part | Chapter 3 section §3.03[C]). A foreign subsidiary
would typically be subject to unlimited tax liability on its total profit in its country of
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person is not subject to
ned withip
e principle,_
ent COrpora-

ces withip 3
y. Income effectively connected to the

i i 7.01[C]
hapter 7: Fundamentals of International Taxation § [
Ay = -

idence. The shareholder is again subject to un]imjte.cl tax li'abijjty inits hon_1e counttlll';é
b . dwide income including the received dividend income depeqdmg on th
| e ncerned (e.g., shareholder relief or classical taxation). In this
B o S‘{Stfl[:ug?e taxation is not limited to cross-border situations b_ut can allso
- e'wgom::stic situations, such as when a company distributes a dividend to its
Dﬁgll;hlglde(ﬁl'l the same country (see Part I Chapter 3 section §3.03[C]).
$

(B] Net Wealth Tax

i as
with regard to net wealth taxes generglly the Tan:; dgsﬁiiiz};a;f;l?gfelgnﬁ ae‘;lls:; =
E “') tp e'rr?2§21f?;1§0(:a?vr:;leﬂlant§r;?o? This occurs when an individual or a
o F0'§X15 - 'ldent in a country which levies taxes on the worldwide assets of the
s rEilance see Part I Chapter 4). If the taxpayer owns property such as a
e (e'g.r;fﬁce bulilding in another country which imposes a net V\{e.alth tax (?n
g i afl ts (e.g., Luxembourg), he will be subject to unlimited liability to tax in
domESUE a(-j‘Sth lirfi'i'ed liability to tax in Luxembourg. Although the problem c?f
ffﬂﬂce _“_-“ al double taxation exists in theory, in practice, double taxation only‘occms
lﬂte’f:ahu{l nt?’ies which still levy a net wealth tax. The number of countries has
Ez:;;;ZdLs:er the past few years, so that only a few are now left (see Part I Chapter 4).

[C] Inheritance/Gift Tax

International double taxation also exists in the field of inheritance orbglft ;.a)i(:tmr;s;
Unlimited tax liability is found in the country whe.re t};le donor or[esfgtz l;r drgath
i i is finally considered as being the taxpayer de
resident. Depending on who is it b bl o

ither the donor or the beneficiary is subj :
duty, see Part I Chapter 5), eit r ol ol e
i ide i itance or gift income in their co y
taxation on the worldwide inheri : e
imi iabili domestic assets transferred be
limited tax liability only attaches to D e
ici i i ident in the country where the ass
beneficiary, neither of whom is resi in ARty
i imi imited liability to tax and therefore inte ou
Co-existence of unlimited and limite B
i i ident in one country passes property to :
taxation also occurs if a donor residen nt kg =1
i i the beneficiary or both wo e
situated in another. Either the donor or : hmahinne
i Ith transferred worldwide. One of the pendin
country of residence on the wea S
tax burden from the limited tax
the estate or death duty - generally faces a ‘ ability ¢
thz iountry where the asset, e.g., immovable property such as a bus%neslsJ bmk:;f:f; els
located. Limited tax liability is typically extended in case of a pu;elybffsi:x Zt?;z s
: i beneficiary. Economic double
transfer of residence of the donor or the @ -
possible if domestic property is transferred from the donor to the beneﬁc:a;y(,: ﬁgdteor :
country involved apply the estate, the other one the death duty (see Part p

section §5.03).
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[D] Local Profit and Non-income Business Taxes

Local i
Italianplr}g}fllltn t?::‘S,P Zl:fl; as the German .trade tax, the Hungarian business tax or tha!
sGaied uitkeioriest lqlap'tﬁ?r 3 section §3.06) have an objective character: .
with their legal s:atltmp EJust‘lfles the levy of these taxes. Subject to tax are businé
s A et ;pl;poratnon} or permanent establishment (unincorporated bs d
S e mel;; ;2?;;2 tﬂl’iet :;Egézy.diiggf I;mfitf& from foreign activities woulﬁif.
: ; 5 e taxation arises if the forei i
:i:?u:::isal::o;; ;(er;)fns. IInternatlonal double taxation is avoided if Igzzg;risﬁ‘tnttw
bistivce S o cllilnestlc.: character of local profit taxes into account. In practiax
i 7 e fm_Eig . irect mvestments,_ such as dividends from foreign subsidja_rieSce_i
profit tax base unger Il)emllanen-t establishments are usually excluded from the Ioczll-
o et doublocta Pl"'Oflt tzu_c ru.les. Therefore, in practice, no serious problems
St L Hoe axation arise in Kl.le field of local profit taxation from forej
ot alon e i .n . wever, exports are influenced by local profit taxes since profigt.l;
iy i iy ﬁe Custoiners ar§ generally included in the local profit tax base. It j
o i dividendzsfit:glat( ff(l)]:eilgn protfit.s .tax.ed abroad are excluded. In Germ.an}l::
e igltlhley are paid on a sharehZigﬁgsgf ?;(:lsaf;f:nag [;SHCIUdEd fa.the focal et
i) &C;II:I?CIL 12;;1113 Vtaxes like real estate, payroll or other special local taxes
e e 1 TAE or the Spanish IAE (see Part I Chapter 4) generally
g aCﬁViIt)ies : 1111 e. g hus, smultane.ous taxation of real estate, payroll or other \
e o ol taxatioz :-i gfi’] ?g?:ﬁ \lrlalue is exc-luder.:l. According to the territoriality
e o G et these tax objects is clearly at source thus avoidinyg

[E] Transaction and Consumption Taxes

Taxati {
i ;};Itf;‘z; Ziczfss:;giderﬁ:ransac.:noqs in the field of value-added taxation (VAT) is
e f]l; fe dest1pat1on or the origin principle {sea-Part I Chapter 6)
Rt i ri;h actors in the cqnsumer’s place of\wesidence if the importiné
b s exg i t, and on those in the supplier’s place of residence if the right
et ;{1) ing copntry. Therefore, there is no problem of international
2 : h counme?* apply the same set of rules. Within the EU
pro e‘;:n‘st;ho double VAT are avoided by the EU VAT harmonization i
1th r i :
¥ imematioig;irg ot:: ;ll‘:?sactfon Faxes §uch as the real estate transfer tax, the problem
i it ‘::?Ss?ei ..:ga.m.non-c.exi:.stent. Th‘e sale or transfer of domestic
ol iy itoriality principle and is generally taxed only where

[F] Conclusion

Taxation i i
mtemaﬁol[r:a]b(zlth, btlhe couqtry of residence and the country of source, leads to
ouble taxation especially in the fields of personal and,corporate
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inheritance or gift taxes (see Figure 7.1). Since both

ome taxes, property taxes and
ft taxes are of minor importance in an international

following concentrates on personal and corporate income taxes.

Figure 7.1: Querview — Problem of International Double Taxation

Types of taxes

Transaction and consumption

Non-personal taxes
taxes

Personal taxes

« Local profit taxes
« Local non-profit taxes * Value added tax

« Corporate income tax
+ Real estate transfer tax

« Property tax
| «|nheritance/gift tax

Co-existence of residence (worldwide) Source principle Source (RETT) and origin/destination
and source (tériitoriality) principle principle (VAT)

l

-existénce of unlimited and limited
liability to tax

Problem of international double No problem of international double
taxation taxation

The simultaneous application of unlimited and limited liability to tax often

leads to taxation of the same taxable event in two countries at the same time.
Double taxation can also arise in case of co-existence of unlimited or limited tax
liability. The problem of international double taxation does not generally occur
with respect to non-personal taxes such as local profit taxes, non-income taxes
and with respect to transaction and consumption taxes. The source principle -
respectively the origin or destination principle in the case of VAT - leads to a
clear allocation of taxing rights so that double taxation cannot usually arise for

these types of taxes.

AVOIDANCE OF INTERNATIONAL DOUBLE TAXATION ON

§7.02
INCOME: DIFFERENT APPROACHES AND CONSEQUENCES

[A] Problem of International Double Taxation

The avoidance of international double taxation is in the interest of all parties con-
cerned. This includes businesses and countries. International double taxation leads to
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an additional financial burden and a welfare loss for investors,
ers alike. If a taxpayer carries out cross-border investments he
his income. Table 7.1 illustrates the problem of international
case:

Resident taxpayer X earns a worldwide income of 200, 80 of which comes from
abroad. Domestic tax rates are 30% (income up to 200) and 40% (income = 20p
or more), foreign tax rates are A = 25%, B = 40% or C= 50%.

Table 7.1: Calculation Example - No Relief of Double Taxation

Worldwide income 200

Thereof from abroad 80

Domestic tax rate 30% (income < 200)

40% (income = 200)
A B C

Foreign tax rate 25% 40% 50%
Domestic tax (40% of 200) 80 80 80
Foreign tax (income = 80) 20 32 40
Net income 100 88 80
Overall tax burden 100 112 120
Tax surplus (double 20 32 40
taxation)

= foreign tax

If taxpayer X only earns income in his count
abroad, he faces a total domestic tax burden
country, he still has to pay domestic taxes of 8
in his residence country. However, he is additi
foreign income of 80. His total tax burden (do
varies from 100 (scenario A) through 112 (sce
double taxation on a cross-border

ry of residence and does not inyes
of 80. If he now invests in a foreign
0 due to his unlimited liability 19vax
onally subject to foreign taxes.on the
mestic and foreign tax barden) thus
nario B) to 120 (scenA4iog). X faces
investment. The amount of.de:iple taxation is
the tax in the source country on the foreign income, i.e., 20 {scenario A), 32

(scenario B) or 40 (scenario C). In each case, X has to bear a higher tax burden
from investing in a foreign country,

From a business-perspective, net profits are reduced by double taxation.
-border activities are discriminated since a rational investor will not invest in
other countries if purely domestic activities lead to a lower overal tax burden and thus
- under otherwise the same conditions - to a higher net profit. Thus international
investment decisions are distorted by international double taxation (and non-taxation).

Competition and the free movement of capital and labour across borders are also
hindered by double taxation.
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i ic interest of state economies suffers frgm
e 90_1mtrylg:: iﬂiit;;eé;zzigg lfa;ralation, Export-oriented .states includm.g
e i EfflC"ff}CY like Germany and the United States usually like to see thglr
develcpf'?d Cméln'me:stors perform well in foreign markets in the interest.slof secur;nlg
Gompal}les oy arkets and of utilizing domestic production capacmes.' D.ou e
i md' turbs this by distorting the competitiveness of domestic inves-
N l'l_Owe\’eri( tls Non-taxation, on the other hand, leads to lower tax revenue for
| marTfliz.is against the public interest, as taxes then have to be.lnc'reasedd
e gavemmergi mestic government expenditure. Import-oriented economies 1nclg -
R 1 Oin countries are usually interested in a high level of foreLgln
E d'eve Odp ‘?o balance the trade deficit and modernize the ecorlmrny. Double
mves'm:aelitdigsr tlile incentive for non-resident investors to invest in foreign markets or
taxatio
1 pfO;Ld‘;eﬁ 22;23\7(2 influences on businesses and economies show ttllj necaizs:it‘)rri I(l)gf

; ionini i ions. Therefore, the compulsory .

aVOidi_ﬂg d'oul‘al‘e [‘ﬂia\lf{:)tt);1I'}E;;ecr::gt;‘i)t[;iclrrgfﬁﬂateral, including a waiver of one side
Of‘:ﬁgglggjl;;;iensati.on, or bilateral as agreed in (two-sided compulsory) tax
wi

treaties.

=] Mechanisms of Relief

i ign inc ns that either the residence or the
E e doumiltax'?ou?;ai?rfe figeiizi;ZL?;gst.m:c?cording to imernational‘ly ac-cepted
SO}HC'E - d as;m' of source is usually the state which retains its tzflxmg_ right lon
an?l?les, tfilef'cx}eud t J es of income while the country of residence waives its .tafxmg
Spemflcal_ly ; mf nygmss-border investments by granting double ta}%atior% relief.
i ?FI;);H :E:lniptriocin method and the credit method are the nl\lmdbas;m rdifcfhma&;d:;;

i i re other methods, too, s

B f'mm imemju?t?alljsllilsziixi‘tzﬁ;azt;?ihz (;‘emission mechani§m.. -All these
i m_ﬂho lduie double taxation where unlimited and limited liability to ta);
mEth(')dS aVOlg % é:n also be used to relieve simultaneous taxation in the countrg 0
ggs;f;é:czn:rti;y;he country of source (see examples in Part II Chapter 7 section

§7.01[Al).

[1] Basic Methods
[a] Exemption Method

i i i ional double taxation in the residence
P et mecnarilisorrlllirf‘é:;:g an?if ti:aez?:;?[;sethod. The exemption methoq dis
Comllitrg afeﬂizetiieglaie Foreign income is explicitly excluded.from the worldwtl e
'achporie i?l the residence country and, consequ.entl‘y, is only taxe(; in tl';e; 1?\3;55 i;):r; ar:e.
The residence country basically deducts foreign income fr.om rtr1 eet }‘;&; R
leaving only domestic income to be taxed. The exemption
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to calculate the domestic tax burden.
tional (flat) tax rate structures (e.g., fo
exemption method excluding and including pr
The calculation examples in Table 7.2 and Table
exemption method excluding progression and
progression effect (data from Table Z:1),

However,

ogression leads to the same r

Table 7.2: Calculation Example - Exemption Method without Progression

‘__‘—'—-.-
Worldwide income 200

-—
Thereof from abroad 80
Domestic tax rate

30% (income < 200)

40% (income = 200)

A B C
Foreign tax rate 25% 40% 50%
Domestic tax on...
Domestic income (30% of 36 36 36
120)
Foreign income (income = 0 0 0
80)
= Domestic tax due 36 36 36 X
+ Foreign tax (income = 20 32 QN
80)
= Overall tax burden 56 68 ‘T/d

X invests in the foreign
exemption method withoy
either 20 (scenario A), 32 (scenario B)
is exempt from domestic taxation.
account. X pays domestic taxes of 36
(scenario A), 68 (scenario B) or 76 (

country while his country of resides
t progression. Abroad, X is subject. te-the foreign tax of

or 40 (scenario C). At hote, foreign income
Since no progression effect is taken into

leading to an overall tax burden of either 56
scenario C),

icodpplies the

Table 7.3:  Calculation Example - Exemption Method with Progression

Worldwide income

200

Thereof from abroad

80

Domestic tax rate

30% (income < 200)
40% (income > 200)
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I the corporate income tax). For these taxes, the
esul,
7.3 clarify the difference between the
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259 40 /f‘
—F'-’—.—_O['Elgn[x

-:Domestic tax on... _ s :
Domestic income (40% of

120) |

Foreign income (income

“ 48 48
= Domestic tax due 48

I
o
o
o

i 32 40
+ Foreign tax (income = 20

2 80 88
~_ Overall tax burden 68

The country of residence now applies the ex?mption :1_1ethod tl}?ci;.lxczgg I:l;g
i ffect. The only aspect that changes in comparison to the p g
p;ogressmr}‘le t progression is the domestic tax rate applied to the domestic
_melhod \&:: u:?u :31 gess,ion is now taken into account, the tax rate fo.r‘the
:;l;?‘r—r]\:ijeﬁlccorge (gjf-lcluding foreign income) is used to csal{ilclllgte trh1€:7_ g;nll;iztill: gtetu;
™ . .
le % i d 0f 30%). The domestic tax dUE.IS 4 % 0 _
i:r;\;gregjllorjx”b]ztrec;n of 68 (scenario A), 80 (scenario B) or 88 (scenario C).

[b] Tax Credit Method

i i on
In contrast to the tax base as starting point for the exemption meﬂ:ﬁd& ﬂ']r; tar); ;iig:nce
i i i od. The
ide i the starting point for the credit mel
the worldwide income marks ok e gl g
tic tax burden on the worldwide in .
country calculates the domes burd i o
i i i he foreign income. The foreign tax p : itey
including the domestic and t The BN bt
i redi ther limited or unlimited.
i tic tax due, The credit method is ei r
| Ao i from the domestic tax burden. If
imi i dit can be deducted from the S .
unlimited, the total foreign tax cre : tax| -
it is limited, the credit is limited to the domestic tax payable on the foreign incom
relation to worldwide income.
The limited foreign tax credit thus generally amounts to the lower of the

oreign income

» ; ide i me) #* —
foreign tax paid — or — domestic tax (worldwide income) AP IAiE Gitpe

Domestic personal allowances have to be considered when deterfminigg ;he tltrafgc
i ide i i ts to taxable income before deduc
credit. Worldwide income typically amoun e
domestic tax calculated from the wor :
personal allowances. The ) e A
ducing the limited foreign .
reduced by personal allowances thus re : ifle fomitn
i ic lowances of the taxpayer the lower i
The higher the domestic personal al g o
i ithi i 2 iolates the fundamental freedoms
tax credit. Within the EU, this procedure vio :
Treaty on the Functioning of the EU (TFEU). Therefore, in EU Member States, personal
are deducted from worldwide income. —
allowi‘zﬁz ?r4 and Table 7.5 illustrate the difference between the unlimited and
limited credit methods.
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CHAPTER 9
Allocation of Profits

—

Cross-bordérilvestments touch at least two jurisdictions: the residence country of the
investor «nd the source country where the investment is carried out. The taxing right
of e2¢h jurisdiction and the amount of foreign income ranking for relief from double
«ation in the residence country, follow from the allocation of income between the
.0 countries. The following deals with allocation of profits from direct business and
direct investments via a PE or a subsidiary.

§9.01 ALLOCATION OF INCOME AND COSTS FROM DIRECT BUSINESS
ACTIVITIES

The allocation of profits from direct business activities is necessary to determine the
income of the investor subject to limited liability to tax in the source country.
Taxation in the country of residence of the investor (unlimited liability to tax) is
subject to double tax relief in respect of the foreign income:

For countries applying the credit method for the avoidance of double taxation the
determination of the foreign source income is decisive for the determination of the
available tax credits. In the United States, for example, the foreign tax credit is limited
by the US tax liability on the worldwide income multiplied by the fraction of foreign
source income over total worldwide income. US tax law has specific provisions
defining which item of income qualifies as foreign source income or domestic income.
Taxpayers with a higher proportion of foreign source income are entitled to a higher tax
credit. Moreover, the foreign source income has to be determined under US tax
provisions, which requires maintaining a ‘shadow’ US tax return for the foreign
business activities qualifying as transparent under US tax rules.

If countries apply the exemption method, the amount of foreign income reduces
the worldwide income and, thus, the tax liability in the residence country.

Income from direct business is allocated according to the origin of activities
within the scope of the respective type of income as defined under statutory provisions.
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S Elat d to fOrEign Cﬁr i ac i\”[les ][J l[l
: i ect bllSlIlESS iti

tax-e i ; ; . Cos :
Xempt income from direct business are not usually tax deducu’b}gs connected

Profit i i i
allocations take all direct and indirect costs into account. If there 3
: : T
me and costs of direct business activities )

[C

R Htlilst.respefcu\rle domestic or foreign income in view of the
e o I or foreign source on the basis of key variables such
e, ,d alue of assets used or combinations of both. Fix,ed

pendent costs arise from the existence of the business itself and nzl:r O

With outbo i
el mllmd vaes@ents, exchange rate fluctuations can play an important
e thmatmn of income achieved from direct business activity. Inbound
» on the other hand, are generally executed in domedyic currenc.y S0 tlilnat

foreign exchange rates ca i
. n be ignored. The followi il
the allocation of exchange rate profits and lossoev:mg i s e

as com a]]y hOHl W]l[Ch he 18 EllilIIE‘d to
Gellllall Investor X ]]Ulds u/{) S]la[e Ina US i

p
receive d]\-‘!del]( s of USD 200,000. llle eXChal lge rateis 1 USD/EUR at the moment

of the dividend distribution i i ;
dividends are paid (say iy I\;:;?Utmn (say in April) and 0.75 USD/EUR when the

In this case, an exchan
value in EUR at the m

> the fOI Eign pl’Oﬁt am

] j : > : ounts to EUR 200,000 and {he exchar ge rate

0ss 1S set ﬂgalnst domBSI]C DI’OfltS. If thE Cash mEthOd 15 fO“OWed (as fOl[] pl'antE]t
y
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held shares), income is generally recognized upon payment. Foreign income is
thus EUR 150,000. Here, the exchange rate loss is allocated to the foreign income
and not deducted from domestic profits.

with regard to the payment of foreign taxes similar exchange rate fluctuation

,_! acts can occur depending on the moment of income realization at the level of the

domestic taxpayer.

ALLOCATION OF BUSINESS PROFITS TO PERMANENT
ESTABLISHMENTS

[A]  Relevance of Profit Allocation

A permanent establishment (PE) is a legally dependent part of the business.
Therefore, from a legal perspective, only one single profit exists for the whole business.

This includes the foreign PE income. However, a PE is to a certain degree economically

jndeper. deist of other parts of the business. In any case, it is necessary to split the

overall profit between the head office and the PE in order to determine the taxing rights
};: ¢he2 profits between the resident country (head office) and the source country (PE).
\ the case of a domestic PE of a foreign head office (inbound case) business profits
which can be allocated to the PE are generally subject to limited taxation in the hands
of the head office. In case of a foreign PE established by a domestic head office
(outbound case) the profits of the foreign PE are included in the worldwide income and
subject to unlimited taxation in the residence country. As with income from direct
business activities, the determination of foreign PE income is decisive for the impact of
the double taxation relief method in the residence country. If the tax credit method
is applied, the profits of a foreign PE determine the creditable foreign tax, whereas
under the exemption method, foreign PE profits are generally deducted from the
worldwide income in the residence country.

According to the OECD MC, the profit allocation between a PE and its head office
should be based on the direct method following the principle of actual economic
connection (Article 7(2) OECD MC) (see Part II Chapter 8 section §8.03[B] [1]). In this
context, the OECD follows the functionally separate entity approach and thus focuses

on the economic independence of a PE.
Profits attributed to the PE are the profits that the PE would have earned at arm’s

length, in particular in its dealings with other parts of the enterprise, as if it had been
a separate and independent enterprise engaged in the same or similar activities under
the same or similar conditions. Hence, for the allocation of profits between the head
office and the PE, legal independence of a PE is assumed to a considerable degree. This
so-called ‘Authorized OECD Approach’ (AOA) is based on two steps. A functional
and factual analysis identifies the functions performed, assets used, risks assumed
and free capital owned by the PE so that the related income and costs can be allocated
accordingly. This includes the consideration of the (external and internal) dealings
between the enterprise and the PE including the transfer and use of assets and the
provision of services. In a second step, these dealings have to be priced at arm’s length
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using tr. ici i
8 transfer pricing methods applicable to the valuation of transactio

associated enterprises (see Part I Chapter 9 section §9.0 3(B)) ions with collection agencies and authorize customer credits. These functions of

management, which are relevant for the generation of PE income and are
jormed at the location of the PE, can be a basis for assigning the credit risk of the
erprise to the PE. All income, all provisions and also all financial consequences
hich are related to this credit risk should thus be attributed to the PE.
In a third step, the relevant assets have to be allocated to the PE in order to
ermine related income and losses. Here the concept of economic ownership comes
to play. Generally it is necessary to distinguish between moveable tangible assets,
ovable tangible assets (property) and intangible assets. Moveable tangible assets
as machinery, plant and equipment are generally allocated according to their
place of use. This can be the place of production or the place of storage of the products.
'wever, the allocation of those assets to the PE does not mean that all related income
js attributed to the PE. This again depends on people functions which are performed
significant pe g : : by the significant employees of the PE. If tangible assets, bought by and used in the PE,
engterpn'se_ people functions, risks, assets and capital to the PE and the other parts of o él‘iye.aﬂocated to the PE, it does not automatically imply that gains from the sale of these
A fi i AE fooe b2 3 assets are aiso allocated to and taxed at the level of the PE. This depends on the
first step is to determine ‘significant people functions’ performed by the _;:ctim that is carried out by the PE in the enterprise. Apart from the recommendation
of the place of use as an indicator for the economic ownership, the place of perfor-
ec i . . m.wce of “significant people functions’ is decisive for tangible assets used or produced
onomic ownership of assets required to perform the activities carried oyt by the PR, ;:;?Jﬁff:erent lications Emt?m the enterprise. i i
! An exception to the economic ownership approach applies for immovable
tangible assets, such as land or buildings. These assets usually follow the situs-of-
property principle and are allocated according to the place of location where they lie.
Real estate in a third country cannot be attributed to the PE (Article 21(2) OECD MC).
The allocation of intangible assets such as goodwill, patents, or brands is usually
related to the place of the ‘significant people functions’. Of particular importance is the
question of who is responsible for taking business decisions and who bears the risk
related to the intangible assets. If the intangible assets were developed by the

n§ b Wep
[B] Allocation of Functions, Risks, Assets and Capital

law (e.g., in German i |
3 ¥). The followmg therefore, conc
> p entrat :
comm;;lts 0n national provisiong where necessary. T e :
sepamt:;?;\i asproa;h of the OECD demands that the head offjce and p
Ndependent enterprises with d
Proerd - o regard to the treatment of inte
. , a legal perspective due to the Ia 2
8. . . ) ck of contr,
rrg:lx;lttsi, it is hard IQ tell which entity owns the assets, which bears the n':ff tua(jj o
emity,nag taxabl: Income should be allocated. Therefore, the 'functiunaﬁn “ .
Pproach is necessary. This approach is based on four steps: The al?oz:f;:m
: o

E act :':__.

all PE profits and losses ;
, thereh i ML Sl i
to associated enterprises and toyo;iklng Into account activities related {0 third parties, enterprise, decisive features can be the determination of the development process, the
The second step is to allo etr p fhrts O_f the enterprise examination and evaluation of test results or the formulation of goals. If the intangible
Cate the risk between the ditferent parts of the assets were purchased, it is decisive which part of the enterprise (head office or PE)

took the decision to buy, assessed any supplementary related development require-
ments and evaluated the business risks of the acquisition.

The fourth step is to allocate capital to the different parts of the enterprise. The
hypothetical assumption of a separate legal entity requires the classification of the
funds of the PE into components of debt and equity. Since contractual arrangements
between head office and PE, legally there can be no separate funding of the PE. Rather
the capital belongs to the whole enterprise. On the other hand, allocating equity capital
t0 the PE is necessary in order to estimate its debt and thus its share of deductible
interest expenses. From the perspective of the head office, an increasing debt
attributed to the PE generally leads to an increase in its interest cost and thus to a
Teduction of PE profits in the country of source. At the same time, worldwide income
subject to unlimited taxation in the residence country of the head office increases.
Deductible interest expenses at PE level also have an influence on the double taxation
relief in the residence country. Tax-exempt foreign income decreases (exemption
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method) or the foreign tax credit is reduced (tax credit method) due to lower for,
income. In addition, tax planning issues can arise with regard to the alloca
functions and risks and with regard to the attribution and valuation of PE asse

Figure 9.1: Allocation of Capital to a PE

Balance sheet of a PE

Assets of the PE Capital of the PE

= =

Capital demand that has to be
provided through external and
internal funding

External funding:

- Directly acquired debt capital
- Passed thraugh debt capital
Internal funding:

- Donation/free capital

- Forwarded debt capital

In most cases, the allocation of external funding is self-evident. It consists
debt capital directly acquired by the PE and debt capital acquired by the enterprise
burposes concerning the PE and passed through to the PE. The external debt capita]
allocated as a liability to the PE. Interest Payable to external capital providers typica/ty,
reduce the profits of the PE, )

The remaining capital need not covered by external sources is met from internal
funding. This consists of forwarded debt capital and the donation or fres capi
Forwarded debt capital is defined as the part of debt capital which is acguired by the
whole enterprise for the purpose of generally financing the whole 2nterprise, A
proportion can then be deemed as forwarded to the PE. As the deduiction g
» the interest payable by she enterprise can be
allocated in proportion to the PE. The forwarded debt Cavital is calculated by
subtracting the pre-determined donation capital from the total amount of internal
funds.

The donation or free capital of the PE is the proportional equity capital of the
whole enterprise which is attributed to the PE. As a component of equity capital, it
cannot lead to a deduction for deemed interest. In general

in a two-step process, Firstly,

the PE risks derived from the functions carried on by the
PE are identified, quantified

and economically owned assets are evaluated, In a next
step, the donation capital is allocated to the PE in accordance with various authorized
methods. For example, equity capital can be allocated in accordance with the propor-
tion of the assets and risks attributed to the PE as determined by the functional and
factual analysis (capital allocation method). Alternatively, the PE is required to have
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mount of capital as an independent enterprise in Eh'e PE stafe perf(_)rm_mg ‘the

. ilar activities under the same or similar conditions (thin capitalization
A sm]A Etllrn'rcl way for financial institutions is to allocate the same amount of free
g ired as an independent banking institution in the PE state -wo.uld_be
i dr etglglhow under bank regulations (safe-harbour or ‘quasi-thin-capitalization
e
g these methods have their weaknesses. Variations in market cond.luons

HoWEVET,th do not lead to arm’s length results. Use of different methods in the
- tha[d tl?é residence country of the head office may lead to differences in the
cou‘ntl'y ?ﬂ rofits, as the amount of donation or free capital affects the amount of
E pses de;:luctible from the profits of the PE. Article 7(3) of the Current‘OECD
- experihis roblem, as the provision requires an adjustment in the residence
1'850.1;’ fls;e aﬂrﬁ:uted Pii profits have already been taxed in the source country.
trDyiflferences between the financing of a foreign subsidiary artld ftttxs f1nat1:r:glrigssf ie:
forei i ist i ice. Since a PE remains legally a part of the en ,
7 81%1: ftf“rifﬂld?:sltt):;irgﬁzfnent in contrast to a foreign subsidiary. Debt and equity

apital ¢an unly be allocated to the PE. Consequently, the tOt:’:ll debt.or equltly cailtz;\;
f;pl aied to all PE’s can never exceed the total debt or equity capne;l ol t el wf tohe
. ' j i i t the level o
- i bject to withholding taxes a
. ~orprise. Interest allocated is not su hhol : . di
fp n:c,t receiving head office. Therefore, tax planning issues can arise wllth 1.*egarf 2
: ;z;;fallocation of functions and risks and with regard to attribution and valuation o

assets.

[C] Allocation of Income and Costs

After the allocation of functions, risks, assets and capital between thetPtE,anc; rc;t:;
; i ate entity’ ap
ise, the next step under the ‘functionally separ !
B head office and the PE. In accordance with
identify the dealings between the head o (

'j:r:fclle ?(Z}Yc)f the OECD MC, internal relations between the hypotheﬂca]ly separe‘ne
lllegal PE and the head office should be treated similarly to transactions of the enterprise
i ird parties. 3
k- [E}l(rtefnal transactions with third parties occur between at least t\'@ legal entl‘nes
under a contractual arrangement. Income and costs (e.g., for the p;‘;)VIS.lOI; ;Ii, szgvtl;:l:

i ted for on the accrual princ
or the delivery of goods) are usually accoun it
i i lization at the level of the enterprise. gener
profits are recognized on rea : ! ; o, i
i i ties are priced at externa
assumed that transactions with third par g
i ffice or between the PE and an external party
Dealings between the PE and the head o betw : e
i ifi ic significance equivalent fo tra
are real and identifiable events of economic s ‘ : o
ithi ities. Typical internal transactions are
within a group of separate legal enti . o
i i ixed assets from the head office to
services and physical transfers of used fixe ;
necessary forp it}; tasks. Other internal transactions are current assets and current
i i tions.
liabilities assumed in the course of business opera ] . _
The critical factor for the evaluation of internal defillngs is Fhe Iacl-< of c;mtrta}:e
tual arrangements between the PE and the head office. Starting points for
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eve'lluatlon of an internal dealing are the accounting records and internal doeyme [ fer of
tation O.f the PE, as well as publicly available external documentation g K b -
transactions between third parties. The accounting records usually reflect th‘:l ds
‘con.tractual arrangements’ between the PE and other parts of the enterprise ;
the internal relations are based. From an outbound perspective, the headmc;lw

ts are transferred between the PE and other parts of the enterprise, the OECD’s
ctionally separate entity’ approach demands that the transferred assets should be
obliged to determi . o A sed at market prices according to the arm’s length principle. In fact, especially for
Worlgdwide setn(ﬂmﬁiﬁec;:; asltgtr;)rf;t;n(zi t:;?;;gn:: ltl;lfelus(tmtlstthe fOIEig_n_PE und U:;,dumry where assets were located priqr to the Uansfgr, a valuation at tax book
residence country. Profits of a foreign PE are usually Com;utggy ﬁiﬁVISlgns 9 o othferwise .result s nqn-conmde_ration L prlofilts Irrespecfdve e
accounts. From the viewpoint of an inbound PE, the foreign head office :qlil agj;up ‘ dquble taxation relief method in the residence country. This is shown in the
to determine the PE profits achieved in the source country from separate a 0 Navg following example.
drawn u'p according to the local statutory provisions. The recognition of dealin CSCF) i
accounting records requires that the internal relations between the PE and t}gl .
parts of the enterprise are determinable and that they are actually provided b ol
the related parties with respect to the arm'’s length principle. The QECD ay G
demands that the documented evidence of a dealing has to be based on a fml:fé
and fa-ctual analysis validating the dealing for the purpose of the income and
ﬂﬂocaltfmn EEE‘A"@EII the PE and the other parts of the enterprise. ces Hevever, if the exgmption method igfapp.]ied, the foreign Plli profit Qf 20 remaiqs
a dealing between the PE and another part of the enterprise is ident | e et e e pte i b o
; . ; : credited against the domestic tax on the worldwide income of the head office (6).
itll'l]i ul:- i}’lzgldssciiailzi tllr:;l;tl il:e rise to a notional.arm’s length remuneration. w ’Q: Thus, thegre:sidence country of the head office effectively would lose the taxing
s : o pense from the profits allocated to that PE. By contrast. \b right on business profits earned through the PE asset if the transfer of assets to the
there are no identifiable dealings between the PE. and the other parts of the ente 0 R Do v THets, D Bemaen dnects miotic e
no costs can be allocated to the PE. However, the AOA has no influence on theg y( O R 7 atkerprices 1 Gror (0 Tieet tig SIUE LR pRuTe.
the PE. country and the decision on whether an expense should be considere-‘: >
deductible for tax purposes, remains a matter for domestic law. In practice 'hqb 3
deduc.tible notional expenses affect the amount of taxable income in the PE C\:l;iltl'y
reducing the ceiling imposed by the AQA. Typical deductible expenses_atihe levei
the PE following the arm’s length principle are arm’s length rental m‘y:\‘ént‘s (for
temporary 'hl're of assets), costs including a mark-up (for the traﬁsfer“of assets
resale, services or in case of forwarding of internal goods), deduetinle interest costs
royalty payments under the condition that sufficient free capitains allocated to the.
As a second step of the functionally separate entity appioach, once the intern

The head office of the enterprise transfers shares to a foreign PE at the tax book
value of 100; the market price is 120. The PE then sells the shares for 120. Profits

are taxed at rates of 30% in both countries.
In the example, the source country is entitled to tax the business profits earned by

the PE (Article 7(1) OECD MC). The taxable profit is 20 resulting in a tax burden
of 6 in the source country (30% of 20). The head office is generally subject to
unlimited taxation in the residence country under the worldwide income principle.

However, the valuation at market prices would result in an immediate taxation of
the profits on the date of transfer for every transfer conducted between the legally
dependent PE and other parts of the enterprise. In principle, an internal transfer taking
place inside one separate legal entity should not be taxed until the profits are realized
on sale to independent third parties. This timing conflict can be resolved with the
balancing accounting method.

The balancing accounting method is a special accounting technique which
neutralizes immediate profit recognition by setting up a balancing item in the accounts
at the date of the asset transfer. In subsequent periods, the deferred item is released

giali:gsgssbszulrj; ?ztp::r l;11(5:] Izs etitelrfr;iz ha:re geen idlex?tified, they should for tre : back to income in accordance with the realization of profits at the level of the buyer,
Pty Ougler, n O?;hg 0 50, it is necessary m. compare ‘;gnher over the depreciation period of the asset or in full, if the asset is sold to a third
Moot L L arm,spI i e enterp-nse with transactions betw party. The following example illustrates the balancing accounting method by consid-
PRI Yo .the iy 8 remunera-non of dealm.gs: should then be ering the transfer of machines from the domestic head office to a foreign PE.

pricing methods including traditional transaction
methods such as the comparable uncontrolled price, the resale price and the cost plus
me_thod or profit based methods such as comparable profits/net margin and the profit
split method (see Part II Chapter 9 section §9.03[B]). |

A machine is booked as an asset with the tax book value of 100 in the accounts of
domestic head office. It will be depreciated straight-line and the remaining useful
life is two years. At the time of the transfer to the foreign PE, the market price was
120. At the level of the head office, the transaction profit will be neutralized with
a passive balancing item of 20 (deferred income), which will be released back to
profit over the next two years. This compensates the higher depreciation rate at PE

level.

(1) Before transfer, the head office capitalizes the machine at a tax book value of
100. The annual depreciation is 50. Nothing is transferred to the PE. Total

annual costs are 50.
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(1) Head office PE
Debit Machine Credit
I 100
(Tax book value)
Debit Depreciation Credit
50

(2) On the date of transfer, the machine is transferr
of 120. The PE capitalizes the machine at the
recognizes a liability to the head office in the
recognizes a receivable from the PE of 120. T
tax book value of 100 so that a profit of 20
office. This profit is immediately neutralized
item of 20 which is set off-balance so that it
statement. Thus, the transfer remains tax-fre
although the transferred assets are valued at

ed to the PE at its market price
market price ‘paid” of 120 and
same amount. The head office
he machine is closed out at the
accrues at the level of the heaq
by a deferred income balanc;
does not appear in the income
e and has no impact on profits
market prices.

(2) Head office PE

Debit Receivable | Credit Debit Machine | Credit
120 120

Debit Machine Credit Debit Liabilities | Credit
100 100

Debit Deferred Credit
Income
20

the asset is depreciated straight-line over two years. The
annual depreciation deducted from the PE profits is 60, Following the Gepre-
ciation of the asset, the deferred profit item at the level of the H=sa office is
released in proportion to the depreciation rate (here 50%). Thus, the head
office recognizes a profit of 10 (50% of the initial profit of 20)which effectively
leads to a deferred taxation of the internal machine transfer depending on the
depreciation rate. The total Costs again amount to 50 (G¢nietiation costs of 60
minus income of 10) which are similar to the transfer of the asset at the tax

(3) After the transfer,

book value.
(3) Head office PE
Debit | Deferred | Credit Debit | Machine Credit
income
10 20 120 60
(Opening (Opening
balance) balance)
Debit | Other Credit Debit | Depreciation Credit
income
10 60
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palancing accounting method can be ap]:!lied to all flssefs transferr;ed
oy different parts of the enterprise irrespective of the dlrectlon- of transfer
: . ﬂ:z head office and vice versa), the location of the head ofﬁc.e eu_ld PE
g 1 treaty country), and the method of avoiding double taxation in .Lhe
. try of the head office (exemption or tax credit method). In practlf:e,
. cﬂu?crguntries do not allow comprehensive use of the balancing accounting
- e of their complexity if used on a wide scale. Current assets are usually
a becautile assumption that third party profit realization is reasonably assured
. d[ehde 2§ort-term period for such highly circulating assets. The @ecﬁon of transf;r
thm ally limited to transfers from the head office to the PE as being the more usual.
ol is that, in practice, bookkeeping requirements at the level of the PE in case
B to Lhe’head office or to another PE belonging to the same enterprise can be
aranSfETF;he head office or can even be non-existent. In addition, the scope of Fhe
ted_ E counting method is usually limited to transfers within tax trefﬂy countnets
Cl:;i 2‘;10 zation of taxing rights and the use of the double taxation relief method is
ere <
1 &l
emlj’lrlll;; EU law, the freedom of establishment (Arti-cles 49-55 TFEU) d.en::arrli
noz-aiscrimination of EU-wide cross-border transfers against tax-free domestic
;m *CL:: de Lasteyrie du Saillant, Part I Chapter 7 section §7.06[D][2]). A tax-free asset
1 ;:;;;ér at book values between the head office and a PE in the same country doeiiggt
]imn the taxing right of the head office as the I;)lr(:fﬁls ca@ot escape from ;::;)z:) rde;
?;a'ther, the profits are taxed on realizati(!))?. Deﬁn;ngdtl':]e 1;11222?0?: ihzrobalaﬂcmg
esults in a comparable tax burden. . ‘
:i:t::sti:;n;)gf rils:glt;dris consistent with the EU prth'bition on immediate taxation of
;liidden reserves on cross-border asset transfers wrthm' the EU. T P
 The German balancing accounting method is an exam]?le 0 e
taxation of cross-border asset transfers Erm.n abczrl?ap getﬁggc;fif;cgnt?mamg:;gf ﬁxeci
Germany grants the option of deferring taxatl_on y definin S
assets from Germany to a foreign PE located in an EU Member State. Fo e
a ssets transferred to a PE situated in a third country, the deferral is
::ra?}:gl:.sli these cases, the difference between Fhe market value arfld tl}f ta:; ‘taJ::elt
value of the asset is realized and taxed inunechate%y on the tran.s er.f ixe s+
transfers within the EU are recognized at market prices; the ta'xemonf fh u;lili g
profits is avoided by a deferred income item following the techmque of the -8ht_1'1n§
accounting method. This deferred income itgm is released back to income sttrjzln e
in the year of the transfer and in the following four 'yeafs, S0 thatfthe t;xaf e
profit is effectively spread over five years. If the asset is withdrawn from t' efo d;gferred,
transferred to another non-EU country or sold to a third plarty, the r-en‘lammi s
income item is immediately released to income. The resu:.lulal profit is taxaf :1 aPE
level of the head office as soon as the asset ‘leaves’ the privileged sphere of the PE.
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§9.03 SUBSIDIARY 3
[A] Relevance and Fundamental Approach

In .a' multinational corporate group consisting of a parent company and
a.fflhated domestic and foreign subsidiaries the attribution of company profi o
tionally follows the direct method. According to the separate legal entity a o
each company, being a separate legally independent body, determines its profli]tl:' .
the s‘;tat.utory provisions of its residence country. In general, there is no applic:tj i
the gdlrect method for the attribution of profits. However, the indirect metho
applying a profit apportionment on a formula exists as a proposal for the EUm'l
harmonization of corporate taxation (CCCTB, see Part II Chapter 10). -
Urfder contractual arrangements between the members of an affiliated grou I
compa.mes for services, delivery of goods and products, transfer of assets or interc-p\
pany financing, the transfer prices can increase or reduce the profits of the gy
members concerned as long as the contractual relations are accepted by civil laxilr ar
tax law. It is obvious that transfer prices have an immediate impact on the t bi
profits in the given jurisdiction. After all, the affiliated group is a body of ecnnoi :
rella‘teq -members with the overall goal of maximizing net group profits incl
mlm.mlzmg the tax burden. The group tax position can be optimized by loca; l
services and functions in favourable tax jurisdictions, so that transfer prices can hel '
shift profits to low-taxed entities (e.g., by extraordinary high transfer prices char edpf ‘i
services provided in high-taxed jurisdictions). =9 OO
. The arm’s length principle is the internationally accepted standard to preve, )
arbitrary profit shifting between members of an affiliated group of companies
arm’s length principle requires that the pricing between related companies bas ‘to : 3
cm‘nparable to the pricing between unrelated companies conducting sir\:ilan"tr ¥
actions. The arm’s length price should be the fair market value of a tran«cuﬁon which
a pr.udent and conscientious business manager would charge for & \ransaction
service provided to an unrelated third party.
. The verification of arm’s length prices can be based on 2% sxiernal comparisow‘i
)mth transfer prices charged by independent parties for similar supplies or on &nts;
internal comparison with transfer prices charged to outside third parties. In some
cases, t.he firm‘s length price can be completely hypothetical such as when théa procluc’:’t.fE
or service is not available in a similar form on the open market. If the price charged wa‘sf
not at arm’s length, the taxable income will be adjusted accordingly, be it undef—’»’
domestic law, be it under the tax treaty (Article 9 OECD MC). : -
In some countries, domestic law treats under or overstatements of income from
gon-arm’s length pricing as hidden profit distributions and hidden capital contribu-
t}m}s {.see Part I Chapter 9 section §9.03[C]). This can also apply to breaches of
hnm.atmn to intercompany financing (see Part II Chapter 9 section §9.03[D]). The rules
on hidden profit distributions and hidden capital contributions basically apply to the
ad]ugnlnent of inacceptable profit allocations between a controlling entity and its
s-ubmdlaries irrespective of the dividend distribution policy. A hidden profit distribu-
tion of the foreign subsidiary to its shareholder (parent company) occurs, for instance,
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were the price for the purchase of assets or services by the foreign subsidiary from the
mestic parent is inappropriately high. A hidden capital contribution of a parent
mpany 10 its subsidiaries is the reverse case and occurs, for example, if the price
~reed for the delivery of assets to the foreign subsidiary is below the market price.

Tax treaties, too, call for the arm’s length standard (Article 9 of the OECD MC).
filiated companies must establish whether ‘conditions are made or imposed between
» two enterprises in their commercial or financial relations which differ from those
wich would be made between independent enterprises’ (Article 9(1) OECD MC).
e 9(2) of the OECD MC additionally determines the corresponding profit adjust-

4 t in the other state based on the arm’s length price in case the transfer price has to
%__modified. This reduces the risk of double taxation from unilateral pricing adjust-
"ments which can occur if the market prices are not adjusted correspondingly in the
ﬁsidence and in the source country (However, the treaties do not refer to the concepts
@ hidden profit distribution or hidden capital contribution). The following example
{llustrates the risk of double taxation from varying profit adjustments in the two states.

A mactine is carried at the tax book value of 100 in the accounts of the parent
cempany in country A. At the time of the transfer of the machine to the subsidiary
in country B, the market price is 120 (transaction 1). Later, the machine is sold to
5 third party in country B (transaction 2). Under national law, country A follows
the arm’s length principle, country B does not.
If there is no valid tax treaty between the two countries, country A realizes a
taxable profit of 20 on the transfer to the subsidiary as the difference between the
tax book value of 100 and the fair market value of 120 (transaction 1). However,
country B does not follow the arm'’s length standard and thus considers the tax
book value of 100 to be the purchase price. There is corresponding adjustment to
the market price. The subsequent sale to a third party (transaction 2) leads to a
profit of 20 being taxable in country B (sales price of 120 less adjusted purchase
price of 100). Double taxation occurs for the affiliated company group as the
transferred asset has to be taxed twice before leaving the group.
A tax treaty between country A and B solves this problem, in principle, as both
countries now follow the arm’s length principle. According to Article 9(2) OECD
MC, country B correspondingly follows the arm’s length principle and recognizes
a purchase price of 120, Thus, no profitis realized in country B from the third-party
sale (sales price of 120 less purchase price of 120). In this case, the tax treaty
avoids double taxation of the transferred asset inside the group. The overall profit
is taxed only once - in this case in country A (transaction 1),

As tax treaty provisions only limit, but cannot create, taxing rights of the
considered countries, Article 9 of the OECD MC is not a legal basis on its own. In
principle, the adjustment of profits is only possible if it falls within the scope of a
statutory adjustment provision of domestic law. However, the arm’s length standard as
determined in the tax treaty typically works as legal framework for the adjustment of
transfer prices under domestic law, for example, in Germany in the Foreign Relations

Tax Act.
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