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  CHAPTER 1


  Introduction


  

    

      	

        1 Taxes in a World of Sovereign States


      


      	

        2 The Method of International Taxation


      


      	

        3 Basic Concepts


      


    


     


    1. Purpose. The purpose of this small book is to provide practitioners students and policy makers with a systematic and comprehensive overview of the problem and solutions of tax levies on income in an international setting. Since tax revenue is the fuel of state policy, we will sometimes try and stop by to think about the political implications of certain solutions.


    We shall realize that international taxation is the coexistence of taxes in a world of sovereign states (Section 1) so that a quest for appropriate results requires a specific method (Section 2); before entering the subject we shall define some basic concepts (Section 3).


    

      Section 1


      Taxes in a World of Sovereign States


      2. International Taxation. Taxation is not international,1 but taxable events and situations are: one lives in one country and works or does business in another; one manufactures domestically and sells abroad; one invests in foreign assets or securities; etc.


      Depending on the point of view, those transactions can be characterized as outward or inward bound.


      3. Taxation. Taxes may be defined as levies imposed by the public authority without specific corresponding consideration in order to fund its general budget. That definition leaves room for discussion, since ways to fund public needs are manifold and gaps in specific budgets may be bridged by the general budget. Social security contributions may not be counted as tax revenue, whilst they often are an example of taxes in disguise.2 Absence of corporate income tax may be a mere appearance in countries where public needs are funded privately and where corporations held by foreign investors must include a domestic partner who is expected to lavishly donate to schools or hospitals: is that imposed partnership, is that imposed profit split not tantamount to a tax? Statistics should be read with that caveat in mind, but show vast differences in global levels of taxation, even within the OECD.


      

        

          Table 1: Total Tax Revenue as Percentage of GDP, 20103


        


        

          Notes : Countries have been ranked by their total tax revenue to GDP ratios.
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      It appears that certain bona fide jurisdictions raise taxes that are a mere half of the ones of other equally bona fide countries. That finding may raise questions as to what is a too low level of taxation in a foreign jurisdiction suspect of being a tax haven.


      4. International. Taxes are imposed by or under the authority of the State, which is currently the sole ‘sovereign’.4 The State has ‘absolute’ authority until its border and ‘absolute’ lack of authority beyond its border. Those statements overreach: within its borders, the state’s authority is limited by national and international instruments, like the local Constitution and applicable Conventions on Human Rights; without its borders, the state’s authority is sometimes exercised by imposition on domestic agents of obligations to be performed abroad, or, more questionably by imposition on foreign agents of certain obligations under certain penalties.


      No taxation without representation does not apply in the international setting. States or local authorities joyfully behave like your typical autocrat and shamelessly assess taxes on foreigners and strangers who do not have the slightest say or vote about the matter. Tradition has a nice example: when a passing stranger died, the local prince would claim the inheritance (droit d’aubaine). If not every state has a taxpayer’s bill of rights, even fewer states grant the benefit of those rights to strangers or foreigners.


      And since international tax policy is mainly shaped by governments and civil servants, human rights or taxpayer rights which subject the administration to judicial control may not always be a priority.


      5. No International Tax Policy. Since taxation remains national, the proper taxation system for the global village cannot be defined by any authority. Each state designs and defines its taxes, without regard for what generates good or bad externalities for its neighbor, and even less for what is good or bad for the planet or its inhabitants.


      So far, the only world tax policy worth mentioning concerns customs duties and tax export subsidies, to be abolished in the name of free trade under the economic theory of comparative advantages5 and through the World Trade Organization. Few scientific theories, even advocated by current-day Nobel prizes, fuel comparable policy efforts. A few regional attempts at tax-design policies exist, and ideas circulate, e.g. for taxing financial transactions or CO2 emissions. The G20, the self-proclaimed world economic government, sometimes addresses tax subjects, but mostly in terms of fighting tax evasion.


      6. Income Taxes. We shall focus on income taxes, which in some systems are classified as direct taxes. That limitation does not imply that social security ‘taxes’, value added, estate, gift and wealth or other taxes would create fewer problems when a border is involved. Income tax is now so widespread that one tends to forget that it was unknown until the late 19th century and may not be the most appropriate tax in every state.


      Thinking a today world tax system in terms of income tax is of course nearly a non-starter when one considers the average income in many countries: the income tax issue can be rephrased in terms of how much money the multinational enterprises will relinquish, under whatever qualification, to fund the budget of those countries. The scope of the present study thus remains humbly limited, as shows the following chart of the tax mix in the OECD countries, not to mention non-OECD countries. [See table on next page].


      We see that the tax mix varies spectacularly from one country to the other, so that mere prevention of double income taxation, narrowly defined, may leave room to considerable other double taxation.


      7. Nexus. Imposition of a tax requires the definition of the taxable event, which will include the definition of the nexus,6 the required connection between the taxing authority and the taxable event. That connection may adopt the angle of the origin or of the destination: where is the asset situated or the activity operated that generates the income? Where is the person located that enjoys the income? When the focus is on the asset, the thing (in Latin, res), one can speak of real jurisdiction; when it targets the beneficiary, the person, one can speak of personal jurisdiction.


      The former approach may be viewed as source-based, and is supposed to achieve capital import neutrality: since all items of income realized in the jurisdiction are taxed equally, irrespective the residence of the beneficiary, imported capital is put on the same footing as domestic one.


      The latter approach, as residence-based should realize capital export neutrality: since all residents are taxed equally, irrespective the source of their income, they have no incentive to invest abroad rather than at home, and conversely, at least provided the residence state neutralizes the impact of possible source state taxes.


      Rational logic would command that one state would choose for one and only one angle. Political logic may command to as far as possible tax non-voters.7 Revenue logic commands to adopt as many angles as practicable.


      

        

          Table 2: Tax Revenue of Main Headings as Percentage of Total Tax Revenue, 20108
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      8. International Double Taxation. If each state sovereignly defines the nexus, taxable events straddling a border will almost unavoidably be caught in two or more taxing nets.


      Irrespective of the merits of each state’s claim to nexus, that result may be viewed as undesirable, by both the taxpayers and the states − which eventually are one and the same −, since it is both unjust and inefficient. Unjust, because taxes should be levied ‘equally’ and probably geared toward the contributory capacity;9 that capacity may remain to be defined, but does not increase because a border is straddled. Inefficient, because taxation should be levied so as not to inadvertently or purposelessly disturb the economy, whilst increased taxation of cross-border activity will discourage the same and thus distort optimal allocation of resources, as taught notably by the theory of comparative advantages.


      An obvious example is the situation of the worker temporarily detached abroad, who would be liable to taxes both where he works and where he usually lives.


      International double taxation is traditionally defined as the fact that the same taxpayer is subject for a same taxable event to a similar tax in two different states for the same tax year.10 That definition is not quite satisfactory, since on the one hand, liability to two similar but limited taxes may end up in a combined tax level commensurate with normal single taxation, on the other hand, liability to two dissimilar taxes may be excessively burdensome. The precision that it should concern the same tax year, although found in the standard definition, may appear irrelevant: if one state taxes an income for a given tax year, and another state taxes the same income, but for another tax year, why would there be no double taxation? Let us thus keep as definition the fact that the same taxpayer is subject for a same taxable event to a similar tax in two different states, while adding: without proper regard for the other tax.


      9. Economic Double Taxation. International double taxation is a juridical double taxation, in the sense that the same taxpayer is taxed twice on the same income; it interacts with economic double taxation, traditionally defined as the taxation of two different taxpayers on a single income, like the traditional example of taxation of the corporation on its income and the shareholder on the distribution of that income.


      Methods for and motivation in reducing economic double taxation may be hard tried when the corporation and the shareholder are located in different jurisdictions, whilst one can identify a theoretical and often actual risk of five-fold taxation, in a combination of international and economic double taxation:


      

        	

          i)Corporate taxation of the subsidiary on its profits;


        


        	

          ii)Source taxation of the subsidiary’s dividend;


        


        	

          iii)Corporate taxation of the parent on the dividend received;


        


        	

          iv)Source taxation of the parent’s redistributed dividend;


        


        	

          v)Personal taxation of the shareholder on the dividend.


        


      


      Three states may be involved if the subsidiary, the parent and the shareholder are established in as many countries.


      

        

          Figure 3: Five-fold Taxation
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      Economic double taxation may also be present in case of taxation on the same income of both the partnership and the partners or of both the trust and the beneficiaries thereof. Those instances often concern the issue of attribution of income to a taxpayer: whose income is it? The partnership’s or the partner’s? The trustee’s or the beneficiary’s? Two different states may adopt two different and conflicting views.


      A third form of economic double taxation may arise when the calculation of the income is such that the same amount is included in the tax base of two taxpayers; that will notably be the case when transfer prices within a multinational group are adjusted upwards by one state without being adjusted downward in the other state.


      Say that company S in State A sells goods to company P in State B at a price of 1,000, and that State B determines that the correct transfer price should have been 800: S’s taxable profit is determined on the basis of a gross income of 1,000, whilst P’s taxable profit is determined on the basis of a cost of 800, and will include the disallowed 200 which are also taxed to S.


      10. Tax Evasion, Tax Avoidance, Tax Planning. Since the sovereignty of a state ends at its borders, the taxpayer may try and take advantage of the border to hide taxable items. Kings tended to find rather pleasant that a taxpayer would evade the taxes of their royal Cousins, but no longer so: states have understood that reciprocity and cooperation could boost their own tax revenues, whilst furthering a sense of fairness among their taxpayers.


      Fine lines may have to be drawn between tax evasion, tax avoidance and tax planning, all the more that tax evasion − the crime of tax fraud − and évasion fiscale − literally the fact of localizing the taxable event out of the border − are linguistic faux amis; those notions evolve, as does the attitude toward international tax planning, the method for minimizing the global tax burden of a multinational enterprise.


      In most states, a principle is that taxes can only be imposed by law, so that no tax arises if but a single element of the legal definition is missing, it implies that tax planning and even tax avoidance are prima facie lawful. But secunda facie, the law may cast its net on income derived from transactions artificially structured so as to seemingly slip through the mesh openings.


      11. International Tax Planning. Cross-border transactions may be subjected to multiple taxation. Depending on how they are structured, that problem may be reduced or eliminated. Initially, tax planning is a legitimate response to the lack of harmonization and coordination of national laws, which allow unintended and illegitimate international double taxation. Sometimes, however, astute planning and structuring may reduce taxation to nil or quasi nil. That elicits the question as to what degree of planning and structuring is acceptable.


      12. Instruments. Statutory instruments include domestic provisions and international conventions.


      International tax issues may be addressed unilaterally, by provisions of domestic law: foreign income may be exempt, foreign taxes may be deducted etc. The benefit of those provisions may be made conditional upon a reciprocal treatment being granted by the other state, which may create documentation or evidence problems.


      International tax issues can also, and probably better, be addressed bilaterally, by international conventions which may address the specificities of the interaction of the two concerned tax systems.11 That view is however unfortunately broadly theoretical, since tax systems evolve yearly, whilst conventions are renegotiated and ratified at a much slower pace, so that domestic changes may dramatically alter the negotiated conventional balance.12


    


    

    

      Section 2


      The Method of International Taxation


      13. International Tax Law. International tax law is an ambiguous or ambivalent concept. As the international law of taxation, it would be a part of international law where the actors are the tax administrations on behalf of their respective states and where the taxpayers have no standing. As the law of taxation of international situations, it would be a corpus of law where the actors are the taxpayers confronted with often two tax administrations; it would be the law defining the rights of the taxpayers vis-à-vis those administrations.


      We will see that public international law imposes certain limits on national taxing sovereignty. We will then see the principles on which current practice allocates taxing power.


      

        § 1. INTERNATIONAL LAW CONSTRAINTS



        14. International Principles of Taxation. International public law does not impose recognized limits on jurisdiction to tax,13 as opposed to even the law of war, which has outlawed war of aggression. Here more than elsewhere, the law remains the language of power.14 Many scholars’ analyses indeed conclude that the current international tax practice tends to or aims at favoring wealthy countries or even a few of them to the detriment of others.


        The Multilateral Convention on Mutual Administrative Assistance in Tax Matters15 entitles states to refuse “to provide administrative assistance if and insofar as it considers the taxation in the applicant State to be contrary to generally accepted taxation principles”, which may be a hint that those principles exist after all. They are certainly yet to be defined.


        From a theoretical point of view, one could try and transpose the categorical imperative16 with its principles of universality and reciprocity. That could entail that a state should only levy tax at source when it alleviates international double taxation for comparable foreign source taxes, but also that, when taxing residents, a state should alleviate international double taxation for foreign taxes levied at source to the extent it levies source taxes in comparable circumstances. That could be viewed as a step in the right direction, but, lacking harmonization, would not solve the problem.


        From a practical and political point of view, one should reconsider whether the current system can be accommodated to fairly apportion potential tax revenue between Nations whilst reducing both loopholes and compliance costs for taxpayers. When one looks at taxes as a compensation for the services provided by the state − not the sole, but certainly a relevant angle −, one should come to the view that every country, whose services, notably infrastructure, have been used to generate income, should have a right to effectively levy a proportionate tax.17


        With globalization of the economy, it seems unavoidable that some global tax policy and tax making body will eventually emerge; absolute sovereignty of national states will then appear on the scale of history to have been as fleeting a concept as feudality or absolute monarchy.


        We shall see that international tax law is mainly fashioned by bilateral double tax conventions. Tax rules may however be found in other international instruments or agreements.18


        15. Immunities. Certain immunities from taxation and from forum jurisdiction exist to the benefit of states, international organizations and diplomats.19 The immunity benefiting states may not be applied to commercial or private transactions.20 The one protecting diplomats may cease once they have lost that statute, notably by retirement.


        16. International Monetary Law. Article VIII of the Articles of Agreement of the International Monetary Fund proscribe national restrictions on current international payments and discriminatory currency payment practices; restrictions on capital payments are thus permitted.21 Those provisions are of little bearing on income taxes.


        17. World Trade Law.22 The General Agreement on Tariffs and Trade (GATT) prohibits export subsidies,23 including tax subsidies when “government revenue that is otherwise due is foregone or not collected (e.g. fiscal incentives such as tax credits)”.24


        18. Investment Protection Law. Confiscatory taxation of aliens, although ill-defined, since the difference between taxation and confiscation is probably more one of degree than of nature, is contrary to international public law25 and would normally be specifically prohibited and hopefully better defined under the Bilateral Investment Agreement that could exist between the two concerned countries.26 Those treaties typically provide for ICSID arbitration.27, 28


        19. Human Rights. Taxation obviously encroaches on the right of property, whilst tax procedures and penalties may fall short of the right to due process. Those rights are guaranteed by the 1948 UN Universal Declaration of Human Rights (UDHR) and regional systems, like the 1950 Council of Europe European Convention on Human Rights (ECHR), the latter having ‘teeth’ thanks to the European Court of Human Rights established in Strasbourg, France, which under rules of due process, non-discrimination and protection of property, has found numerous shortfalls in tax procedures or rules,29 less often so when substance is concerned.30 An interesting judgment of that Court has held that an unclear tax act did not satisfy the principle of legality, thus twinned with the principle of legal certainty.31


      


      

        § 2. ALLOCATING TAXES



        20. Fair Allocation. Since the problem is the fair allocation of tax revenue, one could do just that and allocate tax revenue. That ‘simple’ solution would however entail too much of an encroachment on national sovereignty, so that practice has so far preferred to allocate tax base, or more precisely, taxable raw material. Indeed, one could have thought of a common definition of the tax base and of an appropriate formula for apportioning it between the states, at least for profits of businesses operated cross-border, but one has realized that agreeing on the definition and on the formula would be too much of an effort, unwarranted by the then size of the multinational enterprises. Instead, one has elected to apportion the taxable raw material and to leave to each state the power to transform it into tax base.


        21. A Preference for the Residence State. For that purpose, international practice has privileged residence-based taxation and limited the ambit of source-based taxation. There may good reasons for doing that, notably avoiding multiply filings and reducing compliance costs, but also not so good ones, notably that rich countries are often residence states and that tax havens are often intermediate residence states.


        22. Separate Enterprise. And when it comes to taxing the profits of multinational enterprises, international practice has adopted the so-called ‘separate enterprise’ principle, whereby each local component of a global corporation or multinational enterprise is supposed to constitute a separate business and to schizophrenically negotiate with the other components of the same enterprise on an ‘arm’s-length’ basis so as to generate a ‘market’ profit.


        23. Formulary Apportionment. The alternative to the separate enterprise approach consists in formulary apportionment, sometimes oddly called unitary taxation.32 So far, formulary apportionment has essentially been used by individual states of the USA and provinces of Canada, to determine their corporate income tax base as a share of the total taxable profits of the interstate or interprovincial enterprise.


        The formula was most of the time based on a treble key including turnover, property and payroll. The income taxable in the state would typically be


        i = ⅓ I * t/T + ⅓ I * a/A + ⅓ I * p/P


        where


        

          	

            i, t, a and p are respectively the income, turnover, assets and payroll located in the state; and


          


          	

            I, T, A and P are respectively the global income, turnover, assets and payroll.


          


        


        Here is an example of application where the local business is commercial:


        

          

            Table 4: Formulary Apportionment


          


          

            

              

              

              

              

              

              

              

              

                

                  	


                  	Income


                  	Turnover


                  	Assets


                  	Payroll


                


                

                  	Global


                  	6'900'000


                  	10'000'000


                  	1'000'000


                  	3'000'000


                


                

                  	Local


                  	


                  	 5'000'000


                  	 200'000


                  	 500'000


                


                

                  	Fraction


                  	


                  	50.00%


                  	20.00%


                  	16.67%


                


                

                  	1/3 * I


                  	


                  	 2'300'000


                  	2'300'000


                  	2'300'000


                


                

                  	Components


                  	


                  	 1'150'000


                  	 460'000


                  	 383'333


                


                

                  	Local Taxable Income


                  	1'993'333


                  	


                  	


                  	


                


              

            


          


        


        Under the separate enterprise principle, it is quite possible that e.g. one third of the income − 2,300,000 − could have ended up being allocated to the state generating one half of the turnover.


        When California wanted to include not only US, but world-wide elements in the formula, including notably British ones, it was upheld by the Supreme Court.33 The United Kingdom retaliated and a political settlement was found, allowing multinational enterprises to elect to be taxed on a water’s-edge basis.34


        That formulary apportionment has major flaws, for the definition of the components is different in each state and leads to double taxation and cumbersome compliance. But the law should adapt to changed circumstances: now that multinational enterprises have emerged as generating enormous income, surpassing the budget of many states, it may be time to reflect whether the current systems based on permanent establishment profit apportionment and transfer pricing − a winning team? − functions in a legitimately satisfactory way from the point of view of all states concerned or whether an appropriate alternative system should be designed in order to tax those enterprises and apportion the corresponding revenue. That alternative system could be formulary apportionment, and would obviously require an agreement on the definition of income, on the apportionment keys and on the connecting factors, not to mention the currency issue. That is certainly not a small challenge, not even in little Europe,35 but may be a good idea36 and may have become feasible, now that the large multinational enterprises are no longer established in the same few jurisdictions, so that each major state has to look through both sides of the looking glass.


        24. Comparative Taxation. Moving cross-border and understanding tax problems, let alone anticipating taxation levels, requires an appropriate knowledge of comparative taxation.37 That subject is obviously difficult, since mastering even a single tax system is already quite challenging. It however offers four benefits: it satisfies our natural juridical curiosity: fiscalis nihil a me alienum puto;38 it offers different rules governing similar situations, of which the comprehension sharpens our understanding of our own system; it presents ready-made solutions to similar problems, to the benefit of the legislator, the judge and the practitioner; and, last but not least, it enables us to more effectively plan, since the only relevant tax burden is the global one from the perspective of the ultimate shareholder or beneficiary, of whose tax system and situation every link in the planning chain should have a sufficient grasp.


      


      

        § 3. VALUES



        25. Validity. A legitimate question for any set of legal rules is whether they are ‘valid’. Major jurisprudence authors39 have defined validity from three viewpoints: formal, empirical and axiological. The reader may want to keep that framework in mind.


        When the rule is enacted in as statute or a bilateral treaty, its formal validity will suffer little doubt. When it is made by an international organization staffed by government officials and practically imposed on the various states, one will wonder whether parliaments retain sufficient control to satisfy the principle of legality and, failing which, whether proper democratic checks and balances should be created at the proper level so that not only the governments have a timely say. That is even truer at the time where the OECD − a regional organization, whence an additional issue of legitimacy − advocates a multilateral treaty which − presented on a take it or leave it basis − will govern or regulate world-wide activity.


        Empirical or factual validity can be appreciated from three angles: effectivity; efficacy, efficiency. Effectivity is present, as is proven by not only the vast array of text books and articles, but also by the formidable corpus of case-law. Quest for efficacy − the relevance of the rule for achieving the goal − is always a lesson in modesty, especially when coupled with the quest for efficiency, which addresses the cost of the rules, both in terms of creation and of compliance.


        The axiological validity or legitimacy requires that the proper policy values be furthered. Does the system create Justice? Eliminating double taxation, furthering of international economic activity, combating tax evasion are worthy goals; but are there no additional objectives to be furthered?


        Obviously, those three validity poles interact.


      


    


    

    

      Section 3


      Basic Concepts 40



      26. National Definition. In most jurisdictions, for various reasons and for various purposes, tax law applies different rules to different types of income and of taxpayers. That requires that income and taxpayers be characterized as being of a certain type, which in its turn will require a certain level of definition for tax purposes, sometimes in the tax statute, sometimes by reference to the meaning of the notion in other areas of law or to the general meaning in everyday’s dictionary of a given language. The natural movement for the administration or the judge will be, out of lack of imagination or under sovereignty principles, to extend that national definition and characterization process to cross-border situations. Since legal definitions are meant to allow characterization decisions in borderline situations, it is unavoidable that, even forgetting translation issues, in certain cases the same income or taxpayer will not receive the same characterization on both sides of the border, thus creating a mismatch.


      27. Person. The law often refers to the concept of person and has developed, next to the recognition of natural persons, the one of legal persons, which can have rights and obligations distinct from the ones of their members, like corporations or associations, or even exist without members, like foundations. If most natural persons are taxpayers, not so for legal persons.


      28. Corporation. Capitalism requires accumulation of equity and limited liability, which has given birth to the modern corporation that is a legal person. Since corporations were originally created by special royal charter, it seemed natural to subject them to some type of dues − literal royalties −, which could be assessed on their equity or on some notion of profit. Since they tend to only distribute a fraction of their profits, it seemed natural to subject them to income tax, instead of either waiting until the distribution or taxing the shareholders on an undistributed profit.


      Questions include whether the taxation of the dividend should grant some relief for the prior taxation of the underlying profit and how that relief should be organized when the shareholder and the corporation are liable to tax in different jurisdictions.


      29. Partnership. Entrepreneurs or investors may create a business association without incorporating it, which no longer necessarily entails that they would not enjoy limited liability. Many tax systems do not view such partnerships as taxpayers in their own right and tax the members on their share of the profit, whether distributed or not. International taxation reserves the word ‘partnerships’ to those entities that are taxed in such a ‘transparent’41 manner.


      Questions are numerous42 and include whether both states will recognize the transparent character and will make the benefit of their convention available to the partnership or only to the members.


      Compliance may raise practicability issues, notably when a partnership of one thousand members has a small one-member foreign office of moderate and volatile profitability, so that each member may have to file in that foreign jurisdiction a return reporting 1/1,000th of that moderate profit, let alone of a small loss to be carried forward, whilst that foreign tax administration receives an additional one thousand returns to process and audit.


      30. Hybrid Entities. Transparent partnership in one country, opaque corporation in another: since each state defines its taxpayers, it may not want to consider a foreign partnership as transparent, or may want to disregard a foreign corporation. That determination of the transparent or opaque character of a foreign entity may be based on a legal analysis of the characteristics of the foreign entity through the crucible of domestic law or just on an election by the taxpayer, in a check-the-box43 style. When an entity is thus viewed as transparent by one tax system and as taxable by the other, that entity is called hybrid; that word use is improper, since the entity is not hybrid: only the treatment of that entity by that specific binomial of tax systems is.


      That mismatch may create problems for the taxpayer, notably as to timing of taxation, characterization of income and availability of tax credits, but may also offer him planning opportunities, sometimes aggressive ones.44


      Mismatches exist because, in the name of sovereignty, each state reserves and exercises the right to characterize and define according to its own rules income realized or sourced abroad.


      31. Management and Holding Companies. One or more entrepreneurs may carry on their business as natural persons or may decide to incorporate, thus creating a separate legal person and often a new taxpayer, possibly in a foreign jurisdiction. Corporations may also be used by individuals or by other corporations for holding certain assets, like shares or real estate, but also debt or intangible rights.


      By definition, that new taxpayer is a fiction of the legal art, so that its creation is artificial. Even corporations with a single shareholder, itself a legal or a natural person, are now widely accepted and cannot as such be viewed as abusive.


      32. Trust. For various reasons, the owner of some property − the settlor − may want to entrust management of that property with a trustworthy person, the trustee, who, instead of receiving a power-of-attorney, receives legal ownership of the property, which he will henceforth manage, in a discretionary manner or not, for the benefit of one or more beneficiaries, whether the settlor, his spouse and heirs, or third parties, including charities, who are considered as beneficial owners. That construction originated in common law countries but is now existing or at least received in most civil law countries too.45 Questions concern obviously estate and gift taxes, but also income taxes, notably as to what country has jurisdiction to tax, the one of the trustee or the one of the beneficiaries, and then of which beneficiaries, and as to when income becomes taxable, at the time of receipt by the trustee or upon distribution to the beneficiary.


      The trust is obviously in itself a perfectly legitimate instrument, but it is a fact that it hides the identity of the economic owner of the property and may be instrumental to various evasive or fraudulent schemes, even to a higher degree than bank secrecy.


      33. Investment Funds. Savings are a key component of capitalism, which necessitated investment funds as instruments allowing the masses to diversify their portfolio investments. Legal forms vary, with absurdly varying tax consequences. Funds may either constitute mere undivided ownerships, transparent by nature but not always in practice, or take the form of a legal entity, which may be viewed as a corporation or as a partnership, or again be structured as a trust.


      Funds invest in all kinds of securities and derivatives and realize all kinds of financial returns − or losses: dividends, interest or even royalties, as well as capital gains on shares or bonds and hard-to-characterize gains on derivatives. The investor will end up with a periodic distribution or a redemption gain upon total or partial exit.


      One can easily accept the idea that for the investor the choice between direct investment and fund investment should be fiscally neutral, but that idea appears difficult to implement in practice, both for conceptual reasons of income definition and for compliance costs.


      Judged for instance that a Japanese pension fund, member of a US investment fund established as a limited partnership, cannot invoke in Italy the benefit of the Japan-Italy Treaty,46 so that it will be subject to unlimited taxation at source in Italy on its income from Italian source passing through the United States, whilst it would have enjoyed the benefit of the treaty limitation if it had received that income directly in Japan.


      Hence the ‘simple’ idea to establish funds in tax havens so that no tax applies until effective distribution; that simple idea does not always prove workable, because inputs may be burdened by source taxes and outputs may prove hard to characterize in the various tax systems of the investors whose residence jurisdictions will moreover often have no regard for the original source taxes.47


      34. Advance Rulings. In many jurisdictions exist more or less formal systems of advance tax rulings, under which the administration affirms the tax regime applicable to a contemplated transaction described by the taxpayer. Those systems are often linked to the existence of a general anti abuse rule, where the ruling counterbalances the uncertainty created by the rule and are particularly helpful for ensuring welcome legal certainty in an international setting. Normally, the ruling should only apply and clarify the existing law and not vary it: the technique is at the crossroads of various general principles, like legality of the tax, equality under the law, legal certainty, legitimate expectations, good faith, good administration.48 The technique of rulings has fed the practice of advance pricing agreements.49 Secret, viz. non published, rulings may evidence or at least hint to harmful tax competition, as part of the ongoing debate between confidentiality and transparency.50
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CHAPTER 2

Jurisdiction to Tax1



	1 Affirmation of Nexus
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35. Colliding Jurisdiction. States define the scope of their tax system and thereby affirm a nexus with taxable income (Section 1); they then realize that their respective systems collide and make conventions (Section 2).


Section 1

Affirmation of Nexus


36. Nexus. A state affirms its right to tax an income because of a connection with that income. It may also impose reporting obligations on persons or entities handling income of its taxpayers.

37. No Limits? States can be creative in affirming nexus for taxation or audit purposes.

International law has so far not taken a strong stance to curtail or organize the rights of the states to tax as they please:2 the Permanent Court of International Justice felt that any decision with regard to the respective taxation powers of France and Switzerland, “even if it commended itself to the Court, on its merits, would be beyond the Court's jurisdiction”.3 Another ICJ case considered some taxation issues − custom duties for US citizens in the French protectorate of Morocco −, but more on a treaty basis than on general principles.4

38. Effectivity. A limit may be found in practicality. Affirming nexus and taxing in conditions of structurally ineffective enforcement has been found to infringe on the domestic constitutional principle of equality of taxpayers.5

39. Extra Territorial Reach.6 Comity commands that states would only affirm jurisdiction without encroaching on the sovereignty of other states, whilst common sense commands that states would only affirm jurisdiction over matters they actually can reach. Certain states however do not hesitate to issue rules that clearly have an extra territorial effect, imposing reporting obligations on foreign business or taxing citizens that have not been residents since infancy or taxing transactions under which a non-resident sells to another non-resident shares in a non-resident company of which a subsidiary owns an asset in that state.

It is possible that the Courts of that state would disapprove of that extra territorial reach, but certain states take a quite ‘imperialistic’ view as to extra territorial jurisdiction in general.

Other states could try and put the question to the International Court of Justice, or merely retaliate: if the taxpayers or businesses of the first state find the rules of the other cumbersome, they could petition their government to impose reverse rules on the taxpayers of the other state and then to try and negotiate with that other state balanced limits to both states’ extra territorial reach. Obviously, that is not very satisfactory, both from a theoretical and a practical point of view.

40. Real v. Personal Nexus. The state may affirm a link either with the taxable matter, a ‘real’ link with the taxable res (thing), or with the taxable person, a ‘personal’ link.


§ 1. REAL NEXUS


41. Definition. The real nexus is a link with one or more components of the taxable event, of the income. It may be the situation of a piece of property or the location of the payer of an income. That type of nexus is often broadly defined by internal law.

E.g., India affirms its right to tax income on the basis of “any business connection” with India.7 Conversely, France declines to tax foreign source corporate income, unless the right to tax is attributed to it under a double tax convention.8

42. Conflicts of Sources. There is no generally accepted definition for the source of an income, so that more than one state could claim the right to tax at source. Conventions determine, without using the word ‘source’, whether a contracting state may consider itself vis-à-vis the other state as the source state of a given element of income, which does not totally eliminate potential conflicts, notably in triangular situations.

For the residence state taxing worldwide income, source rules define foreign income, which may be eligible for some unilateral or conventional exemption or may carry a foreign tax credit.





§ 2. PERSONAL NEXUS



A. Natural Persons

43. Definition. For a natural person, the personal nexus will be the domicile, a notion which often includes some type of intent and thus some subjectivity, or the residence, a more objective and matter-of-fact notion, sometimes precisely defined by reference to a certain duration of stay.

Some states, and prominently the USA, use the citizenship criterion, next to the residence one.

44. Expatriates. Certain states may treat differently people who are domiciled and people who are merely residents (like non-domiciled residents in the United Kingdom), or grant a preferential treatment to new residents (e.g. forfait or lump sum tax base in Switzerland). They may treat as non-residents, at least for certain types of income, certain temporary residents (e.g. foreign executives in Belgium).

45. No Treaty Definition. Treaties typically use the notion of residence but usually do not define same, except by reference to internal law, which unavoidably will create cases of double residence.

46. Policy. From a policy point of view, it has been suggested9 that states may want to define residence by a broad facts and circumstances test, whilst providing presumptions, rebuttable or not (in which case they are substantive rules and not presumptions, viz. mere evidence and burden-of-proof rules), like:


	Presence for 183 days, failing dwelling abroad;


	Residence of spouse or life companion;


	Citizenship combined with presence for 183 days;


	Citizenship, failing dwelling abroad and regular absence for more than 183 days;


	Past residence, failing acquisition of another residence;


	Residence for the previous and the subsequent year;


	Registration with the municipality; or


	Resident visa status.




For certain criteria, control may be harder in a sometimes borderless world, or easier in a mobile phone roaming and credit card payment world.

47. Conflicts of Residence. A conflict of residence exists when two states, each applying its own criteria, subject one person to tax on behalf of his domicile, residence or a like criterion. Treaties following Article 4 of the OECD Model solve conflicts of residence according to a series of criteria applied in cascade, which means that you look at the criteria one by one and that, if a criterion points to only one state, you stop there, whilst, if it points to neither state or to both, you move on to a next one.

The first criterion is the availability of a permanent home, viz. a place permanently available for the taxpayer to dwell in. In case of permanent home in both states, move on to two; in case of permanent home in neither state, move on to three. The second one is the center of vital interests, viz. the state with which the taxpayer’s personal and economic relations are closer.10

The third criterion is the habitual abode, in French “l’État où [la personne] séjourne habituellement”, viz. a place where the taxpayer usually stays. The fourth one is the citizenship. If all four criteria fail, both states shall settle the matter by mutual agreement, without prejudice to the right of the taxpayer to challenge the outcome thereof.

Treaties may deny the existence of a conflict when a person is not fully subject to tax in his thus determined state of residence, or is not at least ordinarily subject to tax on the income having its source in the other state;11 they may do the same when a person is merely the apparent beneficiary of income directly or indirectly inuring to the benefit of a person which is not a resident of the same state.

Specific questions may arise for the tax year in which a taxpayer changes his residence.




B. Legal Persons

48. Personality. A person is a subject of law which can have rights and obligations, which can own property and make contracts. All human beings are viewed as such subjects, as natural persons, at least since the prohibition of slavery. The law finds it convenient to consider that certain collections or associations of natural persons constitute a separate, legal person, which can then act on its own. Certain legal persons moreover enjoy limited liability, which has favored the development of large corporations with centralized and professionalized management. Legal personality and limited liability are granted by law, thus by a national legal system; they are or they are not recognized by the other legal systems. Legal persons may be viewed or not as separate taxpayers, and differently so depending on the tax jurisdiction.

49. Nexus Definition. Residence of legal persons can be defined by reference to the place of registration, which may seem logical since legal personality or status is granted by the laws of the registration state, or by reference to the real head office, which may prevent artificial and opportunistic localization. As a paroxystic example, off shore companies are companies which are registered in a state and permitted to operate as residents of that state provided they conduct no business therein. The discussion between ease and formal certainty of place-of-incorporation and relevance and substance of place-of-management is ongoing,12 much like the general debate as to supremacy of either form or substance. Combining different approaches may lead to companies being dual resident or dual non-resident: an Irish corporation effectively managed in the USA used to be resident neither in Ireland nor in the USA, which offered interesting planning opportunities.13

50. Transfer of Registered Office and Inversion. A company may want to relocate its registered office to another country, which may change the lex societatis, including notably various rules about directors’ liability or minority shareholders’ protection, or to another tax jurisdiction, which may change the applicable tax regime of the company, of its subsidiaries and of its shareholders. States often enact various anti-avoidance measures, like taxation of a deemed liquidation, involving taxation of all latent capital gains, sometimes waived for assets which the company maintains in a permanent establishment in the emigration state.14 The US applies anti avoidance rules to expatriated entities sometimes referred to as inverted companies, hence the phrase anti-inversion rules.15

51. Piercing the Corporate Veil. Should one look at the residence of the shareholders? That may be impractical as a general rule, especially when there are various national groups of shareholders. That may also be superfluous, since corporate taxation rules may want to apportion taxable base between the states where the various business activities are carried on and the states of residence of the shareholders, with little or practically no base for the state of the mere formal head office. Specific anti avoidance rules may target the residence of the shareholders, e.g. limitation of benefits clauses16 or controlled foreign corporations provisions.17

52. Personal or Real? One may view that criterion of nationality of the corporation as a personal one. However, if one takes the view that the genuine taxpayer is the individual shareholder, and that corporate income tax is a mere down payment on the tax of the shareholder, assessed on the corporation for the convenience of both the state, which thus need not analyze a multitude of tax returns and chase a multitude of shareholders, and the shareholders, who thus need not file a return for a sometimes minute income and pay tax on a sometimes undistributed income, that criterion becomes a real one, a source-based tax levied at the place where the shareholder earns that element of income through the corporation.

Hence corporate income tax appears as doubly assessed on non-voters: corporations do no vote, and foreign shareholders even less so.

53. Conflicts. Treaties solve conflicts by giving preference not to the place of formal registration, but to the place of effective management. That notion is not defined, even though the OECD Commentary suggests as definition “the place where key management and commercial decisions that are necessary for the conduct of the entity’s business as a whole are in substance made”.18

Two main types of problems arise. On the one hand, what is the relevant level of management decisions? Shareholders meeting, board of directors or CEO? One would have regard to the place where key decisions are made, thus in many legal systems the place where the board of directors regularly meets, which is not helpful when there is a single director. On the other hand, what happens for subsidiaries of multinational enterprises, where the board of directors typically re-enacts decisions somehow taken by the parent company? One would normally have regard to the legal reality and thus to the place where the decision is formally taken by the competent body of the concerned subsidiary, except e.g. if that body were not to function.

54. Unilateral Measures. Most tax systems recognize the issue of international double taxation and address it to some extent by rules limiting their tax base or their tax rate on behalf of the foreign tax. That method has proved insufficient and international tax treaties have proved indispensable.








Section 2

Tax Treaties


§ 1. A BRIEF HISTORY


55. Model Conventions. Model conventions have been prepared by international organizations. The League of Nations prepared a first model in 1928, revised in 1943 (Mexico) and in 1946 (London). The OECD took over, through its Committee of Fiscal Affairs, made up of tax officials of each member country, and more particularly its Working Party I, working on the model convention. A first model came in 1960, was revised in 1977, and is subject to permanent revision since 1991.19 The UN has had its own model since 1980, the United Nations Model Double Taxation Convention between Developed and Developing Countries, last revised in 2011. The OECD Model is appropriate for relations between ‘rich’ countries, whilst the UN Model better suits a ‘North-South’ context.20

Models are models and as such offer initial guidance for negotiating an actual convention, which is a subtle and difficult exercise. The UN has worked on a manual for assisting administrations in the process.21 Obviously, only the actual conventions are part of positive law and they do not always follow the models.22

Multilateral conventions23 are complicated, for they have to address too many issues, all the more when the concerned systems are very different; a ‘Nordic’ convention exists however in Scandinavia, where the systems are fairly similar.24 Similar projects concern the Andean, Caribbean, South Asian or South American regions. Regional harmonization efforts, like the ones of the European Union, propose an alternative model to the mere conventional method. Individual countries may have their own ‘model’, reflecting the peculiarities of their tax system as a basis for negotiation, the US Model25 being the best known.

Non-tax conventions may include rules that are relevant for taxation matters,26 like the Vienna Conventions on diplomatic or consular relations.

56. Reciprocity. Reciprocity is the key-word in international relations. One state may unilaterally restrict the international ambit of its taxes but provide that such provision will, in any given case, only apply provided the other concerned state has a similar rule. Treaty rules are most of the time phrased in a reciprocal manner, even if they will in practice only work one way.

57. Symmetry of Flows. To which state the taxing power is allocated does not make much of a difference in terms of revenue when the flows between the two countries are reasonably symmetric. That will however not be the case either when both countries are economically imbalanced, like in typical North-South relations, or when a specificity of the tax system of a country increases a given flow for tax-driven reasons.




§ 2. PURPOSE OF TAX TREATIES


58. Objectives. Tax treaties typically tend to prevent international double taxation and thus to foster cross-border economic relations. A second traditional objective has been growing in importance: to prevent international tax evasion.

59. Obligations on States. Tax treaties are negotiated between states and impose obligations on those states. Protocols or exchanges of letters may be just other names for treaties, be it less solemn. Treaties typically only become binding upon some kind of ratification by Parliament. Other systems empower the executive branch to make treaties but require some subsequent implementing legislation or other parliamentary action. That makes treaties a slow instrument: protracted negotiation is followed by lengthy ratification. Any change in the model convention or the commentary may not be incorporated in a given treaty before lustrums or even decades.

A contracting state may denounce a treaty subject to certain notice. Whether it can without such denunciation violate its treaty obligations by subsequent legislation, in the name of legislative supremacy − sit pro ratione voluntas27 – is questionable.28
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