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Cross-Border Business
Restructuring (Subject 1)

Chair of the Panel: Bruno Gibert

General Reporter: Heinz-Klaus Kroppen
Panelists: Michelle Levac, Tim McDonald,
Edward Morris, Caroline Silberztein
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Agenda

. General Report
Il.  Presentation of two cases
Ill.  Discussion of the cases around the five following topics:
1. Recharacterization
2. Transfer
3.  Contract renegotiation/termination
4.  Alternative options
IV. What can be done?

/| 1FA2011 Wy

&5t 5 OF THE INTERMATIOMAL FISCAL ASSDCIATION

General introduction of the Chair

*  Why the subject “Business Restructuring” (‘BR”)
has been selected by IFA?

* What BR includes and what it does not include

* Presentation of the panelists

/| 1FA2011 Wy

i 451h 5 OF THE INTERNATIONAL FISCAL ASSOCIATION

I8 General Report

/i IFA2011 fy
A s 00

A 851 ESS OF THE INTERNATIOMAL FISCAL ASSDCIATION

General Report

* We received 40 reports
— 26 from EMEA
— 9 from the Americas
— 5 from Asia Pacific

« Length of reports (from 6 to more than 30 pages)
and contents differed largely reflecting different
experience levels with the topic

/| 1FA2011 Wy

A7 asin 5 OF THE INTERNATIOMAL FISCAL ASSOCIATION

General Report

 All national reporters agree that BR is a major issue in
their country and receives a lot of attention from the tax
authorities

Contrary to this observation there is only:

— one country — Germany — which has specific laws for
BR

— very few countries which have tax authority
pronouncements (for example Australia, Austria, US)

— a small number of court cases covering BR

— OECD Guidelines
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General Report

* Most national reports struggle with the
application of their general rules to BR

« The national reporters view the treatment of
certain aspects of BR very differently which
leads to a substantial risk of double taxation

» The OECD published on 22 July 2010 a new
Chapter IX of the Transfer Pricing Guidelines on
the Transfer Pricing Aspects of BR

/’{ FA2011 (i)

&51h CONGRESS OF THE INTERNATIDMAL FISCAL ASSDCIATION

General Report

« Four different situations related to BR have to be
distinguished:
1. Transfer of a business or a partial business =
generally business valuation including goodwill
2. Transfer of one or more assets without any
connection = separate valuation of those assets
without goodwill

/’{ IFAZ011. ()

&5t GRESS OF THE INTERNATIONAL FISCAL ASSDCIATION

General Report

3. Transfer of a number of assets together with an
activity which are connected but which do not
constitute a business yet = business valuation of a
going concern or separate valuation of isolated
assets?

4. Change of contractual relationships together with a
change of the functional and risk profile (change from
distributor to commissionnaire or manufacturer to
toller) and reduction of the profit potential => can there
be a taxable event without the transfer of an asset?

/’{ IFAZ011. ()

&5t GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

General Report

» Major issues identified:

— Will tax authorities recognize a BR as undertaken or
will they re-characterize it into something else?

— |s the concept of the alternative option a valid concept
and how should it be applied?

— Has something of value been transferred (business
opportunity, profit potential, goodwill) and how should
it be valued?

— What are the consequences of a contract
renegotiation or termination?

}{{ |5n 201.1 w‘y

&5t GRESS OF THE INTERNATIONAL FISCAL ASSDCIATION

General Report

« These topics will be discussed today based on
two examples

/’{ IFA2011. ()

&51h CONGRESS OF THE INTERNATIDMAL FISCAL ASSDCIATION

I Presentation of two cases
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Case 1: Toll / Commissionnaire (1/3)

Starting Point
SubCo:

* Has a non-exclusive licence to
manufacture and sell products to third
parties in its local market and to foreign
group entities;

« Performs some technical services
related to the improvement of the
manufacturing processes, for its own
account and for other group entities;

« Similar licenses are granted to other
group entities.

Pre-reorganization

License

SubCo
* Manufacturing
= Sales
» Technical services

Customers (third
parties and
foreign group
entities)

/{ Flff 2011 (ify)

NGRESS OF THE INTERMATIOMAL FISCAL ASSOCIATION

Case 1: Toll / Commissionnaire (2/3)

Post-reorganization

eense

Reorganization implemented

* Parent terminates the license with SubCo

+ The IP is licensed to a newly created
Principal, which becomes the
entrepreneur.

+ The Principal enters into (i) a toll
manufacturing agreement and (ii) a sales
commissionnaire agreement with SubCo.

+ Generally, this structure

issi ire and toll

Toll

arrangements with Principal) is
i with all affiliates

the group.

Commissionnaire
Sale Customers
on behalf
of Principal

(third parties
only)

/’{ FA2011 (ify

GRESS OF THE INTERMATIOMAL FISCAL ASSOCIATION

Case 1: Toll / Commissionnaire (3/3)

Reorganization implemented (cont'd)

+ Some senior managers from SubCo
become employees of Principal to take
up regional / global responsibilities; they
physically move there;

* SubCo keeps at its level (i) managers
who deal only with local issues and (ii)
the team of technicians in charge of
providing the services relating to the
improvement of manufacturing
processes.

Post-reorganization

Toll manufacturing
o

SubCo
= Technical services

ale
on behalf

S 8 Customers
(third parties
of Principal only)

;f;{ FA 2011 .:’.ﬂ}
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Case 2: Plant

«TireCo in Country A operates
several factories for the
manufacturing of tires.

*The tires for CAR PPP, a vehicle of
a car manufacturer MMM unrelated
to TireCo, are manufactured in one
of those factories.

*MMM decides to produce the CAR
PPP in Country B and requires
TireCo to either supply the tires
from a factory in Country B or cease
to be a supplier for the tires of CAR
PPP.

Closure (1/2)

nﬁh Production of
tires

« Machinery
- Engineers

Country A

/’{ FAZ011 (ify

GRESS OF THE INTERMATIOMAL FISCAL ASSOCIATION

Case 2: Plant Closure (2/2)

+TireCo forms a new subsidiary, B Ltd.,
in Country B, which builds a new
factory for the supply of CAR PPP
tires. Location savings are expected
to make B Ltd. profitable.

«TireCo closes down its existing factory
in Country A, lays off nearly all the
employees of the factory and sells the
land and buildings and most of the
machinery to a third party.

*Two valuable machines are sold by
TireCo to B Ltd. and three engineers
of TireCo are transferred to B Ltd. to
help start the production.

«TireCo licenses the technology to B
Ltd. for a royalty which is assumed to
be arm’s length.

Country A
tires
License
100 %
Machinery
ngineers Country B
B Ltd.

NGRESS OF THE INTERMATIOMAL FISCAL ASSOCIATION

/{ FA 2011 .:’.ﬂ}

Ill. Discussion of the two cases around
four topics

Recharacterization
Transfer

B Eo N =

Alternative Options

Contract renegotiation/termination
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&51h CONGRESS OF THE INTERNMATIOMAL FISCAL ASSOCIATION

ll-1. Recharacterization

Lead speaker: Tim McDonald
Additional speakers: Michelle Levac, Edward Morris

/{ IFA2011. ()

&5t GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

Recharacterization - Possible transfer pricing adjustment
vs. tax non-recognition of the transaction undertaken

» The Business Restructuring OECD report reflects a well
developed balance between the:

— MNC’s legitimate tax efficient need to have the tools to evolve its
business structure to remain competitive and

— Tax administrator's need to enforce its tax rules under the arm’s
length standard.

» There is generally a strong presumption that the arm’s
length result can be achieved by recognizing the BR
transaction actually undertaken and making, as
necessary, price and/or condition adjustments to
produce an arm’s length result. TPGL.9.163-9.168

/{ FA2011 (i)

&51h CONGRESS OF THE INTERNMATIOMAL FISCAL ASSOCIATION

Recharacterization - Recognition of the transaction
undertaken

A BR transaction may be respected as undertaken but transfer
pricing adjustments may be imposed where the terms and conditions
of a business restructuring differ from those that would be agreed
upon between unrelated enterprises provided;
— The economic substance is consistent with the form and
behavior of the parties (TPGL 9.165 & 9.183),
— The transaction is commercially rational from each separate
participant’s perspective,
— The terms reflect the realistic opportunities of the parties.

In the absence of a comparable, a non-arm’s length transaction or
arrangements which cannot be reliably adjusted to produce a arm’s
length result will not be recognized. (TPGL 9.169)

/{ IFA2011 (if)

GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

Recharacterization - Non-recognition vs. TP adjustment

* To illustrate the distinction, assume a BR, as reported,
causes profitability to drop by 100. Assume further, the
transaction is respected but more accurate comparability
adjustments are applied and the profit would only drop to
60. If the underlying transaction is respected, and the
comparability adjustments are appropriate and reliable, a
tax adjustment of 40 is justified. In contrast in non-
recognition, an adjustment of 100 might be justified.

/{ FA2011 (i)

&51h CONGRESS OF THE INTERNMATIOMAL FISCAL ASSOCIATION

Recharacterization - Non-recognition in Exceptional, Rare or
Unusual Circumstances

+ Based on the facts and circumstances of a transaction,
non-recognition of a business restructuring for transfer
pricing purposes is expected to be an exception
reserved for transactions which are not credible based
on the substance and business purpose of the
arangement and behavior of the parties.

— Example TPGL 9.190 describes an asserted BR transaction with
no real substance. A so called ‘'mere shell company.

— In contrast Example C, presents the same facts except
substance and activity is altered for proper commercial reasons.
See, TPGL 9.193-9.194

/{ IFA2011. ()

&5t GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

Recharacterization - What is economic substance and proper
business purpose?

» The evaluation of the business restructuring must be real and
substantive based on the facts and circumstances of the actual
transaction.

Why do these restructurings occur?

Often the restructurings are necessary to align management
decision rights and incentives with the ogportunlty to pursue
specialization and scale opportunities which are necessary to
remain competitive.

Even if there is an overall commercial rationale, are the economic
terms and conditions rational for each party and reflecting the
underlying economlc reality behind the contractual arrangement
under the arm’s length standard?
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Recharacterization

Case 1

« Is there substance to the transaction? Have SubCo’s relevant
assets, functions and risks been effectively transferred per
contractual terms?

Is there commercial rational to the group and is any compensation
necessary to make the transaction AL for SubCo?

/’{ IFAZONT ()

&5t GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

Recharacterization
Case 2
+ Commercial rational is evident given the location savings

» B. Ltd is in fact acquiring the necessary resources to
take on the operations of Tire Co

« Tire Co. has effectively ceased its operations with MMM

/’{ IFA 2011 (ify)

&51h CONGRESS OF THE INTERNATIDMAL FISCAL ASSOCIATION

Recharacterization

« Commercially rational from whose perspective?
« Atarm’s length, is it the expectation that counts?

« Is it sufficient to document and evidence a « due
diligence » style process?

+ What would a comparable independent do to conclude
that a « good deal » could be reasonably expected?

What should be taxed in place of the disregarded
structure?

/’{ FAZ011 (i
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Il-2. Transfer

Lead speaker: Caroline Silberztein
Additional speakers: Heinz-Klaus Kroppen, Tim McDonald

/’{ IFA2011 (ify
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Transfer

« TP Guidelines: BR = “cross-border redeployment by a

multinational enterprise of functions, assets and risks;

cross-border reallocation of profits (or loss) potential”

— Can involve the transfer of valuable intangibles, although not
always the case

— Can also, or alternatively, involve the termination or
substantial renegotiation of existing arrangements

« The TP question: “Are there conditions made or
imposed in the restructuring which differ from conditions
that would be made between independent enterprises?”

=>not a systematic taxation of variations of profit potential

/’{ IFAZONT ()

&5t GRESS OF THE INTERMATIOMAL FISCAL ASSDCIATION

Transfer

Is there a transfer?

— Simple cases: e.g. tangible and intangible assets are
sold by Company A to Company B

— Controversial: e.g. activity stops in Company A and
resumes in Company B

— Complex: e.g. employees from Company A are
assigned to Company B to assist Company B
developing the activity previously carried out b
Company A: is this a service transaction? Does it entail
a transfer of intangible?

=> Application to cases 1 and 2
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Transfer

« What has been transferred?

— Simple cases: traditional forms of intangible assets
(e.g. patents, trademark...)

— Controversial: e.g. synergy gains, location savings,
business opportunities, workforce in place...

— Complex: e.g. 15t generation intangibles

=> Application to cases 1 and 2

/A IFA 2011 (ify)
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Transfer

* How to price the transfer? (1/2)

— Price different from value: take account of rights,

other assets and circumstances of the transaction
* Value:

— When is it appropriate to use one of the five TP
methods?

— When is it appropriate to use financial / accounting
valuation methods (market / cost / income or
discounted cash flow-based)?

— How to deal with highly uncertain valuations? Role of
contingency payments and other price adjustment
mechanisms?

— How to assess the reasonableness of the parameters
used in such methods?

A IFA 2011 (ify)
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Transfer

« How to price the transfer? (2/2)
— What is the role of comparables? Are there reliable
comparables for restructuring transactions?
— What to do in the absence of comparables?

— How to take account of the perspectives of both
parties to the transaction?

— Highest and best use?
- Ete.

=> Application to cases 1 and 2

/{ IFA 2011 (ify)
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Transfer

« Simple case is clear

+ Our case 2 combines issues of Caroline’s controversial and complex
cases

+ In practice, major issue is transfer of going concern/goodwill because it
potentially leads to a high exit taxation

+ Use of business valuation methods leads to the result that synergy
gains, location savings and business opportunities are automatically
included

+ 9.93 TPGL = going concern: functioning economically integrated
business unit

+ Only for such unit the value is higher than the sum of the value of all
assets

//{ IFA 2011 (ify)
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Transfer

« Transfer of going concern requires that the business unit
leaving the transferor is identical to the business unit
received by the transferee

« Case 2 no transfer of going concern because the business
unit is destroyed and a new different business unit in the
receiving country is created

« Not comparable to the case of a business sale in which the

activity can be continued at the same place in the same
form without any disruption

//{ IFA 2011 (ify)
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Transfer

* My audit experience is that evaluation of transfers of
tangible and legally protected intangible assets may be a
valuation dispute but that it is often much easier to
resolve than assertions of a transfer of non-legally
protected intangible assets such as “going concern”
which often are a proxy for arguing for lost tax base.

» The key issue is identifying “...the significant intangible
assets that were transferred (if any), [and] whether
independent parties would have remunerated their
transfer...[and at what price]”. TPGL 9.80
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Transfer

What happens if one or a few employees of the
restructured company move to an affiliate?

Top talent is regularly recruited away from an employer
in the marketplace without compensation to the former
employer.

In the absence of a covenant not to compete or
restrictive employment contract is there a tax issue?
Does it matter if management personnel regularly moves
to and from affiliates' prior to the restructuring?

/{ AR @
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Transfer

* Most non-legally protected IP such as assembled

workforce, customer lists and distribution channels have, in
my experience, replacement cost type values.

Typically a third party would only pay enough to avoid the
disruption cost and delay it will take the new enterprise to
create a similar asset. These type of assets do not typically
represent long term assets.

Manufacturing know-how and trade secrets in certain
industries, particularly in industries that do not outsource
manufacturing, may be a notable exception.

/{ IFA2011 (ify
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1I-3. Contract renegotiation/termination

Lead speaker: Edward Morris

Additional Speakers: Tim McDonald, Michelle Levac,
Caroline Silberztein

/{ IF}« 2011 w‘y

Contract renegotiation/termination

» What contract has been terminated?
— Case 1 : A license to manufacture and sell
— Case 2 : Supply contract

» What new contracts are negotiated?
— Case 1 : A toll manufacturing contract and a sales
contract
— Case 2 : Supply contract with a different entity, a
technology license, contract for sale of machinery

/{ IFA2011 (ify
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Contract renegotiation/termination

« Two broad issues:

— Compensation associated with termination (including
restructuring costs)

— Compensation under new contract

—>To class as a re-negotiation, does the new
contract have to be between the same entities?

—>Under a re-negotiation, does what the parties
had or did before influence the outcome or are
“all bets off"?

/{ IFAZ011 (ify)
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Contract renegotiation/termination

. 8I/d2 )contracts - Compensation for termination

— What is in the contract?
« What legal rights are enjoyed?
* What is the notice period?
« Have the parties behaved according to the contract?
 Have the terms of the contract given rise to the arm’s length
reward?
— What transactions associated with the Business
Restructuring also have to be compensated for?

394 TR
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Contract renegotiation/termination

. (C;I/cé )contracts - Compensation for termination

— What would have been in the contract between third
parties?

— What happens when a contract naturally lapses and
is not renewed?

— Ex gratia payments - Would any extra compensation
be paid and what factors might influence this?

/’{ IFA 2011 w‘)
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Contract renegotiation/termination

-wgew Contracts - Compensation for the future

— Is the arm’s length reward for the future influenced by

the arm’s length reward for the past?

— Bargaining Power and Options Realistically Available
« In Case 2, B did not exist under the old arrangement with

«  Would B have to pay more to A for the license because of
the profits A used to enjoy?

*  Would A be able to dictate advantageous terms to B?

« Would A be able to share in the fruits of the location savings
enjoyed by B? (From the perspective of B, there are not
savings but are the steady state situation!)

+ Does the behaviour of MMM inform the analysis? (Does
MMM pay less for tires to B than it paid to A?)

//’{ IFA 2011 w‘)
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Contract renegotiation/termination
ZZ/ZI?W Contracts - Compensation for the future

— Can A attempt to recoup its loss through the sale
of machinery or the transfer of engineers?

- SUBJECTIVE ANALYSIS AND JUDGEMENT IS
NECESSARY!

/’{ IFA2011 (if)
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Contract renegotiation/termination

» Assuming the business restructuring is recognized and not
recharacterized for tax purposes, the first step is to review
the contracts;

— What is the notice period and is it reasonable?

— Is there an indemnification clause for termination or
substantial modification? Should there have been such
a protection?

— Would unrelated parties litigate the contract?
+ What protections exist under commercial law?

* Are there other equitable judicial remedies to protect
detrimental reliance ? TPGL 9.54 & TPGL 9.115

/{ IFA2011. ()

Contract renegotiation/termination

+ What other realistic alternatives might exist for the
parties to reject or modify the restructuring negotiations?
TPGL 9.59 — 9.62 and 9.103

* What would unrelated parties do during the notice period
if they knew their future profit potential may be reduced?

« Inadequate indemnification for the restructuring may
have an impact on future transfer pricing terms, TPGL
9.102 & TPGL 9.140

/{ IFA2011. ()
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Contract renegotiation/termination
Case 1

« Is Principal compensating SubCo for the capacity to
generate a future entrepreneurial return?

» Has SubCo lost the capacity to generate a future return
without being compensated / should SubCo be
compensated for investment cost to avoid a loss or to
capture some of its expected profit?

» What is the industry practice?

* Is there any commercial or case law where indemnification
was found appropriate?

» Have damages been suffered because of negligence,
wilful act or other?

A 2012-3 395
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Contract renegotiation/termination
Case 2

« Irrelevant since renegotiated / terminated contract
is with third parties
» Could provide a comparable?

/,{ AR
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Contract renegotiation/termination

« Broader question about the role of contracts in an intra-
group context:

v Validity?
=>Associated enterprises versus permanent
establishments?
v Level of detail, monitoring — cost of keeping up-to-date?

v To what extent should they be respected by tax
authorities?

v Cost-benefits for MNEs?

/’{ IFA2011 (if)
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ll-4. Alternative options

Lead speaker: Michelle Levac
Additional speaker: Heinz-Klaus Kroppen

/’{ FAZ011 (i
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Options realistically available

Purpose is to determine an AL compensation and
whether:

+ any of the parties are worst off

« there was an option ‘clearly’ more attractive to the
parties

« the terms would have been acceptable to an AL party
faced with same alternatives & comparable
circumstances

/’{ IFA2011. ()

GRESS OF THE INTERMATIOMAL FISCAL ASSOCIATION

Options realistically available

Case 1- perspective of SubCo

Renegotiate the same license with Parent

Negotiate a contract with Principal to perform additional
functions, if more efficient

Negotiate a full fledge license with a 3rd party
Dispose of its operations to a 3rd party
Cease operations

Where ‘clearly’ more attractive

/,{ AR
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Options realistically available

Case 1-perspective of the Principal

Acquire or license SubCo’s former operations
Acquire or license the operations of a 3rd party
Build its own manufacturing/selling capacity and knowhow

Renegotiate the pre-restructuring license to manufacture
and sel

Where ‘clearly’ more attractive
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Options realistically available

Case 2- perspective of the B Ltd.

* Buy an existing manufacturing operation in Country B
» Develop its own manufacturing technology

» Develop its own workforce and knowhow

» Buy rather than license the technology

Where ‘clearly’ more attractive

/{ IFA2011. ()
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Options realistically available

Case 2- perspective of Tire Co.

« License to 3rd party(ies)

Sell rather than license the technology

Sell knowhow & goodwill rather than provide engineering

services

« Manufacture alternative products and license its
manufacturing technology/knowhow

Where ‘clearly’ more attractive

/{ AR @B
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Options realistically available

What information is relevant:
Return-risk or cost-benefit analysis
Benefits anticipated by all parties

Evidence of due diligence, structure that maximizes
return/efficiencies for a given level of risk

Story, commercial rational, industry practices

/{ IFA2011 (if)
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Options realistically available

« Life is full of realistically available options without
tax consequences

Investor for example might have the option to
invest in stock, a savings account or real estate
without tax authorities being able to second
guess

Likewise, a company might choose a business
model of high but volatile return over one with a
low but more stable return or vice versa without
tax authorities being allowed to interfere

.

ARG
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Options realistically available

Objective test is needed to distinguish just
another option from one which taxpayer should
have chosen

Economic theory has developed the concept of
the dominant option

Option clearly more attractive because it gives a
better result under any assumed future
development

Is this the understanding of the OECD of
“clearly” more attractive?

/{ IFA2011. ()
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IV.  What can be done?

From a taxpayer’s perspective: Edward Morris
From a tax authority’s perspective: Michelle Levac
From an OECD perspective: Caroline Silberztein

B E 20123
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What can be done from a taxpayer’s
perspective?

 Transfer Pricing Documentation:
— Contracts should delineate functions and risks clearly
— Contracts should mirror closely similar arm’s length situations (if
possible)

— Associated Enterprises do not have to behave as if they were
independent parties

— Evidence should be kept of Options Realistically Available
— Bargaining power should be examined

— Document the business case for the reorganisation - commercial
evidence is compelling

— Document the synergies and allocate them between the entities
— Implement your Transfer Pricing Policies properly!

What can be done from a taxpayer’s
perspective?

* Mutual Agreement Procedure:
— Business Restructuring causes double taxation
which is difficult to resolve!
— Engage early with the other country
— Ensure you maintain your rights under the Double Tax
Convention and the Arbitration Convention

« Advance Pricing Agreements:
—hAn?ef‘fective way of establishing which country will tax
what?

What can be done from a tax authority’s
perspective?

* Recognize:
— Inherent difficulty and subjectivity in applying the ALP

— Freedom of MNEs to organize their business as they
see fit

— No presumption of a right to compensation /
indemnification

— Need for common sense, balance and pragmatism

What can be done from a tax authorities’
perspective?

* Build intelligence:

— Good understanding of the industry, business,
market, transaction and expected benefits

— Consistent application of the ALP, worldwide

| IFA2011 (i
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What can be done from an OECD

perspective ?
« OECD development of guidance on the transfer
pricing aspects of intangibles
See scoping paper and further information at
www.oecd.org/ctp/tp/intangibles
Definitional issues; identifying a transfer of
intangible; pricing a transfer of intangibles;
alternative options; timing issues (uncertain
valuations, hindsight, etc.)

What can be done from an OECD
perspective ?

* Involvement of key non-OECD economies
(Argentina, Brazil, Colombia, China, India,
Malaysia, Russia, Singapore, South Africa;
Indonesia invited)

» Ongoing involvement of the business community
from the start of the project

» Hope to be able to release a discussion draft for
public comment end of 2013
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Main Subject 2

Key Practical Issues

TO ELIMINATE
DOUBLE TAXATION

Of Business Income

IFA©2011

'\ IFA 2011

Scope

PANELISTS
Carolina del Campo, Spain
Peter van Dijk, Canada
Luciana Rosanova Galhardo, Brazil

Juergen Luedicke, Germany
Larry Magid, Australia

General Reporter
Gauthier Blanluet, France
Chair
Phil West, USA .

PRW

Focus on PRACTICAL ISSUES

Setting the Scene
Seminar C: creditvs. Exemption Policy Issues

Seminar D: Double Taxation and EU Law
- These are concurrent

A IFA 2011

Scope

Topics Excluded:

* Indirect Taxes
* Domestic Double Taxation

¢ Classical vs. Integrated Systems

/\ AR

Topics Addressed Only Tangentially:

* Individual Taxes

* Double Non-Taxation
¢ Juridical vs. Economic Double Taxation
* Transfer Pricing

IFA 2011

Key Messages

« Double Taxation — Why do we care?
« Disincentive to invest and create jobs

+ Double non-taxation — level playing field issue

+ Not more government revenue — the Laffer Curve

B E 20123 399
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Key Messages

The Laffer Curve:

Equilibrium
Paint

Maximum
Revenue

Revenue

0% Tax Rates 100%

/| 1FA 2011
A&
Key Messages

« Corporations are not People

« Taxing Corporations — not a left-right issue
+ Spending revenue > politics
* Raising revenue > efficiency

« Corporations — you get what you deserve!
+ Be transparent
» Respect policy
« Collaborate with policy and revenue authorities

)

Hypothesis #1

Relatively simple practical recommendations
could, if implemented, effectively address
deficiencies in current rules for eliminating double
taxation of business income

/| IFA 2011
A

Hypothesis #2

Despite conventional wisdom, exemption systems
are no better than credit systems at eliminating
double taxation

/i 1FA 2011

Hypothesis #3

In light of taxpayer calls for less inter-governmental coordination,
national governments already do enough to eliminate double
taxation

Taxpayer efforts: Oppose EU harmonization, OECD tax
competition work, rules against tax arbitrage, etc.

Government Efforts: Domestic law relief, treaty

relief, and competent a ity proceedings

/| 1FA 2011

Summary of General
Report
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Conventional Wisdom

In principle, worldwide taxation systems generate double
taxation, whereas territorial taxation systems do not

Worldwide taxation: residents are taxed on domestic
and foreign income

Territorial taxation: residents are taxed on domestic
source income only

ce

@ Real World

Territorial taxation systems do not ignore juridical double
taxation

Both systems are equally exposed to economic double
taxation

o8

Methods for Relief of Double Taxation

Exemption Method:

Country of residence excludes foreign source income from
domestic tax base of its residents

* Foreign source income may or may not be taken into account
when determining rate of taxation applicable to other income

Credit Method:

¢ The country of residence includes the foreign source income in
the domestic tax base of its residents, and

* Acreditis allowed for the foreign tax due on such foreign income

15

cB

Credit Methods

Full Inclusion Regime: foreign source income is taxed on
a current basis

Deferral Regime: foreign source income is taxed when
repatriated home

o8

@-17

'

/ L IEA 2011

Credit Methods

Ordinary Credit Method : foreign tax reduces domestic income tax
on foreign income only

Full Credit Method: foreign tax reduces domestic income tax on all
income, whether foreign or domestic

Indirect Tax Credit Method: credit for underlying foreign taxes paid
on foreign subsidiary profits out of which a dividend is received

ce

'

L IFA 2011
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Conventional Wisdom

Territorial tax systems eliminate double taxation by
applying the exemption method

Worldwide taxation systems eliminate double taxation by
applying the credit method

o8
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No Pure Exemption System

+ Credit method applicable to passive income

* Impact of tax treaties

No Pure Credit System

* Impact of tax treaties
* Targeted exemptions, e.g. non-portfolio dividends
* Deferral rule

@-20

Worldwide Taxation Group
(A group)

+ Credit method for active
business income from foreign
branches

Credit method for foreign

passive income, including non-

portfolio dividends from foreign

subsidiaries

+ Targeted exemptions, only in a
treaty context

* Norway, India, the major part of

Latin America (including Brazil)

and the U.S.

Country Classification (1)

CREDIT ————————— 5 EXEMPTION

Territorial Taxation Group o
(C group) !
1

@

Exemption of active business
income from foreign branches

* Exemption of non-portfolio
dividends from foreign
subsidiaries

* Credit method for other foreign

B
e

9
A
: C
Bl
passive income 1

* Australia, Austria, Denmark,
Estonia, France, the Netherlands,
Spain and Switzerland

cB

Hybrid Systems
(B group)
+  Credit method for active business
income from foreign branches

+ Credit method for foreign passive
income
and
* Exemption of non-portfolio dividends
from foreign subsidiaries

* Exemption of branch profits in a
treaty context

+ Belgium, Canada, Germany, Finland,
Luxembourg, Malta, New Zealand,
Poland, Portugal, Russia, South Africa,
Sweden, The UK

@-22

[ Non E.U. countries [ E.U. countries

C

CREDT — 5 EXEMPTION

2

@-23

@-24

Exemption Method: conventional Evaluation

* Simplicity
¢ Low administrative burden

* Need for expense allocation rules

* No deduction of foreign losses against domestic
income

* High sensitivity to tax planning activity

Credit Method: Conventional Evaluation

Low sensitivity to allocation of deduction
Ability to deduct foreign losses against domestic income
Low level of tax planning activity

indirect tax credit
* High administrative burden

Complexity of rules on (i) foreign tax credit limitation and (ii)

402
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‘3’ No Ideal World

Both systems generate similar risks of double taxation

Both systems are equally vulnerable to tax planning

Both systems can be complex to manage

@-26
/ IFA 2011
A8

Conventional Wisdom
VS.

Reality

ce

@-27
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Expense Allocation: Conventional Wisdom

* Exemption system: no deduction for expenses
allocated to exempt income

* Credit system: deduction of expenses allocated to
foreign income

=>» Exemption system may lead to double taxation.

@-28

/i IFA20m
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Expense Allocation: Reality

* Credit system:
— Expense allocation for calculating FTC
= Over-allocation to foreign income
= |Inappropriately reduced FTC limitation

=>» Credit system can also lead to double taxation

@-29

/i 1FA 2011

Expense Allocation: xemption Country Example - PE

« State of head office: Allocation of (deductible) general
overhead cost / general financing cost to head office
and PEs according to ratios, e.g. assets, turnover,
headcount etc.

« State of PE: deduction, but
—only if directly connected to PE
— allocation by different allocation keys

@-30

/i 1FA 2011

Expense Allocation: Exemption Country Example - Sub

* State of parent: expense allocated to participation in
ForCo
—Type (A) countries: not deductible
— Type (B) countries: deductible (but e.g. 5% of
dividends deemed non-deductible expense)

« State of ForCo: no deduction

=> In case (A) economic double taxation, in case (B)
partly.
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IFQ 2011 IFQ 2011

Expense Allocation Expense Allocation

Comments on U.S. System and Developments
¢ Rules currently apply to measure the “foreign tax
credit limitation”

Comments on U.S. System and Developments

¢ The Obama Administration has proposed deferring a
portion of expense deductions until related deferred
¢ Can produce double tax, esp. interest allocation rules income is repatriated
(introduced to address perceived abuse)

* Rules are highly complex and often unclear

®-33 @-34

IFA 2011 IFA 2011

Deduction of Losses: Conventional Wisdom Deduction of Losses: Reality

¢ Two methods to eliminate double-taxation by resident Credit systems can limit deduction of foreign losses in
state: several ways
: Exem.ptlon * Limits for deductions
e Credit

* Inability to deduct foreign losses from domestic income

« Conventional wisdom: « Recovery of overall foreign losses and foreign branch losses

* Exemption systems give rise to double taxation by
denying deduction of foreign losses

LR LRG

@-35 @-36
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Deduction of Losses: credit Country Example Deduction of Losses: Exemption Country Example

« Brazil: Worldwide taxation since 1995 France: Losses of foreign subsidiaries

*  Worldwide consolidation subject to ruling
* Foreign earnings and gains are included in income of .
Brazilian corporations

Small and medium size businesses
* Debt waivers

¢ Butlosses from foreign transactions can only be offset
against foreign profits

404 HBEMRE 20123



@-37

/i 1FA 2011

@-38

Deduction of Losses: Exemption Country Example

France: Losses of foreign branches

Subsidies granted to branches may be deducted from
French taxable income of the head office if:
¢ Commercial relationship between the branch and
the head office
* Subsidy allows the company to develop or
maintain its French business

ce

Tax Planning Activity: Conventional Wisdom

* Exemption systems seem to offer a high reward for
successful tax planning:
* Outright exemption from tax in the country of
residence

* They encourage tax planning (or tax avoidance) to a
greater extent than tax credit systems would.

@-39
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Tax Planning Activity: Reality

@-40
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Tax Planning Activity: Reality

* Taxpayers under exemption systems and taxpayers under tax
credit systems are both rewarded for allocating (or shifting):
* income to foreign sources, and
« deductions to domestic income.

* Rewards may differ in degree, but not as much as it may seem:
< Shifted net income is often subject to foreign tax for the
exemption system taxpayer.
* The tax credit system taxpayer may achieve lengthy deferral
of residence country tax.
* No absence of tax planning activity is detected in tax credit
system countries.

@-41
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Tax Planning Activity: Exemption Country Example

Exemption countries often:

 Limit the exemption to active income (rather than
passive income, which is more easily shifted);

* Impose tax by attribution on the passive income of
controlled foreign companies;

* Apply anti-avoidance rules to counter artificial means

of shifting income and deductions.

@-42
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Tax Planning Activity: Exemption Country Example

EXEMPTION RESIDENCE
COUNTRY. / Parent Co COUNTRY
Deductble dvider 100%
ownership
. Dividends
Subsidiary Co One_|/---------------<------------3 ] Subsidiary Co Two
Equity funding
(exempt didond
income)
Income producing
activity Income producing
activty
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Tax Planning Activity: Credit Country Example

FTC Generator 1

Loan Interest

Interest

- Alternative transaction: Canadian Bank lends directly to US Bank — interest
on loan is fully taxable in Canada

@-44

f

/‘\ IFA 2011

US Bank ‘
—

Loan Interest,

Guarantee

Canadian Bank

Guarantee Fee

I Capital Dividend

. Contribution Distribution
T Capital
Loan Contribution

us i
| sswsany [ e =1

Interest Partnership
Distribution

 Partnership distribution to Canadian Bank carries foreign tax credit — Partnership distribution effectively tax
‘exemptin Canada

* New legislation denies the foreign tax credit

)

Facts: USP finances formation of its
Country Z sub with significant debt.

“Broken Repo”

Country Z is about to tighten its
of $28 Equity

earnings stripping rules in a manner
that would deny CountryZa
deduction for interest on its
intercompany debt.

45400M USP presented with opportunity to
Hybrid refinance debt (a) through structure
avoiding Country Z’s new earnings
stripping rules & (b) at rate

but y better than

Country Z market rate it s currently using. The deductible in Country Z, but would be taxable in Country Y.
Country Z Country Y . h
structure requires USP to invest o e ElGee e e USS
through a JV that is subject to tax in e s FIMEs clehize 11 s ki
Country Y.
46
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Tax Planning Activity: Credit Country Example

FTC Generator 2 — Active Foreign Sub: Results

* Under Old Country Z law, the subsidiary is financed with a loan on which
the interest is deductible in Country Z and taxable in the United States.

Under new Country Z law, the interest would not be deductible in
Country Z, generating taxable income in Country Z that would generate
FTCs for USP.

Under the proposed structure, the interest would continue to be

@-47

f
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Tax Planning Activity: Comment on Progressive Rates

:

i

'

' * Progressive tax rate

i

: * Progression clause
for exempt income

Year1l | Year2 i Yearl | Year2 => Different effects of
Head office +100 | +100 } +100 | +100 PE profit and loss
PE 0 0 ~100 | +100 (Alternative 2) under
CREDIT CREDIT vs. EXEMPTION
Tax (say) 30 30 0 70 system
EXEMPTION
Tax (say) 30 30 0 35 B

Complexity: Conventional Wisdom

e There is a high degree of complexity in credit systems
* Income must be defined and characterized for proper
“basketing”

* Expense Allocation

* Very difficult indirect credit factual determinations

* How does a taxpayer obtain necessary information from lower
tier entity:

* When lack majority ownership?

* When a dividend is paid many years after it is earned?

)
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Complexity: Credit Country Example Complexity: Credit Country Example
i Related || Not Definitely
Deductions oome ’Inculjrecl! asresult || Related Category Items of Income Passive Income.
Ded. 1 | === | of, orincident to *Related to all g S:
Compensation | activity from which | gross income % Dividends Witholding
income derived or none Reallocati
Ded.2 Buss. Income Passive ~ “Rues | 1 Tax215%
: Ratably Apportion to Interest !
0 Dealings-Prop. "' Sincome 4 Apportionment 2 Tax<15%
Ded.3 | Within Classes >0%
: Factual Rents High-
Relationshi
P ) Domestic  Foreign taxed Allocation of
Ded. 4 *mmw Royalties Source Source income 3 Tax=0% +—; Deductions
IRelated - See Prior Slide:
Interest General Annuities
Ded.5 || 3 nioca 4
Clos) | Dividends cFCs e
Rents/Royalties uihhodng
J - fe.bug
Ded. 6 Dlslgf;zrlge Passive General oo o Excludes “Aciive P
w ponte and forelgn tax 50
P %)

®@-51 ®@-52
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Complexity: Reality Complexity: Reality

* Exemption Systems have detailed rules for sourcing *Exemption System Complexity

income and related expenses . . »
* Canadian Foreign Affiliate System

* Limited to active income

¢ What is passive income?
* Detailed anti-avoidance provisions
* Strong transfer pricing enforcement required

)

* 3 Surplus Pools to be tracked

* Exempt Surplus
* Taxable Surplus
* Mixed Surplus

/i 1FA 2011

Complexity: Exemption Country Example

State C State B State A

= Vs =
- dividends dividends

Two requirements:
1. Taxation
2. Active Income

/i 1FA 2011

Complexity: Exemption Country Example

@-54

1) Taxation: CB has to be taxed
o When is it considered to be taxed?
¥'Similar nature
v/ Tax rate

domestic taxation

o If CB is not taxed but CA is taxed, is it enough?
o Existence of DTA may eliminate requirement for non-

coc
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Complexity: Exemption Country Example

2) Foreign “active income”
%
* Definition of active income
o Services, certain business activities,
o Dividends from other companies (same requirements)

cac
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IFQ 2011

Complexity: Exemption Country Example

Limitations and anti-abuse:
« Certain jurisdictions (lack of taxation or information)

« Dividends related to income that was previously deductible or
not included in tax base

®@-57

IFA 2011

Examples of Other
Significant Issues Creating
Double Taxation

@-58

IFA 2011

Examples of Significant Issues:

Source of Income: Listing of Potential Source Conflicts

* Existence of a PE and Attribution of profits to PE
« Allocation of expenses
¢ Adjustments made to PE

* Conflict of residence

* Person subject to tax

cic
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Examples of Significant Issues:

Source of Income: Example of Source Conflicts

Existence and attribution of profits to PE

« Article 5:
o There has to be the same interpretation
o MAP: are Competent Authorities obliged to reach an agreement?

* Article 7
o Tax base should be ing to each
Art7)
o Example: different rules for depreciation: timing issues
o In most of the cases (credit method ) double taxation will not be
completely eliminated

(new and old

cac
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Expense Allocation

¢ Denial of deduction for foreign expenses and costs
may lead to double taxation

¢ Cost sharing
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Expense Allocation

Brazil: Technological Innovation

* To incentivize domestic technological innovation,
Brazil restricted deductions for technological
innovation
* Expenses may only be deducted if paid to individuals

or legal entities resident and domiciled in Brazil
* Exception for payments to obtain and maintain
patents and trademarks abroad

@-62
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Examples of Significant Issues:

Source of Income: Example of Source Conflicts

Adjustments made to PE

State C State B

TP Adjustment PE HO

Sale e State A

* Is C-ADTA applicable? 7,9
*  Possible solution

cac
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Examples of Significant Issues:

Source of Income: Example of Source Conflicts

Conflict of residence

Which treaty should apply? State B
State C Residence Established
Through MAP
Payor

* Should B eliminate double
taxation in any case?
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Examples of Significant Issues:

Source of Income: Example of Source Conflicts

Person subject to tax

State A State B

Distribution SubA Dividend Pe
Tax Imposed
onA

+ If withholding tax is imposed on Sub A, is PB going to be able to credit it?

+ Should the Treaty address this?

coc
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 Tax credit in state D

! - only for PE tax?
royalty [TEECo] - also for L tax?
1 wht 20 %

Al = 0| 50
A2 30(30-20-30=-207?| 30
B1 30-20=10|30-10 =207?| 50
B2 30-20=10|30-20-10= 0.| 30
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Examples of Significant Issues:

Character of Income

Listing of Potential Character Conflicts

* Technical Services vs. Business Profits

* Dividends/Business Profits vs. Interest
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Examples of Significant Issues:

Character of Income: Example of Character Conflict

« Controversy over application of tax treaties

* Renault Case: Brazil vs. France

« Services performed outside Brazil to help establish
Brazilian plant

* Article 7 (Business Profits) should apply to avoid
withholding tax: Taxpayer had no PE

* Tax authority position: service payments not within Article
7, but within Article 21 (other income) > WHT

Examples of Significant Issues:

Character Conflicts: National Responses

* Some treaties avoid double taxation by providing explicitly
that payments for technical services are treated as royalties
* E.g. Norway-Brazil, Hungary-Brazil, Spain-Brazil and
Portugal-Brazil treaties

¢ Other treaties expressly authorize the assessment of WHT on
technical services, provided that the residence state credits
* E.g. Brazil-Belgium and Brazil-Argentina treaties

Examples of Significant Issues:

Character of Income: Example of Character Conflict

Interest vs. Business Profits/Dividends

« Controversy over application of Tax Treaties

* Caninterest on loans between related parties be deemed business
profits or dividends?

* Depends on domestic tax law and the relevant tax treaties

* Both domestic law and treaties may lead to double taxation

69
LR

A makes a loan to partnership P; P pays interest to A; State R recognizes loans
between partners and partnerships but State P does not; both States apply Art. 7 to
the income of P, but State R considers that Art. 11 should apply to the payment made
to partner A.

EX AMPLE 15

INTEREST
LOAN

SHARE OF FHOFITS

CONTRIBUTIN
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Examples of Significant Issues:

Entity Classification: Listing of Potential Classification Conflicts

Inconsistent classification of entities can prevent
double tax relief

Companies or partnerships may be transparent in one
country, opaque in another

Group status in one country may not be recognized in
another

Examples of Significant Issues:

Entity Classification: confiict example

Source country taxes owner of transparent entity
* Residence country treats entity opaque:
Denies FTC: owner did not derive income subject to tax

Delays FTC: owner did not derive income until later
distributed
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Examples of Significant Issues:

Entity Classification: conflict Example

Treaty resident owners of transparent investment
vehicle denied treaty relief:

* Source country treats vehicle as opaque

* OECD: source country should apply residence country
classification to allow relief

@-74

Examples of Significant Issues:

Entity Classification: National Response

* Flexible treatment of hybrids to allow FTC more
common (example: Australia)

* Increased adoption of Treaty provisions to look
through entities disregarded by residence country
(examples: Australia-NZ, Australia-Japan, Germany-UK,
many US treaties)

Examples of Significant Issues:

Entity Classification: Classification Conflict Example

* US LLCis disregarded for US tax
purposes and corporation for
Canadian tax purposes

Canadian PE remittances subject to
25% branch tax — reduced to 5% under
US-Canada Tax Treaty

Question: Is US LLC resident under US-
Canada Tax Treaty — Is US LLC “liable to
tax”?
* CRA says No — Tax Court of Canada
says Yes
e Issue addressed in new US-Canada
Growp Treaty, effective 12.15.2008 (see Art.
V)

)

Examples of Significant Issues:

Example of Credits Realized in Loss Years

Canadian CFC rules — Canadian parent with US subs

e

Consoldated Group.
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Practical Implications

* Treaties
* Follow the treaty!
Treaty relief for double taxation of dividends
Expanded MAP arbitration
Allow the application of MAP to PE
Broader inclusion of provisions for fiscally transparent entities
* Orinclude a clause to resolve discrepancies (e.g., follow a
residence definition)
+ Allow credit by payee even where payor is liable, e.g., for
dividend distribution tax

@-78
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Practical Implications

* Reconsider inability to deduct foreign losses (with recapture?)
* For Credit Countries
* Move to exemption system???
* Adopt source countries’ treatment of source, character,
identity of taxpayer
* Extend FTC carryforward period
* Accept that:
* Income may originate in more than one country
* All taxes (at least income taxes) are eligible for credit
+ All taxes (at least income taxes) are eligible to be
reduced by FTC
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Testing the Hypotheses

True or False?

Relatively simple practical recommendations
could, if implemented, effectively address
deficiencies in current rules for eliminating double
taxation of business income
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Testing the Hypotheses

True or False?

Despite conventional wisdom, exemption systems
are no better than credit systems at eliminating
double taxation

PRW
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Testing the Hypotheses

True or False?

In light of taxpayer calls for less inter-governmental
coordination, national governments already do enough to
eliminate double taxation
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Thank You
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