

Topic 3:  Mitigating International Double Taxation



	International taxation is the study of how tax systems interact when there is a cross-border investment or flow of funds.  The fundamental issue is how to mitigate international double taxation that arises when two jurisdictions tax the same income.  Statutory tax laws, tax treaties, and tax practice strive to minimize double taxation.  The extensive network of tax treaties that has emerged frequently provides opportunities for reducing overall taxes through international arbitrage.  In essence, multinational companies can reduce taxes by locating activities in and diverting funds to low tax jurisdictions, or so-called tax havens--an opportunity that is not available to strictly domestic companies.  

	In this topic, government and private sector responses to double taxation are presented.  More specifically, in this topic we discuss:

·	The threshold question, “What gives a country jurisdiction to tax (section 3.1)?”

·	How governments attempt to mitigate international double taxation when it arises (section 3.2), 

·	The extent to which governments provide interest relief on funds borrowed to make foreign investments (section 3.3).

·	Government systems for mitigating domestic double taxation of corporate profits and shareholder dividends (section 3.4),

·	How incompatible systems to mitigate domestic double taxation interact when dividends are paid internationally (section 3.5), and

·	Private sector responses to international double taxation (section 3.6).



3.1	Jurisdiction to Tax

	At present there is no global authority that establishes international tax rules.  That is, there is no international tax law per se, only national tax laws. Therefore, each country has discretion in deciding who and what to tax.  In this section, we discuss the type of connection used by countries to establish tax authority, the methods multinationals employ to minimize worldwide taxes, and anti-avoidance measures that governments use to prevent tax minimization.  

Country Connection

	What gives a country tax authority?  The jurisdictional scheme which a country adopts specifies the types of relationships between potential taxpayers and the taxing jurisdiction that lawmakers believe are sufficient to justify taxation.  Tax liability in a particular country typically arises when an entity is connected to the country in one of two ways--namely, through a personal relationship or an economic relationship.

Personal Relationship.  A personal relationship with a country frequently gives rise to taxation.  For individuals, such a personal relationship may be established by virtue of being a citizen or resident of a country.  Many jurisdictions tax the income if its citizens regardless of where they live or the location of their activities.  Foreign individuals who are residents, but not citizens, of a country are also likely to be taxed by the country in which they reside  Typically, residency (resulting in taxes) requires a specific duration of physical presence within the country's borders.

	A corporation can also have a personal relationship with a country through citizenship or residency.  A corporation is often considered a citizen of the country in which it is chartered.  Mere incorporation in some countries is enough to establish tax authority, regardless of the company’s activity level in the country of incorporation.  Under the laws of other countries, mere incorporation does not, by itself, create tax authority.  In virtually all countries, corporate residency results in taxation.  Residency typically depends on where a company is managed and controlled.  Not surprisingly, the interpretation of terms such as management and control can take on different meanings in different jurisdictions.  For example, one interpretation might be based on the location of board meetings whereas another interpretation might look to the location of day-to-day operations or where the principal place the business is located.  Because definitions of residency vary by country, it is possible for a taxpayer to be a resident of two jurisdictions.  To avoid this redundancy tax treaties often have “tie breaker” rules that determine a single location of residency.  However, not all tax treaties have such a rule.

Economic Relationship.  An economic relationship with a country might also give rise to taxation.  For both individuals and companies, an economic relationship exists whenever an entity derives income from business activities or investment assets located within a country.  Business activities usually create an economic relationship if a nontrivial part of the value added process occurs in a country, such as manufacturing, marketing, or distribution functions.  Strict importing and nominal activities usually do not create an economic presence in a country.  The set of entities deriving income from sources within a country includes not only citizens and residents (those persons who already have a personal relationship with the country), but also foreigners. 

Minimizing Worldwide Taxes

	Multinational entities may employ a variety of methods to minimize worldwide taxes.  

Avoid Connection.  An obvious method of minimizing taxes in high tax countries is to avoid a connection (i.e., a personal or economic relationship) with the country.  

Divert Profits.  If a company is connected, taxable profits can be diverted away from the jurisdiction.  More specifically, taxes may be minimized in the high tax country by minimizing taxable profits through intercompany transfer pricing on goods.  For example, a company subject to high taxes can charge a low price for goods transferred to a related company in a low tax country.  The low price will minimize taxable income, hence taxes, for the selling company.  Of course, a multitude of nontax considerations may also dictate transfer prices, such as compensation based on salary, duties, anti-dumping rules, and exchange controls.  

Extract Profits.  When profits cannot be diverted at the outset, the focus turns to extracting profits in a tax deductible form.  For example, a parent can capitalize its high tax foreign subsidiary with debt.  Now, profit extraction can take the form of tax deductible interest payments to the parent by the subsidiary, thus reducing the subsidiary’s taxable income and taxes.  However, excessive debt capitalization may be challenged by the taxing authorities.  Other forms of tax deductible payments from the high tax subsidiary may include royalties, rents, services fees, and insurance premiums, to name a few.  Proper valuation of these deductible transfers falls under the purview of transfer pricing--an activity that is often scrutinized by taxing authorities.  Moreover, taxpayers must be aware that payments of items such as interest and royalties (as well as dividends) may be subject to so-called withholding taxes by the country of disbursement.  The network of bilateral tax treaties provide an important planning tool because they may reduce or eliminate withholding taxes between treaty countries.

Distributions.  If taxes cannot be diverted or extracted then distributions from the high tax jurisdiction may be considered when feasible.  Tax benefits from distributions arise because taxes may be lower in the distributee’s country, hence enabling a higher after-tax return on future earnings.  Tax costs associated with distributions include withholding taxes and taxes in the distributee’s country .  

	Withholding taxes are frequently minimized by treaty shopping.  That is, if withholding tax rates are high between the parent and subsidiary, the subsidiary may be owned by a holding company in an intermediate country that has low treaty withholding rates.  Taxes will then be minimized on distributions to the holding company.  A low treaty withholding rate between the intermediate country and the parent’s country may enable the funds to finally be distributed to the parent at a favorable tax rate.  Alternatively, the funds may be “parked” (i.e., left) in the intermediate county if it is a tax haven, meaning no or low taxes apply to earnings within the country.  The number of tax havens has grown dramatically in the last 30 years.  Of course, a number of nontax factors will also influence distribution decisions, such as the subsidiary’s need for reserves, and political and exchange risks associated with retaining profits in the subsidiary.  

Acquisitions and Disposals.  Successful implementation of the strategies above will depend on how an international acquisition is structured.  Planning is likely to involve appropriate forms of capitalization (e.g., debt versus equity), assets received (e.g., stock versus bundled or unbundled assets), consideration surrendered (e.g., cash versus stock), and entities chosen (e.g., branches versus subsidiaries).  After acquiring and operating an international enterprise, its disposal ultimately may be at issue.  Disposals are likely to attract tax in at least one jurisdiction including the home (e.g., parent’s) country, host (e.g., subsidiary’s) country, and intermediate countries, if any.

Anti-Avoidance Measures

	Mindful that flourishing tax planning opportunities have accompanied the rapid growth of international trade and international tax havens, governments have enforced a variety of anti-avoidance legislation that is presented here in four broad categories.  First, required administrative consent or exchange controls have been used to restrict forming entities in, or shifts profits to, a low tax jurisdiction.  Second, mechanisms are often enacted that prevent tax free or deferred accumulations of profits from accumulating in tax havens.  	Third, transfer pricing as been the subject of significant evaluation by the taxing authorities in many governments.  Fourth, steps have been taken by governments to minimize the use of treaty networks to reduce taxes.



3.2	Government Responses to International Double Taxation

	Individuals and corporations engaged in international transactions may have a personal relationship with one country (the home country) and an economic relationship with another country (the host country).  This creates the real possibility that the income generated by these transactions will be taxed twice.  First, he host country will almost always assert jurisdiction on the basis of its economic relationship with the taxpayer.  Second, the home country may also assert jurisdiction over this income on the basis of its personal relationship with the taxpayer.  

	As a result, both the home and the host countries must decide whether and how to adjust their tax system when there are competing jurisdictional claims.  Commonly double taxation is mitigated by countries acting alone (unilaterally) and, in many cases, they act together (bilaterally) through tax treaties.

Unilateral Approaches to Mitigating Double Taxation

	Traditionally, it has been up to the home country to solve the double taxation problems of its citizens and residents.  There are several ways by which a country can mitigate double taxation.  In all cases, the home country is, fully or partially, forfeiting its jurisdictional claim over the foreign income of its citizens or residents.  Four approaches to mitigating double taxation are presented below, followed by a comprehensive example of each approach.

Deduction System.  Citizens and residents might be allowed to deduct the foreign taxes they pay from their home country tax base.  This provides only partial relief from double taxation.  For example, a company that, for domestic purposes, deducts 27 of foreign taxes paid on 60 of foreign earnings is still subjected to a domestic tax on 33 (60 – 27).  In other words, 33 is still double taxed.  

Territorial (or Exclusion) System.  A more thorough approach to mitigating double taxation is to allow citizens and residents to exclude all foreign income from domestic taxation.  For example, the home country taxes a citizen's wages only if they are earned domestically, thereby exempting from taxation on wages earned abroad.  Under this territorial system the home country asserts primary jurisdiction over domestic income whether the recipient of that income is a citizen, resident, or foreigner.  Primary jurisdiction is the right to tax income irrespective of the jurisdictional claims of other countries.  No jurisdiction is asserted over any income earned abroad.

	Territorial systems ignore personal relationships and claim jurisdiction only on the basis of an economic relationship or the geographical source of the income. A territorial system has much to recommend it.  It avoids complex calculations found with worldwide systems (as discussed next), and it allows foreign investment decisions based on factors that are limited to the host country.  Accordingly, it does not disrupt incentives provided by a host country, nor does it discriminate against investments in countries with heavy indirect taxes as do worldwide systems.  Some countries employ a territorial system for certain taxpayers, but not for others.  For example, Brazil and France apply a territorial system to corporations, but not to individuals.  Other countries, such as the Netherlands and Switzerland, more or less apply a territorial system to all taxpayers.

Worldwide System with an Unlimited Credit.  Another mechanism by which a home country can mitigate the double taxation of its citizens' and residents' outbound transactions is to include their home and foreign income in the tax base, but allow a credit for all (i.e., unlimited) foreign taxes paid on that income.  Under this system, foreign income taxes paid offset the home country tax, even if the host country tax rate exceeds that of the home country. Under this system, the home country exercises primary jurisdiction over the domestic income of citizens, residents, and foreigners.  It also asserts secondary jurisdiction over the foreign income of citizens and residents.  The claim is secondary in the sense that the home country forgoes the right to collect taxes to the extent a taxpayer's foreign income is taxed by the host country.

Worldwide System with a Limited Credit.  The mechanics of a limited credit depend on the relative tax rates of the home and host (i.e., foreign) countries.  If the domestic tax rate (DTR) is greater than the foreign tax rate (FTR), the taxpayer's credit equals the foreign taxes paid.  This is no different than the unlimited credit.  However, if DTR < FTR, the taxpayer's credit is limited to the domestic tax that is imposed on the foreign income.  In addition, both the unlimited and limited credit systems provide a credit for foreign direct (i.e., income) taxes only.  Because they provide no relief for foreign indirect taxes (e.g., value added taxes), they are bias against foreign investments in countries with large indirect taxes.

	The manner in which each of the above methods works to mitigate double taxation is illustrated by the following example.  In this example, the corporate tax rate of the foreign, or host, country (F) is assumed to be higher than the domestic, or home, country (D).



Exhibit 3.1

Mitigating Double Taxation--Four Approaches



Facts:  Dco, Inc. is a domestic corporation with operations in both its home country D and foreign country F.  Dco's annual earnings are 100, 40 of which is derived from its country D operations and 60 from its country F operations.  Assume that the country F corporate tax rate is 45 percent, while the country D corporate tax rate is 35 percent.  Further assume that countries D and F use essentially the same rules for computing and sourcing taxable income.�  Regardless of the method used by country D to mitigate international double taxation, the full amount of Dco's 60 of country F profits will be subject to country F taxation at a 45 percent rate.  The domestic tax on Dco's foreign profits depends on the method used by country D to mitigate international double taxation.

Baseline--No Mechanism for Mitigating Double Taxation

If country D provides no mechanism for mitigating double taxation, then the full amount of Dco's foreign profits are taxed by both countries F (as described above) and D, as follows.

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	  60		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	  100	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .45

=	D tax	   35	=	F tax...........................	   27



Taxation in countries D and F combine for a total tax of 62 on Dco’s earnings of 100, for an overall tax rate of 62 percent (62/100).  Country D foreign source income of 60 is being double taxed, resulting in a total tax rate of 80 percent (45 percent F tax + 35 percent D tax).

Deduction System

If country D allows a deduction for foreign taxes, then only a portion of Dco's foreign profits are taxed twice.

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	  60		F source income..........	60

+	D source income	    40	+	D source income.........	   na

�symbol 45 \f "Symbol"��	Foreign taxes paid....	   27	�symbol 45 \f "Symbol"��	Foreign taxes paid......	     na

=	Taxable income	   73	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .45

=	D tax	   26	=	F tax...........................	   27



Taxation in countries D and F combine for a total tax of 53 on Dco’s earnings of 100, and an overall tax rate of 53 percent (53/100).  The deduction for country F taxes paid shelters 27 of Dco's foreign profits from double taxation, but the remaining 33 of foreign profits are still taxed twice at a combined rate of 80 percent (45 percent + 35 percent).

Territorial (or Exclusion) System

If country D allows resident taxpayers to exclude foreign-source income, then none of Dco's foreign profits are taxed twice.  Dco’s overall tax is computed as follows.

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	 Excluded		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	    40	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .45

=	D tax	   14	=	F tax...........................	   27



Taxation in countries D and F combine for a total tax of only 41 on Dco’s earnings of 100, and an overall tax rate of 41 percent (41/100).  By completely removing foreign-source income from the country D tax base, an exclusion protects the full amount of Dco's foreign source income from double taxation.  Therefore, foreign profits are taxed only once at the foreign rate of 45 percent.

Worldwide System with a Unlimited Credit.

If country D allows an unlimited credit, then Dco can credit the entire 27 of country F tax paid against its country D tax.  This leaves Dco with a country D tax liability of only 8 that is less than the 14 of country D tax which one would expect to be due on Dco's D profits.

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	  60		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	  100	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .45

=	D pre-credit tax	   35	=	F tax...........................	     27

�symbol 45 \f "Symbol"��	Credit for F taxes	   27

=	D tax	   8



Taxation in countries D and F combine for a total tax of only 35 on Dco’s earnings of 100, and an overall tax rate of 35 percent (35/100).  The unlimited credit of 27 more than offsets the domestic country’s tax on the 60 of foreign income.  Therefore, some of the 27 credit is left over to offset domestic taxes on domestic income.  The end result is only 8 of taxes paid to country D.�

Worldwide System with a Limited Credit

If country D allows a credit for foreign taxes that is limited to the domestic tax on foreign income, then Dco is entitled to a 21 credit.  More formally, this credit is the lesser of (a) 27 of country F taxes paid, and (b) 21 of domestic tax that would otherwise be due on country F profits (i.e., 0.35 ( 60).  The credit leaves Dco with a domestic tax liability of 14, which represents the country D tax on Dco's 40 of domestic source income.

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	  60		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	  100	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .45

=	D pre-credit tax	   35	=	F tax...........................	     27

�symbol 45 \f "Symbol"��	Credit for F taxes	   21

=	D tax	 14



As with an exclusion method, taxation in countries D and F combine for a total tax of only 41 on Dco’s earnings of 100, and an overall tax rate of 41 percent (41/100).  Dco's foreign profits of 60 are taxed only once at the foreign rate of 45 percent.  

However, it is noteworthy that the territorial (exclusion) system and the worldwide system with a limited credit will not always result in the same outcome.  Specifically, when the domestic tax rate exceeds the foreign tax rate, the territorial method results in less overall tax.  This can be illustrated by using the facts above, except changing the foreign tax rate to 25 percent, instead of 45 percent.  With this modification, Dco’s overall tax liabilities under the territorial and limited credit methods are as follows.

Modified Facts--Worldwide System with a Limited Credit

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	  60		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	  100	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .25

=	D pre-credit tax	   35	=	F tax...........................	     15

�symbol 45 \f "Symbol"��	Credit for F taxes	   15

=	D tax	 20



Modified Facts--Territorial (or Exclusion) System

	Dco's Domestic Tax Return	Dco’s Foreign Tax Return

	F source income	 Excluded		F source income..........	60

+	D source income	    40	+	D source income.........	   na

=	Taxable income	    40	=	Taxable income..........	60

�symbol 180 \f "Symbol"��	Tax rate	   .35	�symbol 180 \f "Symbol"��	Tax rate......................	   .25

=	D tax	   14	=	F tax...........................	   15



Under these modified facts, taxation in countries D and F combine for a total taxes of:

	Worldwide System with a Limited Credit (20 + 15)	35

	Territorial (or Exclusion) System (14 + 15)	29

	   Difference in overall tax between the two systems	  6



Under the limited credit system, 60 of foreign income is taxed at 25 percent by country F, and at 10 percent (0.35 – 0.25) by country D, for an overall tax of 21 (60 ( 0.35) on the 60 of foreign earnings.  However, under the territorial system, this same 60 of foreign income is only taxed by country F at 25 percent, for an overall tax of 15.  The difference in tax of 6 (21 – 15) on foreign income accounts for the difference in overall taxes between the two systems.





Incentives.  The different methods of mitigating international double taxation (i.e., deduction, exclusion, and credit) vary in terms of the incentives they provide multinational corporations for doing business abroad.  If a country did nothing to mitigate double taxation, its multinational companies would be at a severe competitive disadvantage in overseas markets.  In the foreign market, resident companies would be taxed.  In contrast, nonresident companies would be taxed twice--once by the host country and again by the home country.

	Deduction.  The competitive disadvantage described above would be reduced but not eliminated if a home country, such as D above, allowed its companies to deduct foreign taxes.  Foreign companies would still enjoy a tax cost advantage since D companies would still be taxed twice on those foreign profits that are not sheltered by the foreign tax deduction.  

	Exclusion.  If a home country allows its companies to exclude foreign-source income, those profits are taxed only once at the host country rate, which is the same tax treatment accorded local companies.  

	Credit.  The same result as an exclusion is generally achieved with a credit mechanism assuming the host country rate equals or exceeds the domestic rate, and the credit is limited.  When the host country rate exceeds the domestic rate and the credit is unlimited, the foreign profits of domestic companies still are taxed only once, but now at the lower domestic rate.  The credit offsets not only the domestic tax on foreign-source income, but also a portion of the domestic tax on some domestic source income.  As a result, the domestic tax on foreign profits effectively is negative, and therefore domestic companies enjoy a tax cost advantage vis-à-vis foreign competitors paying taxes at the higher host country rate.  

	If the host country rate is lower than the domestic rate, a credit system (limited or unlimited) results in the foreign profits of domestic companies being taxed once at the higher domestic rate.  This tax cost places domestic companies at a disadvantage in terms of competing abroad in low tax countries.

Government Revenues.  The method used to mitigate international double taxation also affects the amount of tax revenues which governments collect from domestic multinational corporations.  Any method of mitigating double taxation represents a deference by the home country to the taxing authority of the host country in the sense that the host country always collects the full amount of tax on the income earned within its borders.  The question is how much of the home country tax on those foreign profits is the home country willing to forgo in order to alleviate double taxation.  

	In general, the amount of tax that a country collects on foreign source income is inversely related to the degree to which the country takes steps to unilaterally alleviate double taxation.�  At one extreme, the full amount of domestic tax on foreign source income is collected if the home country does nothing to prevent double taxation.  At the other extreme, no domestic tax is collected on foreign source income if a territorial (i.e., exclusion) system is utilized.  

	The amount collected under a credit system (limited or unlimited) depends on the host country rate.  If the host country rate is less than the home country rate, the home country collects the excess domestic tax.  If the host country rate is greater than or equal to the domestic rate, the home country collects nothing.  If the host rate is greater than the home rate and the credit is unlimited, the amount of domestic tax collected on a company’s foreign profits is actually negative.  The home country subsidizes the higher foreign rate by allowing the domestic taxpayer to credit those excess foreign taxes against home country taxes on domestic source income.

Bilateral Approaches to Mitigating Double Taxation--Treaties

	In addition to providing a deduction, exclusion, and/or (unlimited or limited) credit for foreign taxes paid, countries also enter into bilateral tax treaties as another means of preventing international double taxation.  Deductions, exclusions, and credits represent unilateral solutions to international double taxation in the sense that they are created by individual countries (and multilateral solutions in the sense that they apply to outbound transactions involving any foreign country).  Tax treaties, on the other hand, represent bilateral solutions, as they apply only to the two countries that are parties to the agreement.

	Tax treaties contain provisions that reduce the tax imposed on income derived by citizens of one treaty country from sources within the other treaty country.  For example, Country A may agree to forgo the tax on dividend income derived from within its borders by citizens of Country B in exchange for the reciprocal treatment by Country B.  The effect of such treaty provisions is to shift the claim of primary tax jurisdiction from the host country to the home country.  By subordinating jurisdictional claims based on economic relationships to claims based on personal relationships, a larger share of the tax on international transactions is "saved" for the home country.  Of course, the increase in the home country's tax revenues comes at the host country's expense.  As a consequence, tax treaty provisions are uniformly reciprocal in nature.

	For most countries, the prototype document for starting treaty negotiations is the 1992 model treaty of the Organization for Economic Co-operation and Development (OECD).  Forerunners to this influential model treaty are found in the 1977 and 1963 OECD model treaties, and 1921 studies by the League of Nations, the OECD successor, that culminated in the first model treaty.  

	In 1980, the United Nations (UN) also developed a model treaty most distinguished by its support for tax authority based on income source.  This focus acknowledges the tax rights of developing countries over income derived from them by richer capital exporting countries.  For example, it increases the likelihood that a business will be considered to have a “permanent establishment” in another country.  The existence of a permanent establishment gives rise to taxation by the foreign country.  Therefore, whereas 12 months are required under the 1992 OECD treaty, only six months of activity in a foreign country are required under the 1980 UN treaty for creating a permanent establishment associated with a building site and consultancy services.  Likewise, whereas maintaining inventory for delivery and having independent agents in a foreign country do not constitute a permanent establishment under the 1992 OECD treaty, they do under the 1980 UN treaty.  

Principle Features of the 1992 OECD Model Treaty.  Because the 1992 OECD model frequently forms the basis for tax treaty negotiations, we summarize its principle features.

	Permanent establishment is a model treaty criteria establishing when the business profits of a foreign entity are subject to tax by the host country (Articles 5 and 7).  The model treaty stipulates that taxable profits of a permanent establishment shall be determined as though the establishment is a distinct and separate enterprise suggesting, among other things, the use of an arms-length standard, separate books, and so on.

	Formulary apportionment, which is permitted under the model treaty, refers to the division of profits based on a formula (Article 7(4)).  For example, consider a two-country multinational enterprise with gross sales of 4 million in country A and 6 million in country B.  If the enterprise’s worldwide taxable income is 2 million, it could be divided between countries A and B based on relative gross sales, or 40 percent (4 million/10 million) to country A and 60 percent (6 million/10 million) to country B.  Accordingly, 0.8 million (0.40 ( 2 million) would be the amount of taxable income allocated to country A, and 1.2 million would be allocated to country B.  Other factors, such as the location of assets and/or compensation, could also be used as weighted variables in the formula.  Arguably, formulary apportionment is a substitute for transfer pricing and judgmental sourcing rules when there is inadequate information.  Because formulary apportionment in international treaties would require a wholesale renegotiation of agreements, it is unlikely this method will be widely adopted.

	The arms-length standard attempts to address one of the most controversial issues in international taxation today--namely, transfer pricing (Article 9(1)).  This issue derives from the ability of associated companies in separate countries to manipulate where their profits will be taxed.  For example, assume a parent corporation is manufacturing electrical parts in country A, and its subsidiary is marketing and selling the parts in country B.  Taxable profits can be sourced to country A simply by having the parent charge the subsidiary high prices.  Conversely, low transfer pricing will result in taxable profits accumulating in country B.  Wary of tax minimizing transfer prices, the 1992 OECD model treaty applies an arms-length standard for establishing transfer prices between related companies.  In essence, the arms-length standard attempts to price related party sales as though they are sales between unrelated parties, hence this provision attempts to establish prices based on market driven values.  Several methods for identifying an arms-length price are presented in the model treaty.  However, because implementation is subjective, the transfer pricing issue remains a central controversy.

	Corresponding adjustments are prescribed in the model treaty when a tax adjustment in one country calls for a corresponding adjustment in the second country (Article 9(2)).  For example, if one country increases a company’s transfer price, the second country should also increase the price.  However, because this provision is not mandatory, arguably it is inadequate.

	Deductions for excessive interest payments between related parties are restricted by the model treaty (Article 11).  This provision attempts to prevent so-called thin capitalization.  Because interest payments are usually deductible, there is an incentive for a parent corporation to use lots of debt and little (or thin) stock to capitalize a subsidiary in a high tax country.  Therefore, payments from the subsidiary to the parent can be treated as tax deductible interest rather than nondeductible dividends.  This reduces the taxable income to the subsidiary which is located in a high tax country.  Loans between related parties can also be in the other direction.  That is, the loan can be from the subsidiary to a parent located in a high tax country.  Recognizing the potential for abuse, the OECD model treaty provision recharacterizes excessive interest payments as dividends, hence eliminating desirable tax deductions.

	Excessive royalty payments are also subject to deduction restrictions under the same premise as excessive interest payments (Article 12).  The strategy the model treaty attempts to prevent is the licensing of an intangible asset between a parent and its subsidiary for an unreasonable royalty amount.  Because royalty payments are deductible, there is an incentive to charge high royalties to related companies located in high tax jurisdictions.  To the extent the royalty deduction is denied, such a strategy is undermined.

	Mutual agreement is a feature of the model treaty that gives taxpayers the right to protest before competent authorities if they are treated in a manner that they believe is inconsistent with treaty provisions (Article 25).  Competent authority does not assure a satisfactory outcome, but is merely a forum for discussion and potentially reaching a solution.  Some trading blocks, such as Europe’s Economic Community (EC), have agreed in principle to a Arbitration Convention.

Treaty shopping.  This term refers to structuring worldwide operations to take advantage of favorable bilateral tax treaty provisions among countries.  For example, assume an enterprise has a parent company in country P and a subsidiary in country S.  Because there is no treaty between P and S, when the subsidiary pays dividends to the parent, country S withholds 25 percent as taxes.  However, assume further that by “shopping” around for favorable treaties, the enterprise discoveries that countries P and S both have a tax treaty with country I which provides for zero withholding tax.  The enterprise can avoid withholding taxes altogether by setting up an intermediary subsidiary in country I, and paying dividends from S to I then from I to P.  Recognizing the potential for tax avoidance by treaty shopping, the OECD model treaty requires that a treaty will not apply unless the recipient of dividends (as well as interest and royalties) is also the beneficial owner, rather than just an intermediary (Articles 10(4), 11(4), and 12(3)).

Tax-Sparing.  Another common tax agreement between countries is tax-sparing by which countries mutually agree to observe the tax incentives of each other.  What types of tax incentives do countries sometimes provide?  One example of a tax incentive is a so-called tax holiday, meaning a country minimizes or eliminates taxes for a prescribed period on specified inbound activities.  The objective of the tax holiday is to provide an incentive for foreign businesses to undertake these specified activities in the host country.  To illustrate, if a foreign corporation establishes a manufacturing plant in a host country offering a tax holiday on manufacturing, the company will have a holiday from taxes in the host country.  Under tax-sparing, the manufacturer’s home country treats the manufacturer as though it is taxed in full by the host country.  These “deemed” foreign taxes paid are then available to offset (i.e., credit) taxes that the home country may attempt to impose on the manufacturer.  Of course, a home country will attempt to tax a resident manufacturer’s foreign earnings only if the country is under the worldwide/credit system.  In contrast, under a territorial system, the home country will never attempt to tax the manufacturer’s foreign earnings.  Therefore, under both the credit and territorial systems, the manufacturer’s taxes in the home and host country are reduced if not eliminated.  This is the end result sought by tax-sparing agreements in general.



3.3	Interest Relief on Foreign Investment

	Most countries allow an interest deduction for domestic investments.  However, similar interest relief for foreign investment is less pervasive.  No doubt, relief is denied by governments to preserve their revenue bases.  Governments that already exclude foreign source income or allow a foreign tax credit, might be especially hesitant to also allow substantial interest deductions on foreign investment.  On the other hand, full or partial interest deductions that are available in some countries are, no doubt, intended to facilitate foreign trade.

	At one extreme, the U.K., in essence, allows for interest deductions for foreign investments.  Moreover, because its treaty with the U.S. does not have residency tie breaker rules, foreign investment debt is often isolated in a separate company that is intentionally constructed to have dual residency.  Therefore, interest expense is deductible in the U.S. and the U.K.--a double benefit made possible by the interaction of specific treaty provisions and interest deduction rules.

	A more moderate approach is for a country to allow only partial deductions for foreign investment interest.  For example, U.S. tax laws require a multinational to allocate its investment interest to the U.S. based on the proportion of its worldwide assets in the U.S.

	At the other extreme, no interest deduction may be allowed for foreign investment debt.  For example, the Netherlands denies deductions for foreign investment interest expense on the basis that income from foreign sources is excluded from the tax base.  However, in practice partial interest relief may be possible even in countries where it is ostensibly denied, such as in the Netherlands.  This prospect arises because it is frequently difficult to identify the assets, domestic or foreign, to which borrowed funds apply.  For example, assume a company borrows 1 million and adds it to an existing earned cash surplus of 1 million.  Next the company makes a foreign investment of 900,000 and a domestic investment of 800,000.  Because money is homogeneous, or fungible, it is unclear what portion, if any, of the foreign investment is made with the borrowed funds.  Countries have developed conventions for resolving this problem that may provide partial benefit from interest incurred.   

3.4	Domestic Taxation of Corporate Profits and Shareholder Dividends

	Progressive liberalization of trade since World War II has led to incomparable direct, e.g., income, tax systems and incomparable indirect, e.g., consumption, tax systems.  In formulating financial strategies, it is important to evaluate an investment’s return after all taxes.  Ultimately it is the return to the primary investor that is of relevance.  When another entity, for example a corporation, stands between an investor and his money, the method of taxing distributions takes on amplified importance.  

	Countries employ a variety of methods for taxing corporate distributions.  The primary issue governments face in establishing their dividend tax laws is the extent to which the overall tax burden on dividends include corporate taxes.  At one extreme is so-called full integration in which no corporate tax is reflected in the ultimate tax burden.  At the other extreme, the classical method results in an overall tax burden comprising both a corporate and individual tax.  A host of methods achieve either full or partial integration.  These methods assume many names and forms.  To illustrate, Exhibit 3.2 provides examples of various integration methods.  The examples in this exhibit reflect the tax treatment of corporate earnings and the impact of distributing these earnings to an individual shareholder.

�Exhibit 3.2

Taxation of Individual Shareholder (SH) and Corporate Profits

	

�������		Pure	Classical	SH Imputation Cr.	SH Fixed Credit	Low SH Rate	Corp. Split Rate	Corp. Divid Ded.	

		Integration	Method	Full	Partial 	Full	Partial 	Full	Partial 	Full	Partial 	Full	Partial	.

CORPORATION	 (1)	(2)	(3)	(4) 	(5)	(6) 	(7)	(8) 	(9)	(10) 	(11)	(12)	

a.		Income	100	100	100	100	100	100	100	100	100	100	100	100	

b.	-	Dividend paid deduction	na 	na 	na 	na 	na 	na 	na 	na 	na 	na	-100	-44 	

c.	=	Taxable income	100	100	100	100	100	100	100	100	100	100	0	56	

d.	-	Pre-credit corp. inc. tax	na	-30	-30	-30	-30	-30	-30	-30	-10�	-104	-0	-17	

e.	+	Equalization tax credit	na	na	+30	+20	na	na	na	na	na	na	na	na

f	=	Corporate income tax	na	-30	0	-10	-30	-30	-30	-30	-10	-10	-0	-17

g.	-	Equalization tax	na	na	-30	-20	na	na	na	na	na	na	na	na

h.	=	Total corporate tax	na	-30	-30	-30	-30	-30	-30	-30	-10	-10	-0	-17

i.	=	Available (lns c + h) 	100	70	70	70	70	70	70	70	90	90	100	83	

j.	-	Withholding (10%)	na	-7	na	na	-7	-7	-7	-7	-9	-9	-10	-8	

k.	=	Distribution	100	63	70	70	63	63	63	63	81	81	90	75	

l.	(Imputation credit	na	na	30	20�	na	na	na	na	na	na	na	na	



INDIVIDUAL INVESTOR (SH)

m.		Distribution (ln. j)	100	63	70	70	63	63	63	63	81	81	90	75	

n.	+	Withholding (ln. i)	na	+7	na	na	+7	+7	+7	+7	+9	+9	+10	+8	

o.	=	Dividend	100	70	70	70	70	70	70	70	90	90	100	83	

p.	+	Gross-up amount	na	na	+30�	+30	+30	+13	na	na	+10	+10	na	na	

q.	=	Gross dividend	100	70	100	100	100	83	70	70	100	100	100	83	

r.		Pre-credit SH tax	-40	-28	-40	-40	-40	-33	-10	-20	-40	-40	-40	-33	

s.	-	Withholding cr. (ln. i)	na	+7	na	na	+7	+7	+7	+7	+10	+9	+10	+8	

t.	-	Imputation or fixed cr.	na	na	+30	+20	+30	+13	na	na	+9	+0	na	na	

u.	=	Shareholder tax	-40	-21	-10	-20	-10	-13	-3	-13	-21	-31	-30	-25	



OVERALL TAX on 100

v.	Lines h + j + u	-40	-58	-40	-50	-40	-50	-40	-50	-40	-50	-40	-50	

�	The examples in Exhibit 3.2 assume that a corporation has pretax income of 100.  These earnings are distributed to the shareholder (SH) after corporate level taxes, if any.  Shareholder taxes are then imposed.  The critical comparison made in the last line of the exhibit is the overall (corporate and shareholder) tax paid on the 100 of pretax earnings.  The examples are formulated based on assumptions about three different tax rates.  First, the corporate tax rate is assumed to be 30 percent.  However, it changes to 10 percent to illustrate the corporate split rate method in columns (9) and (10).  Second, some methods call for the corporation to withhold shareholder taxes.  In essence, the corporation collects taxes for which the shareholder is liable, and remits them to the government.  Withholding does not apply in all the examples, but when it does it is assumed to be 10 percent.  Third, the shareholder tax rate is assumed to be 40 percent.  However, to illustrate the low shareholder rate method (columns 7 and 8) a lower shareholder rate is used.  

	The methods illustrated in Exhibit 3.2 are not intended to be comprehensive.  For example, just because an illustrated method uses withholding, it does not mean withholding occurs in every country in which the method is used.  The same can be said about other features of the illustrations.

	Among the methods for integrating corporate and shareholder taxes, seven are illustrated in Exhibit 3.2, including, examples of:

·	A form of pure integration (column 1),

·	The classical method (column 2), 

·	The shareholder (SH) imputation credit (cr.) method (columns 3 and 4), 

·	The shareholder fixed credit method (columns 5 and 6), 

·	The low shareholder rate method (columns 7 and 8), 

·	The corporate split rate method (columns 9 and 10), and

·	The corporate dividend deduction method (columns 11 and 12). 

For each of the methods in columns (3) through (12), an example illustrates how the method might be implemented to create full integration and partial integration.  Each method is discussed below.

	Pure integration in column 1 illustrates a situation in which there is simply no corporate level tax.  Under this method of full integration, all the earnings flow through to the shareholders and are simply taxed at the shareholder level.  Therefore, the overall tax on earnings of 100 is 40 (100 ( 0.40) as shown on line v.

	The classical method in column (2) is the antithesis of pure (and full) integration.  Earnings are taxed twice--first, at the corporate level and, second, at the shareholder level.  Under the tax rates assumed in the example, the overall tax on earnings of 100 is 58 (30 paid by the corporation + 7 paid as shareholder withholdings + 21 paid by the shareholder).

	Under the shareholder imputation credit method (columns 3 and 4), the corporation pays tax to the authorities.  All or some of this tax is then ascribed (or imputed) to the shareholder.  The shareholder uses the imputed tax to offset (or credit) his shareholder tax.  In column (3), the full amount of the pre-credit corporate tax, i.e., 30, is imputed to the shareholder.  Thus, the shareholder’s tax of 40 (100 ( 0.40) is offset by the imputed tax credit of 30, resulting in a net tax of 10 paid by the shareholder directly to the tax authorities.  The overall tax on earnings of 100 is 40 (30 paid by the corporation + 10 paid by the shareholder).  Notice this overall tax of 40 equates to the overall tax of 40 under full integration (column 1, line v).  Hence, this is frequently referred to as full imputation.  

	Column (4) illustrates partial imputation.  Namely, the imputed credit of 20 is only part of the corporate tax of 30 (even though the shareholders dividend is grossed-up by the full corporate tax of 30).  Therefore, the shareholder’s tax of 40 is only offset by an imputation credit of 20, leaving 20 (40 – 20) that the shareholder must still pay directly to the taxing authority.  The overall tax on earnings of 100 is 50 (30 paid by the corporation + 20 paid by the shareholder).  This is not as favorable as full integration (column 1), but it is better than the classical method (column 2).

	The corporate level tax deserves elaboration under the imputation method.  Notice an equalization tax is computed on line g.  This tax equals the imputation credit, and it assures that the corporation pays a tax at least equal to the shareholder credit.  For example, unlike in Exhibit 3.2, assume dividends are paid from tax-exempt earnings and an imputation credit of 30 still applies.  Although the corporation pays no income tax, the equalization tax would assure that the corporation will pay a tax of 30.  However, the equalization tax is not designed to create corporate taxes in excess of the imputation credit.  Therefore, if there is already a corporate income tax, as in Exhibit 3.2, it is offset by the corporation’s equalization tax (but not below zero).  As shown in column (3), this equalization tax credit (line e) completely offsets the corporate income tax under this full integration example.  Under the partial integration example (i.e., column 4), the equalization tax credit offsets all but 10 of the corporate income tax. 

	The shareholder fixed credit method (columns 5 and 6) also generates a credit that offsets the shareholder’s tax.  Therefore, it functions like the imputation credit.  However, the shareholder credit amount is usually fixed by law as a percentage of the dividend received.  In contrast, the shareholder imputation credit is calculated as all, or some, of the corporate tax.  Therefore, a major feature distinguishing the shareholder fixed credit and the shareholder imputation credit is the way they are calculated.  After being calculated, they both serve to offset the amount of tax the shareholder pays to the tax authorities.  

	Depending on the calculation values under the shareholder imputation and fixed credit methods, overall taxes under the two systems may or may not be equal.  Exhibit 3.2 illustrates shareholder credit values that equate the overall taxes under these two systems.  With full integration under the shareholder fixed credit method (column 5), the credit is assumed to be 43 percent of dividends which results in a shareholder credit amount of 30 (70 dividend ( 0.43) and full integration.  Alternatively, if tax laws call for a credit percent of only 19, the shareholder credit amount only equals 13 (70 ( 0.19) and the result is partial integration as shown in column (6).  Notice that under the shareholder fixed credit method illustrated, the dividend is grossed-up by the amount of the shareholder credit before calculating the shareholder’s pre-credit tax.  

	In the low shareholder rate method (columns 7 and 8) relief from two levels of taxation is provided by applying a lower tax rate to dividends received than to other types of income.  In the extreme, the shareholder’s tax rate on dividends could be zero, resulting in only a corporate tax on the earnings of 100.  If as in column (7), the shareholder’s rate on dividends is 14 percent, then the shareholder tax before the withholding credit is 10 (70 ( 0.14).  Accordingly, the overall tax on earnings of 100 equals 40 (30 paid by the corporation + 7 paid as shareholder withholdings + 3 paid by the shareholder) and full integration is achieved.  Alternatively, if the shareholder’s (low) tax rate on dividends is 29 percent (instead of 40 percent), then the shareholder’s tax equals 20 (100 ( 0.29) as shown in column (8).  The overall tax on earnings of 100 equals 50 (30 paid by the corporation + 7 paid as shareholder withholdings + 13 paid by the shareholder) and only partial integration is accomplished.  

	The corporate split rate method shown in columns (9) and (10) operates at the corporate level.  It subjects distributed earnings to a lower corporate tax rate than retained earnings.  For example, in column (9) it is assumed that all 100 of corporate earnings are distributed and there is a 10 percent corporate tax rate on distributions (rather than a 30 percent tax rate applicable to retained earnings).  If the shareholder also receives a credit for the corporate taxes paid (line t), then the overall tax on earnings of 100 is 40 (10 paid by the corporation + 9 paid as shareholder withholdings + 21 paid by the shareholder) and full integration results.  If the shareholder does not receive a credit for the corporate taxes paid, then the overall tax on earnings of 100 is 50 (10 paid by the corporation + 9 paid as shareholder withholdings + 31 paid by the shareholder) and there is only partial integration.

	The corporate dividend deduction method (columns 11 and 12) also operates at the corporate level by allowing a corporation to reduce its taxable income for all, or some, of the dividends it pays.  In column (11) it is assumed that all 100 of earnings are distributed.  If the corporation may deduct 100 percent of the dividends it distributes, then full integration results--there is simply no corporate level tax on distributed dividends.  If only a portion of the dividends paid can be deducted by the corporation, then the outcome is partial integration.  In column (12) illustrates this point by assuming that only 44 percent of the dividends paid may be deducted.  The resulting overall tax on earnings of 100 is 50 (17 paid by the corporation + 8 paid as shareholder withholdings + 25 paid by the shareholder).

	In Exhibit 3.2, the partial integration values we have assumed conveniently result in an equal overall tax of 50 on earnings of 100.  Of course, in the real world calculations are not so predictable.  The extent of integration may vary across methods and across entities within methods.  



3.5	International Dividends

	The preceding section provides an overview of integration systems pertaining to corporate earnings and dividend distributions within countries.  In this section, we consider how these systems interact when dividends flow between countries.  More specifically, the impact of cross-boarder distributions to and from a hybrid imputation system and classical system are assessed.  For simplicity, we call this hybrid imputation system simply an imputation system.  These interactions are represented by cells(1)-(4) in Exhibit 3.3.  



Exhibit 3.3

Imputation and Classical Methods Interactions



	Dividends from a Country Using the:

	Imputation Method	Classical Method

��Dividends to a 

Country Using the:	(1)	(2)

	Imputation Method	Imputation credit	Bias against

		is problematic	foreign investment

�

	Classical Method	(3)	(4)

		Bias against	No significant

		foreign investment	problems





	The interaction between the imputation and classical methods is considered because of the interesting results it offers and the prevalence of these systems in some parts of the world.  While not undertaken here, the interaction of distributions among every possible combination of systems in Exhibit 3.2 could be analyzed.

Cell (1):  Dividends from an Imputation System to an Imputation System



	The imputation system strives for single taxation by allowing a shareholder credit that, in the extreme, completely offsets (i.e., full imputation) corporate taxes.  However, in an international setting, preserving single taxation becomes more complicated, even if both countries involved are under an imputation system.  

	The major complication is that the imputation credit is sent out of the host country if the shareholder is foreign.  Two possibilities for preserving single taxation arise.  First, if the investor’s home country honors the imputation credit, single taxation is preserved.  However, the home country forfeits tax revenues from the shareholder, while never receiving revenues from the corporation.  Second, an alternative for preserving single taxation is for the host country to pay foreign shareholders amounts equal to the imputation credit.  In essence, the host country is forfeiting corporate revenues over which it probably believes it has some claim.

	Despite these complications, countries using the imputation method sometimes attempt to preserve single taxation.  They do so through reciprocal agreements by which an amount approximating the imputation credit is paid out.  However, this payment might be made to the shareholder’s government, not to the shareholder directly.  Moreover, in an effort to preserve revenues, the host country often pays an amount that is less than the full imputation credit.

	The specific procedure for preserving the imputation system in the international setting might depend on whether the shareholder is another corporation or an individual.  If the shareholder is a corporation, it has been proposed that the credit granting country transfer funds to the shareholder’s government and that the shareholder’s government honor the credit.  Perhaps because this procedure diminishes the treasury of the credit country, it has not been broadly adopted.  Moreover, this procedure would require the shareholder’s country to draft legislation expressly allowing for such a credit.  If the shareholder is an individual, it has been proposed that the credit granting country pay amounts approximating the credit directly to the shareholder.  Interestingly, this approach has been adopted in the tax treaties of some countries such as the U.K.

Cell (2):  Dividends from a Classical System to an Imputation System



	Consider a company, P, that is a resident of a country using a partial imputation system.  P faces the choice of investing in a domestic subsidiary (under the same partial imputation system) or in a foreign subsidiary using the classical system.  Assume P’s investment will yield 1000 subject to the taxes shown in Exhibit 3.4.



Exhibit 3.4

Outbound Investment Bias

		Choice 1	Choice 2

		Domestic	Foreign

		Subsidiary	Subsidiary

		(Imputation	(Classical

SUBSIDIARY CORPORATION 	     System)	    System)

a.	Income	1000	1000

b.	Dividends paid deduction	     na	     na

c.	Taxable income	1000	1000

d.	Pre-credit corporate income tax (@ 30%)	-300	-300

e.	Equalization tax credit (ln. g limited to line d)	+175	  na

f.	Corporate income tax (line d – line e)	-125	-300

g.	Equalization tax (assume 25% of dividend)	-175	  na

h.	Total corporate tax (line f + line g)	-300	-300

i.	Available (line a – line h)	700	700

j.	Withholding (not applicable to corporate shareholder)	  na	  na

k.	Dividend distribution (line i – line j)	700	700

l.	Imputation credit (same as line e)	175	   na



SHAREHOLDER--P CORPORATION under Imputation System

m.	Dividend distribution	700	700

n.	Pre-credit corporate income tax (tax-exempt)	-0	-0

o.	Equalization tax credit (ln. q limited to ln. n)	   +0	   +0

p.	Corporate income tax	-0	-0

q.	Equalization tax (assume 25% of dividend)	-175	-175

r.	Imputation credit (from line l)	+175	+   0

s.	Total corporation tax	   0	-175

t.	Available (line m + line s)	700	525

		(	(

		TO NEXT SH

		(perhaps an 

		individual)





	Before discussing the outbound investment bias P corporation faces, we note several features of Exhibit 3.4. 

·	As in Exhibit 3.2, in Exhibit 3.4 a deduction for dividends paid is not applicable (na) in either the imputation or classical systems (line b).

·	In Exhibit 3.4, it is assumed that the subsidiary is subject to a 30 percent corporate income tax rate on its earnings (line d).

·	The imputation credit (line l), hence the equalization tax (line g) and equalization tax credit (line e) are calculated as 25 percent of dividends before gross-up.  This integration scheme is what makes this system a hybrid imputation credit.  It is, in essence, a combination of the SH imputation method and shareholder SH fixed credit method shown in Exhibit 3.2.  More specifically, the equalization tax and imputation credit reflect the partial imputation method, and calculating the shareholder credit as a fixed percentage (i.e., 25 percent) of dividends reflects the shareholder fixed credit method.  This variation on the integration methods illustrated in Exhibit 3.2 reinforces an earlier observation that worldwide integration methods vary broadly, frequently combining features of those illustrated in Exhibit 3.2.

·	It is assumed that dividends paid to P corporation are tax-exempt.  This or similar treatment is commonly practice by countries to prevent an extra layer of tax before dividends are paid to individual shareholders.  

·	The imputation credit calculated by the subsidiary (line l) offsets the parent’s equalization tax (line r).  Therefore, no extra layer of tax is imposed on earnings before they are ultimately passed on to individual shareholders.

	The returns available to the parent corporation (line t) under its two investment choices, clearly reflect a bias.  By investing domestically, P corporation’s after-tax return is 700.  In contrast, investing in a country with a classical method results in an after-tax return of only 525.  This occurs because under the classical method no imputation credit is calculated (line l).  Not only are the subsidiary’s earnings taxed in the foreign country, but they are also subject to the full equalization tax when distributed to P.  This bias creates a systematic preference against outbound investments from imputation method countries to classical method countries.  Therefore, countries that use the imputation method provide an unlikely location for international holding companies.  For this reason, some countries (e.g., France) exempt holding companies from equalization taxes if they meet certain criteria.



Cell (3):  Dividends from an Imputation System to a Classical System



	Assume N is a company that resides in a country using the classical method.  N is considering an investment in a domestic subsidiary (under the same classical system) or a foreign subsidiary using the imputation method.  In making this decision, N will find that there is typically a bias against investing abroad.  

	The bias arises because countries that adopt the imputation method typically increase the corporate tax rate.  This compensates for decreased taxes resulting from the imputation credit.  However, a foreign investor, such as N, is also subject to these high corporate rates.  Yet, access to the imputation credit by N can be problematic for the same reasons as discussed in cell (1).  

	If payments relating to the credit are made, they are usually from the credit granting government to the shareholder’s government.  However, there is seldom a mechanism within the classical system to give the shareholder a credit.  Therefore, the shareholder does not benefit from the credit payment between governments.  Alternatively, if a payment is made directly to the shareholder, the shareholder’s government is likely to tax the payment (e.g., the Netherlands-U.K. tax treaty).  Hence, the credit’s benefit is diminished.  In both cases, N may find the tax burden associated with the foreign investment prohibitive.

Cell (4):  Dividends from a Classical System to a Classical System



	The classical system imposes double taxation by taxing two perceived income events--namely, income earned by the corporation and income earned by the shareholder on capital (i.e., dividends).  In the international setting, if one of these two events is also taxed in a foreign jurisdiction, then there is triple taxation.  For example, international double taxation may arise if the host and home country both tax corporate profits, and a third level of tax is added if the home country also taxes dividends under the classical system.  However, a home country under the classical system easily deals with international double \taxation.  For example, triple taxation arises if the host and home country both tax corporate profits in addition to a home country tax on shareholder dividends.  However, a home country under the classical system can easily preserve double taxation.  It, in essence, forgoes the tax on either corporate profits or shareholder dividends through, for example, an exclusion or credit system.  In the international setting, double taxation is still preserved albeit the home country may collect limited amounts of tax revenue.



3.6	Private Sector Responses to International Double Taxation

	Two recent forces have led to the structural modification of many multinational corporations.  First, a number of developed countries adopted imputation systems in the 1970’s and 1980’s.  This accentuated the incompatibility among tax systems worldwide.  Second, the 1980’s witnessed a substantial increase in the internationalization of markets.  As a result, cross-boarder corporate ownership, such as that depicted in Exhibit 3.5, became much more prevalent.  



Exhibit 3.5

Common Post-1970 Corporate Ownership
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	As shown in Exhibit 3.5, an investor in country 1 may receive dividends from a parent corporation in country 2.  At the same time, the parent may be deriving a substantial amount of its revenues from an operating subsidiary in country 2.  However, because of the incompatibility of tax systems, the imputation credit generated by the country 2 subsidiary is probably of limited or no availability to the country 2 investor  (this is a case captured in Cell (3), Exhibit 3.3).  Ironically, the credit would be available to this investor if he had direct stock ownership in the country 2 subsidiary.  This and similar tax considerations, along with nontax factors,� have prompted significant structural changes within corporation groups.  

	From a tax perspective, an overriding objective of all these structural changes is to minimize the number of jurisdictions through which profits pass.  Toward this end, these changes strive to accomplish the following:

·	They attempt to give foreign shareholders direct access to profits generated by subsidiaries located in their countries, hence avoiding the problem illustrated in Exhibit 3.5.

·	They also seek to by-pass the parent corporation if it adds an extra tax jurisdiction, even if subsidiaries and foreign shareholders are in different tax jurisdictions.

·	They often are designed to realize tax savings associated with avoiding the double taxation of classical systems.

	In essence, these strategies attempt to modify Exhibit 3.5 so it appear as Exhibit 3.6.



Exhibit 3.6

Overview of Desirable Modified Corporate Structure
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	The approaches taken to accomplish the outcome above involve so-called stapled stocks, income or dividend access schemes, and other related schemes that are broadly labeled hybrid structures.  The tax advantages of these strategies must be weighed against their possible disadvantages which include potential complexity, anti-avoidance measures that governments may enact, and potential increased risk to shareholders that may result in discounted stock values.  The form and an example of each type of structure is summarized below.

Stapled Stocks

	This structure requires a shareholder to own shares in two companies that are traded together.  The shareholder’s distributions are likely to flow from only one of the two companies--preferably one that is located in the shareholder’s jurisdiction or a jurisdiction that has favorable tax agreements with the shareholder’s jurisdiction.  The Nestle group depicted in Exhibit 3.7 reflects a notorious example of the stapled stock structure.



Exhibit 3.7

Stapled Stocks--The Nestle Group
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	Unilac, Inc. equity comprised two types of stock--founders’ shares and bearer shares.  Only founders’ shares had voting rights and they were owned in trust.  Nestle S.A. controlled Unilac, Inc. as a beneficiary of the trust, and through representation on the Unilac board of directors.  This provided unity and continuity of management for the group.  Bearer shares had beneficial rights to dividends and distributions in liquidation (but no voting rights), only if they were held and traded concurrently with Nestle shares bearing the same serial number.  There was no requirement that Nestle shareholders own Unilac shares because it was unlikely that a shareholder would detach the two thereby devaluing both.  Through this structure Unilac shareholders were able to receive dividends directly, instead of through Nestle.

Income and Dividend Access Schemes

	These schemes grant shareholders of the parent corporation rights to receive income directly from profits of a subsidiary.  Preferably the subsidiary is located in the shareholder’s jurisdiction.  One mechanism for achieving this outcome is for so-called income access shares of the subsidiary to be issued to the shareholders residing in the subsidiary’s jurisdiction.  These shares may or may not be stapled to shares of the parent.  Alternatively, a trust may be established to hold income access shares.  The resident shareholders may be named as trust beneficiaries, and they may elect to receive dividends from the subsidiary in lieu of dividends from the parent.

	The organizational structure resulting from the merger of the U.S. SmithKline Beckman group and the U.K. Beecham group provides a representation of one such scheme as illustrated in Exhibit 3.8.



Exhibit 3.8

Income/Dividend Access Scheme--SmithKline Beecham plc
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	In the merger, U.K. shareholders exchanged their shares in the U.K. Beecham group for class A voting common shares in the newly formed parent, SmithKline Beecham plc.  The U.S. shareholders in the SmithKline Beckman group exchanged their shares for B voting common shares in the new parent and stapled preferred shares in the U.S. subsidiary, SmithKline Beckman group.  The preferred shares provided the mechanism by which U.S. shareholders receive dividends directly from a U.S. corporation.

Hybrid Structures

	Hybrid structures is a catch-all label capturing all other schemes that attempt to minimize the number of jurisdictions through which profits must flow.  Club Mediterranee, a French multinational, provides one such example as illustrated in Exhibit 3.9.



Exhibit 3.9

Hybrid Scheme--Club Mediterranee

�

	France

�	Parent--

	Club Mediterranee

�

�

	Grand Cayman Isles

�	Holding Subsidiary

���

����

	Latin America	North Amer.	Asia-Pacific

���	Subsidiaries	Subsidiaries	Subsidiaries

���

���

	Latin	North Amer.	Asia-Pacific

	Shareholders	Shareholders	Shareholders







	Ownership in subsidiaries of Club Mediterranee enables earnings to by-pass the French parent upon distribution.

	An alternative hybrid structure is illustrated by Unilever as shown in Exhibit 3.10.



Exhibit 3.10

Income/Dividend Access Scheme--Unilever



	U.K.	Netherlands

����

	

	Shareholders	Shareholders



��



��	

	Parent--	Parent--

	Unilever plc	Unilever NV

��	



��

	Subsidiaries	Subsidiaries







	These parallel companies achieve the objective of minimizing the number of jurisdictions through which earnings must flow.  The companies are bound together by a so-call equalization agreement.  Under this agreement the two companies must pay equal dividends (which are assured by reciprocal guarantees), and upon liquidation equal distributions must be made to shareholders (a provision that is also assured by reciprocal guarantees).



�	This assumption simplifies the analysis but may be invalid in many instances since there are often numerous differences between how two countries define and source taxable income.

�	The 60 of F profits creates F taxes of 27, and which are reimbursed to Dco by D in the amount of 6 (21 of D taxes before the credit less the 27 credit), resulting in an effective tax rate on F profits of 35 percent [(27 – 6)/60].

�	Bilateral tax treaties often modify the allocation of tax revenues between countries, usually by "saving" more of the tax for the home country.

� 10 percent corporate (split) rate applies.

� The imputation credit is assumed to be 20 [i.e., (0.20)(100)] despite 30 of taxes paid by the corporation.

� Under the imputation credit system, the grossed-up dividend amount is assumed to be the corporate tax paid.



� Nontax factors for restructuring include, among others, reducing political risk, minimizing a group’s asset exposure to onerous regulatory restrictions (e.g., in the U.S.), developing exposure in foreign markets, and improving access to financial resources.
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