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Protocol amends Canada-US
treaty

The US and Canada have signed a protocol amending

the 1980 double tax treaty between the two countries.
Although some of the changes are beneficial to taxpay-
ers, others will have a significant impact on cross-border
structures. The treaty changes potentially affect all tax-
payers resident in one of the countries and having busi-

ness interests, income or property in the other.
Eliminating withholding tax on interest

Withholding tax on cross-border interest will be eliminated. Currently, US
or Canadian borrowers paying interest to a lender in the other country
must deduct 10% tax and pay that over to their country’s tax authorities. In
future, there will be no withholding tax and the interest will be taxable in
the lender’s country only.Where the interest is paid between arm’s length
(i.e. non-related) parties, the change comes into effect two months after the
protocol enters into force (at the earliest, from | March 2008). If the lender
and borrower are related (e.g. corporations that are members of the same
group, or parent and subsidiary), the reduction in withholding tax will be

phased in over three years.
Wi ithholding tax on dividends

Unlike the tax on interest, this is not to be eliminated.Tax of 5% (where the
beneficial owner of the dividend is a company owning at least 10% of the
voting stock in the company paying the dividend) or 5% (in other cases)
will still have to be deducted.A technical change is made, however, to the
test that determines whether there is a minimum 10% interest. Where the
dividend is ultimately owned by a company in the other country through a
transparent entity (such as a partnership) that is not also tax-resident in the
country of the paying company, the authorities will look through the entity

to test the percentage owned indirectly in that way.
Hybrid entities

These are entities such as US LLCs (limited-liability companies) that are
regarded as look-through in one country (the US in this case) but as directly
taxable corporations in the other (Canada in this example). Hybrids are

frequently used in cross-border structures. Until now, hybrids have not been



entitled to the benefits (such as reduced withhold-

ing taxes) conferred by the Canada — US treaty. This is
because, in order to benefit from a treaty, a person or
entity has to be both resident in one of the countries
and liable to tax there.As look-through entities the
hybrid themselves were not liable to tax in their home

country.

In future, income earned by a resident of one country
through a hybrid entity will be treated by the other
country as earned directly by that resident when deter-
mining whether treaty benefits are due. For example,

if US investors use a US LLC (which is a look-through
vehicle for US purposes but a corporation for Canadian
purposes) to invest in Canada, any Canadian income
earned by the LLC will now be treated by Canada as
owned directly by the US investors, entitling those
investors to reduced withholding taxes under the treaty
(assuming other conditions are satisfied). This change is
due to come into effect two months after the protocol

enters into force.

By the same token, however, if the income is not taxed
directly in the hands of the investors, it will not be
treated as having been earned by a resident of the oth-

er country and will not be entitled to treaty benefits.

The protocol also contains measures to deny treaty
benefits altogether to certain hybrid entities frequently
used in cross-border planning. This change will become
effective only on the first day of the third calendar year
that ends after the protocol comes into force (| Janu-
ary 2010 at the earliest).This gives time for cross-bor-
der structures using these entities to be reviewed and

any necessary restructuring to be put into place.
Deemed cost step-up on emigration

Individuals emigrating from Canada to the US face po-
tential double taxation if after becoming resident in the
US they sell assets they held at the time of emigration.
This is because when leaving Canada, they are deemed

for Canadian tax purposes to dispose of assets at their
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market value. In the US, they would face tax on the
gain calculated by reference to the original, and not the
stepped-up, cost of the asset. Historically, to avoid this
problem, Canadian emigrants would sell their invest-
ments when leaving Canada and then reacquire them

once in the US.

The protocol finally codifies a relief that was first
announced seven years ago which will resolve the
problem. For any asset that is deemed to have been
disposed of after |7 September 2000, Canadians emi-
grating to the US can elect to be treated for US tax
purposes as having disposed of and reacquired those
assets at their market value immediately before ceasing

to be resident in Canada.

However, the election does not apply to assets held in
RRSPs (registered retirement savings plans) and certain
indirect holdings, so specific pre-emigration planning

may still be required.
Other changes
Among other changes contained in the protocol are:

* a new deemed permanent-establishment rule for

service providers

* a deduction in one country for pension contributions
made in the other, subject to certain conditions and

limitations
* double tax relief for employee stock options

* mandatory arbitration for taxing disputes between
the Canada Revenue Service and the IRS at the tax-

payer’s request over certain issues

* for the first time in a Canadian treaty,a comprehen-
sive ‘limitation of benefits’ article to ensure treaty
benefits are available to residents of Canada and the

US only

See also under United States of America, page 4.

For further information on the Canadian aspects of

the protocol, contact John Wonfor of BDO Dunwoody

on +1 416 865 0111 or by e mail at jwonfor@bdo.ca
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US - Canada treaty changes

For further information on the new protocol to
Canada - US treaty see the lead item on page 2.

More on hybrid entities

As already reported, the protocol denies benefits alto-
gether to certain hybrid entities. There are two rules

with which it does so.

The first rule denies treaty benefits on payments to, or
amounts derived by, a resident of one country through
a hybrid entity that is recognised by that country but is
disregarded by the other country.The second rule de-
nies treaty benefits on payments to, or amounts derived
by, a resident of one country from a hybrid entity that
is disregarded by that country but is recognised by the

other country.

The intended application of these rules to cross-
border structures used by US and Canadian investors
is not clear. They may have wide application over many
structures that have been used in recent years to take
advantage of differences in US and Canadian taxation of

entities and payments.

The rules are in force from the first day of the third
year after the protocol comes into force, thus allow-
ing some time to restructure certain outbound and

inbound US-Canada tax planning.
More on mandatory arbitration

Under the current version of the treaty, various rules

apply to determine which country can levy tax, and

item in question. However, this does not guarantee that
such an agreement will in fact be reached and therefore,

double tax may still arise.

Under the protocol changes, a new rule will be available
to taxpayers. If the tax authorities of both countries

fail to reach an agreement on a double tax issue and if
a taxpayer so elects, he or she can ask for arbitration
of the issue. However, it is not clear how beneficial this
rule will be. First, it appears that the governments of
each country can decide which articles of the treaty
will be subject to arbitration. In addition, it would ap-
pear that arbitration on an issue can be denied if both
countries agree, before the date on which arbitration
proceedings would otherwise have begun, that the issue

is not suitable for determination by arbitration.

This change applies to cases that are, when the pro-
tocol enters into force, already under consideration
under the treaty’s mutual agreement procedure, as well

as cases that subsequently come under consideration.
Entry into force

In both the US and Canada, the protocol will enter
into force on the first day of the calendar year imme-
diately after that in which ratification procedures can
be completed in both countries.The earliest date on
which the protocol can enter into force is therefore |
January 2008. Note, however, that several measures in
the protocol do not have effect immediately, whereas

others may be retroactive.

For further information on the US aspects of the pro-
tocol, contact Bob Pedersen of BDO Seidman on +1
212 885 8000 or by e-mail at rpedersen@bdo.com

when these rules do not eliminate double taxation, the
final point of relief is a mutual agreement between the

tax authorities of both countries on who will tax the
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Disregarded entities must report for em-
ployment tax purposes

On 16 August 2007, the Internal Revenue Service (IRS)
issued final regulations under which qualified Subchap-
ter-S subsidiaries and eligible single-owner disregarded
entities will be treated as separate entities for employ-

ment tax and reporting purposes.

A Subchapter-S subsidiary (or subsidiary ‘S-corpora-
tion’) is an entity that is a corporation but is disregard-
ed for US federal tax purposes and treated as a division

of its parent.

Under the Regulations (TD 9356), these entities,
despite their general disregarded status, nevertheless

be treated as corporations and required to calculate,

report and pay all employment taxes in their own name
and under their own employer identification number.
This also holds true for certain excise tax purposes.
Previously, they had the option of satisfying their em-
ployment tax obligations under their parent’s name and

identification number.

These disregarded entities will continue to be disre-
garded for all other federal tax purposes.The Regula-
tions also make it clear that an individual owner of a
disregarded entity that is treated as a sole proprietor-

ship is subject to self-employment taxes.

Partnership mergers and built-in gain

The US Treasury has issued proposed regulations that
would retroactively apply sections 704(c)(1)(B) and

737 of the Internal Revenue Code (IRC) to partnership
mergers. These sections require certain unrealised gains

to be brought into account for tax purposes.

IRC section 704(c) provides that if property is contrib-
uted to a partnership, unrealised gains or losses associ-
ated with that property (‘built-in’ gain or loss) must be
taken into account in allocating taxable income with
respect to that property. Section 704(c)(1)(B) further
provides that if the contributed property is distributed
to another partner within seven years, any remaining
built-in gain on the property is immediately recognised.
Section 737 contains a companion rule under which a

distribution of other property to the contributing part

ner may also cause recognition of built-in gain.

When two partnerships merge, one (‘the transferor
partnership’) is generally treated as having contributed
all its assets and liabilities to the other (‘the trans-

feree partnership’) in exchange for an interest in the

transferee partnership.The transferor partnership is
then treated as having distributed its interests in the
transferee partnership to its partners in liquidation. This
type of merger is known as an ‘assets-over’ partnership

merger.

In a previous ruling (Rev. Rul. 2004-43), the IRS con-
cluded that sections 704(c)(1)(B) and 737 applied to
the built-in gain associated with assets transferred in
an assets-over partnership merger.This ruling attracted
public criticism and was subsequently revoked, but the
proposed regulations now issued by the IRS would

enact the principles of the ruling.

The proposed regulations distinguish between pre-
existing built-in gain subject to section 704(c) in the
separate partnerships (‘original section 704(c) gain’) and
any additional unrealised gain at the time of the merger
(‘new section 704(c)gain’). Both the original and new
section 704(c) gain are made subject to sections 704(c)
(I(B) and 737, but the seven-year period during which
the provisions are effective differs between the two

classes of gain.
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The regulations extend these rules to subsequent
mergers, specify that any partial gain recognition is
attributed proportionately to the original and new sec-
tion 704(c) gain, and provide exceptions where owner-
ship of the merged partnerships is identical or nearly
identical. They would be effective for any distribution
of property from a partnership made after 19 January
2005 if that property was contributed in the course of

an ‘assets-over’ merger taking place after 3 May 2004.

For further information on the US aspects of the pro-

tocol, contact Bob Pedersen of BDO Seidman on +1
212 885 8000 or by e-mail at rpedersen@bdo.com

Reform brings in flat-rate business tax

Mexico has acted to increase the rate of tax collection, one of the lowest in the

OECD, by introducing a flat-rate business tax of 17.5% on a broad income base, allow-

ing for only limited deductions.

The new tax, abbreviated to |IETU (impuesto empresarial a tasa unica), will replace the

asset tax (impuesto al activo) and act as a minimum income tax for enterprises.

Both resident individuals and legal persons (including

companies) carrying on a business (and taxable on their
worldwide income) and the Mexican permanent estab-
lishments (branches) of non-residents (taxable on their

Mexican-source income) will be liable to IETU.

IETU will be calculated on a cash-received basis on
receipts from the sales of goods or property, the provi-
sion of independent services and the leasing of tan-
gible goods (and any other grant of temporary use or
enjoyment of goods), as reduced by a limited number
of deductions. Royalties derived from transactions with

non-related parties are also included in the tax base.

Deductions, also on a cash basis, will be permitted in re-
spect of the purchase of goods and property (including
fixed assets); payment for independent services; and the
leasing of tangible goods, provided that these expenses
are all incurred for the purpose of generating taxable

income; for the management of these activities and for

expenditure on the production, sale and distribution of
goods sold.Also deductible are insurance, and certain
taxes and contributions. There is no deduction for
depreciation (but the full cost of acquiring fixed assets,
including land, is immediately deductible). Neither is
there a deduction for payroll costs (but there is a tax
credit at the IETU flat rate for the amount of salaries
taxable in the hands of employees and for social secu-
rity contributions). Dividends, interest and royalties paid
for brands between related parties are neither taxable

nor deductible.

Taxpayers will be required to make monthly advance
payments of IETU (with a credit for advance payments
of income tax) as well as of income tax.At the end

of the tax year, the total amount of IETU due will be
compared to the amount of income tax due. If the in-
come tax liability is greater than the IETU liability, only

income tax will be payable. If the IETU liability is greater



than the income tax liability, the excess of IETU will be

payable in addition to the income tax.

Where IETU deductions exceed the taxable income,
a credit equal to the excess at the IETU rate will be
eligible for carry-forward, adjusted for inflation, for a

maximum of |0 years.
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IETU will be due as from | January 2008.The rate of
IETU will be 17.5%, effective from 2010, but the initial
rate will be 16.5% in 2008 and 17% in 2009.

For further information, contact Eduardo Diaz of
BDO Hernandez Marron y Cia on +52 55 59 013930

or by e-mail at e.diaz@bdo.com.mx

Losses from letting in other Member State

must be recognised

The European Court has held that losses (‘negative income’) from let property in an-

other Member State must be taken into account when determining a taxpayer’s rate

of tax in the state from which most of his taxable income is derived.

In Lakebrink and Peters-Lakebrink v Grand Duchy of
Luxembourg (Case C-182/06), the taxpayers were a

husband and wife resident in Germany but deriving

most of their income from employment in Luxembourg.

They owned property in Germany, from which they
derived rental income, but the allowable expenditure
on which exceeded the income. Had they been resi-
dent in Luxembourg, this ‘negative income’, while not
establishing a deductible loss, would have been taken
into account in reducing their overall tax rate (‘negative
progression’). Their claim for this reduction was refused
by the Luxembourg tax authorities, because they were

non-resident.

The European Court held that this unequal treatment

of residents and non-residents, who were otherwise in
a comparable situation, could not be justified. In the ab-
sence of taxable income in their own state (Germany),
the taxpayers were in this way denied any possibility of
making use of the loss to reduce their overall tax rate.

In the circumstances, Luxembourg’s refusal to extend

negative progression to non-residents was in breach of
article 39 of the EC Treaty (freedom of movement of

workers).

The case is similar to the Ritter-Coulais case in Germany
(see BDO World Wide Tax News 2006 Issue No. |
(March 2006)), although there the taxpayers were suf-
fering negative income from owner-occupation, and had
they had positive income, that income would have been
taken into account in determining their rate of tax (un-
like the situation in Luxembourg).The effect of the case
is likely to be limited to situations where the facts are
closely similar, but it demonstrates that the limit is yet
to be reached in determining the extent of unallowable

discrimination by Member States against non-residents.

For further information on the Luxembourg context,
contact Guy Hornick of BDO Compagnie Fiduciaire
on +352 451231 or by e-mail at guy.hornick@bdo-cf.lu.
For the European context, contact David Simpson of
BDO Stoy Hayward on +44 207 486 5888 or by e-mail
at david.simpson@bdo.co.uk.
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For Finnish group contribution system approved see
under Finland, page 10.

EU Commission acts against four Member
States on outbound dividends

The EU Commission is taking action against Austria, Finland, Germany and Italy with

respect to their treatment of outbound dividends.

The case against Austria and Germany concerns their
treatment of outbound dividends generally. In both
countries, dividends paid to domestic shareholders are
effectively exempt from tax, whereas dividends paid to
foreign shareholders are subject to withholding taxes
ranging from 5% to 25% (except where the EC Parent
Subsidiary Directive applies, or the relevant tax treaty

eliminates withholding tax).

The Commission considers that this differential treat-
ment is in breach of the free movement of capital and
the freedom of establishment guaranteed by the EC
Treaty, and it has formally requested Austria and Ger-
many to amend their law accordingly. Failure to do so
could lead to the Commission’s bringing a case against
those countries to the European Court. It has already
decided to refer Belgium, Italy, the Netherlands, Portu-

gal and Spain to the Court on the same issue.

The European Court has already held, in the Denkavit
case (see BDO World Wide Tax News Issue 2006 No.
4 (December 2006)), that outbound dividends from

a subsidiary to a parent company in another Member
State cannot be subject to a higher rate of tax in the
subsidiary’s home state than dividends paid to a par-
ent company in the home state. However, it did leave
open the possibility of taking into account whether the
recipient’s home state gave a credit for the withholding

tax.

In the case of Finland and Italy, the issue concerns the

specific treatment of outbound dividends paid to pen-

sion funds resident in other Member States.VWhereas

in those countries, domestic pension funds face some
tax on dividends, the withholding taxes on outbound
dividends to foreign pension funds appear higher to the
Commission than the tax on domestic dividends. In the
Commission’s opinion, there is no justification for this
apparent restriction on the free movement of capital.
The Commission has already given formal notice on the
same subject to the Czech Republic, Denmark, Lithu-
ania, the Netherlands, Poland, Portugal, Slovenia, Spain

and Sweden.

Pension funds resident in either the EU or the EEA
who may in these circumstances become entitled to
repayment of withholding tax should be filing protec-
tive claims within the periods allowed by their state of

residence.

For information on the Austrian aspects of this item,
contact Mag. Margit Widinski of BDO Auxilia on +43 |
537370 or by e-mail on Widinski@bdo.at

For further information on the Italian aspects of
this item, contact Giorgio Farina of BDO Sala Scelsi
Farina on +39 02 290 62098 or by e-mail at giorgio.
farina@bdo.it

For other contacts for further information, see under
the relevant countries
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Corporate tax changes approved

The lower house of the Czech parliament has approved the corporate and personal

income tax package we reported on in the last issue of World Wide Tax News (Issue

2007 No. 2; July 2007). It is now very likely that the measures will be enacted.

As a reminder, the main features of the package are:

* A reduction in the rate of corporate income tax
from 24% to 21% in January 2008, followed by fur-
ther reductions to 20% in January 2009, ending with

a 19% rate from | January 2010

* Withholding tax on dividends, interest and royal-
ties to be reduced from 25% to 15% in 2008 and to
12.5% in 2009. Lower rates than these prevail in any
case if contained in a tax treaty or required by EC

Directives

Foreign pension contributions to be deductible

¢ An increase in the reduced rate of VAT from 5% to

9%, and the introduction of VAT grouping

* The replacement of the progressive-rate system of
personal income tax by a flat rate of 15% in 2008 and

12.5% from 2009

For further information, contact Jan Tima of BDO
Prima on +420 241 046111 or by e-mail at jan.tuma@

bdo.cz

Following a recent adverse decision of the European Court of Justice, Denmark is to

extend tax deductibility for contributions to pension schemes established in other

EU or EEA countries, subject to certain conditions. Until now, only contributions to

Danish pension schemes have been deductible.

Generally speaking, the pension provider will have be
approved in its home country to carry on life business
or pensions business or must be an approved credit
institution, and fulfil the conditions required under Dan-
ish law of Danish pension providers, including the same
reporting, withholding and payment obligations. The
pension scheme must also comply with the conditions
required of Danish pension schemes, and the beneficia-
ries would have to accept to be taxed in Denmark on
the pension if they left Denmark for residence else-
where. Further, the special Danish ‘PAL tax on pension
providers would be transferred down to (to be borne

by) the beneficiary.

However, executives and others temporarily resident in
Denmark and contributing to EU/EEA pension schemes
would be entitled to deductions even if not all these

conditions were satisfied, but for a maximum period of

60 months only.

These rules are contained in a draft Bill and may yet
be subject to amendment. It is envisaged that contribu-
tions to foreign schemes would become deductible in
2008 and the PAL tax become payable by beneficiaries
in 2009.
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Treaties with France and Spain may be

abrogated

Also in connection with the pensions issue, it is likely
that Denmark will abrogate its double tax treaties with
France and Spain, under which it has surrendered taxing
rights to the treaty partner, and begin negotiations on
other treaties to establish taxing rights for Denmark as
country of source on both Danish and other EU/EEA

pension payments.

If Denmark formally abrogates the treaties before |
January 2008, they will most likely not cease to have

effect before | January 2009.Although the reason for

abrogation concerns only pensions, all treaty benefits
(including reduced withholding taxes on dividends,
interest and royalties, where not also covered by EC
Directives) will then cease to apply, unless a new treaty
has been negotiated and is due to have effect by the

same date.

For further details, contact Finn Madsen of BDO
ScanRevision on +45 39 155200 or by e-mail at fnrm@

bdo.dk

EC) approves Finnish group contribution

system

In a judgment that surprised some commentators, the European Court of Justice has

held that the group-contribution system in Finland is compatible with EC law.The

judgment is of importance beyond Finland as Sweden and Norway also have similar

systems.Although Norway is not a Member State of the EU, it is a member of EFTA
(the European Free Trade Association) and the EFTA Court has tended to follow the

precedent set by the European Court.

The group-contribution system is a form of group relief,
in which a profitable member of a group of companies
can make a tax-deductible ‘contribution’ to a loss-
making group member wholly or partially to offset its
losses.This achieves the same effect as a loss transfer

the other way.

However, under Finnish law, a tax deduction by the
transferor company can only be claimed if the trans-
feree company is resident in Finland. In the case in
question (Oy AA, Case C-231-05), a Finnish subsidiary
wished to make a group contribution to its loss-making

UK parent, but was denied the tax deduction because

the parent was resident outside Finland. Oy AA claimed
the law was in breach of the freedom of establishment

guaranteed under article 43 of the EC Treaty.

The Court, while agreeing with the taxpayer that the
discrimination in favour of domestic companies was
indeed a restriction on the freedom of establishment,
held that in this instance the restriction was justified,
because it was necessary to safeguard the balanced
allocation of taxing power between Member States and
to counter tax avoidance.The objectives of the Finnish
legislation were thus compatible with the EC Treaty and

could be justified by overriding reasons in the public



interest. Furthermore, even though the group-contri-
bution rules were not specifically designed to counter
only purely abusive arrangements, it was still propor-
tionate to the objective.The Court also observed that
without a restriction such as contained in the Finnish
law, groups of companies would otherwise be able to
move their income at will to whatever jurisdiction of-

fered the most favourable tax treatment.
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For further information on the Finnish aspects of the
decision, contact Heikki Muikku of BDO FinnPartners
on +358 20 743 2920 or by e-mail at heikki.muikku@
bdo.fi. For the broader European aspects, contact David
Simpson of BDO Stoy Hayward on +44 207 486 5888 or
by e-mail at david.simpson@bdo.co.uk

For Commission to act against Finland on outbound pen-
sion dividends see under European Union

Companies to benefit from 2008 tax changes

The 2008 Finance Bill recently approved by the French government includes tax re-

liefs for companies in the area of research and development and intellectual property,

but increases the tax payable on some real-estate gains.

R&D credits

The existing limit on this credit of EUR 16 million (USD
22.7 million) is to be removed altogether. Further, the
component of the credit that is directly related to the
amount of expenditure on eligible research and devel-
opment is to be increased from the current 10% to
30% on the first EUR 100 million (USD 142 million) but
would thereafter be limited to 5% of remaining eligible
expenditure. Companies that have not yet benefited
from the credit or not done so in the preceding five
years will be able to claim a credit of 50% of eligible

expenditure.
Capital gains on patents

Capital gains from the disposal of patents and patent-
able inventions held for at least two years are to enjoy
a reduced rate of tax of 15%, except where the disposal
takes place to a related party, in which case the general

corporate rate of 33.33% will continue to apply.

Shares in real-estate companies

The tax reduction on the sale of shares in companies
more than 50% of whose assets consist of real property
is to be withdrawn. Instead of the 5% rate currently

payable on such gains, the standard 33.33% rate will ap-

ply as from 26 September 2007.
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Dividend withholding tax rules clarified

The French tax authorities have issued further clarification of how EU or EEA par-

ent companies of French subsidiaries are to benefit from exemption from French

withholding tax on dividends. The exemption was introduced following the Denkavit
decision of the European Court (see BDO World Wide Tax News Issue 2006 No. 4).

Changes announced in May 2007 mean that where a
French subsidiary pays a dividend up to a company
resident in another EU Member State or in Iceland or
Norway, that dividend will be exempt from French with-
holding tax, whether or not the EU Parent Subsidiary

Directive or a tax treaty applies, provided that:

* the recipient company owns at least 5% of the voting
rights in the French company and has done so for at

least two years and

* the recipient company is unable to obtain any credit
or other benefit for French withholding tax other-

wise payable in its home country and

* there is no artificiality in the arrangement

Further guidance has now made it clear that:

* the exemption applies both where there is a partici-
pation exemption in the recipient’s home country or
where losses would prevent utilisation of a withhold-

ing tax credit

* no specific documentary evidence has to be pro-
vided in order to claim the benefit of the exemption,
although the French authorities may request the
subsidiary to provide a letter or further documenta-
tion from the recipient attesting that it qualifies for

the exemption

* the exemption also applies to distributions out of

pre-2007 profits and liquidation proceeds

Consolidation rule referred to Europe

France’s rules on tax consolidation have been referred to the European Court and

may have to be changed as a result.

Currently, there is an optional tax consolidation regime,
under which a group consisting of the parent company
and its 95% subsidiaries may file a single consolidated
tax return. However, both the parent and all the subsid-
iary companies must be resident in France or subject
to French corporate tax.Although indirect as well as
direct ownership is taken into account in the 95% test,
indirect holdings can only be traced through other
members of the group.This means that a subsidiary that
is indirectly held through a non-resident company may

not be included in the consolidation.

owned several French subsidiaries to the required 95%
extent, but via a Netherlands subsidiary. Its claim for
consolidation of the indirectly held French subsidiar-
ies was refused in the lower courts, but has now been

referred to the European Court.

At first sight, it seems most probable that the Court
will find that the French regime is in breach of the free-
dom of establishment, but it is less clear whether it will

hold that this breach is justified.

For further information on any of these items, contact
Carine Duchemin on +33 | 70 690500 or by e-mail at

In the Société Papillon case, a French parent company c.duchemin@bdo-taxlegal.fr
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German tax reform enacted

The comprehensive 2008 tax reform, the details of
which were reported in the last issue of this newslet-
ter (BDO World Wide Tax News Issue 2007 No. 2 (July
2007)) has been formally enacted.As a reminder, the

main changes were:

* the rate of corporate income tax is reduced from

25% to 15%

* trade tax ceases to be deductible against corporate

income tax

 there will be a general 25% add-back for trade tax
purposes of all long and short-term interest pay-

ments

¢ the federal trade tax multiplier is reduced from 5%

to 3.5%

¢ as a result of these and other changes, the average
tax burden on corporate income falls from approxi-

mately 38.65% to 29.8%

 for group companies whose net interest payable is
EUR | million (USD 1.42 million) or more, the total
interest deduction is limited to 30% of EDITBA

(broadly, earnings before tax, interest and tax depre-

ciation), unless the so-called ‘escape clause’ applies.

Excess interest may be carried forward

* where during a period of five years, more than 25%
of a company’s capital is tramsferred directly or indi-
rectly to a single shareholder, there will be a partial
forfeiture of tax losses brought forward.VWhere more
than 50% is transferred in this way, the loss forfeiture

will be complete

* the general withholding tax on royalties will be re-
duced from 21.1% (including solidarity surcharge) to
15.825% (lower rates will apply where stipulated by
EC Directives or tax treaties) but the general with-
holding tax on dividends will increase from 21.1%
to 26.375% (including solidarity surcharge, and again
subject to lower rates stipulated by EC Directives
or tax treaties ). However, non-resident companies
not subject to anti-abuse rules will be able to claim a

refund of 40%.

All these changes will take effect from | January 2008,
except the increased dividend withholding and refund,

which will apply from | January 2009.

Further anti-avoidance measures

The German Cabinet has agreed on the draft of a Finance Bill for 2008, the main

feature of which is a tightening of Germany’s general anti-avoidance rule — article 42

of the Abgabenordnung, the Tax Code.

If the Bill is enacted in its present form, the tax authori-
ties will be able to invoke article 42 to recharacterise

a transaction if they can prove that there is an ‘unusual
legal structure’ in place that leads to a tax advantage.

A structure will be deemed unusual if it is considered
to be out of line with generally accepted methods

of achieving the same result. If the authorities estab-
lish that such a structure exists and has led to a tax

advantage, the taxpayer may still avoid the application of

article 42 if he can provide sufficient evidence of signifi-

cant non-tax reasons for the choice of structure.

The Finance Ministry is also discussing the introduction
of a disclosure regime for tax-avoidance schemes, under
which promoters would be obliged to notify the tax au-
thorities of the nature of the scheme, the expected tax
saving, and the number of clients to whom it has been
made available. Taxpayers using those schemes would

also have to declare this fact in their tax returns.
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New flat-rate tax on savings income

With effect from | January 2009, a new flat rate of
income tax of 25% (26.375% including solidarity sur-
charge) will apply for individuals in respect of savings
income, i.e. interest, dividend and capital gains. Individu-
als may opt for normal progressive rates to apply if this
would be beneficial. However, the exemption for gains
on small portfolio shareholdings (less than 1%) held for

more than one year has been abolished.

For further information on any of these items, contact
Dr Gerhard Engler of BDO Deutsche Warentreuhand
on +49 69 959410 or by e-mail at gerhard.engler@
bdo.de

Corporate and personal tax reductions

The 2007 Budget contains a number of tax-cutting mea-
sures. The headline rate of corporation tax has been
reduced from 35% to 33% (from | July 2007), and will
be further reduced to 30% in 2008-09 and 27% in 2009-
10.The Government also confirmed that the unified
corporate tax system to be introduced in 2010, replac-
ing the current regular and exempt company regimes,
will be based on a low headline rate, most probably
10%. Companies currently benefiting from the exempt
regime may continue to do so until 3| December 2010.
The scope of corporation tax will also remain limited

to profits derived in Gibraltar (territorial system).

On the personal side, measures include a new regime
for executives and senior managers possessing special
skills, the HEPSS regime, will be introduced for those
earning over GBP 100 000 (EUR 143 000; USD 201
000) a year. Qualifying individuals will have their taxable
earnings capped at GBP 100 000, which will result in an
effective income tax rate of no more than about 27.5%,
but will be expected to maintain suitable accommoda-

tion in Gibraltar.

For further details, contact David Frier of BDO Orion
on +350 42686 or by e-mail at david.frier@bdo.gi

Record-Keeping Obligations in Transfer

Pricing

In BDO World Wide Tax News 2006 No. 2 (June 2006),
we reported that in Spain, the obligation to make
transfer-pricing adjustments to ensure that transactions
between related parties were always stated at arm’s
length prices for tax purposes was to pass to taxpayers

themselves.

The record-keeping obligations in the new transfer
pricing régime are contained in a new decree that is

currently pending publication.

The decree generally follows OECD guidelines. In this
sense, the main documents that Spanish companies

should prepare are the following:



* The Masterfile Document, relating to the group or
parent company, and including the group holding

company’s annual financial statements.

* The Country-Specific Document, relating to the

[Spanish] subsidiary.

» Additional documentation relating to services or

cost-sharing agreements.

These documents will have to be placed at the tax

authorities’ disposal.

In addition, the decree provides for complementary
information that all companies with controlled transac-

tions will have to include in their returns.

The new record-keeping obligations are due to have
effect from a date three months after the day that the
decree is published in the Official Gazette.Therefore,
taking into account the current wording, if the decree is
enacted after 30 September 2007 these measures will

first affect fiscal year 2008.

With regard to fiscal years closed during 2007, the
record-keeping obligations currently in force apply only
to management fees, cost-sharing agreements and other

service charges between related companies.
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However, companies should take into account the fol-

lowing:

* The obligation to value at arm’s length applies to fis-

cal year 2007.

* The new valuation methods, based on OECD guide-

lines, also apply to fiscal year 2007.

* Companies have the burden of proof of the correct

value.

The law provides that if companies prove the correct
value using the new valuation methods, no penalties will

be imposed during the fiscal year 2007.

For this reason we recommend Spanish companies
document their transfer pricing transactions taking into
account the new record-keeping obligations provided in

the decree and based on OECD guidelines.

For Denmark may abrogate treaty with Spain see under

Denmark

For further information, contact David Cafiabate of
BDO Audiberia on +34 932 098 802 or by e-mail at

david.canabate@bdo.es

Compound interest payable in tax

compensation

The House of Lords has held that compensation for
tax wrongly paid must be based on compound, and not
simple, interest. The judgment was made in the Sempra
Metals case, which arose from the Metallgesellschaft
decision, in which the European Court held that the UK
had been in breach of EC law in allowing only dividends
to UK-resident parent companies to be paid free of
ACT (advance corporation tax, now abolished). The

Court also held that UK subsidiaries that had paid ACT

in these circumstances should be entitled to compen-
sation for the financial loss suffered. It was left to the
UK courts to decide how that compensation should be

paid.

It was agreed that the measure of the financial loss
should be interest on the ACT paid from the date of
payment to the date the ACT was recovered by set-off
against the subsidiaries’ corporation tax. The company

had successfully argued before the lower courts that
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the interest should be calculated on a compound basis.
The House of Lords agreed on that point but held that
the rate of interest used should be the government,
and not commercial, borrowing rate. The decision does
not affect the rate of interest payable on the delayed
compensation itself, which the law states to be simple

interest.

The result of the judgment should be that claims for
compensation in similar circumstances should now all

be based on compound interest.

Similar claims are also being lodged for VAT where
HMRC have traditionally paid Staturoty Interest only;
HMRC are strongly resisting any such claims and fur-

ther legal action as a consequence is possible.

For further information, contact Nick Udal of BDO
Stoy Hayward on +44 207 893 2410 or by e-mail at
nick.udal@bdo.co.uk. For VAT aspects, contact Emma
Howard on +44 207 486 5888 or by e-mail at emma.

howard@bdo.co.uk.

Foreign-loss rules revised

The rules for offset of foreign losses and foreign tax credits are to be simplified from

| July 2008.

Currently, foreign losses are ‘quarantined’, in the sense
that they cannot be offset against domestic income, and
both foreign losses and foreign tax credits are classi-
fied in ‘baskets’, meaning that losses and credits from
one basket may not be set against income in another
basket. The baskets consist of different types of income
— capital gains, passive income, interest income and so
on.Also, within the same basket, the amount of foreign
tax credit that may be offset against income is limited
to the Australian tax attributable to that income. Excess
foreign tax credits may be carried forward in the same
basket for up to five years. Foreign losses may be car-

ried forward indefinitely.

Under the new rules, both quarantining and classifica-
tion into baskets is swept away. Foreign losses will

be available for offset against foreign income of any
description and against domestic income.There will as
now be no limitation on the carry-forward period for
unutilised losses. Losses brought forward as at | July
2008 will be fully available for offset under the new
rules, provided that they were incurred no earlier than
2001-02. Only 50% of losses incurred in the three years
previous to that (i.e. in the years 1998-99, 1999-2000

and 2000 01) and still unutilised will be available, how-
ever.Any still earlier losses will be forfeited. Forfeiture
will also take place to the extent that any of these old
losses remain unutilised after five years (i.e. after the

end of 2012-13).

As far as foreign tax credits are concerned, they will
now become available for offset by non-residents (the
Australian branches of non-resident entities) also, unlike
the current situation, where only Australian residents
may claim them.And, as already explained, they will no
longer be classified into baskets, so that, for example,
foreign tax credits on interest income may in future be
set off against foreign passive income. However, there
will be no carry-forward of excess foreign tax credits
arising after 30 June 2008.To the extent that they can-
not be utilised under the new rules in the current year,
they will be forfeited. Old excess foreign tax credits
may be carried forward for a maximum of five years as

from | July 2008.

For further information, contact Vince Tropiano of
BDO Kendalls on +61 2 92 865555 or by e-mail at

vince.tropiano@bdo.com.au



BDO World Wide Tax News October 2007

Arm’s length remuneration to agent does
not extinguish PE tax liability

In an interesting and highly controversial judgment, the Mumbai branch of the Indian

Income Tax Appellate Tribunal has held that where a foreign principal is deemed to

have a permanent establishment (PE) in India, the payment by the principal of arm’s

length remuneration to that agent does not extinguish any further tax liability the

principal may have in India. The decision was made by reference to the India-Singa-

pore tax treaty.

The case (SET Satellite (Singapore) Pte. Ltd v Deputy
Director of Income Tax) involved a Singaporean broad-
casting company marketing and distributing satellite

television channels in India. It employed an agent in

India to market airtime for commercials on its channels.

The agent was paid an arm’s length commission for its
services. It was agreed that the agent was a dependent
agent, and thus that under article 5(8) of the India-
Singapore tax treaty, the Singaporean company was
deemed to have a permanent establishment in India.
What was in dispute was whether the amount of arm’s
length commission paid to the dependent agent was
the limit of the profits assessable on the Singaporean
company in India (the so-called ‘zero-sum approach’) or
whether some further profits over and above the com-

mission could be attributed to it on an analysis of the

functions performed, assets deployed and risks assumed.

The Tribunal ruled that the dependent agent and the
permanent establishment of the foreign company

deemed to exist due to the existence of the dependent

agent were two separate things and that the mere pay-
ment by the company to the agent of an arm’s length
commission was not the limit of the company’s income
assessable in India. The Tribunal came to this conclusion
after discussing and dismissing learned commentary to
the contrary and an earlier contrary finding of the [In-
dian] Authority for Advance Rulings in a different case
(Morgan Stanley). Significantly, the Morgan Stanley ruling
has subsequently been upheld by the Indian Supreme

Court.

The case is likely to go to appeal, but is pertinent in

the light of discussion drafts issued by the OECD (on
whose model double tax treaty many of the double tax
treaties concluded in the world are based) that indicate
the organisation’s thinking is now moving in favour of

the approach upheld by the Indian Tribunal.

For further information, contact R P Singh of BDO

Lodha on +91 33 22 481111 or by e-mail at rpsingh@

bdolodha.com
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CFC loss not deductible

A controlled foreign company’s losses may not be set off against the controlling Japa-

nese company’s income, the Japanese Supreme Court has held.

As in most countries’ CFC legislation, Japanese con-
trolled foreign company (CFC) rules attribute a pro-
portionate share of the taxable profits of a CFC to the
controlling Japanese shareholder. However, there is no
provision allowing a Japanese company to claim losses

suffered by a CFC against its own income.

Tax changes in the air

Retirement funds

The Thai government has agreed to curb the tax ben-
efits available to individuals who redeem their retire-
ment mutual funds (RMFs) before reaching the age of
55. Under the new rules, only those individuals who
hold their RMF for at least five years and do not sell it
before reaching 55 will continue to enjoy full tax ben-
efits, including personal income tax and capital gains tax
exemptions. Individuals who hold an RMF for at least
five years but sell it before they turn 55 will in future be

entitled to partial tax exemptions only.
Inheritance tax mooted

When the new civilian government to be elected under
the new constitution takes office, it is likely to be faced
with a call from academics, advisers and the National
Economic and Social Development Board to introduce
an inheritance tax. Preliminary studies show that the
tax rate could be 10% on estates valued at THB 10 mil-

lion (EUR 206 325; USD 291 975).

The introduction of the tax would be intended to

reduce income inequality. Currently in Thailand, the

The Takamatsu High Court has confirmed that such
losses are not available for set-off in Japan, in a case
involving losses incurred by a Panamian subsidiary. Such
losses may be taken into account, but only by set-off
against subsequent profits of the subsidiary when calcu-

lating the CFC’s attributable profits in such periods

For more information, contact Nobuyuki Nagamine
of BDO Sanyu on +81 35 322 3531 or by e-mail at

nagamine@bdo.or.jp

highest-income group has 13.2 times the income of
the lowest group. Supporters of the tax point out
that Japan, Singapore, South Korea and Taiwan all have
inheritance taxes, at progressive rates of between 2%

and 50%.

Call for corporate tax cut for listed

companies

Listed companies are to call for a reduction of corpo-
rate tax as a means of solving the so-called ‘free-float
problem’. Companies seeking a listing on the Thai
stock exchange are currently required by the exchange
to have a ‘free float’ of at least 25% on entry, and to
maintain a free float of at least 15% thereafter. Several
companies now face delisting because their free floats
have fallen below the 5% minimum.The Association
of Listed Companies points out that in Indonesia, a

5% reduction of corporation tax is available for listed

companies maintaining a free float of 40%.

For further information, contact Andrew Jackomos
of BDO Richfield Advisory on +66 2 260 7290 or by

e-mail at andrew.jackomos@bdo-thai.com
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Government abandons windfall tax

The Government has announced that it will not now
proceed with a windfall tax on synthetic-fuel producers,
as mooted in the 2006 Budget. This decision was taken
after consultation with key stakeholders, despite a task-
force report in February recommending the imposition

of such a tax.

Two other recommendations made by the task force
will also not be proceeded with.These are a progres-

sive tax regime for upstream oil and gas companies

and a tax on the ‘must-have volumes’ supplied by Sasol
(the state-owned oil company) to the domestic market.
However, the government will investigate the possibil-
ity of a levy on refined products to finance the con-
struction of excess capacity in relation to the planned

Durban-Johannesburg pipeline.
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For further information, contact Kemp Munnik of
BDO Spencer Steward on +27 |11 488 1700 or by e-

mail at kmunnik@bdo.co.za

Recent tax incentives revoked

Brazil has revoked reliefs relating to two social security taxes less than two months

after a decree granting them had been published.

On 25 July 2007, Provisional Decree 382 allowed
certain companies an immediate credit against PIS
(contribuicdo para o programa de integracdo social) and
COFINS (contribui¢do para o financiamento da seguridade
social) paid on the acquisition of capital goods used in
manufacturing vehicles, electronic products, wooden
furniture and textiles. Normally, PIS and COFINS paid
on the acquisition of assets is recoverable on a monthly
basis over the depreciable life of the asset. The measure
would also have reduced the percentage threshold for a

company to be considered predominantly an exporter,

which status entitles it to suspension of PIS and CO-
FINS on acquisition of certain raw materials etc. (see

next item)

Before Provisional Decree 382 could become law, it had
to be passed by Congress. However, on |9 September, a
new Provisional Decree 392 was published, completely
revoking Provisional Decree 382. Ostensibly, the reason
given was that by deliberating whether to pass 382,
Congress would be delayed in approving a constitution-

al amendment extending the life of another tax.
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Companies may benefit from PIS and
COFINS suspension regime

Companies with specially approved infrastructure projects in certain sectors of the

economy can benefit from the suspension of PIS and COFINS (see previous item)

when importing or acquiring certain assets and materials, under the new REIDI

regime.

REIDI was instituted by Federal Law |1.488, of 15 June
2007, with the intention of benefiting companies that
have received approval for the construction of infra-
structure for the transport, ports, energy, basic sanita-

tion and irrigation sectors.

Under REIDI legal persons may import or acquire in
the domestic market machines, rigs, instruments and
new equipment, as well as construction materials for
use or incorporation in the infrastructure works to
result in fixed assets, under a PIS and COFINS suspen-

sion regime.

they select the non-cumulative contributions system,

keep the tax credits related to their own computation.

The benefit of suspension is also extended to sales or
importation of services intended for the infrastructure
works for incorporation in the fixed assets, where the
requirement to pay PIS and Import COFINS is suspend-
ed on the imported services, as well on the incidental
contributions on the supply of services provided to

companies benefiting from the REIDI regime.

For further information on either of these items,
contact Licio Bastos of BDO Trevisan on +55 113 138
5000 or by e-mail at lucio@bdotrevisan.com.br

Accordingly, suppliers of the equipment and materials
to the constructors can market them with suspension

of PIS and COFINS contributions, and are also able, if




