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Part One

REPORT OF THE AD HOC GROUP OF EXPERTS ON TAX TREATIES BETvffiEN DEVELOPED A~D

DEVELOPING COUNTRIES ON ITS FOURTH ~~ETIN~
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INTRODUCTION

1. The fourth meeting of the Ad Hoc Group of Experts took place ln Geneva from
4 to 15 December 1972. The following persons attended:

Carlos C. Martinez t101teni (Argentina); Carlos G. Yacoman (Chile);
Helmut Debatin (Federal Republic of Germany); Pierre Kerlan (France);
A. ~. E. Amissah (Ghana); Ramanlal Shah (India); Simcha Gafny (Israel);
Torao Aoki (Japan); W. H. Van den Berge (Nether~ands); Stener Hanson (Norway);
Riaz Ahmad (Pakistan); Ambrosio Lina (Philippine~'; Sangarapillay Sittompalam
(Sri Lanka); Hamzah Merghani (Sudan); Kurt Locher (Switzerland); Ahmed Zarrouk
(Tunisia); Adnan Bazer Kafaoglu (Turkey); A. H. Smallwood (United Kingdom of
Great Britain and Northern Ireland); Nathan Gordon (United States of America).
Tn ~':Vli t. ion, a number of advisers to the experts participated in the meetings.
Observers from several countries, the specialized agencies, several
intergovernmental organizations, and non-gevernmental organizations also attended
the meetings.

2 The Ad Hoc Group elected the following officers: Hamzah Merghani (Sudan)"
Chairman; W. H. Van den Ber~e, (Netherlands), Vice-Chairman, A. Scheel (Norway),
Rapporteur, and in his absence, F. Gendre (Switzerland), who acted as
Rapporteur. Stanley Surrey acted as Special Adviser to the Rapporteur.

3. The Ad Hoc Group adopted the following agenda:

1. Royalties (leasing, film rentals, copyright royalties);

2. Dividends;

3. Exchange of information (and international tax evaSlon and avoidance);

4. Me' ' . " .f' I' 1 imination of double taxation ( incentives for investment):,

tax sparlng and alternative measures;

5. Other problems (including non-discrimination, lncome from immovable

property~ international income allocation, etc.)

4. The list of documents in contained in annex 11.

). The representative of the Secretary-General, at the opening session,
3tated that the effectiveness of tax-incentive schemes introduced by most of
:he developing countries Jften depended on the interrelationship of their tax
3ystems and those of the capite-I-exporting countries from which the investment
originated. One area of intensified effort had to do with international tax
evasion or avoidance. The representative stressed the need for world-wide
economic co-operation, particularly in the area of international commercial
policy, transfer of technology and joint investment ventures.



General observations

6. The observer from the International Fiscal Association (IFA) pointed out that
his oreanization had been making great efforts during the past three years to fulfil
its consultative status with the United Nations. Because of the internal
organizations of IFA, an opinion on scientific matters by the Association can only
be taken on resolutions adopted at its annual congresses. For practical purposes
the subjects of such congresses must be selected two years in advance. Accordingly
it had proved difficult to co-ordinate the IFA proceedings with the workins
procedures of the Ad Hoc Group. However, a procedure could be found for IFA to
provide the United Nations Secretariat and the Ad Hoc Group with factual
information on the subject of royalties and interest, and two reports, "Tax
Treatment of the Remuneration Paid by Enterprises in Developing Countries for
Technical Assistance and Licences under Patents" and "Treatment of Royalties in
Tax Conventions Between Developed and Developing Countries" have now been
distributed to the members of the Ad Hoc Group. IFA notes with satisfaction that
the topic 'Allocation of Income and Expenses", which is one of the two subjects to
be discussed at its next congress, will be of interest to the Ad Hoc Group.

7 . The observer from the Organi zation of American States (OAS) informed the Group
that its Office of Public Finance had prepared an unofficial English version of
Decision No. 40) adopted by the Commission of the Cartagena Agreement, the member
countries of which form the so-called Andean Group. That decision approved model
tax treaties for avoiding double taxation. In addition, the observer from the OAS
said that copies of that translation had been made available to the Secretary for
distribution to those attending the present meeting of the Ad Hoc Group.

8. The Chairman read a communic8tion from the Secretary-General stating that, in
view of the continuing financial difficulties of the OrganizatiJn, some measures
ef budgetary restraint are unavoidable. While the extent to vlhi,~h the members of
the Ad Hoc Group 'vish to associate themselves with the Secretar~-General's

preoccupations and policies is a matter for them to decide, the Secretary-General
expressed his l,clief that they would wish to assist him in obtain tng objectives
which in his view and in present circumstances were in the best interests of the
Organization.

9. The observer of the Organization for Economic Co-operation and Development
(OEeD) indicated that the Committee on Fiscal Affairs of that Organization had
recently revised 11 articles and the cOF.~entaries thereon of the 1963 OECD
Draft Double Taxation Convention on Income and Capital. 1/ These texts have not,
at this stage, been the subject of a recommendation by the Council of that
Organization and therefore did not commit member countries of that Oreanization.
These texts were, however, de-restricted by the OECD and were circulated for
information to the Ad Hoc Group of Experts on Tax Treaties between Developed and
Developing Countries.

10. The provisional agenda was adopted.

1/ Organization for Economic Co-operation and Development, Draft Double
Taxation Convention on Income and Capital (Paris, 1963).

-2-



I. SCOPE OF ROYALTIES

11. The discussion on royalties was opened by the Special Adviser to the
Rapporteur, who referred to the discussion of that topic that had taken place at
the third meeting of the Ad Hoc Group of Experts. ~/ As surr~arized in paragraph 146
of the report, the general conclusion had been that both the country of source and
the country of the recipient of the royalty might tax this income, with appropriate
recognition of expenses involved in the production of royalties, and subject to
such double taxation relief as the country of the recipient might be willing to
grant; and that some accommodation between the tax claims of the two countries
would normally be found.

12. The Special Adviser to the Rapporteur ~ointed out that the discussions of the
Group at its third meeting had been limited to industrial royalties and that film
rentals, copyright royalties, rentals from leases of personal property and
treatment of royalties paid between affiliated companies had been held over for
future discussion.

13. The Group then decided to discuss film rentals.

A. Film rentals

14. The discussion was opened by a member from a developing country, who pointed
out that the question of the proper taxation of film rentals was relevant only in
the absence of a permanent establishment in the source country. The basic question
was whether film rentals should be taxed on a gross or net basis and what expenses
should be allowed in computing the ttixable income of the producer or the
distributor. The member explained that, as a general proposition, his country
preferred taxation on a gross basis, but was prepared to consider a reduction in
the rate of tax so as to give recognition to the expenses incurred by the producer
or distributor. With respect to the tax base, a member from another developing
country stressed the fact that quite often an internationtu distributor and a
local distributor were inserted between the producer and the exhibitor of the
picture, and that it was not unusual to hold the income of the local distributor
to a low amount so that the country of source collected only a very limited tax.
This raised the question of how the international distributor and the producer,
who normally do not maintain a permanent establishment in the country where the
film is exhibited, should be taxed, especially since the country of source could
rarely if ever d\termine the actual amount of net income realized by those parties.
The fairest solution would be for each taxable person to disclose the amount and
composition of his income and its tax treatment in his own country, bUL it was
recognized that this aim probably could not be accomplished. The member stated
that his c0uL~ry would be prepared to give recognition to the SUbstantial
investment made by the producer and therefore set the withholding rate on gross
income at a figure which would presumably match the corporate tax on net income.
Hithout committing himself to a definite figure, the member submitted that a
withholding rate of between 10 and 15 per cent might be discussed by the Ad Hoc
Group.

2/
(United

See Tax Treaties between Developed and Developing
Nations pUblication, Sales No. E.72.XVI.4), paras.

-3-
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15. A member from a developed country ap,reed with taxation on the basis of eroes
income. The selection of thi~ method could be supported on the ground that a
motion picture is not generally distributed in the year it is produced~ it might
be three or four years old before it was exhibited in a developing country, and in
the meantime expenses were being incurred in the production of new films. Under
these circumstances it might be difficult for a country, i~cluding the producer's
country, to make a precise determination of the expenses incurred with respect to
a particular film.

16. In setting the rate of tax on ~r088 film rentale, the experience of the
producers over a period of time should be taken into account. In the member's
,hldgement, a tax rate of 10 per cent computed on gross income would correspond to
a rate of 40 or 45 per cent on net income from the exhibition of the film and
would appear adequate. Indeed, a lower rate could be supported, since if most
of the rrofits originated outside the home country full ttiXation by other countries
would allow little ('Ir no revenue for the home country.

17. One member from a developin~ country referred to the somewhat similar point
raised in the case of shipping profits, where the Ad Hoc Group ha~ sug~ested that
if two countries a~reed in bilateral negotiations that shipping ~rorits might
be taxed by the source country a.s well as the residence country, the tax charp;ed by
the source country on its share of the enterprise's world pre>fits should be
reduced by an appropriate percentap,e. 11

lb. Some members from developing countries supported taxation on a gross basis,
both because of t.he complexities of deterrnininR amortization and other expense
elements and the practice of some producers or distributors to set up in
developing countries subsidiaries for the exploitation of films to which only
minimal income vas allocated. One member referred to the Swiss draft on
rcyalties presented during the third meeting of the Group and recommended
adoption of the princirles set forth there, apart from a precise rate. In brief,
he thought that (a) l'oth countries have the right to tax the income; (b) if the
source country is satisfied with a tax on gross income, it must be prepared to
accept a lower tax rate; (c) if countries negotiating a tax treaty agree that
income should be taxed on a net basis, they should also agree in advan~e on the
types of expenses to be considered; (d) the withholding tax on film rentals might
be set as a somewhat higher rate than the rate for industrial royalties; and
(e) concessions made by the source country should be matched by equivalent
benefits extended by the country of residence, such as the foreign tax credit or
a tax-sparing credit. The member add~d that perhaps a distinction should also
be made between the treatment of new films and old ones, including television
rictures.

llJ. .4 =.e::."t er :'ro!"l aieYelC'ri!:i~ cc.'.:ntry raised the Q'.:.estion of whether the
difference between taxation on gross and net bases could be sustained in the case
ef fil::.s that ~ere four or five years old so that all expenses in connexion
tterewitt had been fully amortized; if this contention was valid, a tax rate of
4~ per cent O~ the filn rentals could be justified.

2: . J.':;.'Jtr:.er r.erober from a developed country, wh ich is a major producer of motion
7-:i '.'t '..J":" ~·il::.s, pcintf:rJ out that the cost and expenses of a film are undertaken in
t.~,-= J:''y';-,'':"'::t~tiGrl that it will be shown over El period of four or five years; the
i::.':'(;GiJ.nti:;.F of' !!'10tion pictur~ companies is usually based on such expectations.



Moreover, even if a film is written off before it is shown in a given country,
this is an indication that the deduction allowed by the home country in prior years
was excessive. The excess should be recouped by the home country in subsequent
years, after a film has been amortized but produces income from abroad.
Therefore, just as in the case of industrial royalties which pose the same issue,
the statement that gross income might be identical with net income after the
passage of some time was of doubtful validity.

21. Another member from a developing country agreed that gross income from film
rentals and net income were not necessarily identical. He felt, however, that
unlike a licensor of industrial property, the lessor of a film was under no
obligation to service the property, police the patents or make further inventions
available to the licensee, and that a higher tax on film rentals would be
justified on this ground. Another member from a developing country, while generally
agreeing with these views, pointed out that the statutory law of his country gave
consideration to the problem of gross versus net taxation by permitting a blanket
reduction of 50 per cent.

22. With respect to the relative rate of tax on film rentals and industrial
royalties, a member from a developed country suggested that it would be useful to
consider the profit situation of the motion picture industry. In his country at
least, the profits of this industry were not conspicuously grt'ater than those of
other industries, and in other countries such companies had to be subsidized by
the State to be viable.

23. The Group briefly discussed the proper treatment of rentals from motion
pictures that are shown only outside the country in which they are produced. Some
members felt that it would be necessary to allocate at least some portion of such
film rentals to the country of production, while others held that this situation
was too unusual to merit detailed consideration.

24. One member from a developing country pointed out that taxation of film rentals
at a comparatively high rate was justified, both because such imports were in the
nature of luxuries as compared to goods of prime necessity and because motion
picture companies in developed countries amortized the cost of a picture over a
comparatively short period so that all income realized thereafter was pure profit.

25. Another member from a developed country called attention to the fact that the
Group had discussed the treatment of industrial royalties at great length during
the third meeting without arriving at definite conclusions. The member expressed
himself in favour of exempting film rentals at the source, but agreed that as a
practical matter there would have to be some sharing of revenue considering the
experience with industrial royalties and the difficulties of finding a proper
withholding rate. The member felt that the Group should limit itself to set
forth the various viewpoints and arguments, but leave specific solutions to
actual treaty negotiations.

26. There was some mention that motion picture rentals merited special treatment
because cultu~al and artistic purposes rather than profit motivation were involved
in the product.ion of some films, while other members held that the production of a
motion pictuJ"e was a couunercial venture like any other.

-5-
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27. The Special Adviser to the Rapporteur suggested that there might be some
misunderstanding concerning the treatment of industrial royalties. ;\1embers had
agreed that recognition should be given to expenses incurred even where such
expenses '·:ere written off in the residence country, and that wha.tever measure of
taxation was adopted was essentially aimed at taxing net income only. ~/ The
real question under discussion was not whether expenses should be considered, but
how expenses should be reflected in the tax rate where a rate on gross royalties
or rentals was used.

28. One member from a developing country pointed out that losses or low profits
of motion picture companies were often due to the exagserated compensation paid to
prominent actors, whose income would not be taxed by the source country, and that
such costs did not justify reduced taxation in the source country. In response to
this statement, it was asserted by a member from a developed coun'try that the
motion picture industry was quite unlike any other in as much as t \1e producer and
actors and other participants often carried out their functions in different
countries. This may facilitate tax avoidance and efforts should be Made by tax
administrators to see that the parties do not escape taxation by some country.
Howevpr, in the taxation of the film rentals, the essential costs to be consinered
were those actually incurred by a producer and it is not appropriate to ~et at
those who escape tax by imposing excessive taxes on those who do not.

Summary of the discussion by the Suecial Adviser to the Rapl)Orteur

29. There was a general consensus that film rentals are not to be treated as
industrial and commercial profits, but in the context of royalties on which the
guidelines were given in paragraph 146 of the third report. Briefly) the tax
would be on the gross amo1mt, but expenses would be taken into account in fixing
the withholding rate. In considering the matter of expense, some members pointed
to factors that could be regarded as peculiarly relevant to film rentals. Thus j

it was said that as a general rule the expenses of film producers may be much
higher and the profits lower than in the case of industrial royalties. On the
other hand, it was pointed out that a considerable part of film expenses
represented high salaries paid to actors and other participants havins been taxed
solely by the country of residence, not shared in by the source country, and may
not justify great reduction of the withholding tax at source (and these incomes
need not be reached by the source country). However, it could be replied that
the amounts involved were nevertheless real costs for the producer and should be
taken into account, while at the same time all countries involved should join in
efforts to make sure that such income did not escape tax. Further, while the
write-off of expenses in the country of residence did not mean that the expenses
should not be taken into account at source~ at some point old films could present
a different expense situation. All in all) the final result was that of a basic
similarity to industrial royalties, but with recoe;n:'tjeHl of specinl factors,
such as those mentioned above J that should be kept in mind consi.cterinr, the
elenent of the expenses involved in the case of fi 1m r\.:'lltals.

4/ Ibid., Dar~. 129.
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B. Copyright royalties

30. \fhile discussing the first item on the agenda, the Ad Hoc Group had before it
a document on the scope of royalties. 2/

31. In this document a reference is made to an inquiry conducted by the Secretary­
General in 1957 and 1958. At the request of UNESCO, the Secretary-General
addressed a questionnaire to Governments covering the international tax treatment
of authors' royalties. The replies of the Governments indicated that a number of
countries, motivated by the desire to encourage cultural exchanges were prepared
to give special consideration to the tax treatment of authors through administrative
legislation beyond the measures of countering double taxation of such income. The
replies indicated that at that time a number of countries exempted at least a
portion of authors' royalties from income tax on royalties or taxed such income
at a reduced rate at least in the case of royalties d~rived from domestic
sources, under certain circumstances, e.g., royalties that were not earned in the
course 01' a professional activity exercised through a permanent establishment.

32. It was stressed that this favourable treatment was mostly granted to authors
deriving royalties directly rather than to copyright royalties paid to publishers.

33. The Ad Hoc Group discussed whether copyright royalties should be treated
differently from industrial royalties or film rentals. This topic had been briefly
discussed at the third meeting of the Ad Hoc Group.

34. A member from a developed country expressed himself in favour of complete
exemption of cultural royalties by the source country because the country of the
author's residence was in a much better position to consider the uuthoris personal
circumstances. An author might spend many years on the completion of a book, and
it would be most unfair to impose a tux on the aggregat0 income realized in one
year. P0rhaps a distinction should be made between royalties which accrue to an
author and those which accrue to a pUblisher.

35. Onc member from a developing country point~d out that exemption was given to
copyright royalties in his country, not generally, but under some treaties
concluded by his country and in exchange for other concessions. Another memb~r

from a developing country pointed out that th~re was no difference between income
derived by an author and income d~rivcd by other persons, and that it would be
difficult to ex~mpt such royalties if, for instance, his particular country taxed
even charitable organizations.

36. Another member from a developinG country agreed that in principle there was
no difference between the various types of income; nevertheless, in order to
stimulate cultural exchanges exemption might be agreed upon in bilateral
negotiations.

37. A member from a developed country stated that the article on tax exemption uf
professors and teachers included in all the tax conventions of his country is
d~signcd to stimulate cultural exchange, but this provision is not free from

2/ Ibld.) part two, chap. Ill, and in particular section D.
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criticism from the viewpoint of tax equity. Therefore, the member was not in 
favour of introducing another tax exemption at source on cultural grounds. 

38. A member from a developed country pointed out the danger of fiscal evasion 
which might arise. However, in addition to the fiscal aspect, there were 
arguments to encourage cultural exchanges which had to be considered. Another 
member from a developing country opposed the exemption in the source country if the 
resident's country kept its tax. In such a case the result might be shifting the 
tax from the source country to the resident's country. A member from a developed 
country urged the tax exemption at source because the tax was levied there 
frequently through a withholding tax. A gross withholding tax cannot take into 
account the real net income of the author and might frequently exceed the foreign 
tax credit available to him in the developed country. A member from a developed 
country thought there was a difference between industrial royalties and cultural 
and copyright royalties. The patents from which industrial royalties are derived 
were usually developed by individual employees of the industrial enterprise as a 
part of the over-all gainful activity, while copyright royalties were frequently 
the result of a lifetime effort of an individual. An observer from a developing 
country maintained that the same tax principles should apply to cultural and 
industrial royalties unless for cultural reasons exemption were granted in both 
countries. 

39* The Special Adviser to the Rapporteur summarized the principal results of the 
Ad Hoc Group's discussion of copyright royalties. 

Ho. Having arrived at conclusions on the subject of industrial royalties, the 
Ad Hoc Group must now attempt to apply these principles to copyright royalties. 
Gome members felt that because copyright royalties represent cultural efforts, 
they should be exempted by the source country. Some members, however, felt that 
this was merely a sentimental gesture, and that since tax would be levied by the 
residence country, the reduction at source would not benefit the author. Other 
members were in favour of exempting copyright royalties at the source, not 
necessarily for cultural reasons, but because the residence country is in a better 
position to evaluate the expenses and personal circumstances of the creator of the 
royalties, including the period of time over which the books were created. In 
this same view, in some cases a reduction of the source country's tax could be 
supported by the fact that this tax was too high to be absorbed by the tax credit 
of the residence country. However, it must be recognized that source countries 
may not be willing to accept this approach to the problem. Further, those 
contending for exemption of the royalties by the source country on cultural 
grounds face certain problems. The party dealing with the source country may 
generally be the publisher and not the author, and arguments supporting the 
exemption of the author's income because of his personal situation obviously do 
not apply to the publisher. The Special Adviser to the Rapporteur noted that the 
matter was not as simple as might have been assumed originally. While various 
viewpoints had been presented, the Ad Hoc Group reached no consensus on the 
exemption of copyright royalties in the source country. Perhaps it becomes a 
matter of preference for those source countries desiring, as an expression of the 
encouragement of cultural exchange, to grant the exemption as a concession in a 
tax treaty. 
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C. Leasing: 

1+1. The discussion was opened by a representative of a developed country who 
stated that there was a tendency to consider income from leasing an essential 
equivalent to royalties. The OECD model follows this approach. Others took the 
position that there are important similarities between a lease and an instalment 
sale. This approach also would preclude taxation of the rentals by the source 
country in the absence of a permanent establishment maintained in that country 
by the lessor. 

1+2. A member suggested that perhaps leasing of property might be compared with a 
loan of money. Interest payments reflected in part the cost incurred by the 
lender. In the case of leasing, the payments made by the lessee include not only 
an interest factor, i.e. income from capital, but the return of the capital itself. 
It follows that if the tax of the source country is based on gross rental income, 
its rate should be considerably lower than that of the tax paid on interest. 

1+3. A member from a developed country stated that some of the lease arrangements 
may in effect be disguised in instalment sales. Consequently, a recent tax treaty 
concluded by his country included an understanding which restricted the application 
of the capital gains provision to genuine alienation of property without leaving 
the seller any right on the property. The member also explained at some length 
the rulings prepared by the tax authorities of his country concerning the criteria 
to distinguish royalties from payments for performance of personal services or 
delivery of goods incidental to the use of right or property giving rise to such 
royalties and pointed to the necessity and ass fulness of establishing the 
internationally acceptable rules for such differentiaetion. 

1+1+. A member from a developing country emphasized the fact that, unlike the case 
where property is sold, in a lease the ownership of the property does not pass. 
The question therefore was how the source country should determine the amount of 
taxable income. In the member's opinion, only such expenditures as are 
approximately related to the rental income should be treated as deductible, and 
the taxable proportion of total income should be considerably higher than in the 
case of interest. In the case of interest, an extensive study was made on the 
expenditures component, but no such study was available on lease rent. Since the 
lease involved fixed property, the situation was not as fluid as in financial 
transactions, nevertheless in equity a reasonable deduction should be allowed. 
Another member from a developing country felt that, since part of the compensation 
was paid for the use of the property and part constituted a return of capital, the 
rate of withholding tax should be held comparatively low. 

i+5. Again, another member from a developing country referred to a paper submitted 
by IFA, entitled "Tax Treatment of the Remuneration Paid by Enterprises in 
Developing Countries for Technical Assistance and Licenses under Patents'1, by 
A. Nootfefcoom and J. H. Th. Schipper. On page 26 of this paper it is stated 
"that the continuous use of a patent or of know-how will be deemed to create such 
strong and permanent economic ties with the user's country that this, particularly 
in developing countries, is experienced as something equivalent to a physical 
presence of the foreign supplier in their country. Por this reason there is a 
tendency to regard this situation particularly in the developing countries as 
analogous to that of a permanent establishment in the usual sense of the word". 
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I46. An observer mentioned that there was a differnce in legal traditions which 
might explain why some members were more ready than others to apply tax on the full 
leasing profits, without regard to depreciation. Whereas many countries regarded 
the depreciation deduction as an intrinsic element in the computation of profits, 
just as any other cost element, other countries, and particularly many of those 
sharing the British income tax traditions, tended to look upon current profits as 
the proper base for the income tax, and to grant depreciation allowances on a 
selective basis only, rather than as a matter of basic right. 

liT- Another observer pointed out that two different tax treatments existed in 
various systems •, one allowed depreciation allowance to plant and business 
machinery only, but not in the case of residential leasing. In other systems all 
elements of cost were deductible. 

U8. The Special Adviser to the Rapporteur remarked that those countries that are 
prepared to tax property rentals at the source do not want to base this claim on 
the existence of a permanent establishment of the lessor. Hence, leasing should 
not be classified under industrial and commercial profits. Accordingly the Group 
would seem to be in favour of looking at this problem from the viewpoint of the 
taxation of royalties, and thus the rentals would be subject to a withholding tax 
on gross rentals at the source. In this approach, there also appeared to be 
general agreement that the expenses of the lessor should be taken into account, 
and the question was the determination of the expenses to be considered and 
reflected in the withholding rate. 

U9. A member from a developing country pointed out that unlike the case of 
industrial royalties, the cost of the leased property constituted a sum certain. 
Accordingly more precise reflection of expenses was called for than in the case of 
royalty expenses. Since various types of machinery are subject to different 
depreciation rates, it may still be necessary, however, to make a reasonable 
estimate from case to case. 

50. The Ad Hoc Group also discussed the situation in which fully depreciated items 
of equipment were leased from a lessor in an industrial country to a lessee in a 
developing country. A member from an industrialized country held that the 
developing country should allow a reflection of cost because otherwise there 
would be a transfer of tax from the industrialized to the developing country. If 
a foreign investment produces income to the investor, but not to his Government, 
because the tax of the investor's home country is fully offset by the foreign tax, 
the investor's home country may feel that its tax policy is misdirected. For this 
reason, the developing countries should exercise reasonable restraint in taxing 
the lessor's income to prevent industrialized countries from encouraging domestic 
investment over foreign investment. 

51 Another member from an industrialized country pointed out that a developing 
country would usually not attempt to tax the seller's profits from sales of imported 
machinery. This being so, the question arises whether a developing country should 
properly tax profits under a leasing agreement, considering that the lessee in the 
developing country has all the advantages of having the machinery work there, 
including the advantage (as compared to a sale) of being able to exchange 
machinery that has become obsolete for the most modern equipment. 

52. In response, a member from a developing country pointed to the basic 
differences between sales and leases, turning on the transfer of ownership. He 
felt that the lessor's home country should receive a fair share of the tax on the 
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rentals~ just as it would be entitled to tax on the interest on a cash loan. A
member from another developing country pointed out that under the law of his
country the entire income from leasing transactions was taxable) although the
administration applied rules under which only the income element included in the
rental payments would be taxed. It was pointed out that it might be very
difficult to determine the income element included in the rental payments, and
that it might be preferable as a practical matter to tax the full amount of the
payments at a low rate.

53. The Special Adviser to the Rapporteur pointed out that domestic tax systems
did treat leases differently from sales. Thus, in a sale the right to the
depreciation deduction and other tax attributes related to ownership passed to
the buyer. But in the case of a lease, these tax aspects remained with the lessor.
While it is often difficult to classify a transaction as between 'sale;; or a
illease;':I as a matter of theory, tax systems drew a distinction. This being so J

it could be said 7 from the standpoint of a source country5 that taxation of lease
payments on tangible personal property could be justified on the basis of history
and theory, even though purchases of such property might not be taxabl~. In this
event, the lease rentals are similar to the situation of industrial royalties.
The pl )lem thus becomes one of recognition of expenses and determination of the
withhoiding rate applicable to the gross rentnls.

54. The Special Adviser to the Rapporteur state~ that there was general agreement
to support the taxation of rentals from the lease of personal property. Thus,
the remaining question was simply whether it was feasible (in the reflection of
expenses) to make a precise dete~mination of their amount, or whether some avercge
ad hoc determination should be made.

55. The Special Adviser to the Rapporteur pointed out that a precise determination
of taxable income can generally be made under treaties if real property is
leas~d. However, any such determination presumably might be more difficult
whe~e personal property is the object of the lease.

56. Cne member from a developed country felt that the amount of taxable income at
source should bear some relation to the profit that the source country would tax
if the asset was sold in its territory in a taxQblc transaction, nnd that this
approach offered some guidance with respect to the reflection of expenses in a
lease situation.
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11. DIVIDENDS

A. General Disc'lssion

51. The Sneciq} Adviser to the Rapporteur noted that the subject of dividends h~d

been discussed by ~he Group during its first meeting. At that time the views
expressed with respect to portfolio dividends had been that such dividends migtt be
taxeo. at the source and that the country of the investor's residence should gi-re
relief by way of forei~n tax credit or in some other form. With respect to
intercompany dividends, no definite conclusion 'Has arrived at. However, most iemher::
felt that there should be SOMe limitation on the ,\.,itbholdinp: tax of the source
c ,1untry, and that relief by ",ay of credi t or exemption should be p,ranted by thE
cOllntry in ;';hict, the parent rO!Y''D2:1Y ',TaS domiciled.

58. The Sr3cial Adviser to the Rapporteur referred 1n this context to the paper
entitled "Tax Treatment of Dividends" (ST/SG/AC.8/R.29), in whict ,\.,el·e discussed the
various methods of corporate taxation (the so-called classical method, the snlit-:~ate

method and the imputatioll method) and the various approaches to the taxation of
intercompany dividends. Another subject for discussion mirht he whether it would
he TJrOper fo:.." the source country to tEX dj lridends di stributed by a non-resident
cornoration to non-resident shal'eholders tL the extent that such dividends were
derived from ~rofits earn~d in the source country.

59~ A member f'rorn a developinr country submitted a paper entitled "Some Proposals
Copcprninr: CapitA,1 Gains and Dividends" (ST/SG/AC.8/rv/CRP.5). He explained that,
unlike the rule ad~pted by the OEeD Model Convention, the source country should have
the primary riBht to tqX dividends distributed by its corporations. He stated in
support of this proposal that tIle source of the dividends was at the site of the
distributing corporation. He also stated that article 10 of the Nodel Conyention
had beell incorporat~d only in a very few treaties concluded by developinr, cjuntries
and that ~lOGt of these countries rejected the principle of the model article that
the country of the investor's residence hau the primary rie;ht to tax dividends. The
member also pointed to the fact that most industrialized countries imposed
'rithholding taxes at high rates on dividends paid to non-residents and asked why the
developintT, countr'ie':) should settle for a lotV' ';-lithholding tax. The argument that
~oderate tax rates were helpful in attracting foreir,n investment somewhat missed the
essential point. \lhile it was true that developinr, countries were prepared to make
certain tax concessions in order to attract foreign capital, the determinin~ factor
was the opportunity to realize hi~h profits~

6c. An()thl~r member form a elpve} aping country pointed out that the nroblem under
discussion did not exist in hi~; home country and perhaps in others. The member's
home country imposed a corporate tax at the ra,te of 50fJer cent, plUS a
3~; 1/3 per cent tax on dividends paid. The latte:r tax, which is also on the
corporation, is recouped by it upon the distribution of a dividend. The shareholder
will (1;r O~'3S Ul) the dividend received by th(;h.'lolmi., of the tax anc. credit the latter
again~;t i tC" :)vm incon.:: tax. rnhi s sy~tePl a!)fllies equally to all domestic and foreign
S1ar2hc l<lEr:: rer,ardless er +,-,,, Lr'::C'.:.tit::S. I\ccordinr:ly, -t,he problem of' reducinrr the
~; ~at ..1.tvcy 'vii.-'cnholdin:T i,c,' '. ,e'"', net J,rii>::. It ltlaf; also said tbat any redu~tion in



the vTithdolrl.ing rate for old investments is only a loss ,)1' revenue to the clevelo-',in[Z
country and gives no advanta~e. It is o~ly in the cas~ Jf ne'l investment that the
developing country would grant reduction in the tax rate or exenntion as
appropriate.

61. 1\ memb2r from another de/eloping country exnlained that it was necessaTy tc
clistinguish t,w different problem areas, nar'1ely, (a) the t2xati"n of dividends in
the source country, and (b) the Cluestion of whet11er a limitation of t!j2 tax ;;hould
apply "Then dividends "Tere paid to non-resident sh~....rehold ers. !"li t!1 res,-'c~ct tr) the
first question, the member exnlained that the rie;ht of the source courtr'! T,,) tri,):

dividends distributed by its corporations could not be seriously quC'stic)P\::c~.

Concerning the second question, the Ir'\ember sa", no need for a reduction of hi s
country's withholding tax on dividenis because its rates vTere quite modest with
respect to dividends paid both to foreign corporations and non-resi~ent aliens. In
the case of qualifying foreign cornorate sharehc< . el'S , for example, the local
corporate tax ',TaS reduced by 65 per cent.

62. A member from a deve10ped country felt that it mirht be very difficult in vieu
of the r,reat diversity of tax systems to make any categorical stater~ent as to
whether the double taxation of corporate profits should bs el:irrtinated. ':;:-lW neT'1ber
explained that his country observed strict neutrality of taxation under her split
rates of corporation tax concernins the conduct of business by foreirrn enterDri~es,

vThether in unincorporated branch form or incorporated sUbsidiary form, i .e. ~ th8t
it applied the same over-all amount of tax on corporate dividend.5 and nrofits of
local branches of foreign corporations. A member f.l.'um a develoninr; country
supported this statement by suggesting that article ~" 0 of the GEeD ~10del Convention
should be amended to include a new paragraph to the effect that the transfer of
branch profits from the source country to the country of the cOi"'Doration' s dorr'\icile
should be treated as & dividend.

63. A member from a developed country expressed concern that the Group was losin~

sieht of the principles of tax neutrality and proper a:locat1on ef revenue between
various countries. If tax neutrality is a proper objective~ the proper 0uestion is
not what the rate of the ,,,ithholding tax on dividends should be, but ,·rh;?ther there
should be e..ny withholding tax ~ i. e." whether the desirable result ,,,as the complete
exemption of intercompany dividends. This question was particularly relevant in
relations between developed and developing countries in view of the high corporate
tax rates applied in a number of developing countries. '1ith respect to the questio~

of proper allocation of revemle, the prime objective shoUld be to remove tax
obstacles to the free movement of capital. A tax on corporate profits in a
developing country \vhich was in excess of the corporate rate in the investor's home
country would clearly constitute a deterrent to investll.ent, apart from other
difficulties of channellins capital to such countries. The member pointed out that,
most countries eliminate the taxation of domestic intercompany dividends on the
~rounds that corporate profi~s should be taxed only once and that the same prirciple
should be appli~d where parent and SUbsidiary are situated in different cou~tr~es.

64. A member from a developinr, country questioned whether the principle of tnx
neut1.:'ality should be strictly applied as between developed and develo-ping c:Jl..l.ntries.
Considering that taxation is a most important instrument of economic policy, the
developing countries should be free to tax al1Y income from source in their territory.
Stimulation of investment by developed countries could be accomplished by other
means. The member further suggested that the investor's home country should give
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credit for the full withholding tax of the developing country, even if tr rate (jf
that tax had been reduced, so as to secure the benefit of the reduction to the
investor rather than transferrinp it to the industrialized country. ~he member
stated that he recor,nized the desirability of free movement of capital and
recognized that some concessions ,vould have to be made in tax treaties, hut such
considerations should nut be understood to limit the absolute right of the developin~

countries to tax all income originatinG in their territory.

65. A member from a developed country observed that if the two p,roups of countries
,{ere interested in reachinr, common rround, it would be necessary for the developin~

countries to limit tIle a~gregate amount of their corporate and withholdinR t~xp~ to
a figure that did not exceed the corpurate tax rate of the capital-exportinrr country,
if that country applied the foreir:n tax credit system. ~he member recornizecl ttnt
there could be no nni formi ty of treatwent under thi s formula. Dependinrr on thr'
aG~regate tax of the developinr rountry on corporate profits, the capital-exnortinr
country !rlir,ht urr,e a total elimination of the withholding tax of the develor; np;
country, a reduction of it or no chan~e at all, denendinr; on the rel~ti~nship to
the rate of the residence country.

00. According to a member from a developing country, the forepoing statement impli0d
that domestic investment F'uld be substituted for forei{~n investment whr-never thr.
tax rate of ~ developinc country was hirher than the rate of the investor's hOQe
country. In the member's view, this concJ.usion overlc)oked th~t imnortant incentives,
tax and non-tax, were offered by practically all develnpinr; countries. Accordinr:lv,
the flow of capital would not be inhibited by the allesedly hi~h tax rates of the
develnping countries as long as the investor was assured of an adequate profit.
The member from the industrialized country responded that it 1{aS not the function
of the meetine to consider all the factors that go into investment decisions. ~hp

Ad Hoc Group's function was to analyse the tax factors th8t enter into capital
movements and to sUGgest ways of coping with the existin~ tax problems.

h7 A .~. I. merlber from a developlnc; country conceded that bot}". the country of source and
the investor's hene country had the ri~ht to tax the diVIdend. The relevant question
was simply which country was in a better position to make a financial sacrifice. If
the developing countrie3 vere forced to accept a serious loss of revenue, their
economic level obviously could not be raised to that of the developed countries.

68. A me~ber from a developed country applying a foreign tax credit system replied
that he was quite sympathetic with these views. The principal problem was to avoid
excessive taxation. It was not for his Government, or for that matter for the
Government of any developed country, to decide whether or not its corporatjons should
make foreign investments. This was a question which each privatp industrial
corpcr~tion ~ust decide for itself. While uniformity of tax treaties between
developed and developinr c0untries could not be attained, one of the objects of such
treaties, i~ his view, was to hold the aggregate tax of the two countries to a
point where they did not constitute a barlier to foreign investment, so that
industrial enterprises in th~ developed countries could decide on the basis of
factors other than taxati0n whether to invest at home or abroad.

Cqa ~~ 0bserver expressed himself in favour of the principle of tax neutrality, but
felt that it would not be f~ir to use that principle as an arp,ument to obstruct the
progrE.:ss of develor)ine countries by depriving them of needed revenue. It ,{as
necessary to remember that the developed countries should not only promote private



ir.vestment in developinr.: countries, but provide the Governments of such countries
with needed revenue. Accordin~ly, there should be no restriction on the right of
developin{" countries to tax dividends from sources in their area.

7U. The Special Advis~r tc the Rapporteur drew a comparison between taxation in the
source country of an ~Lincorporated branch and of the SUbsidiary of a corporation
of a developed country. In the normal course the profits of the branch are taxed by
the cCluntry in which it is located, and the home cr,untry of the corporation r:rants
a credit for that tax. While some countries impose a special branch profit tax in
additiun to the reeular corporate income tax, such taxes are exceptional. The
situation becomes quite complex, however, when the branch is converted into a local
subsidiary. Hhen a branch becomes the subsidiary of a local corporation, there IS

no problem beca~se domestic intercompa~y profits are ~enerally taxed only once. If
the branch becomes the subsidiary of a forei~n corporation, however, there is a
tendency to impGse a withholdin~ tax because the ~,urce country cannot reach the
foreirrn shareholder of the parent corporation. But the question remains whether
international intercompany dividends should be treated in a sirnificantly different
manner from, and taxed at hifher rates than, domestic intercompany ~ividends.

71. A member from a developed country pointed to the fact that forei~n intercompany
dividends would not be taxed under the statutory law of his home country even in the
absence of a ta.x treaty. A member from a develoring country replied that this I·ms
the v.uidin~ principle which the developin~ countries were urging. The member pointed
out that developing countries compete with each other to attract foreign investment
and that the incentives offered by them ~o far ~eyond the area of taxation of
d i vi d(~nds.

B. Taxation of dividends

72. A member from a developed country expressed the view that too much emphasis had
perhaps been ~iven to the question of taxation in the source country. In thE
member's opinion this probler.1 should be carefully reviewed in the light of the
desired co-operation between industrialized and developing countries. ~he me~ber

felt that the following three areas merited special consideration:

(gJ Many corporations l·lQuld prefer to operate in a foreign country through a
branch rather than a local ~ubsidiary, but Ivere compelled for a variety of reasons
to select the latter form of organization. Given this situation, fairness and tax
neutrality require 1 that the tax treatment of branches and subsidiaries be equalized.
One consequence of this view was that the withholding tax on dividends distributed
by such subsidiaries would be abolished;

(b) Each industrial corporation was faced with a decision whether to invest
at home or abroad. Accordingly, the countries in which investments were contemplated
must be prepared to offer inducements to such investments. They should, in
particular, recogniz o that an investment at the corporation's domicile was taxed
only once, and that excessive taxation in the foreign country would act as a barrier
to investment, apart from violating the principle of tax neutrality;

(c) Withholding tax on dividends should be considered in the context of
taxation at the domicil~ of the investing corporation. The country of domicile
should erant an exemption for dividends so that the tax level would be determined
solely by the country in which the investment was made. Conversely, that country
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should give recognition to the "benefit extended by the country of residence by 
cancellinr its withholding tax on dividends or reducing it to a low rate, at least 
where the investment was substantial in terms of the percentage of shae e capital 
of the foreign subsidiary, 

73. A member from a developing country observed that new issues concerning the 
developing countries were being introduced into the debate. The statement that a 
locally incorporated subsidiary bore a greater tax burden than an unincorporated 
branch was not true in all cases. In the member's home country, for example, 
incorporation would result in a considerable reduction of tax because that country 
imposed a much heavier tax on non-residents than it did on resident companies. The 
member further noted that withholding tax became effective at the final point when 
the dividend reached the shareholder. This, however, was not true in relation 
between resident and non-resident companies because the shareholders of the 
non-resident company were outside the reach of the source country. The member 
agreed that if the investor's home country was prepared to give relief, the 
developing country should reciprocate by waiving or reducing its withholding tax on 
dividends. 

7't. A member from another developing country emphasized that the source country had 
the primary right to tax income derived in its area, including dividends distributed 
by a local subsidiary. The principle of primary right of the country of source was 
recognized by the OECD model commentary on articles 23 (a) and 23 (b), providing 
that the state of residence must give relief where the taxation was assigned to the 
source country. The member felt that there was no necessity for a developing 
country to waive or reduce its withholding tax on dividends, considering in 
particular that those countries offered tax incentives and other concessions. 

75. A mwiber from a developing' country observed that it was important for a foreign 
investor to know that he would not be subject to a higher tax in the developing 
country than he would pay in his own country. This point, and not the matter of 
incentives, should be the primary consideration. It should also be considered that 
the security of the investment and the investment climate were at least as important 
as the expected rate of profit. The member finally observed that under the tax 
system of his country only a partial tax was paid on distributed profits as 
distinguished from retained earnings, and that there seemed to be no need in such 
a situation to reduce the withholding tax on divider As. 

76. Several observers agreed with a member from a developed country that the 
Ad Hoc Group should look into the relative tax position of local branches and 
subsidiaries. The member also submitted that as a matter of experience, the greater 
part of dividends received by a parent company in the developed country was 
reinvested rather than redistributed to its own shareholders. Accordingly, it would 
be necessary to consider the total tax burden on the reinvested profits rather than 
look only at the tax paid by the ultimate shareholder. 

77. The Special Adviser to the Rapporteur read the following summary of the tax 
discussion held during the third meeting of the Ad Hoc Group. 

73. With respect to the subject of intercorporate dividends paid by a subsidiary 
company in one country (source country) to a parent company in another country 
(residence country), there was general agreement that, considered as a jurisdictional 
matter, the country of source would be in a position to assert a tax on the profits 
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of the subsidiary and also on the dividends paid by it (usually as a withholding 
tax), while the residence country would be in a position to assert a tax on the 
dividends received by the parent, subject to any unilateral double taxation relief 
it might grant. It was recognized that some source countries might claim an 
exclusive right to tax the dividends, though realizing that residence countries 
would nevertheless assert their claim to taxation. On the other hand, some 
residence countries, might forgo a tax on the dividends on the theory that 
intercorporate dividends should not be taxable whether they occur internally within 
a single country or externally between two countries. Further, it was evident 
that the customary withholding rates applied at source on dividends tended to be at 
significant levels, so that when coupled with the basic corporate tax rates the 
total effective tax rate in the source country on the dividends would be quite high. 
Such high effective rates coupled with full taxation of the dividends in the 
residence country would imposed a severe, often insurmountable barrier to the 
international flow of investment capital. This was the background against which 
measures to relieve double taxation and tax treaties were to be considered. 

79. Turning to such measures and tax treaties, it was recognized that the general 
practice of many residence countries was to grant a credit for the tax paid in 
the source country on the profits of the enterprise, as realized by the subsidiary 
company, thereby in effect recognizing the primary assertion of jurisdiction over 
such profits by the source country. This recognition was essentially the same as 
occurred when the activity was conducted in a branch form in the source country, and 
a credit was given for the tax on branch profits. In the dividend case, as in 
the branch situation, the residence country in taxing the dividend would pick up 
any difference in tax rates when the basic corporate tax (including any withholding 
tax on dividends and profits and branch profits) in the source country was at a 
lower level, thereby making certain that the profits paid a total tax equivalent 
to that in the residence country and thus achieving tax neutrality with domestic 
investment in the residence country. Other residence countries which did not use 
the credit approach often recognized the source jurisdiction through exemption of 
the dividend. 

80. If the activity were operated in branch form, this tax at source and credit or 
exemption in the residence country would typically be the end of the matter (except 
for a few countries which levied a tax on distributed branch profits). The 
question then arose, if the activity was operated in corporate form in the source 
country, whether any further tax consequence should result. It was to be noted 
that in many situations operation in subsidiary form in international operations 
was appropriate or even required, as where local minority interests were involved. 
It was recognized that generally, under most tax systems, operations in parent-
subsidiary form entirely within a country did not create a higher tax burden than 
operation through a single corporation, since intercompany dividends were relieved 
of corporate tax. This approach in domestic tax systems was based on an awareness 
that applying substantial taxes as corporate profits moved along a domestic 
corporate chain could well impose too severe a tax burden on the enterprise. 

81. It was recognized that this same approach had application to international 
corporate enterprises. So applied, this approach would mean a limitation of 
withholding tax on dividends paid by the subsidiary in the source country. While 
such withholding taxes were in one view applied because the ultimate shareholders 
of the enterprise were outside the source country, nevertheless the profits were 
still being held at the corporate level and indeed might never be distributed to 
the ultimate shareholders, or at least not until much later in the future. 
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82. However, the developing countries, while appreciating this approach, were 
generally desirous of limiting their withholding taxes only if the limitation 
benefited the international investor, since the basic purpose of the limitation 
mould be to remove barriers to the movement of capital. In this light, several 
approaches wore recommended which received general acceptance as useful guiding 
principles in the bilateral negotiation of tax treaties between developed and 
developing countries. 

83. First, if the developed residence country used a credit system the negotiations 
could appropriately seek a limitation on withholding tax rates at source that would, 
in combination with the basic corporate tax rate of the source country, produce a 
combined effective rate that did not exceed the tax in the residence country. In 
ascertaining the effective rate that existed in the absence of limitation, 
consideration would be given to the effect of tax incentives and other provisions 
in the source country affecting the rates of tax. Hence a treaty could produce 
different withholding rates at different stages of activity of an enterprise as 
incentive measures ceased to be operative. It was further recognized that 
distinctions could be drawn in the negotiations, if appropriate and feasible, 
between old and new investments. This over-all approach could, it was understood, 
result in varying reductions from its withholding rates for the same source country 
in various treaties, depending on the relationship between its combined effective 
rate and the rate of the different residence countries. Or to put it another way, 
the treaties of a residence country could contain varying reductions in withholding 
rates among the developing countries with which it had treaties. Any limitation in 
withholding rate so negotiated would of necessity be a benefit to the investor, 
sinc.j the purpose of the limitation would be to reduce the effective rate in the 
source country to the credit level of the residence country. 

Bh. Secondly, if the developed country used an exemption system for double taxation 
relief, in a bilateral negotiation it might seek a limitation on withholding rates 
on several grounds; (a) that the exemption itself stressed the concept of not 
taxing intercorporate dividends, and a limitation on the withholding rate at 
source would be in keeping with that concept; (h_) that the exemption and consequent 
departure from tax neutrality with domestic investment were of benefit to the 
international investor, and hence a limitation of the withholding rate at source 
would be in keeping with this step, since that limitation would also benefit the 
investor. 

85. The above two basic approaches, applicable in negotiations with credit or 
exemption residence countries, offered useful guiding principles to the level of 
withholding rates of developing countries to he fixed in bilateral negotiations. 
They did not fix specific rate limitations of withholding tax on dividends, nor did 
they negate the jurisdictional claims of source countries. Rather they allowed 
the two treaty members to work out through negotiation the appropriate level of 
withholding rate on dividends in the developing countries that was conducive in 
the particular situation, considering the basic corporate taxes in the two countries 
and the' character of double taxation relief offered by the residence country, to 
the movement of investment capital desired by those countries. 

86. The level of treaty withholding rates in a developed country, when it was the 
country of source, appeared to involve various considerations. Those rates could 
remain unchanged from their unilateral levels where the developing country was not 
interested in seeking a reduction, thereby providing a different set of rates for 
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th~ two countries in Cl. p~rticular tr~Qty. Or th~y could be reduced along lines
parallL'] to those s~,t in thl.' tr~'~ty for th0 dev~lopinr: country, if tInt w~s the
desired approa~h.

c. Portfolio dividends

87. Th~ discussion on thl.: subject nf dividt'nds paid on portfolio invl..'stm,~nts was
opened by a mt.'mber from a developed country. The member submi ttt:.'d that if tIw Group
wishL'd to bt; consistent ,,.,ith the position that was r-:enerally adopted with respect
to int\..:rcompany divid~;nds - namc'ly, that th,_' total of thl.' corporate and withholding
taxes of tl1 ' ctl.'v~:lopinr': country should not l~xcl>cd the: corporate tax in the
investor'~, home country - it should rccop;nizl: the same principle with respect to
rortfolio dividends. Considerinr, that thtrl: was at this time only limited portfolio
invl.'stmL'nt in dl..'v010pint? count rics, the member posed the question of how an
invL'stment comp:l.ny ("mutual fund") or "unit trust" would fare if it should decide
to rn:l.kL: investm\..:'nts in dl.'vclopin," countriL's. Since the net income of such funds
was normally p:l.sscd on to the sharvholders, the latter ~hould not pay a
disproportionatl'ly high tAX on dividends from sources in developing countries as
compared to th~ tax on domestic investments of the fund or the shareholder's income
from other sourCl'S.

88. Accordingly, tax treati~s het'l.:':en industrinlized countrics and developing
countril.'s should provide for a moderate withholding tax on portfolio dividends.
Apnrt from the situ:ttion of till.' individual invL'stor, the investor's horn\.:.' country
had a legitimate interest in collectinr: some tax on this income, considering that
lar~C' ~ounts of c~pitnl were invested abroad. While uniformity could obviously not
bE: attained, th\..' investor's home country, if it applied the foreign tax credit,
could not be satisfied with collectinr: little or no tax on the foreign income if
its m·m tax rate w~s lower than that of the countries in which the investments were
made by the fund.

89. Another mcmbL'r from a developinG country stated that there was little or no
forci~n portfolio investment in his home country at this time. If such investment
should develop, however, it would not be tren.ten unfairly under the tax system of
his country. This tax system provid~d for a preliminary withholding tax ~t the rate
of 33 1/3 per cent. The investor was free to file a return and obt[1.in a partial
refund of tax if the assessed rate was less than the withholdinr-; rate. In any case,
only income from sources in the member's country, and not the world-wide income of
the investor, would be considered. With respect to the foregoing, some members
rem:lrked that the filing of a return and refund claim in a foreign country would be
considered n. heavy burden by some investors.

90. A member from a developed country stated that the collection of revenue had
varL0us objectives such as, among others, equalization of income, financing of
pubLic services or the channellinr; of investment in certain directions.

91. He pointed out that if thA investment was made in the investor's home country,
the fruits of this investment remained in that country, partly as a return to the
investor and partly as a tax to the Government. If the investment was made abroad,
the income therefrom might or might not be repatriated, and if it was repatriated,
it would be reduced by the foreir,n tax. If the tax rates of the investor's home
country and of the country in which the investment was made were the snme, the
maximum return to the home country would be th, income reduced by the foreign
tax. Developed countries with unemployment and balance-of-payments problems,
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demands for increased social expenditures and the like mi~ht not be inclined to
encoura~e foreirn investment. If menlbers accepted the principle that the investor's
home country was entitled to a tax on income from foreip,n investment, there was
no merit to the contention that the taxes in~osed in a developinr couctry on
residents and on non-residents must necessarily be iJ~ntical. On the other hand,
the member sUf,~ested that the source country mi~ht in some circumstances be
justified tc iup,-)sl~ a hir:her tax on portfolio investments than on direct investments,
leavin~ it to the investor's home country to apply whatever relief it considered
appropriate.

92. An observer from a dcvelopinf~ country stated that portfolio dividends should
be taxed at a hi~her rate because direct investme~ts brinr, many benefits (such as
know-how) and bear larBer risks than the portfolio investor.

93. One member from a dcvelopin~ country pointed out that the tax system of his
country made no distinction between portfolio and direct investments. Accordinrly,
there was no problem if the investor's home country imposed tax at a hir"hcr rate:
than did the member's home country. The problem ~Juld arise if the home country's
tax was the lower onc. While it was true that the home country, assuminr that it
applied the forei~n tax credit, would not collect any tax in this situation, this
result was not necessarily unacceptable, because the investm~nt also constituted a
contribution by the industrialized country t~) the economy of the developin~ country.

94. Another member from a developinr.- country felt that portfolio investment was
essentially different from direct investment. An individual shareholder of a lar~e

domestic or forei~n corpuration would usually be i~norant and unconcerned about the
company's tax situation. Since portfolio investors in foreign countries were
usually not poor people, but more likely in a hi~h tax bracket, elimination or
substantial reduction of the withholdin~ tax on dividends distributed to such
investors would not seem to be justified. Apart from this, the aspect of
non-discrimination between domestic and foreip,n investors should also be considered.

95. The Special Adviser tu the Rapporteur summarized the ~~ecedinp discussion of
the Ad Hoc Group on the treatment of portfolio dividends. He stated that the
subject matter apparently had not aroused as much interest as the subject of
dividends from direct investments. Even so, the question had to be dealt with
because the level of withholdinro rates on rortfolio dividends was a proper subject
of treaty ne~otiations. In some respects, portfolio dividends presented fewer
problems than did other items of income because it was not necessary to consider
expenses and certain other complicatinf> factors. Some members felt that there
could be some guidelincs in the ne~otiations, such as whether withholdin~ rates on
portfolio dividends should be the same as those on intercompany dividends, and
whether the differentiation between new and old investments could be made with
respect to portfolio dividends.

96. The Special Adviser to the Rapporteur sugeested that the Ad Hoc Group mir,ht
now discuss the factors which distin~ished portfolio investment from direct
investment.

97. A ~ember from a developed country recommended that the Ad Eo~ Group a~ree on
a definition of the term "direct investment" bE:fore attempting to distinguish the
~wo types of investment. The member suggested that the percentage of the share
capital of the foreign subsidiary owned was not the only factor to be considered,
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but that it was also necessary to give attention to the nature of the investor.
The member observed that at this time, an individual would not be recogni zed as :1

direct investor under the laws of most countries, even if he owned the entire sh: .re
capital of the foreign corporation. In the member's opinion there was no valid
reason for limiting the application of the term to corportions.

98. A member from a developed cour.try pointed out that an intercompany shareholdlng
of at least 25 per cent was recognized as a direct foreign investment by thE: OECD
Model Convention. In the opinion of a member from a deve10ping country, this rulL
might have to be modified in the case of certain developing countries which, like
his own country, put limitations on the percentage of share capital of local
corporations that foreigners were permitted to acquire. The member mentioned that
his country limited such investments to 50 per cent of the share capital, but did
not distinguish between individual and corporate inv·estors. The OECD Model
Convention, on the other hand, envisaged no limitations on the percentage of
capital that could be acquired by foreign investors. Accordingly, one half of th~::

25 per cent rate, or 12 1/2 per cent (perhaps to be reduced to 10 per cent), shot-.ld
be accepted as the minimum direct investment in the member's home country rmd otLer
countries imposing similar limitations on foreign di rect investment.

99. Another member from a developed country stated that if the neutrality between
branch form or a subsidiary form of foreign investment was in question, this
percentage should not be as low as 10 per c~nt.

100. With respect to "portfolio investment", there was general agreement that, as
elsewhere, both the source and residence countries as a Jurisdictional JTlatter were
in a position to assert a tax on dividends paid on the shares involved. Members
from developing countries indicated that the relatively small amount of portfolio
investment and its distinctly lesser importance compared with direct inV'€stment macie
the issues concerning its tax treatment less intense. Nevertheless, guidelines
were appropriate for tax treaties on this subject. There was general agreement
that the accommodation of the claims of the residence E1.ad source countries was a
proper matter for nE:ESotiation, which would seek a shD.ring of the revenue appropriate
to the particular situation. Such sharing could involve a reduction in the source
country withholding rate and credit in the residence country. As further guidance,
some members from developed and developing countries were favourable to a treaty
approach that would provide similar treatment for withholding rates on both direct
and portfolio investment, recognizing here also the matter of differentiating old
and new investments; other members preferred a higher rate on portfolio investment.
Another member would use the initial standard of a withholding tax not higher than
the net burden on domestic shareholders and then in negotiations consider any
further charges. On the whole, however, most members did not perceive any further
principles for guidance in the negotiations and were content with the generalization
that the appropriate sharing was a subject for negotiation.

101. As to the dividing line between portfolio and direct investments, there was
general agreement that a 10 per cent share ownerShip, whether held by a corporatio~

or an individual, would constitute a direct investment, though some members would
not extend such 10 per cent ownership figure to individuals. The setting of this
percentage figure took account of the fact that in some developing countries
non-residents were limited to a 50 per cent share ownership, s) that the 10 per cer.t
level represented a significant portion of sucb permitted ownership.
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Ill. EXCHANGE OF INFORMATION AND INTERNATIONAL TAX EVASION AND AVOIDANCE

A. General discussion

102. A member from a developing country opened the discussion by stating that the
subject matter was of the utmost importance to developing countries. All
government aid and encouragement of private investment by developed co·..mtries could
be rendered ineffective if there was widespread tax eVQsion and uvoidQnce in the
developing country. The member referred in this context to the report of the
Royal Commission concerning the Canadian tax reform and to documents submitted to
the Group for discussion at the present meeting (ST/SG!AC.8/R.38 and
ST!SG!AC.8!R.41). The member pointed out that bilateral as well as multilateral
co··operation between nations was called for to combat internn.tional tax
evasion because such co-operation was necessary for the benefit of the
world economy as a whole. It was well known that tax evasion was often connected
with serious anti·-social activities. The member referre~ to the replies of
vari0us members to the United Nations questionnaire or. exchange of information
concerning the types of information required and the agencies suitable to provide
such information.

103. The member referred to some common forms of tax evasion, such as the case
where goods exported from a developing country were under-invoiced or Goods
imported into such a country were over-invoiced. In either case the difference
between the price actually agreed upon and the invoice price was deposited ab~0ad

for the benefit of the local party. In the case of over··priced goods, the
importer realized an additional unjustified benefit by claiming excessive
depreciation charges on the )roperty. These examples sho,"red that there must
always be collusion between the local party and a foreign party to perpetrate tax
evasion, thus de~onstrating the need for full co-operation between the two
countries affected. In order to assure such co-operation the rules on exchanges
of fiscal information should be made mandatory so that the submission of pertinent
data was not left to the discretion of one o~ the other country.

104. A member from a developing country reported that there hEd beem widespread
tax evasion in his country, amounting to no less than 10 per cent of all revenue
to be collected. The Government had at one time undertaken an energetic drive
against tax fraud, followed by a general a~esty. The latter had had the effect
that unexpectedly large amounts of previously unreported income were disclosed and
subjected to tax. However, it had not put an € id to tax evasion.

105. The member noted that, as between developed and developing countries, the
latter were always the victims of tax evasion; full ~o-·operation by the tax
authorities in the developed countries was required to stop such unlawful practices,
and information was needed for that purpose. This matGer had alregdy been
discussed in previous meetings of the Ad Hoc Group. §../ The member remarked that
effective control of tax e".rasion as well as violations of currency control
regulations required detailed cross-checking of tax returns and other data in the
countries concerned. Apart from the loss of revenue, the demoralizing effect

~/ Tax Treaties between Developed and Developing Countries (United Nations
pUblication, Sales No. E. 69. XVI. 2) , p. IQ and Tax Treaties betvreen Developed and
Developing Countries (United Nations pUblication, Sales No. E.72.XVI.4), pp. 2~~26.
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of tax evasion practices on less affluent taxpayers should be ccclsi dcrf..;d. r(~k

member emphasized that very little puniti ve action could be tal:cn Cl[';r:inst tax
evaders unless the injured Government ,,,as in a position to submit ~:dL'(1u,::tc

evidence. For this reason the fullest co-operation on the pQrt of indu:.,tri r~li 7,,;d

countries was required, in a case where the developing countrv mnd,:.." ;\ ~·j1~1.·ci fie
request for i:-J.formation. Very often, sufficient evidence "ws ':.v:li l,r'11l in tl"',.
developed country se that the Government of that country should not find it
difficult to comply with the request of the developinr country.

106. TLe member read from a published study on tax evasion in his country,
excerpts of which are attached hereto.

107. A member from a developed country rcfc:yrc.:d to article 26 of th. I'l-CD "C'J,l
Convention which provides excelli:::nt l3uidelines for the exchr:mp· of fi sc~l
information between treaty countries. This article had been discussed ~t sark
length duriniS the First ;.Ieeting of tL_ Group.]j The member coule. sel: !'lO rt;;.~scr.

why the substance of thi s article sho"l;ld not be incorporatc::d in trcati c:s bl.tuecn
developed and developinc; countries and asked whether more 'vas needed.

108. A member from a developing country agreed that the l'rinci nl.'s incl uded IL the..
model article were of great importance. Ho'vever, he felt that the: ran.c:r,e of th~lt

provision should be considerably expanded so as to also include ma.tters net
covered by the convention. The member suegested that the Group should decide on
methods of co-operaticm in the matter of international tax evasion J 'v1;1 ch illS [l

threat to all countries and could not be hc..ndled satisfactorily hy c~n~f on(-.: (auntry
alone.

109 A member from a developed country noted that excessive tax r~tcs? the
disallowance of normal and necessary expenses under the law, or practices of some
countries gave rise to tax evasion in some instances. The member mentioned th,?
case of a business executive a3signed to a country which either disBllm.,red the
deduction of certain normal expenses or put a heavy tax on the fringe benefits
usually granted to expatriate employees, such as a.llowances for housing~

education of childreD J home leave and so forth. Unless the employer absorbed the
additional tax, the employee might be tempted to report only a portion of ~:is

income. The member felt that if a co~~try gave fiscal information to countries
which denied the deduction of normal and necessary expenses, then the deductions
should be granted.

110. A member from another developed country pointed out that the powers available
to the tax authorities varied considerably from one country to another. A prime
example was the secrecy of bank accounts which was abrogated vis-~-vis the fiscal
authorities in several major countries, including France and the United States of
America, but was observed in other countries. In general, the information
available to the fiscal authorities varied enormously, even amcng different
developed cOlIDtries. Some of these countries prescribed that payments of certain
income such as interest and dividends be reported to the tax authorities) while
other cOlIDtries had no such requirements. Similarly, there were wide differences
between the investigative powers of various Governments. The member suer,ested
that the Group should first aiSree on a minimum level of information to be
exchanged before proceedin~ to points of detail.

7/ Tax Treaties between Developed and Developing Countri23 (United Nations
pUblication, Sales No. E.69.XVI.2), p. 18.
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Ill. An observer from a developing country suggested that the Group should agree on
the most common forms of tax evasion and attempt to find solutions for their
prevention. To illustrate the necessity for disallowing otherwise normal expenses,
the member explained that his country had felt constrained to prohibit the
deduction, by local companies, ot royalties and technical assistance fees paid to
foreign parent companies because the deduction had been grossly abused. The
member remarked that it might be possible for ~is country to reinstate this
deduction if the developed countries would first provide the fiscal information
required to curb tax evasion in his country.

B. Evaluati( " of the problem

112. The Ad Hoc Group continued its discussion of exchange of fiscal information.

113. The discussion was opened by a member from a developing country, who
evaluated the respective merits of routine exchanges of information and information
given upon specific request of another country.

114. The member felt that while routine exchanges of information were useful, they
constituted a burden on the country assuming this Obligation, considering that
only part of it was likely to be titilized. The usefulness 'of this information to
the country receiving it also depended to some extent on the scope of the latter's
investigative facilities. Where a developing country had wide powers of this
kind, routine inform~tion supplied by other countries was perhaps less needed than
in other r.apes. The member stated that {_ country could strike a reasonable
balance by collecting fiscal information on a selective ba~is, e.g., information
regarding the reporting of interest in one year and dividends in another year, so
as to make full use of th(~ information received and avoid excessive burdens on the
other countries.

115. The member emphasized that information supplied in response to a specific
request was of greater importance. There was also a question at what stage of the
investigation the request should be made, i.e. et an early stage, when fraud was
suspected but not as yet prov~d, or at a later stage~ when this information was
needed only to complete the evidence. Apart from cases involving specific
taxpayers, there were also situations where certa.in fraudulent practices were
suspected b;y tl1e administrative agencies. Requests for information con~erning

such groups of cases mi· .-t also be addressed to other Governments.

116. The member then discussed the procedures through which the required
information could be obtained. Bilateral as well as multilateral agreements might
serve this purpose. The member referred in this context to document
ST/SG/AC.8/R.4l, which discussed certain weaknesses of bilateral agreements in
this respect. The member also discussed the possibility that two countries might
agree to co-operate in the area of tax Avasion, even if they could not agree on a
general tax convention. Such a partial convention would cover the areas of tax
avoidance and evasion and exchange of fiscal information. The member suggested
that the Ad Hoc Group should make a recommendation concerning such an alternative.

111. A member from a developed country mentjJned that his country and a group of
other nations in the same geographical area (Scandinavia) had entered into
bilateral agreements concerning fiscal co-operation as early as the 1940s. These
agreeme~ts, which now were Gomewhat outdated, dad been replaced by a multilateral
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convention that had been signed the previous month and would take effect at the
beginning of 1973. The new convention covered all taxes and charges aside from
income ta~es, such as taxes on net worth and inheritances, social security
contributions and other levies.

118. A representative from another developed country stated. that his country
reported payment of dividends, interest and royalties as a routine matter to its
treaty partners in which the recipient of these items of income was resident, and
that one of the difficulties encountered in connexion with exchange of information
was safeguarding the secrecy of such information. The member then commented on
the statements in document ST/SG/AC.8/R.41, especially with regard to the
rel~onciliation of the powers given under domestic legislation and those given by
tax treaties; the obliBation of the developing countries to explore their own ways
and means of investigation before requesting information and assistance from
abroad; elimination of a tax haven and international co-operation both to combat
multiple internationa.l tax evasions; limits to requests for information; and
collection of information in the requested country by officals of the requesting
country themselves.

119. A member from a developing country mentioned that his country had been
mentioned as the only one which did not support the requests for routine exchange
in its reply to the United Nations questionnaire on exchange of information. The
point was that the items which should be covered under the general heading of
ilroutine information l1 had not been clearly spelled out. There also was no
explanation regarding the administrative level at which the decision to submit
information to another Government should be taken. The member explained that his
country, like other developing countries, suffered from a shortage of manpower and
admiLlistrative facilities and could ill afford to divert administrative personnel
from their regular duties to supply information to foreign Governments. On these
grounds the Government of his country had decided to limit itself to answering
specific requests for information. The member added that extension of the
withholding of tax at the source on certain types of income was under consideration
in his country because this technique had proved very useful both to prevent
evasion of tax and to provide fiscal information. The member suggested that
countries should also exchange information on their systems of tax administration
and specific methods of combating tax evasion, so that other countries could
study this information and improve their own sys·cems.

120. A member from another developing country felt that even more important than
exchange of fiscal information was an international exchange of information
concerning movements of exports and imports. The member recommended that the
Group consider the creation of a multinational convention under which some central
agency for the investigation of international tax fraud cases m~ght be installed.

121. A member from a developed cou~try felt that it was not practicable to have a.
multilateral instrument, and bilateral agreements represented a better approach.
He expressed the opinion that exchange of fiscal information was a very difficult
matter, apart from detailed questions such ~s whether information s~lould be made
available to other Governments as a matte: of routine or only upou specific
request. The basic fact was that the tax systems of the various countries are
autonomous and saaped in a very different manner. These differences obviously
have an effect on the exchange of information between Governments. A country
might hesitate to provide fiscal information to another country whose tax system
it considereQ discriminatory or confiscatory, or lacking adequate investigative
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:t"acili-ties of its own. The member ass0rted that exchange of fiscal information
was certainly a desirable procedure which should be followed and approved and
worked out ~tep by step. This procedure was also sanctioned by article 26 of the
DEeD I~odel Convention and followed in practically all bilateral tax treaties.
There was no reason why an article providing for exchange of fiscal information
should not be included in a treaty even if it was only a partial treaty that did
not include all the customary sUbstantive provisions. Beyond this, a step-by-step
approach was desirable.

122. A member from a developing country agreed that a step-by-step approach might
be the preferable procedure under the circumstances. Members had already agreed
on the desirability of including exchunge of information provisions in bilateral
tax treaties. The next question ,~ould be the scope of such treaty articles. Some
developing countries might consider the collection of fiscal information for the
benefit of other countries a heavy burden and, on their own part, might not be
able to absorb all the information supplied to them by other countries. As
already Suggested, it might be possible to find a compromise solution under which
inforrn~Lion would be supplied on a continuous basis, but only on certain phases of
taxation. In any case, the countries requesting such assistance should first
eXhaust their own investigative facilities.

123. A member from a developed country agreed that the transmission of routine
5.nformation was at present or' y of a limited use fulne'3s. In most cases, such
information covered income from capital (dividends, ~nterest and royalties).
Information of this kind was almost useles~ because it w0uld become available only
if the recipient of the income in the other treaty ~ountry applied for a refund of
withholding tax~ which only an honest taxpayer would do. A taxpayer intent on
concealing this income would not take any steps to recover the withholding tax.
The member stated that his country represented perhaps an exception in that it
required all payers of fixed or determinable income to file certain information
with the Government. This information was sent once a year to the treaty countries
in which the recipients of the incomes were resident. Such a system would
obviously be a very useful source of information if it were adopted by other
countries.

124. The member suggested that a meeting of high-ranking fiscal policy officials
might perhaps be convened to agree on internationally acceptable rules. The
gathering and exchange of fiscal information might be onc of the topics to be
discussed by such a body.

125. With respect to the supply of information upon specific request of another
country, the member observed that not only questions of fiscal fraud, but other
matters such as the pricing of goods, services, royalties and disclosures of bank
accounts and the like were a proper subject for investigation. With respect to
improper pricing, there w~re useful pUblished data that could be employed to
advantage. Some international organization could undertake regular publication of
current prices of heavy machinery, agricultural products and other major items of
international trade, which could be usefully circulated to tax administrations for
their information. A bpecific probleu in the member's view was that Governments,
as n rule, were not inclined to report on their own nationals to the Government of
another country, particularly when there was a feeling that the lattt::r' s efforts
were sporadic and Qiscriminatory.

126. The member then commented on the situation of nationals of one country who were
being transferred to another country for a limited time. Apart from the effect of
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excessive taxation in the SOurC0 country> which had been discussed earlicr~ ther0
were countries which required such visitors to declare the total assets which they
had accumulated prior to their arrival in the country to which they were assigned.
Business ~isitors were naturally reluctant to give such inform~tion~ fearing
confiscation or blockage of their property> or an abuse of the informatior. giv~n

to the host country. Accordingly~ they sometimes resorted to devices to avoid
giving such information, thus violating the laws of the host country. The member
added that his country would hesitate to enforce the reporting of such information
to a host country of this kind if it had a treaty with that country.

127. Regarding mutual assistance by treaty countries in the matter of tax
collection, the m~mber observ0d that such provisions might be useful and workable
as between countries with similar legal rules and procedures, although even in
such cases th~ courts of onc ~ountry often refused to enforce the collection of
taxes of another country. vfuere the two countries had very different traditions
concerning equity and due process, broad mutual collection provisions were
difficult to enforce.

128. Another member from a developing country declared that he agreed with the
n~ed for exchange of information provisions, but felt that a number of
qualifications would have to be added. Whatever the theoretical merits of
provisions regarding routine exchanges of information might be, the fact was that
such pro'visions did not work in practice. Perhaps such procedures might be
workable with r~spect to narrowly defined situations, such as the case of border
crossers (individuals who lived in one country and worked in the neighbouring
country).

129. A member from a developing country observed that there seemed to be full
agreement among members on the desirability of exchanging fiscal information.
The member felt, however, that the qualifying clauses (paras. 2a and 2b) of
article 26 of the Model Convention were too restrictive and should be removed in
tax treaties between developed and developing countri0s. In the member's
opinion, this was a question which should be decided on the policy-making lcvel~

rather than by the Ad Hoc Group of Exp0rts who were essentially tax technicians.
The member also agreed that a country should fully exhaust its OWll administrative
remedies before turning to other countries for administrative assistance.

130. A member from n developed country felt that there were ~ number of problems
which could not be simply solved by inserting a provision in a tax treaty. He was
glad to scc that some carl~~r ambitious proposals were scaled down gradually to
more realistic suggestions. To this member's view one realistic appro~ch would
be to recognize that the conclusion of comprehensive tax agreements naturally
leads to an extensive exchange of information~ so that any treaty provision in
this respect appears to b0 superfluous. The member recalled that his country made
an express reservQtion to article 26 of the DECD Draft Convention, and he stated
that as express a reservation would b~ made to any such cl~luse which this Group
would recommend for adoption. The member also drew attention to the difficulties
(referred to in document ST/SG/AC.8/R.4l, pp. 30-32) encountered in the
implementation of a provision of a single tax treaty, on the basis of which the
requested country was nsked to convert the exch~nged information into a form which
would sctisfy the complex jUdiciary procedures of the req'lp.~ting country.

131. The Special Adviser to the Rapporteur felt that it was true th~t the matter
had technicnl as well as policy aspects. The qu~stion of whether article 26 of
the DECD Model Convention was or was not aaequnte w~s in his opinion a t0chnical
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prob10m which ~ould b~ resolved by the Group. The rel~vnnt qu~stions to be
settled wer~ the types of technique to be applied to counter tax cv~sion nnd the
no.turt'; of inforIIl:l.tion to be trnnsmitted. Another question sui tnblt:: to be settled
by th~ Group was the m~1ner in which indu8!.rinlizl..;d countries could assist the
developing countries in this er0U.

132. Th~ Sp~ciul Adviser to the Rapporteur felt thnt many of thc difficulties of
providing n~ct:ssnry information that had b~'(,;n mt.:ntioned would not be insurmountable
nnd could be resolved by the competent authorities of the two countries. Even if
there were wide diff~rences between the tux systems and administrative practices
of thl.: countries, tht,~ fnct tlw.t they Were; able to conclude a t[l.X convention prov,-~d

th~t ther~ could b~ u b~sis for agreement on exchange of information nnd solving
real difficulties, as had be~'n described. There were, of course, considerable
differences concL'rning th~ dl...:gree of technical expertisc and available technic~

facilities between th~ various countries. Some of th~se diff~rences might be
manageable and some might not. This question also would be a proper subject for
bilateral negotiations. Problems of differing authority in various countries to
obtain tnx informntion, L. g. the effects of bank secrL'cy and bl..'aI'L:r shares, whi ch
could le~d to adverse competitive problems for taxpayers in countrjLs able to
secure the infor~ation if it Were exchnnged in situations where it could not be
secured or exch3nged from othLr countries might require n m~tiln.tern.l solution.

133. The Group continued the discussion of t:~xchnnge of inform[l~tion. A mcmb(~r from
a developing country point0d out that while the n~ed for the exch~ng~ of riscn!
informntion ~~tw~en Gov~rnmcnts was gencr~lly r~cognizcd in t~x trc~ties, the
question of how to implement this principle was apt to present difficulties.
There seemed to be ngrc.:C'm\';nt that automatic exchnnges of information wl.:re not as
useful as dcsirL'd bt.:cnuse much information trll.nsmi tted und(:r this method was not
always helpful. Concerning the investigation of specific cases, the ~ssistnnc~'

of the developed countries wns n~ed~d becnuse of their more sophisticated
administrntion facilities. The melnber recommended th~t the Group support his
proposcLl for n. world-wid~ exchange of fisc~l informntion bccnusl' tnx cvnsion
resulted in very gr...::ut economic dL'triment to tht.:' developing countries. There.:
might be less need for foreign (lid if tht.: loss of taxes and foreign exch~nge that
resultL'd from the manipulations of tax evaders could effectively be curtll.iled.

134. A member from anothC'r developing country supported this view. ThL member
explnin~d th~t the tll.X administration of his country h~d concentrated its
investigative ~ctiviti~s on the 10 per cent of tnxpnycrs - mainly l~rge industri[l~

a.nd commercial firms, importers c.nd exporters - who accounted for 80 per cent
of the total revc.:nue. TI1is practice had helped greatly in reducinG the loss of
revenue, which had been ~normous in former years. However, exchnng~ of fiscal
information with other countries was indispcnsnblc~ espccin.lly in order to complete
thl: evidt::Ilc~ which und~r the procedural rul~s of his country was required to
obtll.in the conviction of tax ~ ,v:l.dl.'rs ir. ~ court of law.

135. The member further I.:,xpr l ;sstid hinself in favour of bi1n.ternJ. agreements
providing for exchn,ngc.: of fiscal. information even if such treaties were incomplete.
He 1.150 ndvoc'1.ted strl:ngthening th\...' tre'1ty nrticles so uS to make the ey.chnnge
of fiscnl information l!lundatory. He felt th:lt it would bt: wrong to limit the
informn.tion to frn.ud cas(:s .'uld thr'.t informl1.tion useful to implement the stl1.tutory
provisions of the contrncting countries should nlso be includl~d.
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136. While ngrel..:ing thr-.t n. cOW1try should not bl..: held rl.'sponsiblc for Lnforcinc; th\.
tax laws of [~nother country for thl..: collection of t:"'..Xl-'S 1 thl..: m,:mb~.:r n.lso urgl:d
that other cOUi.itries should llL'Yl'rthe'lL'ss IH:lp wi th t~x collections the country
whicb. was depriYcd of its rL'Yl..:llU .... bt.: C~l.USl- t::.XI..' s wer\..: not p'~.id Clnd till.' funds nl...'l...'c:kd
to pay them had been removed from thl..: country.

137. A mcmbl...'r from n..nothl...'r dL'vLloping country poilltl...'d (,ut th~t t:~x trl':~til-'s wl.rl.
concluded for thv prevention of doublL' tr~x:'.tion n.s wL,ll as to L'I1C01..1ragL' tl1l.
intcrnn.tionnl flow of investment rmd for 1.h1..' prt.'vl.ntion of t:~x :lvoi d~nc\..:. '1'111..'
member stn.ted that whilL' n,rticlc 26 of the..: ModLl Convl...'ntion w~s quitl.' ·~ccL'pt~1.bL.:

in principle, the second prtrn.grl1.ph of this nrtlcle imposed m:l.ny restrictioIlS.
There should be n multil~tL!rnl convention under which the domestic lrtw of the
various countries would be set nside ns f::.r n.s necess~ry to combnt tax evasion.
While every country should protect its citizens and therefore not disscminntc
fiscal information indiscrimi~ntcly~ the Group should not lose sight of the fnct
thn.t tax evaders arc criminals nnd that Governments should co-opcrntc in this arcn
ns they do through INTERPOL in combatint~ non-fiscal crimes. The member suggested
that thL' Group mnkl.' n form~1.1 rc~cornmL'ndnt ion concerning the world-wi de :lppron.ch.

138. A member from !1. developed country pointed out thn.t there wns no disagreement
concerning the need for co-operntion between Governments in the fflutter of fiscnl
evasion. However~ the need for some restraint in this nrea should also be
recognized. It would be desirable to delineate the conditions under which the
rules concerning exchanges of fiscal information should be permitted to opernt~.

1\1any developing countries had not as y~'t crl~n.ted the' environment in which n.dequ:lte
compliance by taxpnyers could he expectcd~ in p~rticular by holding tax rntes to n
moderate It>vt21 and mnintaining n high degree of enforcement. The member referred
in this context agnin to the case of an individunl employee assigned to a foreign
country whose tax burden was drasticn.lly different from that in his domicile.
In cases of this kind the country of domici10 would probably be most reluctant to
give information to the requesting \.'otmtry other than data concerning the
compensation for the services rendered in that country. Limitation of exchanges
to the nationals of the requesting country '\-,ouId make nn exchange of information
much more acccpt~lble nnd might be included in tax treaties. The member referred
in this context to the tax system of another developed country which recognized
different grades of res~Jence, treating an individual whose residence was of
short duration considerably more leniently than onc with a permanent domicile in
the country.

139. The member added that in the case of corporations, the relevant question was
usually that of proper allocation of income rather than of fiscal fraud. Here
aga.in a. country with n. highly developed enforcement system might be reluctant to
give information to another country where the level of taxpnyer compliance is low,
especially if corpora.tions of the first-named country were clenrly the principal
ta.rget of the ta.x a.dministrators of the country requesting the information. The
member suggested tha.t certain limitations be included in the text of n treaty
article dealing with exchange of fiscnl information so as to prevent residents or
corpora.tions from one tre~ty country from being victimized by the tax authorities
of the other country.

140. The Special Adviser to the Rapporteur pointed out that the subject just
discussed could be divided into two areas, namely (~) the question of what the
burden of taxatiol an temporary residents of u treaty country should be; and
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(b) the characteristics of the tax administration in the source country nnd the
conditions surrounding the enforcement of taxes by that country. In the opinion
of the Special Adviser to the Rapporteur, the latter aspects would more properly
be covered in a protocol or memorandum of understanding accompanying the convention
than in the body of the convention itself.

141. A member from a developed country felt that it wo~ld not be necessary to
expand the coverage of the traditional exchange of informc.tion articl~ and that
no disclosures should be requested which would conflict with the laws of the
reporting country. The existing difficulties resulted for the most part from
Shortcomings of the various tax administrations, especially lack of manpower,
rather than the text of the treaty articles.

142. With respect to the proper pricing of goods, a member from a developed
country suggested that some international organization undertnke the publication
of prices of capital goods that are frequently sold, so as to provide government
auditors with the information needed by them.

143. Members then discussed the desirability of close co-operation between the
income tax department, customs department and exchange-control depnrtment of ~

given country, and described the various degrees of co-operation between these
agencies in their home countries. One observer reported th~t joint efforts by
his organization and the Customs Co-operation Council in Brussels had disclosed
considerable differences among the prices of imported and exported merchandise,
especially those of proprietary goods.

144. The Special Adviser to the Rapporteur stated that it was the sense of the
meeting that references to tax fraud and fiscal evasion should be sp~cifically

included in the treaty article dealing with exchange of information. Another
matter to be dealt with was that of the employee temporarily resident, which
perhaps could be covered in the services article. As to the discriminatory
treatment of corporations of the other country, to which reference has been made
before and which might nct as ~ disincentive to a country to supply information
to the other treaty country, that should be considered in bilateral negotiations.

145. The Special Adviser to the Rapporteur further stated that the Group had
considered whether the national law of a country entering into a tax treaty
should yield to treaty rules in the matter of the exchange of fiscal i!lformation.
Most experts did not seem ready to adopt "uch a rule. This problem nrea might be
discussed at a future meeting and then perhaps have to be referred to the
POlicy-meking bodies of the various countries.

146. Another principal question of prime impo~tance was that of transmitting
information concerning under- and over-invoicing. Thus far members from developed
countries had not expressed their views on the ability to supply information tc
developing countries on the extent to which such information was nvailable in the
d~veloped countries.

147. A mcmb~r from a developing country stated that while the question of
invoicing was of the greatest importance to developing countries, net much help
could be expected in his experience from the Customs Co-operation Council. This
organization had developed certain theoretical valuations which might quickly
becJme outdated.
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148. A member from a developed country pointed out thnt article 26 of the DEeD
Model Convention referred to fiscal information, implying that such inform~tion

should not be disclosed to the customs authorities and exchange control authorities
of the treaty countries. As in many countries these authorities were working
closely together, this approach seemed to be unrealistic.

C. Draft model article

149. The Ad Hoc Group then discussed the draft of a model article covering the
exchange of fiscal information which had been submitted by a member from u
developing country. One member expressed the view that some limitation should be
formulated. He recommended inclusion of a provision that the contracting
countries should define the methods and techniques as well as the conditions
under Which, and the matters in which, such information wauld be exchanged.
Several members from developed co,mtries expressed themselves in favour of the
draft article as amended in that way.

150. The Ad Hoc Group then discussed the terminology to be used in the treaty
article. It was pointed out by several members that words such as "tax evasion"
and "tax avoidance" had different meanings under different legal systems,
expecially regarding the question of criminal responsibility. The Ad Hoc Group
discussed whether information required to assure compliance with the domestic
laws of a contracting country should be included. One member from a developed
country pointed out that some of those laws might be so drastic as to make their
inclusion undesirable. The Special Adviser to the Rapporteur felt th~t most
problems of definition would be eliminated if the conditions under which fiscal
information should be exchanged were thoroughly discussed and settled in the course
of actual treaty negotiations.

151. A member from a developed country referred to the extraordinary difficulties
and burdens on a reporting country which might result from the fact that the
information submitted by the reporting country was not in accordance with the
procedural requirements of the other treaty country. The consensus of the
Ad Hoc Group was that such difficulties would not detract from the desirability
of fiscal exchanges as such, but the experience indicated problems that had to be
solved.

152. A member from a developing country submitted a tentative draft replacing
paragraph 1 of article 26 of the OECD Model Convention. The member explained that
the words "fraud" and "evasion" used in his draft referred to illegal non-payment
of taxes. Regarding the statement in the draft that the information transmitted
might be disclosed to a court of law, the member explained that the country which
furnished the information would be free if it so desired to impose conditions to
ensure that such information would not be made available to the public.

153. A member from a developed country agreed in principle with the draft. He
suggested that the words "concerning taxes covered by this convention il

, which are
eliminated in the draft, might be inserted after the words "or for the prevention
of fraud or evasion". The Special Adviser to the Rapporteur suggested that the
beginning of the last sentence of the draft might be amended to read "Any
information so exchanged shall be treated as secret but may be disclosed to any
court or other agency concerned with the collection of Taxes ••• ". The purpose
of the latter recommendation was to clarify that the term "court of lawll did not
cover tribunals in which tax matters were dealt with only incidentally. The
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Special Adviser to the Rapporteur further explained that the words "appropriate
conditions '! should be understood to cover expenses and similar items J.'egarding the
information. There was general agreement that the word I;courts 11 incl;j.l~ed criminal
as well as civil courts dealing with the collection of taxes.

154. A member from a developed country expressed some misgivings about including
the term 11 avoidance of taxll in the tentative draft without further clari ficatic ,1.

The member felt that the term might leave room for dispute between the tax
authorities and the taxpayer as to what information the tax authorities would be
legally entitled to exchange. The member preferred that this term should be
defined more precisely, and suggested that if a more precise definition was not
generally acceptable, it might be better to omit the term from the article and
add in a commentary that some countries would wish to include legal avoidance in
the article in bilateral negotiations. A member from a developing country agreed
with this statement and emphasized that necessity of a consistent application of
the terms "avoidance" and "evasion", both of which were used in the draft article.

155. The member continued the discussion of the problem that tax information that
was disclosed in open court would easily be available to the customs or exchange
control authorities of the receiving country, observing that such publicity might
hinder rather than help the exchange of fiscal information. It was suggested that
the text of the draft might be altered so as to make disclosure of information to
a court of the other country subject to in-camera proceedings, or that the consent
of the other country to such proceedings might be sought. It was agreed that the
two Covernments were always in a position to come to an agreement concerning the
extent of the use to be made of such information. The flpecial Adviser to the
Rapporteur added that a country negotiating a tax treaty could always ask the
other country to explain the procedures which it applied in the assessment,
collection and enforcement of its taxes and make reservations regarding the
transmission of information in the light of those procedures.

156. The members then discussed the question whether the draft article should be
amended to include a reference to the domestic laws of the contracting countries,
as under article 26 of the DECD Model Convention. The member proposing the draft
article felt that this insertion was unnecessary because the entire range of
information sought by a treaty country was covered by the draft, especially as a
result of inserting the words "fraudfl and "evasion;;. The Special Adviser to the
Rapporteur explained the draft article was intended not to be more restrictivE
than article 26 of the Model Convention, but to go beyond the model article by
referring specifically to the aspects of fraud, evasion and avoidance where
appropriate. Other members felt that the general text of the model article
should initially be retained and then amplified as desired. Members then agreed
that general approach of the tentative draft should, for the time being, be
accepted, but that the question whether the reference to the domestic laws of the
contracting countries should be made, as well as other possible drafting changes,
should be considered further.

151. The Special Adviser to the Rapporteur read the proposed text of revised
article 26, paragraph 1 of the Model Convention.

158. The members then entered into a brief debate of the draft article.

159. A member from a developing country thought that the draft article was more
restrictive than comparable provisions in the treaties concluded by his country,
because none of the draft provisions were made mandatory.
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160. The Special Adviser to the Rapporteur considered that the draft article
covered the domestic laws of the contracting countries as well as fraud, tax
eva~ion and tax avoidance. In the Special Adviser's opinion, the most important
part of the draft article was its second sentence, which made it incumbent on the
competent authorities of the contracting countries to cons,ut with each other on
the development of appropriate conditions, methods and techniques concerning the
subject matters of the exchanges. Notwithstanding the insertion of an exchange of
information article in a tax treaty, Governments might find difficulties in
exchanging fiscal inf~rmation. Accordingly, it would be prudent to recognize these
difficulties and to ph.rase the model article so as to remove the difficulties so
that a country possessing information would be in a position to exchange it with
the other treaty country.

161. A member expressed t.he view that information on a particular tax should be
exchanged even in a situation in which a treaty dealing with that tax might be in
a limited form so that some items were excluded from coverage of the convention.
The member further suggested changes to paragraphs 2a and 2b of article 26 of
the Model Convention, which in his opinion were much too restrictive.

D. Summary by the Special Adviser to the Rapporteur

162. The Ad Hoc Group expressed general agreement to a modification of article 26
of the OECD treaty along the following lines.

163. The competent authorities of the Contracting States shall exchange such
information as is necessary for the carrying out of this Convention and of the
domestic laws of the Contracting States concerning taxes covered by this Convention,
in so far as the taxation thereunder is in accordance with this Convention, in
particular for the prevention of fraud or evasion of such taxes. The competent
authorities shall, through consultations, develop appropriate conditions, methods
and techniques concerning the matters respecting which such exchange shall be made,
as well as exchanges of information regarding avoida..'1ce of tax where appropriate.
Any information so exchanged shall be treated as secret, but may be disclosed to
an~ persons (including a court or administrative body) concerned with the
assessment, collection, enforcement or prosecution in respect of the taxes which
are the subject of the Convention.

164. Article 26, paragraph 2 of the OECD Draft Double Taxation Convention 8/-stipulates that:

"2. In no case shall the prOl/1S10nS of paragraph 1 be construed so as to
impose on one of the Contracting States the obligation:

"(a) To carry out administrative measures at variance with the laws or
the administrative practice of that or of the other Contracting State;

"(b) To supply particulars which are not obtainable under the laws or
in the normal course of the administration of that or of the other Contracting
State;

8/ Organisation for Economic Co-operation and Development, Draft Double
Taxation Convention on Income and Capital (Paris, 1953), p. 58.
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"(c) To supply information which would discl'Jse any trade, business,
industrial, commercial or professional secret or trade process, or information
the disclosure of which would be contrary to public policy (ordre public)."

Commentary

165. The reference in the above dre.ft to fraud or evasion is intended to focus
attention on the importance of incllding exchanges of information that wil~ assist
the treaty partners in combating thc,se practices. The term "evasion" is used here
in the sense of an illegal act. Since a number of countries are also concerned
with the need for information to assist in the administration of specific
statutory provisions against tax avoidance, and others are concerned with
information to assist in detecting other aspects of tax avoidance, the draft makes
reference to exchanges of information on tax avoidance activities where the treaty
partners consider exchanges in this area to be appropriate. Further the draft
emphasizes that the competent authorities should, through consultations, develop
the conditions to govern the exchanges of information between them for the various
matters on which they consider such exchanges should be made. These consultations
on such conditions? together with consultations on methods and techniques, will
enable the two treaty partners to develop the background, subjects, procedures
and the like that will shape the exchanges of information between them. Such
consultations on conditions, for example, might include the appropriate method of
proceeding when it was contemplated that the information might be utilized in a
court of law and thereby become public. As another example, the consultations
could deal with the scope of exchanges regarding the carrying out of domestic laws
in situations in which a treaty might be limited to only a portion of the
substantive areas usually convered in a tax convention. Also, the exchanges
could extend to exchange of information and ideas on techniques to enforce
compliance with tax laws developed in one or another of the countries.

166. The Group agreed that, now that a consensus had been reached on the terms of
a draft treaty article on exchange of information, it was important to consider
other aspects of the SUbject that had been discussed. Thus, it was recognized
that differences under domestic laws on the extent of the authority of tax
administrations to obtain information had an effect both on the ability and
willingness of the tax administrations ~o enter into exchanges of information.
Such unevenness in authority, for example, could present difficulties for those
administrations with wide powers to secure information to exchange it with a
treaty partner that also had treaties with countries in which the tax
administrations had narrower authority. The Group therefore felt it would be
useful to obtain information on the extent to which such authority differed among
tax administrations, and then to consider how best to meet this unevenness and
to bring about changes or procedures conducive to those exchanges of information
that would be most effective in countering escapes from taxation. Further, to
prevent competitive difficulties among taxpayers in various cou~tries, some
covered by treaties and some not, it would be desirable to promote as wide a
coverage of exchange of information as possible. In all such situatior-s it would
be necessary to see how much progress could be made bilaterally, and when it was
appropriate or necessary to resort to multiluteral measures, and if so, the
nature of such multilateral measures.

167. Further the Ad Ho~ Group recognized that certain tax prov1s1ons or
administrative practices which could be regarded as having a harsh, unfair or
discriminatory effect on residents of another country might in themselves have
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an inhibit.ing effect on the willingness of the tax administrators of that country
to exchange information, and it would therefore be appropriate to explore such
situations to see if they could be improvea. In some situations, this could
require a reconsideration of subst~tive matters; such as the treatment by a
source country of an employee or other persoil as a resident of that country
subject in full to its tax laws, even where it was clear that his residence
was essentia~ly transitory or not permanent. In other situations, this could
require consultations between the competent authorities on the purposes for which
information was being sought, thereby leading to the formulation of appropriate
conditions and guidelines designed to deal with factors regarded as obstacles
to exchanges of information. In any such consultations, consideration could be
given to differences in approach, where feasible, between requests for information
regarding nationals of the requesting country and requests regarding nationals of
the requested country.

168. The Ad Hoc Group also recognized the need for further discussion of the
appropriateness of co-operation between treaty countries in the rendering of
assistance in the collection of taxes.

169. Since no further objections were raised the Chairman stated that the
Ad Hoc Group was in general agreement with the redraft of article 26, paragraph 1.
The Ad Hoc Group then adopted the first portion of the report (ST/SG/AC.8/R.42),
with the corrections made thereto, the second part of the report, ?lScope of
Royalties!' and the third part of the report, "Dividends" (ST/SG/AC.8/R.42/Add.l
and ST/SG/AC.8/R.42/Add.2). The Chairms,n then read the corrections to these
portions of the report paragraph by paragraph (Corr.l to R.42/Add.l and Add.2).
There were no objections to these corrections ~xcept for slight drafting
changes of which note was taken.

170. The Ad Hoc Group then proceeded to discuss the next topic.
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IV. ilbTHODS OF ~LI1>1INATING DOUBI ~ TAXATIOl';,
INCLUDIUG TAX SPARInG

A. 1eneral discussion

171. While discussing the fourtLl iterJ on the agenda, the Ad Hoc Group had before
it J:apers on tax sparin~ (ST/SG/AC.8/R.40) and altern6.t.ive measures
(ST/~3/AC.8/IV/CRP.l/Rev.l),includinr; the questionnaire sent out by the
Secretariat and the replies received thereto fron various countries
(ST/SG/AC.8/IV/CRP.2 and addendc). Reference was also made to chapter VII of
the third repoI~. ~

172. A member from a developine country stated that he had prep~red a docmnent
analysing the proposals made by the Secretariat:l which would be translated and
distribl..l. ~d.

.
173. Sunnnari zing this docwaent, the member stated tha.t". the workin~ papers
prepared by the Secretariat provided a (Sood general background for the study of
the proble~. Considering the lack of unanimity within the Group with respect to
tax sparing and alternative relief neasures, the member realized that it had not
been possible for the Secretariat to distribute the documents at an earlier time.
On the other hand~ this delay made it impossible for the menbers to formulate
final views at this meetinG. Speaking for himself, the L'lember stated that he
could not at this point support any of the relief measures that had been proposed
as a substitute fo~ tax sparin8. The m~mber did not preclude the possibility
that he might chan[~e his view after the tax authorities of his country had had
an opportunity to study the proposals.

1,4. The member stated that he did not wish to offer views on 'che issl. c. tax
sparing because the 'viet,;s of the develo1Jing countries, and his country in
part:icular, on this question were well known.

175. Concerning the suggestion that developed countries make certain p~nents to
an international financing or~anization to the extent that they profited from
tax sparing measures applied by developing cOLlll:"ries (ST/SG/AC.8/IV/CRP.l/Rev.l,
paras. 14 and 75), the member acknOwledged that this mechanism, althou~h it was
complicated and its application might arouse suspicion, had aspects that merited
careful cC:lsideration. With respect to the proposal of a sale and leaseback of
industrial properties for tax purposes, the member felt that the proposition was
very cou~licated and not sufficiently clear in its present form~ especially, for
example, with respect to the important question of how adequate rentald, market
rental and profits should be determined. In the ~ember's opinion, the argument
that this method wonld effectively eliminate the problem of expropriation was not

8/ f!ax TreatiesJ~=etwee1.?-.. p~Y'~lC?E~9- Et~d l?(:veloping Countries: Third Repr;rt
(United Nationa pUblication, Sales No. E.72.·~I.4), chap. VII, pp. 92-104.
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convincing because the developinG countries might, after all, for exaruple,
suspend the lease as such or cancel it.

116. Summarizing his views, the member stated, as his preliminary Vie\l, that none
of the alternati ves to tax sparing seemed to meet the requirements of the
developing countries. SUbject to a more thorough review. these alternatives
appeared to be only inadequate substitutes for simple and straight forward methods,
such as tax sparing, of assisting the developing countriea. However, once a
careful study of the various methods and their effect,S had been made, it mi{!'ht
well be that one or the other LliBJ,1t cerit a different approach.

111. A meruber from a developing country ref~rred to the extraordin~ry difficulties
which this group of countries encountered in obtaining the capital required for
their economi c development. While it couJ.d be denied that funds were currently
~ade available by industrialized countries, such investments were oade dependent
upon compliance with a nucber of conditions, includinp.;, anong others, political
stability, acceptable infrastructure and the expectation of substantial profits.
~ven so, such investments as were actually uade were entirely disproportionete
to the needs of the developing cotmtries. Accordingly, countries which accepted
these investments must also accept heavy sacrifices in order to obtain them.
Subsidiaries of developed country corporations which utilized the benefits that
were extended by developine countries, sometines for a considerable n~ber of
years, realized substantial profits and even distributed dividends to their
shareholders without contributing anything to the treasury of the developinf'"
country. If a de.~loped country did not recosnize the tax-sparin~ credit, the
sacrifices made by the developing country ac~ually inured to the investor's home
country rather than the investor for whom they '·"ere desi gned. The member referred
to the study on tax sparing and alternatives submitted by the Secretariat and
expressed his satisfaction with the clarity and objectivity of this document.

118. The mecber felt that the sale and leaseback proposal was perhaps too
complicated and should be the su~ject of further study. Concerning the pro~06ed

payments by the developed country to an international fund, the menber felt that
this method was not very likely to stioU:ate specific investment decisions. In
summary, the member expressed a preference for the tax-sparing credit, which had the
advantage of being the most simple of all measures proposed from the point of view
of tax administration, and whi ch had already been included in a nl..lLlber of tax
conventions and had thus been tried out in practice.

119. One disadvantaee of the tax-sparing ~redit was that it was a~t to encourage
premature repatriation of profits. It wauld therefore be necessary for a
developing country to Bake the cr~dit subject to conditions which assured the
r~investment of profits for a reasonable tine. Existing tax treaties which
included a tax sparing credit had not considered this aspect. If this safeguard
was applied in proper forB, it would help the developing countries as well as the
developed countries by reBl,lla·~ing th~ volurle of capital trans t"erreu..

B. Alternative weasuros to tcx sparin~

180. A member from a d~ vC.iupi:18 country stated tha.t tax-sparing and alternative
Llethods had been discussed at the last-preceding meetin~ of the Ad Hoc Group. It
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was well known that the developing countries sacrificed substantial amounts of
revenue throueh tax cXI.:L1ptions, reductions of rat0s for liLi.itl.:;d periods or
certain types of incor.le, us well as outriBht subsidies. They also grnnt(;d
special incentives ::or the rcinvestuent of profits. The ne: ,ber' shone cOlmtry hat:
concludeJ tax treaties with several developed countries that included a
tax-sparine credit. The tr~aties so far concluded did not provide for tax-sparin~

in respect of the various I:lethods of tax relief referred to; this rcquircu.
t'urth~r consideration. Concerninc developed countries whi ch rcjectl.:d this Ilt.... thod.,
it wus obvious that oth~r teChniques ulleviatinr the situation would have to be ~

founJ. The .:~ci.lbcr felt thut auonr; the alternntive iJethods T1roi ~~..;c., the
invest"lent creUi t presented problems where these ncasur(;s w....:re .1. vorced frol.: those
adopteJ by the <lcvelo~ine country end related to incor.H...: or invt.:stcd. cU'ni tal. Th..:
prolJosed leaseback appeart=d pro.1isin~ at first sight because thi...: developinn;
country hacl control over the investmen t, the taxpayer rc:cei veu a b..:ncfi t nn(~

the developing country was not deprived of revenue. This !.lethod, hOvTevcr, Sl::(;~:I..:J

to require close co-operation between the investor's country and the devi...:1Qpin,~

country to ensure that the investor could. actually r....:ly on the bene fi ts nude
available to hi.rJ, even under changing uarl:ct conditions. Th(; n";l.i.b~r felt that
it would also be desirable for the interest to be exenptcd frorl tax by the:
investor's hOlj,e country.

181. The wCI!11)er suggested the followin.-:r as a siuplc: o.lternati Ve to the le :,.selJ;:.ck
proposal, to be applied by uevelopeu countries which did not reCOGnize t~c

tax-sparing creCit. The investor would. pay the tax of his hone country wi th crcdi t
for the ta.x of the developing country in which thf.: invc:st~.c:nt was ~ladc. T:l.
latter country in turn would reduce its tax to the level of th~ tax of the
d~\~lopecl country. Accordingly, the taxpayer could n2ver be fac~d with a ~reater

tax than that of his dODicile. Thl2 investor's hOLll..: country should ['.lso nrovicle
fo·t Cl reG.uce:d carital gains tax upon the; disposition of the inV(;st' 1<.:nt.

182. A l.l~i.lber froLi. another developing country pointl:d cut so:]e of th,-: udvantrwcs
of th~ leaseback proposal, such as retention of th~ ownership ty ~he d~vclopin~

country. The 11enber felt thet dsten1ination of the prJ~",;r rental would be
difficult and that this :~lethod would not pernit rJdrticipation in the investLlcnt
by investors from the developing country. Th\,] purpose of the pro-;,'Jos al was to [!,i Vf;.;

the investor the sane return on his capital as hL coul~ I;.;XIK;ct froj _ the tnx-spc..riu r
:

credit. The leQseback proposal would result in a h~~vic'r financial bt.:rucn on thl.:
dcvc:loping country than tax sparinG. The l.lenbcr did not rule out the r,ossibili ty
that the It:ascback proposal :.!ight be ir.1proveu. to the point Whi...:rL it sllou1u. bi...:
st:riously considered..

183. A ncr.lbcr froL1 anoth~r (l~v(;loT')inr; country f(.lt th,;,t, the nn::..lysis of
2.1ternatiyes suggested in the: paper was inde(:d QdLirr~blc, but [l,~re~d. tho.t the
leaseback proposal was conp1.cx and. that it would be I~csir~.bl(; to find a siuplt.:r
solution. According to the j,ler-iber, the tax inc(;ntives \..xtendcd. by dcvc:lopinr-r
countries applied to both dODcstic and forei~ investors. As f['r r!.S the If'.tter
were concerned, care shoulu be taken to ensurt; that th~ bUIh...fits extcndul by thL'
developing country were reap0d by the investor mld not by tIlt.: trvlsury of his
hOLC: country. Considering thc.t industrial investncnts were usunlly not very
profit able durin{S the initicl yi;; ars, the Govern~~(;nt uf a (Lvc 10; ,in,:: country l.lifS}-:t
consid.er to pay the investor n certain p~rcentD.ge of thl. invt.:stc(l cnnitoJ. for no
lil.J.ited nw,.b(,;r of years to make up the differencL' between th,,.' actual r~turn on the
invested capital, if any, and the nomal return on investmC"nts of this kind.
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184. A ueLber frol.l another c1(. veloping country f\...'l t that, unlit:...: tIll.: tax-s:-,ariO'"
crellit, there \lG.S no nctunl IJx!K:rL.:ncc n.t tl1is ti:'1C concl.:rninc; thIJ ll'n.st:back
~·)roposal. It was, in particular, not clear h0'., businessLen fro.. (\.:. vl'lorccl
countri\...'s woulJ. rl:act to this rroJ;osition. If till... result of the study ilas
favour~ble, the:;re was a fussibili ty t~'la.t ul:velopinp: countri0s ~ li ~ht Hish to
experi:..ent wi th this r.lc:thou..

185. A :.. :b.lber fro..l a car.:ital-exportinr~ country St~ti..lt that his country I s
L:xperience with the tax-sllurins creC-i t had been favourc.ble, and thn.t his
Govcrnuent would. !)reft;r to stay wi th this! ,LQsure rn.th~r thE'n adopt one of thL
altcrnativc: Lletho<ls proposul. The l.lc:uber pointed out that the t:J.::-snarinf~ crl.:\..1i t
was cond.i ti anal on the D..~::licatiC'n of tax inccnti vc:s in the dcvel,.::,pinf': countries
rnd that it could be extended) undt..:r the nrovisinns of' the trecty:, ~.f agrcell'nt
of both parties at thl: adJ. ..inistrative level ,.,henevt:r such peasures were intr"clucel
by a clcvclorine cuuntry, thus i.lnkin~ this l.:..cthod fll'xible.

186. The Ad Hoc Group appruve:d the; parts of the report dcalin:~ ,d th intcrcu.,:rany
CividenJs, portf0li0 uivid0nds and cxchanrc of info~laticn, with the corri~end.B

issuecl therl:t(j.

C. IJiethods uf eliI.iinatinn: double taxati(.~n

187. A uer.lbcr froLl a ul:velopinc: country Who rcvii;,;wed the various incentive
.Jco.surcs offcrell. by his hor::..e country uentionc.:d, in particular, the exeLl:;tion
p;rantl::l to forei[in experts p...:rforuin,,; work thc,t ,.,as of intert::st to his Govern:.lcnt.
The :'-:"t1:.ber :.lent10ncd that only one of th0 tax treaties conclud~d by his country
proviQed that such rel.:..un(;raticn shoulu also be tax-free in the eX!Jert' s hO::lc
country. In the opinion 8f the nei:.lbcr, this rule should be generally B.,plied, at
least wherl;; th(~ expert's stay in tIll: develo]Jin~ country was of substanti al
J.uration.

188. The ueLmer further referred to cash subsidies erant~d by sone d0velo~in~

countries. The Her.ib~r noted tha.t his home c:)untry ~r[lnted such subsidies to all
~..ajor ae;ricultural prouuc0rs, rer.:ardless uf whether they were residents or
nun-residents. In this crc:a too, reciprocal benc.:fits by the hOLle country of a
forei!,:n investor were called for because the benefits offereu by the dcvelonin""'"
cuuntry would be nullified if the subsidy were treated as taxable income at the
investor's dauicile.

189. The lacnber conclucl~J that the relief ~:lC-D..sures so far extended by develoncd
countries Wl~re insufficient. This was true, in pnrticul,;.r, of ta..'C s:!!arin~, which
was presently applied. only tv divid8nds anC: a few uther itens of income. Slnce
tbt: M Hoc Group had accep'tt=u th..: princi:nlc of revenUe sharin,~ bet;'Tcen develoT'cd
anel d.evelopine countries with respect tu various tyres of inco!le, it should no'.[
~xpr~ss itself in fa ~ur of a universal application of this princi~le. A
developed country that presently considered a tax-sparinf" credit unaccepta.ble
...liGht perhaps be 1villin::r. to Brant a deduction frm i incone for the tax Spc.r0J by
the developin~ country. Conversely, the dcvelopinp; countries should endeav(;r to
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find SODe w~ of benefiting tbreign investors outBid~ th~ principle of tax
exemption. The IrleLlber finally recOl:lfJ~nlleu the.t th~ areus of tax sIlllrinG antl
exchange of fiscal inforuatiun be studied. in depth befor~ the next IJ~etinr; of the
Ad Hoc Group. Mewbers should alsv ubtain the opiniuns of their G;JVerDlllents on
these questiuns and distribute this inforlJaticn ~lon~ themselves be fore the n~xt

.J~~ting.

190. With respect to the It.:a~ eback proposal, the I.h.:f.1ber felt that the dcvel('pini":
countries, apart fron a Guarantee aGainst tht.: risk involv~ll, would need htl~ in
twu areas, nanely, (~) in cunnexion with the rera.vnent of the credit ~ and (2) the
possible exransion of the credit, if this beCOL1C necessa-ry. Another problel.l in
this context was how the host Guverntll:nt should denl with an enterprise that was
not able tu JUeet the ('onditions uf the c,,-lntract. Another u!'proach would be tu
extend assistance to the; invest<.)r by taxin,~ tht gain reali zed at a. reduct.:d
(capital gains) rate.

191. A wf.:uber fro~j another developing country expressed his cl\uplete a~rcC:Llcnt

with th~ Llerlber fr,,)1:a a developed cuuntry wh -.> ht".d exprt.:ssed hilas~lf in favour of
tax sparing as the preferred relief Lleasure. The I..enber pointed out that as L:mr':
as dt.;veloping countries ha.d t.:cl..momic difficulti,,-:s, th~y wc,uld l,,-)()k f·)r for~ign

investurs and ext~nd certain inc~ntiv(:s tu th(:u. Tax s l1 r>..ring was n. very
i~portant relief 1.1eus ure , ~speci311y becp-ust.: it preservL'l.l the ut::nefit uf thL:
incenti vc to the investor. ArJ.ung the n.ltl.'rntlti vc: r'.etho(ls pr':J'\,osed by tbl...'
SecrE:t e..ri at, the invest~lent creJi t Lli Bht be use ful, althuur,h furthc r study of
this proposal was needed. It sh(JulJ. bl2 clarifieu wht:thl...'r dt..:velopL:d c~)untriL's

which consiue;rcl,;. the~selVt:S unable tu r,rnnt tl tax-sptlrin,< crtdi t wc'ulJ bt: willin~

to Iluopt any of the alternative l.leasur~s prc'!",0sed.

192. With respt=ct to the leuseback pruposal, the l.lenb~r not~d th~t two princira1
points shuulJ be consiut.:red. One was that the Governments of the investor's home
ccuntry and th~ country in which thl;.: invcstLent was 1.1 :ode r.lUst Co-upc.:rntc in
couputing the profi. ts of the curpc'rllti')ll of the resi<.1ent country on tht:: nOrl';.ul
and not the reduced rcntnls. This WCiulll result in tax srarinr,.

193. The meI:lber then discusst.:d the alterna.tive prrJposnl under which CA.sh r;rants
would be made available to dt:veldpinr countries bY un internation!u funu. The
lliember pointed. out that he huJ atteurJted t,) h:lve a sit...ilar proposnl Jiscussel1 at
a priur weeting, but that the Ad Huc Gruup had rt;jectcd discussion of this
proposal as nut bein,; within the frsl.lework of u confl:rence ut.:alin/\ with fiscal
watters. Cuncerninp the prest.:nt pruposal under which the aJ10unt l)f taxes pail: by
the developing cuunt rit.:s wuulJ bl: pnid tu an internntic)nul fund by the developed
countries, th".: rlc'dber ftlt thr~t thest: funds would be r,lcrgl:Cl with others and that
thL'ir vriGin wuuld be forr:uttt..:n. He pointed uut tIl:1.t the author of this proposr:'.1
(ST/SG/AC.8/IV/CHP.l/Rt::v.l, Ijarn. 76) had hir.:s-.:lf stated that liThe plan in itself
would adI.:littedly 0f'fcr no direct incentive tc, :my pa.rticular foreir.;n-uwned firn."

194. Th~ l.leL.lber stated that it was important for tht:: Secl-ctariat to exauine
alternative r.~asures as lonf~ as bJUe cuuntries refused to apply tax sparinr.;. It
was alsv i.:lportnnt to kn.ow wh0ther the GovernI.lents of the develol'ed cuuntries
would be willing tu a.dupt One ur the uthl: r uf thOSe nt:thods. As lonr; as none of
the; alterna.ti Vt2 Lleasures was q,cct.:pted, tax spnrinr; w(Juld seeLl to be the preferred
!~ett10d.
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195. An observer indicated that reciprocity of recognition of incentives was not
always ~equired. He illustrated this bv reference to the methods of financing
large enterprises in this regard and also related his re!!l'lrks to the leasehack
proposal. No Government would he willing to extend or undery~ite financing of
enterprises requiring the investment of hundreds of millions of dollars. Only
larPoe b~~ks, insurance companies, nension funds and similar private financial
enterprises could be expected to finance invest~ents of this magnitude. Without
exception, these financial institutions w0ul~ protect themselves bV demanding that
75 or 80 per cent of the cash flow aUl'inp, the first 8 or la years of the operation
be used to repay the lo~n and pay the interest thereon. Accordinu.ly, investors
could not expect dividends durin~ tha~ period. The observer referred in this
context to a major complex in South-East Asia with a cost of t400 million, which
had borrowed another $300 million from internaticnal banks. Investments of this
size obviously could not be financed with the help of the proposed leaseback method,
considering that ownership of the properties would be transferred to the host
country and that no Government could possibly i~cur a ~300 million debt for
industrial investments plus 10nR-term interest thereon in its budget. Even more
important, no host country would be willing to accept finuncial responsibility in
the ev~nt that the venture should fail. Risks of this magnitude were undertaken
only by major financial ins+.itutio~s.

196. The observer mentioned that the leaseback proposal had other problems. Under
the proposal the subsidiary operating in the host country would have to look to its
parent in the developed country for payment of the debt. The nnrent in turn would
not rely on any collateral available because the operating assets were o~~ed by the
host country and 110t by the subsidi '3.ry. The observer stated in summary that while
the leaseback proposal might be workable for investments of minor size, such as
those shown in the numerical examples submitted, it was unwor~able where major
enterprises were involved.

197. A member from a developinPo country stated that he was in full agreement with
the observer. Since tax sparin~ had been discussed by the Group since its second
meetin~, the Group should now state that most members from developed and developing
countries were in favour of this method, even though one or the other country migi~t

find this method unacceptable. Notwithstanding the excellent documentation
prepared by the Secretariat, it might be desirable to devote further study to this
point. A member from a major capital-exporting country stated briefly that his
home country applied the tax-sparin~ credit in a number of tax treaties.

198. A member from a developing country recommended that further studies be devoted
to the alternative methods proposed, although tax sparing seemed to be superior
to any of them. Members had not had an opportunity to study the Secretariat
papers in detail. The member recommended that the Secretariat collect information
on the practical ,· ....fect of various incentives extended under tax treaties and
draft a questionnf..l :"t~ to be addressed to Governments asking for their experience
and recommendations. Apart from the in~entive measures presently discussed, the
member suggested that information on the secrecy of bank accou~ts ann similar
questions that were relevant in connexion with the exchanp-e of information also
be obtained AO that the Group could arrive at definite conclusions concerning
these matters at its next meetin~.
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199. Another obse~ver said that Secretariat documents should discuss how certain
weaknesses and abuses attribut~d to the tax-sparin~ method could be overcome. The
observ~r did not believe that tax sp8rin~ stimulated premature renatriation of
profits. '~ether an investor would repatriate his profits or reinvest them was
decided as a matter of experience solely on the basis of business considerations.

200. A member from a developing country aRreed that tax sparinp, had certain
disadvanta~es. One disadvantage was that his method resulted in pressure on the
developing countries to give up sources of revenue. Even so, the member suggested
that the principle of tax sparing should be accepted by the Ad Hoc Group, but
that efforts should be made to find an alternative solution for countries that
~re not willin~ to accept this method. The member felt that the leaseback
arrangement was inferior to tax sparing because of its complexities. Perhaps other
ideas could be developed by the Secretariat before the next meetinp of the Ad Hoc
Group.

201. A m~mber from a developed country apnlyinR the tax-sparin~ credit pointed out
that several important questions had not been discussed bv the Ad Hoc Group. The
first question vas whether the developing countries should forRo part of their
tax revenue in order to attract foreiRn investment. This was a question which the
developinF countries had to decide for themselves and not a·matter for ne~otiations.

However 9 another member from a developed country was of the opinion that the
provision of the tax-sparinR credit should be conditioned on the tax-incentive
measures on the part of the develonin~ countries.

202. The member pointed out that far from maintaininR a neutrul attitude in this
matter, a developed country refusing to adopt the tax-sparing credit actually
exercised pressure on th~ developing country to collect its full taxes, thus
interferin~ with the latter's free decision on this point. In effect, a develoned
country which took this position attempted to dictate the tax policy of the
de~~loping country. Such a position was neither defensible as a unilateral
decision of the developed country nor a proper subject of tax treaties. If a
developing country decided to give certain incentives to investors, a developed
country entering into a tax treaty with it should make these incentives fully
effective by granting a tax-sparing credit rather than take the incentives away.
The member observed that there were other problems connected with tax sparing
that Dcight be studied 9 some of which resulted from differences in the incentives
offered by various developing countries. In the member's opinion, under the
leaseback proposal 9 interest would flow from the developin~ to the develoned
countrY9 thus reducirg the alleged economic benefit to the latter.

203. The meetin~ conti~ued the discussion of methods to eliminate double taxati~n.

A representative from a developed country su~~ested that the problem of tax-snaring
credits involved political issues in addition to economic considerations. Some
circles considered that investment in the develoning countries should not be
artificially encouraged because an atmosphere was sometimes created in which,
instead of being welcome, forei~ investors were accused of reapin~ exorbitant
profits and faced expropriation, particularly when they benefited from incentives
not available to domestic investors. Thu~, in a number of cases, properties in
recent years had been expropriated without adequate compensation on the ground
of the allegedly large profits made in the past. Consequently it mi~ht be
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imprudent for develonin~ countries to extend incentives to forei~n investors
which those countries '"ere not willinP': to extend to their Ovm nationals. There
were sienif'icant economic nroblems associated with tax-sparin~ credits, in part
because they encouran'ed withdrawal uf profits. Thus, the effectiveness of tax
incentives protected by tax snarin~ nin'ht be ouestioned because it mi~ht sow
the 3eeds of future discontent.

204. With resnect to the leasebacy. nroposition, the meMber pointed out that this
proposal originated in certain technical le~al provisions, as a result of which
",overnment subsidies mi~ht be treated as contributions to the capital of a
corporation. In vie'" of the nroblems associated vrith a tax-snarinp; cred.it, it
seemed apnropriate to consider an alternative aonroach; for example, it might be
possible for a country to assume the ownership of a plant nominally and turn it
over to an investor. The taxes nairy bv him on his profits would in effect ~o to
pay for the loan of money for the plant. The plant '·,TQuld thus actually nay for
itself over a period of time. Since the investor would paY taxes in the host
country, he would be granted a foreign tax credit in his home country.

205. ApplyinR this nrincinle to investment in developing countries, the leaseback
plan \TaS Q.evelo:oed, which would h~ve the same result as a tax-sparing credit.
However, the leaseback plan appeared to be a highly complex illustration of the
principle.

206. nle member was of the OOlnlon that the Ad Hoc Group mi~ht not be sufficiently
versed in the technical intricacies of the law involved to fully assess the merits
of the leaseback proposal. He suggested that any developinp- country wnich
seriously considered eDtertainin~ this aporoach should consider seeking specialized
expertise. He thou~ht that such a scheme mip-ht be set up under the existin~ law
rather than ~ursuant t~ tax treaties.

207. A member from another developed country felt that while it was true that
some of the alternatives were influenced by the law of the country in which they
orieinated, this fact should not nreclude a detailed study of the proposals,
which so far had not been possible.

208. A member pointed out that his country had concluded treaties that included
tax-sparing clauses with a great number of developin~ countries, and that there
was considerable variet,r concerni!1f': the manner in which the credit "Tas ap~lied

under ~he various treaties. Other treaties ~rovided a flat credit for certain
withholdin~ taxes of deve10pin~ countries, regardler,s of the a~tual rate of the
tax.

209. With respect to the subject of expronriation, the member stated that his
country's experience had not been unfavourable because it would conclude treaties
only with countries with which it had satisfactory political relations.

210. A member from another developed country pointed out that in essence, the
proposal envisaged that a corporation in an industrialized country would make a
loan to a developing country, which then used the funds to provide the plant
and t1achiner~l. The devE'loping country, as the recipient of the loan, would pay
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interest to the company whi ch hal-I provic1ed the noney. HOvTever, the 1['.T)e.c settiw~

out the leaseback proposal failell completely to answer t:1e question of \-lhether
such interest woulJ recei ve any tax benefit in the investcr' s hOHe COUl\try, either
in the forn of a tax-sparinr: creJi t for the wi thholclin;" tax of the levelopinr
country or in some other forra.

211. In aG.~~ition the proposal envisace1 that the profits of the sUbsiL1iary in the
J.evelopin: country woulcl be increasel~ by re,:ucing the rental paill 1.Jy it to the
Government of the host couutry. In the fJel ,ber' s o})inion, the_~evelone\l country
wul~ thus be asltell to ~ive a credit for an artificially increase~l tax on
artificially increased incon~e. The same procedure woul<.: be anplieJ to the
withholJine: tax of the c1evelopitlP; country. The meLluer 20ubtec: that proposals of
this kinJ woul~ ever be approveJ uy a country which refuseu to ~rant the nor~mal

tax-sparing cre~it. The I:leUl:>er felt that al:c:itionc,l inforr:mtion was neeJe,l for a
full evaluation of this point.

212. The Spe ci 0.1 A~viser to the Ra~porteur remarlteJ. that the probler.l was
essentially one L.etho.J unl_~r ,.;rhich levelopin:~ eoun1 .... i.es would offer financial
support to prospective investors in order to stiuulate investuent in their area.
Channelline money to the investors throuah the tax systen woul::: create proulei.;s
if the investor's hor:.e country Jid not recoe~nize a tax -sparinr:: crelit.
Accorl:ingly the llevelo~in:,: countries woul,'. look to other ways of extenJin(~

financial support to the investor. The leaseback proposal atter,;pteJ to reach
this eoal by reuucing the rentals for the use of the inlustrial facilities. The
rroblem was how to reparate financial assistance by a !levelopinr; country from the
tax system of the Jevelope<': country, so that the latter could. not refuse to permit
the use of the rec;ular foreii~n tax cre~it. The Sl)ecial A,lviser to the Ranporteur
suggesteu that further analyses of the leaseback anJ other proposals be maue lJy
the Secret ari at to clari fy what le~a1 problens rli r;ht exist with respect to such
proposals in a country applyinr' the rer,ular foreirn tax cre2it.

213. A member frotl a clevelorinr: country suC;gcstc 1,1 that int'oJ.J.la.tion 1\,:> ('('Ill PC'te(}
on whether the proposeJ alternative relief measures woul~ Le acceptable to
businessmen in the levelo::.e,2. count.ries anc~ whether the Governments of these
countries woulJ be preparel to incluJe such measures in their tax treaties. The
member further sue;e;esteu that an investip;ation be mal!.e to cleternine the extent to
which tax sparine; hau played a role in channellinr.- investments to Lleveloninr
countries. Any availaule statistical inforrrlntion shoul,l be utilizeJ. The meMber
cx:r::resse·j his conviction that the develo]!infl; countries hael l'lar:e extremely heavy
financial sacri fi CE'S to attract foreir;n investLlent anLl shou~L.l therefore be in a
nosi tion to l~now whether these incenti Yes ",ere in fact attractinf'" foreirtn- ' .~

investrJent or ~hether they were insir:,nificant in cOf'narison to the expectation of
substantial profits.

214. A IJember frOG a uevelopc; 1 country a'3reeJ. that it woul\l ue nost clesirable to
wake a thoroursh eXUI"lination of incentive r,leasures. The Lellber a<:lecl that he J.i~l

not want to Le un·.lerstoo<l as questioninr; the technical ability of the Group to
€valur.te tax in~entives; his renarks in t~lis uirection only concerne,l certain
te chnical points in the leaseback paper. iloreover, this memoran(luf.1 shoulJ not be
consiJered as a rlefini te proposal, but merely as a stevrtinrr, point for siTIlpler
alternative solutions.
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21.5. A member from a uevelopin~ countryffelt that the Group was losinr: sip;~1t of
the purpose for whi ch it haJ. lJeen esta-ulishel~. Each c01.mtry must rJecille for
itself how to pr0110te its econonic \.1evelo}1ment. Cor:;orations fror.l Jevelo')led
countries invested in developinG countries because of the ~:rofit opportunities
offeree.. by investments in such countries, :rroviclec~ that they also offeree:
political. and econOl.lic stability. Up until new the Group had not found any
relief measure that was bE;tter than tax sparin.'~, anl this point shoul(l be r1a(~e

quite clear in the report without preju-lice to further stw.1ies of other anc;. as
yet unexploreJ measures.

216. A rrlelllber froLl another Jevelo~ins; country a~reeG. that the report shoulJ
reflect the position of the develordnf" countries that tax s,arinr: ha(~ been founJ.
to be the simplest and most effective relief nethod, anu that such weaknesses as
the method might have were of no r,reat consequence. The TIe~ber referred to
document ST/SG/AC.8/R.39, in which it was demonstrated that the tax incentives by
his country had not really become effective until they were matched by tax-sparins
crecli ts in the cleveloped countries. Clearly the iTIportance of this conbination
of tax sparin~ by the developed countries anJ tax incentives of the develoninr
countries should be ~learly pointeu out in the report.

217. With resDect. to the leaseback proposal., the meLlber pointec.:' to the risk of
ownership which developin~ countries took under this prorosition anu said that
this obstacle woulu have to be carefully consi(lerecl before the proposal became
feasible. The member felt, however~ that a treaty could be concludeQ on this
basis, provided that the developeu country agreed not to tax non-repatriated
profits anQ to uphold the exemption of subsidies given by the developinf!
country. If the tax incentives proviued to the foreign investor Here to be
wi thdrawn it had to be in a provision in the treaty. Specific arnenclIaent to the
law woulJ not be feasible.

218. A member from a developfu country pointed out that it was much easier in the
experience of his Government to nake tax concessions than to pay subsidies. The
important point was that any monetary advantage which the investor received from
the developins; country should be preserved. The question was whether this
purpose and the application of the res;ular foreign tax credit could be
acc~nplisheu. In the final analysis, the leaseback arrangement nip,ht suffer from
the same uefect as the tax-sparing systen itself. The me~fuer also recorlIDended
further stuuy of thp. leaseback proposal.

219. A member from a ueveloreu country emphasizeJ that the re~ort should state
three facts which hau become quite clear in the course of the uiscussion, as
follows: (a) there was ~eneral aGreement within the Group concerning the nerits
of the tax-sparinG credit; (b) tax-sparin:'; cre<.lits hall been applied in many tax
treaties) accordinn-;ly, there was an existinc: tradition concerninr- this relief
111,easure) (c) the Secretariat shoulu untIertake a deeper analysis of the advantages
anu uisadvantaBes of the tax-sparin8 wethod antI teChniques, anu obtain statistical
information reflectin~ expe~ience with this credit and its influence on the flow
of capital. In aduition, other relief measures should te stuJicd to neet the
situation arisins; from a refusal to accept the tax-sparinp. creuit.
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c. Summary by the Special Adviser to the Rapporteur

220. The members from the developing countries clearly expressed the vie~~oint

that, in view of the tax incentives which they were offering to attract investors,
the use of tax-sparing credits by residence countries having the credit method for
relieving double taxation was an effective method of granting recognition to those
tax incentives and ensuring that the incentives would benefit the investor •. The
developed countries represented had for the most part utilized a tax-spari~g

approach in their treaties; the members from those countries joined in this
recognition of tax sparing aE an attractive scheme for the investor and a workable
approach to the tax administration. Both sets of members thus regarded tax
sparing as an approach presently available that was workable and desirable and
that had been utilized over a period of time. The tax-sparing scheme has the
merit that the developed country did not take for itself any of the benefits given
to the investor, and its merits were recognized by all developing and many
developed countries.

221. It was further recognized~ however, that a difference of 0p1n1on did exist
in this matter since the tax-sparing credit approach was not used by all developed
credit countries. A member from a developed country stated 'that there were, in
the minds of some, ~crious problems with the tax-sparing credit approach as an
inducement to bp offered by developed countries to their investors to lead them
to invest in developing countrie s. Apart from the issue of whether such
inducempnts in the long run created atmospheres of conflict rather than harmony
amOD8 countries, some of these proolems grew out of the fact that the tax-sparing
~redit device could by its very nature recognize only those financial sacrifices
made by a developing country that were in the form of tax incentives and could
then come into play when repatriation of profits occurred. Also, while developing
countries looked upon a refusal of developed countries to grant tax-sparing credits
as an interference with and blocking of the policies of the developing countries,
and some developed countries also shared this view, other developed countries
could see the picture the other way and could regard the demand for tax-sparing
credits as an interference with the policy of a developed country seeking
neutrality for its investors.

222. It was apparent that, so far, even after an extended discussion within the
Group, those seeing the tax-sparing credit as the best way to approach the matter
and one that was utilize'J and workable could not convince thosE. critical of
tax-sparing credits. Nor, at the same time, could those critical of the
tax-Bparing approach convince the advocates of tax-sparing cred:~ts of the defects
and problems of that method.

223. In this posture, it was agreed that further useful steps could nevertheless
be taken. As for the tax-sparing credit itself, it would be helpful to analyse
the extent to which tax-sparing credits were used in existing treaties, the
particular techniques followed and 'Wi~...:ther they could be extended to additional
items. It would be helpful also to analyse further the advantages and ,
disadvantages of tax-sparing credits, and to see if statistical data, beyond that \
already in the documents, could be obtained ir!dicating whether an.d to what extent
tax-sparing credits, and indeed the tax incentives themselves on which tax-sparing \
credits necessarily rested, brought about a significant inflow of desired
investment considering the financial costs of those incentives to the develo~ing

countries and of tax-sparing credits.
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224. As another path of study, since not all developed countries were willing to
utilize the tax-sparing credit, it was agreed that it would be useful to study
alternative approaches to tax-sparing credits that could be followed by the treaty
partners in case a developed country did not desire to incorporate a tax,-sllari n~
credit in a treaty. Since the basi~ objective of tax-sparin~ credits and the
tax incentives involved was to provide financial assistance to invest,ors, the study
would thus at least extend to seeking alternative forms of assistance to be used
by a developing country which was willing, in the first instance, to grant such
assistance solely for the benefit of the investor. It was recognized that grants,
favourable loans, subsidies, a guarantee of a minimum profit level for an initial
period, the provision of facilities for the enterprise and the life were methods
of assistance that should be considered. The consideration would involve both
whether the techniques were feasible for the developing country to offer and
whether they would be workable, in the sense that any taxes paid by the enterprise
in the developing country would be regRrded by the developed country as qualified
for full tax credit even though the enterprise was receiving such assistance in
the developing country. This latter aspect could of course itself be an
appropriate subject for inclusion in a tax treaty. In this regard, the leaseback
arrangement described in the documentation, which offered assistance through lease
terms ef government-owned facilities at below-market levels, could also be
studied from such standpoints. In addition, all such methods of non-tax assistance
offered by a developing country would also have to be ar.alysed from the viewpoint
of their financial feasibility and realistic utility to the investor.

225. It was further recognized, again with reference to a developed country that
did not utilize tax-sparing credits in its treaties, that situations should be
studied in which the absence of a tax-sparing credit by the developed country
would not offer any real obstacle to the effective utilization by a developing
country of tax incentives as the method of financial assistance to investors, with
any part of such assist~~ce going to the benefit of the developed ~ountry. Thus,
if a subsidiary in a developing country were using the profits ef its initial
period of operation to payoff the borrowed capital that financed the enterprise,
then tax incentives granted that subsidiary by the developing country would be of
immediate aid to the enterprjse without any resort to a tax-sparing credit by the
developed country. This would also be the case if the profits were being
reinvested by the subsidiary. There might well be other ways in which the
SUbsidiary's profits were being utilized that did not involve a direct repatriation
to the parent or other payment to the residence country, which was the only
situation that would produce a basis for tax-sparing credits.

226. Also, assuming a developed country was itself desirous of providing
inducements to its investors to invest in developing countries, but not to use a
tax-sparing credit approach or other aspect of its tax system, then here also
there would be an opportunity to consider what forms of financial assistance
through the use of expenditure techniques were aV3.ilRble for this purpose and
could be utilized or recognized in tax treaties.
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v. FUTURE WORK AND OTHER QUESTIONS

227. The Ad Hoc Group then proceeded to discuss the agenda for the next meeting'
it was informed that there were as yet the following unfinished topics:

(a) Methods for the elimination of double taxation and tax incentive
problems

(b) Exchange of information

(£) Interest on deferred credits

(d) Leasing

(~) Non-discrimination

(f) Treatment of non-permanent residents

(g) International income allocation

(h) Income from immovable property

(i) Capital gains

In addition, there might be other problems meriting discussion, such as the
avoidance of double taxation in respect of wealth taxes imposed in a number of
countries.

228. Another member suggested adding the discussion of domicile (article 4 of the
OEeD Model Convention). The Ad floc Group then briefly discussed the time and
place of the next meeting. The de~ision on these matters was left to the
Secretariat.
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ANNEXES

ANNEX I

Economic and Social Council resolution 1541 (XLIX). Tax treaties
between developed and developing countries

The Economic and Social Council,

Recalling its resolution 1273 (XLIII) of 4 August 1967 and 1430 (XLVI) of
6 June 1969 on tax treaties between developed and developing countries,

Having considered with satisfaction the progress report of the Secretary­
General and the secoLd report of the Ad Hoc Group of Experts on Tax Treaties
between Developed and Developing Countries,

Noting the Group's unanimous vie,,] endorsed by the Secretary-General that
substantial progress has been made in evolving suitable specific guidelines for
tax treaties through the study and formulation of texts of solutions which had the
general support of the members of the Group,

Considering that the mutual accommodation of differing interests is of great
importance for international tax relations between developed and developing
countries, and that the guidelines already formulated by the Group represent an
important form of technical assistance for the conclusion of future treaties,

\le]coming the Group's consid~ration of the questions referred to it by the
Secretary-General of the U~ited Nations Conference on Trade and Development on how
the tax treaty provisions on che exchange of information could be utilized to
combat tax evasion and capital flight,

r1indful of the great sati:faction expressed by the Committee for Programme
and Co-ordination with the work of the Ad Hoc Group of Experts,

Noting with great interest that the Committee for Programme and Co-ordination
unanimously endorsed the recommendation of the Secretary-General that the third
meeting of the Group be convened in 1971, as recommended by the Group, to continue
its successful work,

1. Requests the Ad !10(" Grnup of Exp~rts on Tax Treaties between Developed
and Developing Countries to continue its work ~s envisaged in operative paragraph 1
of Council resolution 1273 (XLIII);

2. Requests the Secretary-General to convene the Group i l1 J.9·1~, 1:Jrcr~J.·lj.hly

in the first quarter of the year, and to mRke 'the o.:fIl-'.LvpLlate financial allocation
to enable the Group to continue its work;

3. Invites the Secretary··Gene.t·al to report to the Council on the results
of the third meeting of the Group.

1721st plenary meeting
30 July 1970



ANNEX 11

LIST OF DOCUMENTS

Document No. Agenda item Title

ST/SG/AC.8/R.6/Add.2 1 Royalties (leasing, film rentals, copyright
royalties): the scope of royalties

ST/SG/AC.8/R.29

ST/SG/AC.8/R.40

ST/SG/AC.8/R.39 and
Corr.l (E only)

ST/SG/AC.8/R.4l

ST/SG/AC.8/R.37

ST/SG/AC.8/R.38

ST/SG!AC.8/R.35

ST/SG/AC.8/R.6/Add.8

ST/SG/AC.8/R.36

2

4

4

3

3

3

3

5

5

Dividends: Tax treatment of dividends

Application of tax-sparing provisions under
statutes or treaties of various countries

Tax sparing and alternate meaS'lres in Sri Lanka

Exchanges of information for the prevention of
international tax evasion and avoidance

International tax evasion and avoidance in
Ghana

Exchange of information submitted by the
member from India

Tax evasion in Mexico

Non-discrimination

An analysis of taxation of mineral resources
in developing countries (minin~ royalties
and other fiscal measures)
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ANNEX II!

ALTERNATIVE DRAFT TO ARTICLE OF THE OECD DRAFT DOUBLE TAXATION
COl\WENTION AND SUGGESTIONS BY HEJ,1BERS OF THE AD HOC GROUP OF
EXPERTS: OBSERVATIONS ON CAPITAL GAINS AND DIVIDENDS* a/

Article 13

Capital gains

Additional paragraph 4 proposed by the member from the Philippines

4. Gains from the alienation of shares of stock in a corporation, securities,
bonds or debentures or any other certificate of indebtedness may be taxed in the
place where the issuing corporation or entity is created, organized or
incorporated.

Explanation

There should be a special provision regarding the gains derived from the
alienation of shares of stock~ securities, bonds, debentures and other certificates
of indebtedness. These are peculiar holdings of a person and complicated ones.
There are doubts as to whether the certificates of shares of stock or of the
indebtedness is the property itself. We believe that the certificates are merely
the evidence of ownership or participation in a corporation. The equity of the
sha~eholder is in the assets of the corporation. Therefore, the country where
the corporation is organized or incorporated must have the right to tax the gains
derived from the alienation of the shares of stock. The source of tLe income is
the country which is the situs of the corporation.

It is also proposed to redraft paragraph 3 as follows:

3. Gains from the alienation of any property other than those mentioned in
paragraphs 1, 2 and 4 may be taxed in the Contracting State where the property
is located.

Explanation

This is a catch-all provlsl0n which totally deprives the country where the
property is located of its taxing rights. There is no sound reason why this
should be treated differently from that of immovable property. The country where

* Submitted by the member from the Philippines.

a/ Organisation for Economic Co-operation and Development, Draft Double
Taxat~_on__9on~~ntion on I_ncome ~n_\l __Capital (Paris, 1963), p. 49.
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the property is located has the obliGation of protecting it. Hhy should it be
deprived of taxing the gains derived therefrom? If it has an obligation, it must
have a right to tax gains.

A:-ticle 13

Capital ~ains

(Alienation of property)

1. Gains from the alienation of immovable or real property, as defined in
article 6, paragraph 2, may be taxed in the Contracting State in which such
pruperty is situat~~.

2. Gains from the alienation of property, other than immovable or real
property, forming part of the business property of a permanent establishment which
an enterprise of one of the Contracting States has in the other Contracting
State, including such gains from the alienation of such a permanent establishment
(alone or together with the whole enterprise), may be taxed in that other
Con~racting State. However, gains derived by a resident 'or a corporation of one
of the Contre.cting States from the alienation of ships or aircraft operated in
:nternational traffic and property, other than immovable or real property,
pertaining to the operation of such ships or aircraft, shall be exempt from tax of
the ether Contracting State.

3. Gains from the alienation of shares in a corporation or securities)
bonds or debentures and other certificates of indebtedness may be taxed in the
place where the issuing corporation is created, organized or incorporated.

4. Gains derived by a resident or corporation of one of the Contracting
States in the ot~er Contracting State from sale, transfer or conveyance of any
property, other than those mentioned in paragraphs 1, 2 and 3, may be taxed in
the Contracting State where the property is located.

Article 10

Dividends

Alternate proposal to paragraph 2 (ill CRE'e the rates are to be limited)

2. However, the tax so charged in the Contracting State where the company
paying the dividend is a resident shall no·t exceed:

(a) 10 per cent of the gross amount of the dividends, if the recipient is a
company (excluding partnership) which holds direct1y at least 25 per cent of the
capital of the company paying the dividends;

(b) In all other cases, 20 per cent of the gross amount of the dividends.
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Article 10

Dividends

Alternate draft to article 10 ("Dividends") proposed by member from the Philippines

1. Dividends paid to the resident of a Contractin~ State by a' company which
is a resident of the other Contracting State may be taxed in that other State.

2. However, such dividends may be taxed in the Contracting State where the
recipient of the dividend is a resident and according to the law of that State,
but a tax credit should be allowed for the tax paid in the other State (may be
removed by virtue of art. 23 B).

3. The provisions of paragraphs 1 and 2 shall not affect the taxation of
the corporation in respect of the profits out of which the dividends are paid.

4. The term "dlvidends" as used in this article means income from shares,
"jouissance" shares or "jouissance" rights, mining shares, founders' shares or
other rights, not being debt-cl~ims, participating in profits, as well as income
from other corporate rights assimilated to income from shares by the taxation law
of the State of which the company making the distribution is a resident (same
as OEeD, para. 3).

5. The provisions of paragraphs 1 and 2 shall not apply if,the recipient of
the dividends, being the resident of a Contracting State, has in the other
Contractin~ State, of which the company paying the dividends is a resident, a
permanent establishment with which the holding by virtue of which the dividends
are paid is effectively connected. In such a case, the provisions of article 7
shall apply (same as OECD~ para. 4).

6. vfuere a company which is a resident of a Contracting State derives profits
or income from the other Contracting State, that other State may not impose any
tax on the dividends paid by the company to persons who are not residents of that
other State, or subject the company's undistributed profits to a tax on
undistributed profits, even if the dividends paid or the undistributed profits
consist wholly or partly of profits or income arising in such other State (same as
OEeD, para. 5).

Justification

The proposal seeks to establish the primary right of the source country to
tax income arising therein, in contradiction to the present provisions of
article 10, which grant the primary right to the home country to tax dividends
arising in one country. The developing country takes a very strong position of
adopting the principle that the country of source of income should have the
primary right to tax such income without curtailment of its taxing rights.

It must be nointed out that one of the provisions of the OECD model draft which
is unacceptable to the developing countries to enter into a tax treaty is the
present provision under article 10. In fact, of the 22 tax treaties negotiated
between developing and developed countries for the years 1963 to 1967, only
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one country siRned in accordance with article 10 of the DEeD draft, and this
country may no lon~er be considered as developinr,. v!e need not stress any
further the arguments advanced for and in behal~ of the residence rule or the
source rule. Much has been written and said on this matter which needs no
further elucidation. The per~anent establishment rule fortifies the position of
the developinG country in its primary right to tax income arisin~ therein by
providing that only so much of the profit attributable to the permanent
establishment may be taxed by the State vmere the permanent establishment IS
located, thus giving full rir;ht of taxation to the country of source.

Long before tax treaties ,.,ere entered into, the primary right of the source
country to tax dividend income arising therein has been acknowled~ed by many
developed countries through provision in their tax systems of the tax-credit
method for foreign source income. In earlier days, the right of all countries to
tax income and business activity conducted within their countries was universally
recognized, being an attribute of sovereignty. It was only in more recent years)
when means of transportation and communication were well developed, facilitating
more international business transaction3 that the question of tax jurisdiction
and elimination of double taxation came about. A study was therefore started even
by the League of Nations, which brought about the Hexico and London drafts.

The OECD countries, much concerned with the problem of douole taxation and a
desire to eliminate tax barriers to international trade} issued the OECD nodel
Dra~t Convention in 1963) with provisions deemed suitable among themselves. They
were) however, observed mainly hy countries whose economic levels were appro~imately

the same and which belonged to the same geographical areas. Very few, if any,
of the less developed countries participated in drafting this model tax
convention.

The provisions of the model draft, especially those on dividends, interests
and royalties, may be acceptable among developed countries whose economic levels
are almost the same, because whatever taxes they for~o.on income arising in their
country by foreigners could be r~couped in the full taxation of their residents.
This is the first time that less developed countries are really given a chance
to express their opinion and parti.cipate in dra~ting provisions which will be
suitable to them vThen entering into tax treaties with developed countries.

No matter what guidelines are adopted by the present Tax Expert Group, there
will always be reluct8nce on the part of the developing countries to enter into
any tax treaty where their taxing rights on dividend income arising from their
country will be curtailed or diminished. If we are to achieve the purpose for
which this ad hoc Group of Tax Experts was called upon, that is) to explore ways
and means to facilitate the conclusion of tax treaties between developed and
developing countries, the primacy of the principle of source rule instead of the
residence rule must be recognized.

It has been suspected that the non-conclusion of tax treaties between developed
and developing countries impedes·the free flow of capital from the developed to
the developing countries and that, in order to accelerate the flow of capital,
the developed countries argue that the rates of withholding tax on dividends by the
developing countries be reduced to a range of from 5 to 15 per cent. It is assumed
that by reducing the withholding tax on divide~ds b~r the developin~ countries,
there will be more attraction for capital to flow L ..
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In order that tax concessions may really create incentives for capital to
come in, the tax waived must inure to the benefit of the investor. ~1ere reduction
of the withholdinc tax on dividends by the developin~ countries without a cOlli~lement

of tax exemptions or tax credit with tax sparing on the part of the developed
countries would in no way benefit the investor and would only involve a shiftin~

of the payment of part of the tax from the treasury of the developin~ countries to
that of the developed countries. Reduction of the withholding tax on dividends
by developing countries is not, therefore, the only alternati'Te to enhance the
free flow of capital to them.

Let us abandon the residence rule and recoGnize the le~ality and propriety of
the source rule. Let the country of source of income assert its full taxing
right and the country of residence exempt it. This is the best approach to the
double taxation problem. After all, levying one tax on the same income is not
objectionable. Tax is always considered a necessary business expense, and all
br.sinessmen are always ready and willin~ to pay it!

Let tax incentives to invite foreign capital be left to the national laws of
developing countries. This is a wiser po~icy because the tax incentive laws can
be directed along the areas requiring economic development in th8 country. In
fact, many developing countries have adopted incentive laws to i~vite the flow
of capital, which are mu~h broader in scope than mere reduction of withholding­
tax rates.

It has been argued by developed countries that revenues should be shared
between the capital-exporting country and the country of source of income. Why
should developed countries crave to share with the meager revenues of the poor
country? Why can't the developed country allow in full the collection of tax by
the developing country? It is a trend in the modern world for the developed
countries to extend aid to the developing countries in order to raise their
economic development and standard of living that may approximate the level of the
developed countries. The United Nations has greatly concerned itself with narrowing
the gap between the rich and poor countries in order to achieve a better world.
How can this world aspiration be accomplished if the revenues of impoverished
countries will still be shared between the haves and the have-nots?

It is also argued that withholding-tax rates which are t~o hi~h may discourage
the flow of capital. While it may be admitted tilat tax is a factor to be
ccnsidered in investment, it is only a very minor one. The o~timum consideration
for an investor to engage in business is "profitability", a~durning that all other
factors such as stability of government, peace and order, facilitieo and other
governmental pOlicies are normal. Payment of taxes is not so material as long as
the net return after taxes is fair and reasonable. Most developing countries,
because of the availability of cheap raw materials, low cost of labour, lcw cost
of living and potentiality of good markets, offer good opportunities for profit,
which is the real attraction for capital to come in. The developing countries
have this much to offer, which id sufficient to attract foreign capital. These
factors are the primary considerations for investmen~, far outweighing tax
concessions. Capital has a natural tendency to move to greener fields where it
has an opportunity to grow. Capital, like hun~er, will always seek a place where
it can satisfy its hunger. It is therefore incorrect to argue that the high
withholdine tax on dividends levied by developing countries impedes the flow of
capital.
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It is argued that if the level of taxes of the less developed country will
exceed that of the taxes imposed by the home country, capital will not move to
the less developed country. This may not be true. As pointed out earlier, capital
will go anywhere where it will brin~ the best net return. Profitability is the
main consideration for investment. If the net yield of the investment is still
high after taxes, the flow of capital will not be discouraged.
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Part Two

ISSUES RELATING TO ~'AX. TREATIES BETWEEN DEVELOPED
AND DEVBLOPING COUNTRIES

Report of the Secretary-General to the Ad Hoc Group of Experts

In pursuance of Economic and Social Council resolution 1541 (XLIX), the
Secretary-General prepared a series of studies to assist the Ad Hoc Group of
Experts at its 4th rr:eeting. These included detailed reviews of ~;uch !!atters as
tax treatment of dividends, exchanBe of information for the prevention of
international tax evasion and avoidance with reference to case studies in a few
developing countries such as India, t/lexico and Ghana, and methods of elimination
of double taxation including tax spaj.'ing aI. 1 alternative measures. Questionnaires
on aspects of the ta.x-sparing credit and excDange of information were sent to the
Group of Experts, who availed themselves of the studies to initiate their
discussions and suggested that further studies be made in other areas.

- 57-

....



I. TAX TREATMENT OF DIVIDENDS*

A. ?tatutory la\-, of selected developed countries

Dividends received by non-corporate shareholders

Every tax system must, in one form or another, take a position on the problem
of economic double taxation of corporate profits, i.e. the fact that these
profits are first taxed to the corporation as and when they are earned, and again
to the shareholders as and when they are distributed to them as a dividend.
Depending on their approach to this problem, developed countries can be roughly
divided into four eroups, A number of countries, while fully aware of the
problem, have decided not to give any relief on that ground. Other countries
give relief from double taxation at the corporate level, and a third Group
provides relief at the shareholder level. Finally, certain countries have devised
particular methods of relief that are not applied elsewhere c

Countries not extending any relief

Countries that have made a policy decision to accept the unrestricted double
taxation of distributed corporate profits include, among others, Denmark,
Luxembourg, the Netherlands, Portugal, Spain and the United Kingdom of Great
Britain and Northern Ireland. Where both the corporation and the shareholders
pay tax at the rate of 50 per cent, the aggregate corporate and individual taxes
on the distributed profits amount to 75 per cent; where the corporation is taxed
at the rate of 50 per cent and the shareholder at a marginal rate of 60 per cent,
the combined tax burden is 80 ner cent.

Countries extendinR relief at the company level

Relief from double taxation at the company level means that distributed
profits of a corporation are taxed at a lower rate than its retained earnings.
This system applies at present in Austria, the Federal Republic of Germany,
Greece, Japan and Norway. Belgium might also be included in this category,
although the tax benefit extended to distributed profits is very slight. Since
the relief measure is applied to the corporate tax, it benefits non-resident as
well as resident shareholders.

Under the law of Austria, distributed profits are taxed at one half the rates
(between 31 and 57 per cent) that apply to retaine~ earnin~s. Since the
amount of profits that must be retained to pay the tax on distributed profits is

* In the preparation of this chapter, the United Nations Secretariat was
assisted by Henry J. Gumpel, Attorney-at-Law, Halter, Conston, Schurtman and
Gumpel, p.c., IJew York, ",ho acted as a consultant.
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itself an item of undistributed profits that 1S taxed at the higher rate, the
effective ageregate minimum rate will always be higher than the statutory rate
of 20 per cent. Assuming, for example, that the median tax rate on retained
earnings is 40 per cent and that all profits after payment of income taxes are
distributed~ the aggregate tax rate would be 25 per cent. 1/

A similar system applies in the Federal Republic of Germany. Disre~arding

the 3 per cent income tax surcharge presently in effect~ the statutory rates
applying to distributed profits and retained earnings are 15 and 51 per cent,
respectively. For the reasons indicated above, the minimum effective tax rate
which applies after all after-tax profits are distributed is 23.85 per cent
(not 15 per cent). The system briefly summarized here may be replaced by an
entirely different one that would provide far-reaching relief at the shareholder
level.

The basic corporate tax rate in Greece is 35 per cent, increased by a
15 per cent surcharge. Since the surcharge is deductible in computing taxable
iLcome, the aggregate tax rate is slightly over 38 per cent. This rate applies
to retained earnings only. Dividends are deducted in computing taxable income
so that the tax on distributed profits is zero. The tax on retained earnings is
refunded to the corporation if these earnings are distributed at a later time.
Accordingly, distributed profits are taxable only in the hands of the shareholders.

A similar rule applies in l-Torway. The corporate taxes imposed in that
country are a State tax at the rate of 26.5 per cent and a municipal tax which
varies between 17 and 20 per cent; the latter rate is the prevalent one. For
State tax purposes~ a corporation is entitled to deduct the amount of distributed
profits so that in principle only retained earnings (including required
appropriations to the statutory reserve) are subject to the tax. Distributed
profits are subject to State tax at the shareholder level. As a result~ the
corporation is taxed at a rate of approximately 50 per cent on retained earnings
and 23.5 per cent on distributed profits in cases of a full distribution.

A split-rate system also applies in Japan. Retained earnings are presently
taxed at a combined maximum rate (corporation tax, inhabitants tax and

1/ The formula for computing the amount of m1nlmum undistributed profits
(or minimum tax) is:

y = taxable income for corporation income tax purposes
~ = profits to be retained for payment of tax

0.40 = tax rate on retained earnings
0.20 ;::"tax rate on distributed profits

Then:

x =0.40x + 0.20 (y - ~)

If prJfits ere 1,000, the formula becomes

~ = 0.40x + 0.20 (1,000 - x)
x = 250

Tux on retained earnings (40 per cent of 250) ••••••••••
Tax on distributed profits (20 per cent of 750 (1~000 - 250)) ••
Total tax • • • • • • • • • • • • • • • • • • • • • • • • • • • •
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enterprise tax) of 48.35 per cent, und distributed profits at a maxImum rate of
36.02 per cent.

Countries extending relief at the shareholder level

Under the tax systems of Belgium and France, corporate taxes are treated as
paid in part on behalf of the shareholders, who therefore receive a credit
against their individual income tax. A similar system may be introduced in the
Federal Republic of Germany. Canada also provides a credit against an individual
shareholder's tax for a fixed percentar;e of the di vi dends recei ved; the amount
of this credit has been considerably enlarged by the recent reform bill.

Belgium provides a fixed credit (credit cl'imnot) of 15 per cent (one-half
of the regular corporate tax rate) aGainst the shareholder's tax on dividends.
The shareholder includes 85/70 of the r,ross dividend in taxable income and
reduces the tax payable thereon by two credits amountinr; to 15/70 (one-half of the
corporate income tax of 30 per cent) and 14/70 (withholdin ~ tax at the rate of
20 per cent). The shareholder can claim a refund if the withholding tax exceeds
the income tax due; Ilo\vE'Ver, the credi t for one-half of the corrorate tax never
results in a r. fund.

A much morc elaborate, and from thp shareholder's viewpoint more advantae;eous,
system applies in France. An individual shareholder receive1, irrespective
of the relative size of his investment, a tax credi t (avoir fiscal) of 50 per cent
of the e;ross amount of the di viden(l, provided that the profi ts from which the
dividend is paid have borne French corporate income tax at the full rate of
50 per cent. The followinr; exrunpl(" illustrA.tes the effect of these rules.

Example I

Pre-tax nrofit of corporation • • • • • • • • • • • • • 100

• • • • • • • • • • • • • • • • • • • • • •

• • • • • • •• • • •

Corporate tax, ~t 50 per cent ••

Balance distributed us dividend.

frax credit

• • • • • • • • • • • 50

so
25

Di vi dend reported by ::;llarel !ulder • • • • • • • • • • • 75

Share holder's lncome tax at averGr;t~ rate of 50 reI' cent 37 •5

Tax crpdit • • • • • • • • • • • • • • • • • • • • • •

PalarlCf> of tax 1'3'yabl~.~ • • • • • • • • • • • • • • • •

If the shareholder's i nd i vi dual income tnx applyi nr~ to the cli vi dend income
1 s le~,s than -33.5 pc r cent, Ull' cl i fferenct' i;, rt' [untied.

The rule is mOllified if the corporate profits from which the dividend is
rai cl hElve not borne French corporation tax at the full ratp, e .g. becaw:){~ the
profi ts were earned R.hroad. 1'0 the; t'Y t that the profi ts were not fully taxed,
a corr:Joration <lis tr ibuti rw a d i videnc1 i:::; requi reel to mal,e H prenayment (flrecomnt c)
in the IW10unt of the tax ('r,'cLit to tlt~_, I,'n:nch Government. The followinr~ example
i 11u s t r 3.t e ~:; U lI' C' 01'1111 d .I ; _\ rl •



Example 2

• • • • • • • • • • • • • • • •

• • • • • • • • • • • • • • • •

• • • • • • • • • • • • • • • • • •

200

300

100

100-
100 200

300

150

450

225

150

75

450

135

150

15-

•

• •

• •

• •

• • •

• • • •

• • • •

• • • •

• • • • •

• • • • • •

• • •

• • •

• •

• • • • •

• • • • •

• • • • • • • • • •

Refund

Individual lncorne tax, at 30 per cent •

Tax credit

Individual income tax, at 50 per cent •

Tax credit

Tax payable on dividend •

Dividend income •

Prepayment (precompte) equal to
tax credit ••••••••••

From foreign sources (after foreign tax)

French income tax, at 50 per cent •

Tax credit (one-half of French income
tax plus ~ntire amount of prepayment) •

Dividend income •

Pre-tax profit of corporation:

From French sources • • •

(rhe Tax Reform Commission appointed by the German Government in 1968
recommended the substitution of a tax credit system after the French model for
the split rate system as of 1 Jill1uary 1974. The proposed system would be even
more favourable to the shareholder than the French system because credit would
be granted for the full amount of the corporate tax. It is presently planned
to set the uniform corporate tax rate at 56 per cent. This fi~ure would also
become the maximum rate of the individual income tax, although somewhat higher
fiGures have also been named. The Commission's Report points out that tax
considerations will no longer be a factor in selecting the legal form of an
enterprise because all business enterprises ""ill be taxed alike. The Report also
states that there would no longer be a need for dividend withholding taxes under
the proposed system and that the tax advantages presently en,joyed by non-resident
sharehulders would h2 terminated.

Under existing Canadian Im-l, which, however, is about to be changed, a
resident shareholder of a Canadian corporation can reduce his tax by
20 per cent of the dividend income. The Tax Reform Bill, which the Canadian
Government submi tted to Parliament on 18 June 1971, increases the rate of the
credit to 33 1/3 per cent; it also requin.':~ the shareholder to include this
credit in income. It is claimed that the prorosed change would make the dividend
credit more equitable and reduce the tax burden of individuals whose marginal
income tax rate is less than 40 per cent.



Intercompany dividends

Domestic intercompany dividends

Practically all developed countries grant tax relief for dividends distributed
by one member of an affiliated group of corporations to another member because
the conduct of a unitary business through various corporate vehicles does not
justify multiple taxation of the same profits. A number of countries extend
this relief to other corporate dividends regardless of the proportional size of
the investment.

United States of An:erica

American tax law provides for a 100 per cent dividends received deduction
for dividends passing between members of an affiliated group of corporations.
The same relief is available to so-called small business investment companies.
In all other cases, the dividends-received deduction amounts to 85 per cent of
domestic dividends.

United Kingdom of Great Britain and Northern Ireland

Dividends which One company resident in the United Kin~dom receives from
another resident company are referred to as "franked investment income" and are
not chargeable to corporation tax in the hands of the recipient corporation.
Such dividends are, however, subject to withholding of income tax at the standard
rate. The income tax deducted from the dividend can be used by the recipient
company as a set-off against the income tax which the company is required to
account for under schedule F on its own distributions. The income tax on
dividends received will support a claim for refund if it is offset by trading
losses of the recipient company. If a corporation has an excess of franked
investment income OVEr the amount of its distributions for any year, this excess
may be carried forwa~d and set off against the tax in future distributions.
Failure to withhold tax results in the payment is regarded as a net amount
remalnlng after the deduction of tax from a corresponding gross amount.

France

The rules of taxation differ for French corporations which qualify as
"parent companies" and others which do not so qualify.

To qualify as a parent, a company must be incorporated in France and hold
shares representing at least 10 per cent of the issued capital of the
"subsidiary". The shares must be nominee, or, if in bearer form, be deposited
wi th an approved financial establishment. The shares must have been subscribed
for at time of issue or the company must have committed itself to hold them for
at least two years from time of issue. The subsidiary may be a French or a
foreign company.

If the recipient company qualifies as a parent, the dividend it receives
from the subsidiary, less its expenses related to the dividend income, is
excluded from taxable income. The expenses related to the income are arbitrarily
fixed at 5 per cent of the dividend plus one-half of the tax credit that attaches
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to it. The tax credit amounts to 50 per cent of the dividend distributed by a
French company. If the subsidiary is a French corporation, taxable dividend
income thus amounts to 7.5 per cent of the gross dividend. In the case of
dividends received from a foreign sUbsidiary, the credit may be equal to the
foreign withholding tax as determined under the rules of a tax convention.

A company which does not quality as a parent includes the dividend in
taxable income and deducts one-half of the tax credit attached to the dividend
from its income tax. As stated before, the tax credit amounts to 50 per cent
of a domestic dividend. For dividends distributed by foreign corporations
there mayor may not be a credit for foreign withholding taxes, depending on
the provisions of a tax convention between France and the foreign country.

The rules stated above may be illustrated as follows:

Recipient entity French parent

French company
not Qualifying

!is parent

Dividend declared by French company • • • • • 100 100

Less: viithholding tax • • • • • • • •

Net dividend received • • • • • • • • • 100 100

Tax credit • • • • • • • • • • • • • • • ~ 50

Amount subject to corporation
income tax • • • • • • • • • • • • • • 7.5 7.5

Corporation income tax at 50 per cent • 3.75 50

Less: Deduction of one-half of the
tax credit • • • • • • • • • • • • • • • 25

Net tax payable • • • • • • • • • • • • ~J2 25

Net dividend retained • • • • • • • • • 96.25 75

Federal Republic of Germany

If a German resident corporation or other commercial entity invests in
another resident commercial entity, the dividends distributed by the latter are
not subject to corporation income tax, provided that the recipient entity has
held 25 per cent or more of the share capital of the subsidiary directly and
continuously for at least 12 months prior to the end of its taxable year in which
it receives the distribution. This intercompany dividend exclusion does not
apply to distributions by foreign subsidiaries as a matter of statutory law; it
has been extended to such distributions, however, u.nder most recent tax conventions
of the Federal Republic.

A domestic subsidiary is not obliged to withhold tax at the source upon
payment of a dividend to its parent company; accordingly, the dividends are

-63-



burdened only with the 15 per cent corporate tax on distributed profits paid by
the subsidiary. However, the exemption of the distribution in the hands of the
parent require.:.> that the latter redistribute the dividend received to its own
shareholders. If this rule is not observed, the dividend becomes subject to a
"supplementary tax" at the rate of 36 per cent, which, together with the
15 per cent tax paid by the subsidiary, raises the aggregate tax rate to
51 per cent, the tax rate applicable to retained earnings. There is a conclusive
statutory presumption that the recipient corporation distributes its own profit.3
before redistributing the dividend received to its shareholders. Accordingly,
the conditions for utilizing the intercompany dividend exclusion are difficult
to meet unless the recipient entity is a pure holding company.

Japan

Dividends and deemed dividends received from domestic corporations are
excluded from gross income. Interest applicable to the acquisition cost of the
shares is not deductible.

The Netherlands

A Dutch corporation ~s not taxed on dividends (in cas.h or property) it
receives from another Dutch corporation if the following conditions are satisfied.
The par~icipation in the distributing corporation must amount to at least
5 per cent of the par value of the paid-up capital of the company in which the
investment is made; the shares must have been held continuously from the beginninc:
of the recipient company's taxable year; and the parent must not be an investment
company. Investment companies, which may hold real estate and mortgages in
addition to securities, are also exempt from corporation income tax on dividends
received by them, provided they distribute the ir net income currently to the
shareholders.

Switzerland

Dividends received are exempt under federal lavl and the law of 13 cantonR
if the recipient corporation owns at least 20 rer cent of Sw. F 2 millicn
in value of the capital of the distributing corporatiun. rl'he latter may be a
Swiss or a foreign entity.

Norway

Domestic intercompany dividends were exempt from Nonlec;ian taxes on Income
(State and municinal tA.xes) until 1970. Dividends receiveo after the end of that
year are subject to State but not municipal tax.

Sweden

As a general rule, a Swedish corporation is exempt from corporation income
tax \"i th respect to dividends received froP1 another Swedish corporation in which
it holds a participatjon of at least 25 per cent in terP1S of voting pmver.
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Smaller participations may qualify if the holding is connected with the
shareholder's business or that of a related company~ portfolio holdinGs never
qualify. These rules do not apply to dividends collected by banks, investment
companies, holding companies and closely held corporations which fail to
redistribute the dividends received (or a major portion thereof i~ the case of
investment companies) to their own shareholders.

Be1;~ium----
A Belr;ian corporation deducts 95 per cent of the net dividends received from

another Belgian corporation and pays tax on 5 per cent of the dividend to the
extent that the tax rate of the recipient corporation does not exceed 30 per rent.
The deduction is reduced to 90 per cent for portfolio holdine co~rDnies. In
either case, the exemptions apply irrespective of the relative size of the
investment. The exemptions apply to the net amount received after BelGian and
foreign withholdi~~ taxes.

Intt:rcGffiPany dividends derived from foreir,n corr.:orations
or naid to non-resident shareholders

United States of America

As a general rule, intercompany dividends derived from a foreien corporation
are fully taxable in the hands of a United States corporate shareholder. The
dividends received deduction applies, to a limited extent, to distributions
made by foreir,n corporations that have been engaGed in trade or business in
the United States for a conspcutive period of 36 months (or such shorter period
as the foreign corporation has been in existence), provided that at least
50 per cent of its rross income from all sources during that period has been
effectively connected with the conduct of a trade or business in the United States.
If these conditions are satisfied, the dividends received deduction can be
claimed for that proportion of the distribution which corresponds to the ratio
between the corporation's cross income that is effectively connected with its
United States business to total Cross income (Internal Revenue Code, Title 26,
sect. 245).

Apart from t.r.e forecoinc) a United States corporation can claim the "direct"
foreiGn tax credit (Internal Revenue Code~ Title 2G, sect. 901) for foreicn
wi tholdinG taxes imposed-c;r;- the dividend a.nd the "indirect 11 or "deemed paid I,

foreicn tax ~redit under section 902 of the Code for underlyin~ taxes of the
forei'~,n corporation. 'This credit can be claimed to the extent that dividends
are distributed by the first, second or third-tier foreign subsidiary, provided
Lllat the shareholdinCs at each level amount to at least 10 per cent in terms of
votin('; pov..rer, with an aver·-all minimum sharehaldinc: of not less than 5 per cent
(Inter~l-Re~n~Code~Title 26~ sect. 902, as amended in 1970).

In the absence of a tax treaty, dividends paid to a forei~n corporation
are subject to witholdinc tax at the rate of 30 per cent (Internal Revenue Code,
Title 26) sect. 1441).
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United Kinf>dom ?f Great Britain and Northern Ireland

Intercompany dividends received from a foreign corporation are subject to
corporate tax, presently at the rate of 40 per cent. The foreign tax credit
(direct and indirect credit) applies. Unlike the rule in the United States~

there are no limitations on the indirect foreign tax credit concerning a
minimum investment in foreign corporations or the number of tiers of ownership
of foreign subsidiaries.

The statutory witholding rate for dividends lS the lncome tax, presently at
the rate of 38.75 per cent.

Fr8~~e

No distinction is made under French law between domestic and foreign
intercompany dividends. Thus; the statements made in reference to domestic
intercompany dividends apply in full to distributions made by foreicn subsidiaries
of French companies.

Federal Republic of Germany

As a matter of statutory law, foreiGn intercompany dividends are as a rule
fully subject to German corporation income tax~ the intercompany dividend
exemption in favour of domestic dividends does not apply. Present German tax law
recocnizes only the direct foreign tax credit for foreign witholding taxes paid,
but not an indirect cr.edit for the under:yinc tax of a foreign subsidiary which
distributes a dividend. ~

In lieu of claiming the foreign tax credit, a resident corporate shareholder
of a foreign corporation engaged in certain active business operations and
located in a non-treaty country can elect to be taxed on the dividends at the
flat rate of 25 per cent, provided that the investment amounts to at least
25 per cent of the share capital of the foreign corporation and that it was held
by the resident entity continuously from the beginning of its taxable year.

The statutory witholding rate on dividends distributed to foreign
corporations is 25 per cent.

g/ As the first exception to this rule, a bill designed to combat tax
evasion in international transactions presently before the parliamentary
cornmittees provides for a deemed-paid foreign tax credit for foreign income
taxes imposed on base company income of controlled foreign corporations.
Unlike the United States rule, this credit can be claimed by individuals as
well as corporations and is not dependent on the distrib~tion of a dividend.
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Japan

Foreign intercompany dividends are in principle fully taxable, subject to
the direct foreign tax credit, and, if certain conditions are met, a deemed paid
foreign tax credit. The latter credit can be claimed if the Japanese corporation
owns no less than 25 per cent of the issued share capital of the foreign
corporation in terms of number of shares or voting power, and if the foreign
corporation has been established for the purpose of carrying on a bona fide
business in the foreign country and not merely for tax l'easons. The deemed paid
credit can be claimed in proportion to the amount of dividends distributed by
the foreign corporation.

The statutory witaholding rate on dividends is 20 per cent.

The Nether.lands

A Netherlands corporation is not taxable with res~ect to dividends received
from a foreign corporation, provided that it holds at least 5 per cent of the
latter's paid-in share capital and that the foreign corporatior. is subject to a
national tax on income or profits at its domicile. The rate of the foreign tax
and the method of computing the taxable income of the foreign co~poration are of
no importance. Another condition is the.t the shares of the foreign corporation
are not held for investment purposes only.

In add:i.tion to the general holding privilege just discussed, which applies to
all Netherlands corporations, a special tax regime is extended to open-end or
closed investment companies. These companies may invest in real property and
mortgages in addition to securities and are exempt from Netherla~ds tax provided
they distribute their entire ordinary income (as distinguished from capital gains)
to their shareholders.

Switzerland

Foreign intercompany dividends, as domestic dividends, are in pr7nciple
subject to a Swiss federal income tax (defence tax). An exception applies,
however, if the Swiss corporation owns at least 20 per cent of the stock of the
foreign corporation or Sw. F 2 million in value thereof. Such dividends are
included in taxable income, but the tax of the company is reduced in the proportion
which dividends received from the "substantial pa.rticipation" bear to gross income.
It follows that a pure holding company whose income consists exclusively of
dividends is entirely exempt from federal income tax. The same rule applies in
13 (out of 25) cantons.

The statutory withholding rate on dividends paid to foreign shareholders
is 30 per cent.

Norway

The general statutory rule in Norway is that foreign income received by
Norwegian companies is fully subject to state and local income taxes, except
that foreign withholding taxes are permitted as a deduction from income. However,
only 50 per cent of income from foreign real property or profits of a foreign
permanent establishment are subject to Norwegian tax. This 50 per cent
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exemption aiso applies to foreign dividends collected through a foreign permanent
establishment or those recei.ved directly if the Norwegian company, either alone
or together with not more than nine other residents of Norway, owns at least
95 per cent of the shares of the foreign corporation and the latter in turn owns
real property or business establishments situated outside Norway.

'~he Norwegian statutory withholding rate on dividends paid to foreign
shareholders is 25 per cent.

Sweden

Foreign intercompany dividends are subject to the san18 rules of taxation as
tho~e which apply to domestic intercompany dividends.

The statutory withholding ~ate on dividends paid to foreign shareholders
IS 30 per cent.

Belgium

Intercompany dividends received from foreign sources are subject to the
precompte mobilier (tax prepayment) of 10 per cent, computed on the net amount
- --------of the dividend after foreign withholding tax. The 95 or 95 per cent deductions
discussed in connexion with domestic dividends can be claimed for the net amount
of the forej ~n dividend after deduction of the precompte mobilier and foreign
taxes applicable to the dividend.

The statutory rate of withholding tax on dividends paid to foreign
shareholders is 20 per cent.

Canada

Under present law a Canadian company can exclude dividends received from a
foreign corporation if it owns more than 25 per cent of the latter's voting stock.

The foregoing rule has been substantially changed by the Tax Reform Bill
~hich is in the process of becomin~ law. The Tax Reform Act became effective
on 1 January 1972.

Under the Bill the exemption of dividends received from non-resident
corporations in which a Canadian company holds a substantial interest will be
continued with respect to distributions maae from profits earned prior to
1976. Distributions from profits of 1976 and later years remain exempt if the
profits were earned in a country with which Canada has a tax treaty. The extent to
which dividends from subsidiaries of non-treaty countries are taxed will depend on
the amount of foreign taxes, including withholding taxes paid by the foreiGn
affiliate. The Canadian tax on these dividends shall be the amount required to
bring the total burden of domestic and foreign taxes up to the level of the
Canadian corporate tax. The rate of this tax will remain at 50 per cent until the
end of 1972; from then on, it will be reduced by one percentage point each year
until 1976, when it reaches 46 per cent.
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Unless the Canadian Government should be successful in concluding a
sicnificant number ot tax treaties with foreign countries by the end of 1975
(see White Paper), the new rule appears to discriminate against developinG
countries with moderate tax rates.

The rate of the Candian withholding tax on 1ividends (presently 15 per cent)
is to be increased to 25 per cent. In the caSe v;' companies with a "deGree of
Canadian ownershipll, the present withholdi~g rate ~f 10 per cent is to be
increased to 20 per cen~.

B. Statutory law of selected developin~ countries

Intercompany Dividends Paid to Foreign Corporations

Argentina

Argentine corporations and partnerships limited by shares as well as
associations of the civil law are subject to corporation tax on their net taxable
incooe at the flat rate of 33 per cent. No difference is made between distributed
profits and retained earnings. WithholdinG tax at the rate of 12 per cent is
payable on dividends paid to non·-residents, without distinction re~arding the
characteristics of the non-resident shareholder. The withholding tax does not
apply to stock diviu2nds.

Brazil

The general rate of the corporation tax is 30 per cent~ distributed profits
are subject to an additional corporate income tax at the rate of 5 per cent
except for distributions made by certain noncommercial entities, distributions
of stock dividends resulting from the capitalization of reserves or surplus
and dividends paid by companies with limited capital and reserves, as defined
from time to time by statute and in a few other situations.

The general rate of the dividend withholding is 25 per cent. However,
distributions made to non-residents which exceed 12 per cent of the aver.age
reGistered capital of the corporation during a three-year period (beginning
1n 1963)j are taxed at the following rates computed on the excess amount:

Between 12 and 15 per ce:-,t · . . . . · · · . . · 40 per cent

Beb.,reen 15 and 20 per cent · · · · · 50 per cent

Over 25 per cent . . . . . · . . · · · · 60 per cent

Chile

Corporations en[,aGed in commerce, industry, TIl1nlnC or fishing are taxed
at the rate of 35 per cent. No distinction is made between distributed and
undistributed profits. Except for stock dividends and certain other distributions,
dividends paid to non-resident shareholders are subject to withholdin~ tax ~t the
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rate of 37.5 per cent. In addition non-resident shareholders may become liable for
a special 7.5 per cent tax on their participation in the profit of the corporation
regardless of actual distributions made. The basis of this tax is the net profit
approved by the annual shareholders' meeting, reduced by additions to the legal
reserve and interim dividends paid durinr, the year. This tax does not arlply to
shareholders who submit an affidavit that they in fact own the stock that is
registered in their name or who, if the shares are held by them in trust, disclose
the identity of the beneficial owner.

Ghana

The company income tax of Ghana applies to all income accruin~ in, derived
from, brought into or received in the country. The rates of the tax are 55 per cent
for income retained in the country and 62.5 per cent for income transferred abroad.
For ~ompanies registered under the Excise Ordinance of 1953, the corresponding rates
are 50 and 57.5 per cent. The higher rates thus apply to profits distributed as
dividends to non-resident shareholders. The tax is deducted from the dividend and
accounted for by the Ghanaian corporation, and no further dividend tax is payable
by the shareholder.

India

Caveat: The tax rates shown below are those for the fiscal year 1970/1971. As a
result of the Beneral election held in March 1971, the budget proposals of the
Government were not presented to ParliaMent until late in Hay, and the Finance Bill
for the 1971/1972 fiscal year was not enactea at the time of this writing.

Domestic companies: An Indian company in which the public is substantially
interested (a so-called section 108 company) 3/ pays income tax at the rate of
55 per cent, or 45 per cent of its taxable income is less than Rs 50,000. Other
Indian companies pay income tax at the rate of 65 per cent, except for companies
engaged in preferred industrial activities inclucin~ the generation or distribution
of energy, shipbuilding, mining or the manufacturing or processing of goods. An
Indian company at least 51 per cent of whose taxable income is derived from such
qualifying activities is taxed at the rate of 55 per cent on the first Rs 1,000,000
of taxable income, and 60 per cent on the balance. Long-term capital gains (gains
from the disposition of assets held for more than two years) are taxed at the rate
of 40 per cent if derived from the sale of real property, and 30 per cent in other
cases. In addition, every company is liable for surtax. This tax is assessed at
the rate of 25 per cent on the excess of its "chargeable profits" 4/ over 10 per cent
of its capital 5/ or Rs 200,000, whichever is greater. -

3/ In broad outline, this is the case if either (,1) not less than 40 per cent
of the shares of the company are owned by the Government; or (b) if the company
is not a private company as defined in the Companies Act, 1956~ and several other
alternative requirements are complied with.

!:J Chargeable profits means, in general, taxable income after certain
adj ustments.

21 Includine paid-up share capital, certain reserves and certain types of
borrowed capital.
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Dividends which an Indian company receives from abroad are taxed as ordinary
business income. The same applies to domestic dividends, except that only
40 per cent of the dividend is included in taxable income.

Withholdinc taxes on dividends are inposed at the rate of 22 per cent on
distributions r~ade to an Indian company: 14 per cent on distributions to a
foreic;n compnny~ provided that the distributin[ corporation is not a section lOG
company and that at least 51 per cent of its income is derived from a priority
indusLry~ and 24.5 per cent on distributions by other Indian companies.

~fuere tIle profita of an Indian company distributed as dividends are less than
the statutory percentaGe of the distributable income, 6/ an undistributed profits
tax is levied at the rate of 50 per cent (investment companies) ~ 37 per cent
(tradin~ companies) or 25 per cent (other companies) on the distributable income
as reduced by the amount of dividends actually distributed. Distributable incor1e
consists in the main of total income less income tax and surtax.

A newly established industrial enterprise which satisfies certain conditions
lS entitled to a deduction of so much of its profits as does not exceed 6 per cent
of the capital employed. This tax holiday is Granted for the first five years
from the commen:ement of manufacture. Unabsorbed relief may be carried forward
up to eicht years after the date named, unless it arose in a financial year ended on
or before 31 March 1966.

F~~eicn companies: A foreiGn company enGa8ed in business in India is taxed at
the rate of 70 per cent if it is recoGnized as a company for Indian tax purposes.
If such recognition is not obtained, the foreic;n company is a.ssessed as a
non-resident association of persons, at Graduated rates of up to 85 per cent
(on the balance of taxable income over Rs 200,000), plus a 10 per cent surcharge.
1;fuether or not it is advantaGeous for a foreiGn company to obtain recognition
depends larGely on the nature and amount of its Indian-source income. If the income
is reGular business income, qualification as a company will always be advantaGeous
unless the expected profit is minimal.

A foreiGn company that is recognized as a company is subject to the surtax
discussed above. Dividends from Indian sources are subject to the 70 per cent
tax rate, Gut an 80 per cent reduction of taxable income is substituted for the
60 per cent reduction available to Indian corporate shareholders if the Indian
company distributing the dividend is a non-section 108 company which derives at
least 51 per cent of its income from a priority industry. In other cases, the
reduction is 65 per cent.

Royalties and technical service fees which a foreiGn company receives from
Indian sources under Governnlent-approved agreements are taxed at the rate of
50 per cent~ on a net basis.

6/ For most companies, the applicable statutory percentaGe is 60 per cent of
the distributable income excluding income derived from the preferred activities
discussed in the text. The undiJtributed profits tax does not apply to certain
types of companies, includinG section 108 companies, Indian companies whose plant
and equipment have a book value of more than Rs 5,000,000 and foreign companies.
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Israel

An Israc'li corporation pays two taxes on inCOtle ~ a company tax of3t) !)t'r Cl'nt
and an income tax at the rate of 25 per cpnt. Thl'" income tax is compute,l on net
profi ts '.tfter ueductinL~ the company tax and dividends dis tri buteu dllri ne the yt": r,
Thus, undistributed income is taxed at an effective rate of 53.5 per cent, ",hilt'
distributed income is taxed at a (l'reatly reduced effective rate depending on Ul'­
relative size of the dividends distributed.

In cOl'lputinL~ taxable profi ts for purposes of the c'orrcpany tax, dividends
received directly or indirectly from domestic corporations 1 i~lble for that t'n:
are excluded.

rrhe r.'J.t(· of the di videncl ,.,ri thholdirw tax 1S ~)5 per ('pnt"

r1exico

f1exican business enterprises, whether or not or,~anized in corrorate f('lrr;l, an'
taxe<l at ~rnduated rates of between 5 and 1.2 pc-}' cent. Nodi fferencc' is r;13.d,~

between distributecl and und.istril~uted. profits. An addition'll incoI:1c tax
(distributable profits tax)., i-lhich was in effect until 19G4, was n'introdllced
1n 19710

Dividends paid to non-residents of ~lexico are taxecl at i~rClcllHltpd l'n.tes of'
15 per cent (on the first 180,000 re~;os)~ 17.5 per cent (on the next 90.000 11csns)
and 20 per cent (on amounts over 270)000 pesos), After the end of the year, the
non-resident corporation should file a return in uhi ell the nnrmul ai vi lIt-ne! i tlCOPIC

is aggrez.;ated and pay the additional tax, if any, on the toted dividend lncone of
the year.

Pakistan

Lo~~ic. cor:"pu.nie~.. ; f\ Pakistani company pays income tax Rnd ~;upertax., both :It tIlt,
rate of 30 per cent. Companies which have mnde·lrranC("T!:f'nt.~~ for tht:' df'cl :1l"8t i m
and payr~lent of dividends in Pakistan are entitled to rcb:1tes from supertrp:.
Dependinc on the characteristics of the company and the ll!'lture 0 fits inCOl:lc',
these rcblltes vary between 5 and 15 percenta(~e points, thu~~ r(':lucini.~ the slll'I'ri:.:1':
by one sixth to one-hal f. Relipf from income tax and SU}H:'rt ax is !~ranted ~1t.

prescribed rates for income from exports.

Be_:inninc with the fiscal yt'ar 1971/1972, adtli t ional income tux WclS inl10sed at
the rate of 15 per cent on public companies anJ 25 per cent on non-public companie~'j

that fail to distribute, as n. dividend and \·lithin 6 ll'1011ths after the close of
their business year J at least Go per cent of the amount of their taxable income le~;~,,;

income tax and supertax thereon. The addi tionnl tax is imposed on the "excC's~)

undistributed income" of the company.) as defined in the Tncome Tax Act.

Domestic intercompany dividends (i.e. cash dividends received from a company
ha-ving its registered office in Pakis tan) are exempt from income tax. Such
dividends are also exempt from supertax if received by a parent company havine
its recistered office in one part (;'l1ing l' ) of Pakistan frof"1. a subs idi nry havine;
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its registered office in the other part of the country. Domestic dividends
received by a company in which the public is substantially interested are subject
to supertax at the rate of 15 per cent. All other domestic intercompany dividends
bear supertax at the rate of 20 per cent. Foreign-source dividends are
apparently taxed at the full rates.

Domestic stock diviJends are not subJect to income tax.
to supertax imposed on the issuinc: company. The rate of this
if the issuinG company is a pUblic company) or 20 per cent if
company.

They are subject
tax is 15 per cent
it is a non·-public

Beginning with fiscal year 1971/1972) a surcharge of 10 per cent (in some
cases, 12.5 per cent) is added to the income tax and supertax. IncludinG this
charge, a public company distributin~ its entire after-tax profit pays tax at the
rate of 60.5 per cent for the current assessment year. Undistributed income is
taxed to a public company at an aggregate rate of 77 per cent, and to a private
company at the crippling rate of 93.5 per cent.

f~~iL:u comp~nies: A foreign corporation is taxed under the rules applying to
domestic companies if it is recocnized as a company by the Central Board of Revenue.
In the absence of such recognition, the foreign company is taxed as an "association
of persons", at graduated rates of up to 70 per cent, plus surcharge. Dividends
distributed by Pakistani companies are taxed to a foreign corporation at the same
rates as those which apply to other income from sources in Pakistan.
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C. Tax treaties

Introduction

As illustrated in the first part of this report, the taxation of corporations
and their shareholders poses special problems under the national law of most
countries because it becomes necessary to consider at the same time two ~r0Ups of
taxpayers, often with conflictinG interests and objectives, and to integrat~ the
rules of taxation applying to both, unless the countries concerned make a con~~ious

policy decision not to relieve the double taxation of corporate profits.

The situation becomes more complicated if the distributinr corporation is
d.omiciled in one country and the shareholder is a resident of another country
because the rules of taxation applyinr to the two categories of taxpayer are no
longer part of one syster:l. 7/ Since the corporate tax is not shaped ,vith a view to
its effect on the shc.reholder' s tax, the ar;r:rer;ate tax burden on both May be p;reater
than it is on the dOf.lestic level in either of the two countries concerned. The
situation is aggravated if the country in which the dividend-paying corporation is
domiciled levies a corporate tax at a hi~h level and the shareholder's country of
residence imposes a substantial individual or corporate incone tax without givin~

statutory relief for foreign taxes on dividends. It is in this area that bilateral
tax treaties are called for to provide an equitable solution.

Additional problens arise in the taxation of intercompany dividends. As stated
above, 8/ practically all countries prcvide relief for such distributicns cn the
domestic level, especially where the corporations that dis~ribute and receive
dividends are components of one and the same enterprise. The same would appear to
be true, at least froM an economic viewpoint, where a parent corporation and its
subsidiary are situated in different jurisdictions. In fact, it could be argued
that the taxation of parent and subsidiary companies should parallel that of a
business enterprise with an unincorporated branch in another country because the
question of whether the foreign establishment of a corporation is conducted in
corporate or unincorporated fOlln has little economic significance.

The followinc; sur'rey sUP.lI'1ari zes the kinds of relief that are extended under
tax treaties in this area, and the methods through which relief is granted.

Treaties between developed countries

OECD Model Convention

Article 10 of the OECD Model Convention of 1963 provides that dividends shall
be taxable in the State of which the shareholder is a resident, but confers a
limited concurrent right of taxation on the State in which the distributinr

7/ "In this matter of dividends, differences between taxation and conflicts of
interest have an inhibiting effect that is not apparent in any other part of
international fiscal law": Organisation for Economic Co-operation and Development,
Draft Double Taxation Convention on Income and Ca ital- Report of the Fiscal
Committee (Paris, 1963)) p. 99, para. 1 .

8/ See part one (section on domestic intercompany dividends, paras. 57 ff.).
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corporation is domiciled. In abrogation of this rule, the prov1s1ons of article 7
of the Hodel Convention J dealing with the taxation of business profits, r;overn if
the shareholdin{.,: by virtue of wnich the dividends are paid is effectively connected
\vith a permanent establishment that is maintained in the source country by the
recipient of the dividend. ~/

9/ Article 10 of the OECD Podel Convention provides as follows:

"1. Dividends paid by a conpany which is a resident of a ContractinG
State to a resident of the other ContractinG State may be taxed in
that other State.

2. However, such dividends may be taxed in the ContractinG State of
which the corlpany paying the dividends is a resident, and according
to the law of that State, but the tax so charged shall not exceed:

(a) 5 per cent of the ~ross amount of the dividends if the recipient
1S a company (excluding partnership) which holds directly at
least 25 per cent of the capital of the company paying the
dividenc.ls:

(b) in all other cases j 15 per cent of the gross amount of the
dividends.

The competent authorities of the Contracting States shall by mutual
a~reement settle the mode of application of this lirli tation.

~his paragraph shall not affect the taxation of the company 1n
respect of the profits out of which the dividends are paid.

3. The term 'dividends' as used in this Article means income from
shares, 'jouissance' shares or 'jouissance' rights, mining shares,
founders' shares or other ri~hts, not bein~ debt-clains,
parl.,ic ipating in profits, as well as income from other corporate
rights assimilated to income from shares by the taxation law of the
State of which the company makin~ the distribution is a resident.

4. The provisions of paragraphs 1 and 2 shall not apply if the recipient
of the dividends, being a resident of a Contracting State, has in the
other Contracting State, of which the company paying the dividends is
a resident, a permanent establishment with which the holding by
virtue of which the dividends are paid is effectively connected. In
such a case, the provisions of Article 7 shall apply.

5. Where a company which is a resident of a Contracting State derives
profits or income from the other Contracting State, that other State
may not iMpose any tax on the dividends paid by the company to
persons who are not residents of that other St~te, or subject the
company's undistributed profits to a tax on undistributed profits,
even if the dividends paid or the undistributed profits consist
wholly or partly of profits or income arising in such other State."



Distributions other than i!lter~or'lpn.ny dividends 10/

A large nUI~er of the conventions surveyed follow th0 rule of the Model
Convention and lirni t the rate of the wi thholdinp: tux on dividends other than
intercompany dividends to 15 per cent. Treaties in this cater,ory include the
convention between Austria und Sp:dn (1966):. the treuties concluded by Belr:ium with
the Federal Republic of Germany (1967) nnd Japan (F~G5)) thL.' treaty b(:tweL'n Denmark
nnd Japan (1968)·~ the treaties of the Fede·ral R(:public of GtJrrmny with Japan
(1 0 66),11/ Spain (lqr;6) and the Uniteel Kinf~d0T!1 (1<)(l~/1970); the treaty between (Tapan
and N\..JrwQY (1967)' the treaties of Luxc.'mbourg with the N,.:tlwrl[m<1s (lq6R) 12/ Hnd
the Uni tell Kingdor.l (1967). ~~nd th\..:' trL':tty betWl:'\:n Spai n /lnLl Swi tzerlrmd (1966). In
a few instnnc cs I Ji ffcrent withhold inr: rat l':S arc :tppli ed by tht-' cont ract i nr: fitrL tL'G .
An eX:1mple in pc\int is the convention bl.:tw,:c:n P()rtu{~;ll tlnd the Uni tl.'d KinnlnJ'T} (19()8).
The r:ttl.;.' 0 f the Uni tl;j Kingdom wi th hold inp; tax undt~r thnt treaty is 15 pc:r cen t ,
wherc:ls the rntL's uf the PortugUese wi thhc'ldinr: t:,x (inc 1ud in,~ . Ill, lit i1ms fnr
substitute inherit,).nc(~ tCl.X :',nJ st'"'.,up t.tX t:tc.) 'trl 17.33 :In(l 26 per Cl,'nt J rkpt;nc1inr
on whE:ther the sl1~)rl:s on which the clistributicm is Hl".lll. ,'1.rl' rcgistl_:rld or in lll,:trt;r
forr.1 '

Hi thholll int~ rfl..tL:S hi {,;ht.:r or lowt:r thn,n 15 p,:r cent 'Lrl: compnrat i vl'ly in frequent.
A 10 pf'r cent withholding rate is [Lpplic(l by Austri ,'1 ullllvr i ts tr(;[~ty wi th Ireland
(lQ6~). 13/ A 25 per cent withholdinc tax aprlies under the convent,ion between the
Fl..'dcr:ll Republic of Gcrm::-my and GrL'L'C~ (1966), as und,.:r fl..ll tax trcatic:s conclwll,d
by the In.st-nuI:1ecl country, :1nd fl..n 18 per Cent rfttt..:: is st ipulated in the
b~l~ium-Frfl..nce convention (1964). 14/

10/ The term "intercomp,:1ny di vidt..'nLls" is ['.ppl it.:rl her(: itS re fcrring to
distributions 81':10n['; corporntions or otlh..:r legnJ. l::ntitic:s of which one holds Co

substr.nti['~ p:1rticipntion - fl..sJ.efint.:d in the: rtpplic[lbll.' treaty - in the shn.re
cn.pit'l.l of the other. Dividends rc:cc:ived by :.1 corporation whosc invcstml.:nt is less
them substr.ntiE'~ ~rc only rc:.rcly treateLl di ffc:re:ntly froD dividends paid to
noncorp0r~te shareholders under the trcil.ti~s.

11/ The last-nnmed trcnty, as others listed below, mflkcs th....: rc,luced
wi thholding tfl..Xl:S inA.pplic :l.ble if the dividends n.rc derived through n permn.nc:nt
est'1blishment in the source country.

12/ Dividends distributed by Luxembourg holding comp2niL's flre exempt from
Lux~mbourg withholding tQX under this tre~ty.

13/ Th\..:' Irish tc.x r1.tc is 35 per cent. However~ the t::.x withheld is the IriSh
corpor'1tion tn.x, which is rccr>.pturl.'d by the corporr.tion upon distribution of the
di vi liend nnd cred i tL'Cl ....p;'1inst the t ,'1X of the shnreholder. It is not n wi thholdinp:
t'l.X in the' c(lnvcntion'1l sense of thL' term.

14/ Undcr th(' (as yet unr~tifi0d) protocol of 15 Febru:::.ry 1971 to the
. - ." . . 1" B 1 .BelgIum Fr'1nc\: t"x trcn.ty, Frnnce \..:'xtends Its stn.tutory I1VOIr fIscn to c: ~Inn

shfl_rl.'holdcrs of Frcnc h corpDrr:.t ions. The no..turc- of this crel it is briefly discussed
}·.t /St~ttu:()ry l~w of selected deVeloped countries Fr:tnce/.
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•

In addition to the treaties named which distine;uish betvreen interco:npany
dividends and other distributions) a number of conventions apply the 15 per cent
withholllinF" tax rel~ardless of the characteristics of the shareholder or the relative
size of the investment. ~xatrlples of such treaties are those concludprl by Belr-o:ium
with Norway (19(;7), Sweden (1965/1967) 15/ .'Hld thL' United ;\in tdon~ (1C)87) tbe
treaties of Canada with Ireland (1966) ,-f{;/ Jar,3n (l~(~!d an: .ormy (l9~C) ant. tj~c

treaty between France and Japan (1964). --

Under most of the treaties named ) dividends paid on holdings that are
attributable to or l'effecti vely connected' wi th a perManent establ ishment maintai ned
by a corporation of one of the treaty countries in the territory of the other
country are taxed ip the latter as part of the industrial or commercial profits of
the establishment and not at the statutory or treaty wi thholdinc: rates. The country
in which the corporation is domiciled will recognize the tax of the source country
through credit or exeI;lption 1 dependinl~ on the method of treaty relief which it
applies. IJ!

Without exception, the shareholder I s country of domicile applies the: foreir::n
tax credi t device to preclude the doubl~ taxation of dividend income that is subj ect
to withholdin~ of tax in the country of source. In the ~reat majority of cases i

this relief is limite\l to a oIdirectd credit for the forei(in withholdinr-; tax~ whether
or not this relief measure is part ,)f the statutory law of the country. Under some
treaties) an 'iindirect'i credit is [;ranted rep;ardless of the proportionate size of
the investIlwnt in the distri butinn: company. An indirect credit is r,ranted, for
exanple; by Ireland under its treaty with Austria (1966) rer,ardless of the
characteristics of the sharehold.er. In a Greater number of treaties, however, this
credit can be claimed only by corporate shareholders.

I~tercompany dividends

As pointed out earlier, dividend distributions between members of an affiliated
group of corporations present special problems on the international as well as the
domestic level. In either case, it becomes necessary to prevent the multiple and
potentially confiscatory taxation of the same incoJTle as lonr; us it is JTlcrely shi fted
from one member of the corporate familY to another Member without rE.:aching the
ultimate beneficiaries outside the sroup. On the international level, relief froJTl
Multiple taxation of such income is provided by bilateral tax treaties .

15/ The 15 per cent withholding tax applies under this treaty to Bel~ian

divinends only, while a 5 per cent coupon tax is withheld on Swedish dividends.

16/ IncoJTlc tax at the rate of 35 per cent is withhelu in Irclanu. Se~

foot-·note 7.

17/ In general, the western European countries exeMpt profits that arc
deri ved throuGh a permanent establishment situated in the other treaty country,
while the Anglo-·American nations apply the foreign tax credit. Greece is an
exception to this rule.
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The Je8ree of ownership required to qualifY n corporation of one treaty
country as the ilparent 11 of a corporation of the other countr~ shows extreme
variations (between 10 and 95 per cent). 18/ There are also significant differences
in the conditions that must be met to obtain relief, and in the available relief
measures.

Subject to the conditions noted below, the relief extended by the source
country 11sually consists in reducing the rnte of wi thholdinr, tax which otherwise
applies under the treaty. Thus) a 10 or 5 per cent or zero rate may be substituted
for the reGular withholdin~ rate under the treaty. A 10 per cent withholding rate
~pplies to both parties to the convention under the treaties between Denmark and
Japan (1968) and between Spain nnd Switzerla.nd (1966), if the recipient company had
owned at least 25 per cent of "the share capital of the distributing company for 0.

certain minimum period. Under the treaty between Japan nnd Norway (1967), a
10 per cent withholdin~ rate applies if the recipient entity had owned at least
50 per cent of the votin~ shares of the distributing entity during the 12-month
period immediately precedin8 the account ins period of the distributing entity for
which the distribution was made: n substanti~lly similar provision is included in
the treaty between Austria and Spain (1966).

The withholding rate is 5 per cent, on a reciprocal basis, under the treaties
of the United KinBdom with LuxembourG (1967) and the Netherlands (1967) if the
recipient company controls at least 25 per cent of the voting stock of the
distributing entity. A 2.5 per cent withholding tax is imposed under the
Luxembourg-Netherlands treaty if the recipient entity own directly at least
25 per cent of the capital of the distributin~ entity in the other treaty country.19!

Under most treaties concludeJ by the Federal Republic of Germany, 20/ Cerman
wi thholdinr; tax is collected at the statutory rate of 25 per cent if the corporate
shareholder in the other treaty country owns at least 25 per cent - under some
treaties, "more than:' 25 per cent - of the votinr, stock of the G~rmnn company.
This deviation from the general rule, which provides for a reduced rate of
wi thholding tax on intercompany distributions, is explaineri by the "split" German
corporate tax rate. 2l/The increased withholding rate is meant to compensate for
the "supplementary tax" that is imposed on German (but not foreign) corporations
which fail to redistribute intercompany dividends received by them to their own
shareholders or members. 22/ Another result of the ilsplit" German corporate tax

18/ Tax Treaties between Developed and Developing Countries {United Nations
publication} Sales No. E.69.Xvf~f:"-P-:-4-7, note 13.

19/ Dividends distributed by a Luxembourg holding company are not subject to
Luxembourg withholdin~ tax.

20/ The rule is not applied under the treaty of the Federal Republic with
the United States of America (1954/1965).

21/ At present) the statutory tax rates are 15.45 per cent for distributed
profits and 52.53 per cent for ret~~ned earnings.

22/ Apart from corporations anu other entities that are taxed at special
rates-,-such distributions are subject to supplementary tax at the rate of
37.08 per cent, i.e. the difference between the tax rates on distributed profits
(15.45 per cent) and retained earnings (52.53 per cent).
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rRte is the unique provision in the treaty between the Uniteu Stp.tes of Arncric'l anJ
the Federal Republic of GerMany under which the usual treaty withholdin~ r~te of
15 per cent is increased to the German statutory rate of 25 per cent for divi denJs
of a German subsidiary which are "reinvestecl" by the parent in the subsic1in.ry.

Treaties between developed and developin~ countries

As happens between developed countries, the conventions between developeu 8DU
developin~ nations show considerable variety in the mer:sures adopted to elir1inr:tc
or mitigate the double taxation of dividends Basic3.l1y, the number of relief
mel1sures avnilp,ble for this purpose is limited - removal or reduction of the
wi thholdine; tax of the source country wd exemption, rate reductions or the
forei~n tax credit (sonetimes combined with an indirect or tax-spn.rinr, creJit) at
the shareholder's resi dence . However, even the se fe"r reI ief mec hani sms lenc:
themselves to numerous combinations and vn.riations: in A.ddition, there often are
Ji fferences between the treatment of intercompany c1i vidends ~nd other ui stribut ions.

Distributions other than intercompany dividends

The two possible extremes in the international tax treatment of corporate
dividends are full taxation of the dividend in the source country and exemption of
this income in the shareholder1s country of residence on the one hand: and full
taxation of the income at the shareholder's residence combined with exemption at
the source on the other. 23/ Both methods have been used, althou~h neither one can
be said to reflect a prevalent treaty practice.

Exclusive taxation of dividends at the domicile of the distributin~

corporation, with exemption in the shareholder's country of residence, is provided
under the treaties of India with Austria (1963) ~ Denmark (1950), Finland (1961),
Greece (1965) and Sweden (1958) and the treaties of Sweden with Argentina (1962),
Peru (1966) and Thailand (1961). Some of the treaties named include an "exemption
with progression" clause. 24/ Exemption of dividpnd incorre at the source, combined
with full taxation of the income at the shareholder's residence, is the rule under
the treaties of the United Kin~dom with Burma (1950/1951), provided that the
shareholder is subject to tax on the dividend in his home country, Jamaica
(1965/1969), Malaysia (1963/1967), and Singapore (1966), subject to the further
qualification} under some of these treaties, that the holding ~ivin~ rise to the
dividend is not effectively connected with a permanent establishment maintained by
the shareholder in the other treaty country. A similar rule applies under the
treaties of Denmark with Ceylon* (1963) and Singapore (1969), the treaty between
Japan and Zambia (1970), ond the treaty between Ceylon and Norway (1964). 25/

* Now designated as Sri Lanka.

23/ See paper submitted to the Group of Experts at its first meeting by the
member from India, December 1968 (paper No. 1 and Add.l).

24/ See Austria-India, article XVII(4) and Argentina-Sweden, articles
XVI ( 3)and (4).

25/ These treaties also re~ove the exemption at the source if the holdin~

frop Which the dividend is derived is attributnble to, or effectively connected
wi tb, a IJermanent establishment mainta.ined by the shareholder in the source country.
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However, Denmark and Norway retain the right to levy a 5 per cent dividcnu
withholding tax under their treaties with Ceylon.

The majority of the treaties surveyed provide for division of tax jurisdiction
between the contracting countries, i.e. reduction of the statutory withholding tax
in the source country and limited taxation of the dividend income at the
shareholder's residence.

Under a number of treatieq) the rate of the dividend withholding tax is the
same in both contracting States regardless of whether the developed country or the
developin~ country is the country of domicile of the distributing corporation.
Examples of such treaties are the conventions of Israel with the United Kingdom
(1962/1970) (15 per cent) 26/ and the United States of America (1965; not ratified)
(25 per cent); between Brazil and Norway (1967); 27/ between Japan and the Republ ic
of Korea (1970) (12 per cent); Japan and the Federation of Malaysia (1963)
(15 per cent) and Japan and Singapore (1961) (15 per cent). These treaties also
remove the reduction of the withholding tax if the holding from which the dividend
i3 derived is effectively connected with ~ permanent establishment in the source
country.

Under some treaties, different rates of withholding tax are applied by the
Contracting States. Such differences reflect, in some cases~ the unequal
bargaining position of the negotiating parties, in others conflicting concepts
regarding the taxation of a~orporation and its sha.reholders and the integration of
the two objects of taxation) ~nn in still others, non-tax policy deci£ions by one of
the treaty countries. An interesting example ef the latter approach i.s found in the
treaties of the United States with Brazil (196'" not ratified) and Trinidad and
Tobago (1970). Under these tre~ties) the withholding taxes of Brazil and Trinidad
and Tobago are reduced, but the United States withholding tax is preserved at the
full ,tatutory rate of 30 per cent in order to discourage outflows of capital from
the two developing countries to the industrialized country.

The relief measures granted by the investor's country of residence - usually
the developed country, but under some treaties, also the developing country - are
discussed below.

Direct foreign tax credi~

Only a direct foreign tax credit for the dividend withholding tax of the other
trea'vy country is grant·~d under a number of cor.. :entiuns, including those between
Denmark and Pakistan (1961), Egypt and Sweden (1958), Jamaica and the United

26/ This Mlle shall apply, according to article VI(2) of the revised treaty,
even though distributed ~ . fits are deducted in computing the corporation profits
tax of an Israeli corporation (see International Tax Agreements, vol. IX, Supplement
No. 23, Convention 258, Israel-Unit~d Kingdom (United Nations publication, Sales
No. E.70.XVI.4)).

27/ The withholding tax under this treaty is 25 pe~ cent which is the
statutory withholdi~e rate in both Brazil and Norway. In effect, the treaty
"freezes!7 the statutory rates, but it does not reduce them.
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Kingdom (1965/1969» and Sin~apore and Sweden (1968). The last-named treaty has the
unusual feature that the foreign tax credit granted by Sweden is limited to
15 per cent of the net dividend distributed by the Singapore company (i.e. the amount
of the gross dividend reduced by the Singapore corporation tax attributable
thereto) as lonr, as SinGapore does not have a dividend withholding tax in the
traditional sense. If and when such a tax is introduced, the credit shall be
computed (at the rate of 15 per cent) on the ~ross amount of the dividend, as is
usually the case under tax treaties. The effective period of this provision is
limited to 10 years, counted from the effective date of the convention, and may be
extended.

The direct foreien tax credit is also the only relief granted by the United
States of America under its treaties with developinr, countries, of which only two
are presently in effect, 28/ in accordance with the sta.tutory law of teat country,
which limits the use of the indirect or "deemed-paid" credit to corporate
taxpayers. 29/

Direct and deemed-paid rorei~n tax credit

A number of treaties permit a noncorporate shareholder to claim an indirect
(deemed·-paid) foreign tax credit for the part of the income tax of the distributing
co_~oration that corresponds to the amount of the dividend distribut~d by it to the
shareholder. Such a credit is granted by Israel under its treaties with
Denmark (1966), Norway (1966) and Sweden (1959), 30/ anc. by the United Kingdom under
its treaties with Burma (1951/1952) and Malaysia-ri963/l967).

Tax-sparing credit

A significant number of tax conventions between developed and developing
countries include a credit for taxes of the developing country that are reduced or
forgiven under its incentive legislation. (For a summary of the treaties including
such a provision) see "Principal relief measureS applied by ca.pital-exporting
countries~-The tax-sparins credit il

• 31/)

Intercompany dividends

A number of treaties between developed and developing countries do not

28/ Pakistan (1957) and Trinidad and Tobago (1970).

29/ Internal Revenue Code of 1954, as amended, section 902. The United
Kingdom introduced the same limitation by the Finance Act, 1965, but not all of its
treaties have as yet been conformed to this rule.

30/ Under the treaties with Denmark and Norway, the aggrega.te amount of the
direc~and deemed-paid foreign tax credits granted by Israel is limited to
25 per ceat of the ~oss dividend (Denmark-Israel, article 2l; Ift~ael-Norway,

article 24).

31/ Tax Treaties between Develo ed and Develo
(United Nations publication, Sales No. E. 9.XVI.2 )
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differentiate between intercompany dividends and other distributions, although
this rule cannot be described as either prevalent or exceptional. The following
summr y is limited to treaties that include special rules with respect to
intercompany distributions.

Treaty benefits extended by the source country

Pak~stan reduces its supertax on dividends under the treaties with Austria
(1970), Denmark (1961), the Federal Republic of Germany (1963/1970) and the United
Kingdom (1961) if the dividends are paid from the profits of an industrial
undertaking and the corporate shareholder in the other treaty country holds a
substantial investment in the Pakistan corporation. 32/ A similar rule applies
under the treaties of Thailand with Denmark (1965), Norway (1964) and Sweden
(1961). 33/ Reflecting different policy considerations, Israel retains its
statutory withholdine tax at the full rate under the treaties with Denmark (1966),
Finland (1965) and Norway (1966), whereas the three countries named reduce their
withholding rates under the treaties from 15 to 5 per cent on dividends paid by
one of their corporations to an Israeli company holding an equity investment of at
least 50 per cent. The treaty between Israel and Sweden (1959), on the other hand,
provides for exemption from Israel withholding tax in favour of dividends paid to
a Swedish corporation holding a 50 per cent or greater participation in the equity
capital of an Israeli company if the income from which the dividend is paid was
taxed in Israel; conversely, the dividend is taxed in Israel at the full corporate
rate if the income was not so taxed. Since the Israel-Sweden treaty is older than
the other conventions referred to, the principles followed by it may no longer be
applicable.

In an exceptional ca' " the tax of the source country is heavier on
intercompany dividends than it is on other distributions. Thus, Cp.ylon which
generally waives its dividend withholding tax under t~x treaties, reserves the
right to collect a special 6 per cent tax 34/ (which is not applicable in the
case of other distributions) under the treaties with Denmark (1963), the Federal
Republic of Germany (1962) and Norway (1964). On the other hand, the fact that
the income is taxed in Ceylon results in its being exempt in Denmark and Norway.
The income is also exempt under the treaty of Ceylon with the Federal Republic of
Germany if the German corporate shareholder owns 25 per cent or more of th~ voting
stock of the Ceylon company.

Another special rule which is designed to combat the abuse of tax trea·~ies

applies under the conventions ef the United Kingdom with Cyprus (1947), Israel
(1962/1970), Jamaica (1965), Malaysia (1963/1967) and Singapore (1966). The general
rule under these treaties is that dividends are exempt from the tax of the source
country or subject only to a limited withholding tax, if the recipient of the

32/ The required minimum investment is 25 per cent under the treaty with
Austria, 33 1/3 per cent under the treaties with Denmark and the Federal Republic
of Germany, and more than 50 per cent under the treaty with the United Kingdom.

33/ The required minimum investment is 25 per cent and the withholding rate
is reduced to 20 per cent under the treaties named.

34/ This tax is described as a tax on comp~lies whose shares are not
movable property situated in Ceylon for purposes of the law relating to estate duty.
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dividend is a company owning 10 per cent or more of the shares on which the
dividend is paid, and if it is evident that the dividend was paid out of profits
which the distributing company had earned, or from other income it had received,
during the 12-month period 35/ ending on the date when the beneficial owner of
the dividend became the holder of 10 per cent of the shares. This rule does not
apply if it can be shown that the acquisition of the shares was made for bona fide
commercial reasons and not for the primary purpose of securing the exemption or
rate reduction un0er the treaty.

Tax benefits extended by shareholder's country of residence

The tax benefits extended by the corporate shareholder's country of residence
are not different from those that apply to dividends other than intercompany
distributions. None of the relief methods applied - foreign tax credit with or
without a deemed paid credit or a tax-sparing credit, and exemption with or
without progression - can be described as prevalent. Unlike the rule which applies
under other conventions, the exemption of dividends from Swedish tax under the
Singapore-Sweden treaty (1968) is made dependent on a showing that the principal
part of the profits of thp Singapore company paying the dividend arose, directly
or indirectly, from business activities other than the management of securities
or other movable property, and that these activities were carried on in Singapore
by the company paying the dividend, or by another company whose shares the
distributing company owned to the extent of at least 25 per cent. Exemption, in
the developed country, of intercompany dividends received from corporations in
developing countries is the rule under the treaties between Denmark and the
Philippines (1966), Brazil and Norway (1967), and the treaties of Sweden with
Brazil (1965), Israel (1959) and the Philippines (1966). The rule is reciprocal
unde~ the last-·~amed treaty. Except for the convention with the United Arab
Republic* (1959), the Federal Republic of Germany exempts intercompany dividends
under its treaties with developing countries 36/ if the German company owns at
least 25 per cent (under some treaties, more than 25 per cent) of the share capital
of the distributing corporation.

Other issues

Definition of dividend

A number of tax treaties include a definition of the term "dividend", 37/
primarily to distinguish distributions on equity investments from interest payments

..
35/

months or

Now designated as Egypt.

In the treaties with Malaysia
more" .

and Singapore, the wording is "twelve

36/ For example, under the treaties with Argentina (1966), Cey10n (1962),
India-r1959), Iran (1968), Israel (1962), Pakistan (1958) and Thailand (1967).

37/ See, among others, Denmark-Israel (1966); Argentina-Federal Republic of
Germany (1966) (including distributions on investment certificates); Ceylon-Federal
Republic of Germany (1962) (including distributions by limited liability companies);
Japan-Zambia (1970); Brazil-Norway (1967); Israel-Norway (1966); Israel-United
Kingdom (1962/1970).
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on debt claims. In general, the treaty definitions closely follow the wording of
article 10(3) of the DEeD Model Convention.

Source rules

So~e treaties inclUde a provision defining the geographical source of dividend
income. Almost without exception, this source is placed in the country in which
the distributing corporation is dottdciled. 'J.AJ The purpose of this rule is to
obviate Jurisdictional problems lthieh tnay arise where a corporation deri Ves a
significant portion or its income trotll lIourC!es outside its country of incorporation.
A fe~ conventions specifically cover this situation. ~

Distributions by non-resident corporation!

Certain countries tax not only dividends distributed by their own corporations,
but distributions by non-resident corporations to the extent that such
distributions are made from profits arising in those cOUfitries. Article 10(5) of
the Model Convention precludes this fonn of taxation (except in so far as the
recipient of the di vidend is a resident of' the source country), as well as the
imposition of undistributed profits taxes on corporations of the other treaty
country. A c omparatively large number of eonventions include this provi sion. 40/

~ See Japan-Republic of Korea (19'rO); Singapore-Sweden (1968).

J2! See treaties of the United States or America with Brazil (1967) (not
ratitIed), article 5(1), and with 1'rinidad and Tobago (1970), article 5(1)(b) and
article l2( 5).

40/ See. among many other treaties~ Austria-Pakistan (1970), article v(4);
Ct:Jlc,n-Denmark (1963) article vt( 4); Federal Ret>ublic of Germany-Pakistan (1970
prt)tocol), article VI(4); NOrWlq-Thailand (1964) article 10(2); and Singapore-
Sweden (1968), article VII(5).



11. EXCHANGE OF 1~'l'ION FOR TlIE PREVENTION DJ'
INTERNATIONAL TAX EVASION AND AVOIDANCE

A• .-

The guidelines for this study, aa-set forth in the report of the Ad Hoc Expert
Group un Tax Treaties between Developed and Developing Count~~e~ on its third
meetinp, 1/ were prescribed a~ follows:

"169. The va.rious sUbjects to be e~plored in the study on eJ(changes of
inf'1rmation would include:

(~) The aspect of a tax administration turnishil'\~ infbrmation in
response to a specific request made by another tax administrationi

(b) The aspect of a tax administration furnishing information it believes
of assistance to another tax administration where an investigation or other
matter carried on in the fir~t country independently develops the information;

(c) ~'he aspect of automatio furnishing of information that ia considered
as p;en;rally useful to the tax administration ot the recipient oountry and
feasible of beine furnisned by the tax administration of the country producinr
the information.

170. The study would consider the various ~tters involved in exohanges of
information, such as: the nature of the methods of evasion being utilized
and the kinds of information that would be useful in counterinB that evasion;
the importance of the information to the oountry desiring it, and the
feasibility of its beine us~d by that country, toe feaai'bility ot the
furniShing of the information, including applicable limitations in law and
practice; the effect on the competitive position of taxpayers involved as a
result of differing practices regarding the disclosure of information and the
consequent need for as wide a co-operation on the part ot all Governments aa
is feasible; the authorities in the rec~pient country who will b~ permitted to
use the information furnished; and any other relevant matters,"

* In the preparation of this chapter, the United Nations Seoretariat had the
assistance of Harold C. Wilkenfeld, United S~ates Department ot Justioe,
WashinGton, n.c., who aoted as a consultant.

1/ Tax Treaties ~et~een Developed d ev' oies: Third He art
{United Nations pUblication, Sales No. E.72.XVI.
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B. Definitions

For purposes of clarification, certain terms require definition:

Fraud and fiscal evasion

These terms are frequently used in exchan~e of information provisions.
"Fraud" and "fiscal evasion" appear to have the same practical meanin~ - the
repetition apparently being intended to accommodate to possibly differin~

terminology of the respective laws. In the context of the laws of some countries,
fraud may connote a wilful violation of the law, which, however, is not so serious
as to merit criminal prosecution. In such situations a "fraud penalty" may be
imposed. Fiscal evasion in this context may correlatively be defined as wilful
violation of the law with respect to which criminal prosecution is appropriate.
Policies of treaty partners with respect to actual imposition of fraud penalties
or institution of criminal proceedin~s may also differ widely.

Tax evasion

Tax evasion is used herein as the equivalent of fraud and fiscal evasion. It
has been defined as "a wilful, deliberate violation of law in order to escape
payment of a tax which is unquestionably imposed on international income by the
laws of the taxing juriSdiction" (ST/SG/AC.8/R.20). For purposes of this paper,
international tax evasion will include cases in which "international income" is not
necessarily involved, but where international boundaries are crossed by the
defraudin~ taxpayer or other persons involved, the transaction, ~oney or other
assets.

Tax avoidance

Although in some dictionaries the words "avoidance" and "evasion" are used
interchange~bly to define each other, they have taken on a specialized connotation
in tax adm=·,nistration. 2/ Evasion is generally defined, as suggested above, as
constitutiL~ a wilful violation meriting punishment. Avoidance consists of the
use by the taxpayer of means permitted by or within the law to minimize his tax
liability. Sometimes the alternative courses available to the taxpayer supply a
reasonable business choice, but most often, especially in international tax
avoidance, the method employed is hi~hly contrived. Depending upon how artificial
the avoidance structure is, it may come uncomfortably close to tax evasion. The
problem of drawing the line is often difficult for taxpayers, their tax counsel and
the tax administration.

2/ The tendency to confuse the t~o terms is illustrated in section 482 of
the United States Internal Revenue Code, where "evasion" was used when "avoidance"
was meant. See Asiatic Petroleum Co. v. Commissioner, 79 F. 2d 234, 236 (C.A.2,
1935); certiorari denied 56 S. Ct. 369. Section 482 authori zes the ta,x authorities
to reallocate income and other items between related entities in ord(!r "to prevent
evasion (read "avoidance") of taxes or clearly to reflect the income". This
provision has parallels in many tax conventions, e.g. OECD Model Convention,
article 9.
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Substance versus form

Hany tax laws contain express prOV1Slons authorizing the tax authorities to
ignore the form of a transaction where it is merely a fa~ade to hide reality.
vfuere not expressed by statute, the substance versus form principle is often
developed by court decisions. This is another way of approaching the line between
tax avoidance and tax evasion, although the substance versus form principle is
most frequently applied in tax avoidance situations. Outstanding examples are
treaty provisions permitting reallocations of income or deductions between related
businesses which have not dealt with each other at arm's length.

Bilateral and multilateral international tax evasion

These terms are newly coined for this study. Bilateral int~rnational tax
evasion is applied to evasion in which only two countries are af~ected, although
the tax laws of only one may have been violated; multilateral iLternational tax
evasion is dpplied where three or more countries are affected. A number of
examples of what is here denominated as bilateral internationaJ tax evasion (a~

well as several examples of mult~llateral international tax e"ra3ion) are outlined
in the paper entitled "Simple methods of international income ~ax evasion"
(ST/SG/AC.8/R.20). For reasons which are elaborated later in ~his paper, these
distinctions have practical significance.

C. Analvsis of exchan~e of information articles

The Model Convention for the Avoidance of Double Taxation with Respect to
Taxes on Income and Capital, prepared by the Organisation for ~~onomic Co-operation
and Development (OECD), 3/ furnishes a logical starting point f~r this discussion
of treaty provisions relating to the exchan~e of information wit1 a view toward
preventing international tax evasion. The pertinent provisions If the Model
Convention will be analysed and compared with provisions of sever~l conventions in
force in order to identify the extent to which exchange of inform~tion provisions
have been elaborated or limited in actual practice.

The OECD Model Convention contains several exchange of information prOV1S10ns
which will be discussed here in the order in which they appear in t1e Convention.

(!!.) Article 2, paragraph 4 provides' that at the end of each yet.r "the
competent authorities of the Contracting States shall notifY to each ~ther any
changes which may have been made in their respective taxation laws". 'l':1e
significance of this provision, in the context of article 26 (later dislussed),
is that the latter article (paragraph l) provides for the "exchange of st.ch
information as is necessary for the carrying out .•• of the domestic laws )f the
contracting States concerning taxes covered by this Convention ••• "; and article 2,
paragraph 4, provides that the Convention shall apply, in addition to taxes in
effect when it enters in force, "to any identical or substantially similar taxes
which are subsequently imposed in addition to, or in place of, the existing taxes".
There may be need for clarification as to whether subsequently enacted administrative

1/ Organisation for Economic Co-operation and Development, Draft Double
Taxation Convention on Income and Capital (Paris, 1963), p. 36.
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and penal provisions are also intended to be incorporated by article 2 into the
exchange of information provisions of article 26;

(~) Provisions for determinations or mutual a~eements by the competent
authorities of the Contracting States contemplate, by clear implication, the
exchange of such information as may be necessary to make a determination or to
arrive at an agreement. Such provisions are:

(i) Article 4, paragraph 2(!) provides that in the case of an individual
whose riscal domdcile cannot otherwise be determined and who is a
national of both ContractinF, States, or of neither of them, the competent
authorities shall settle the question by mutual agreement, presumably
in accordance with the procedure provided by article 25;

(ii) Article 10, paragraph 2, in prescribinR percenta~e limitations upon
taxation of dividends, provides that the mode of application of the
limitation shall be settled by mutual a~reement of the competent
authorities. Since, under this article, application of the reduced rate
of 5 per cent (rather than the standard 15 per cent rate) depends upon
whether the recipient of the dividends is a company "which holds directly
at least 25 per cent of the capital of the company paying the dividends",
exchange of information to ascertain such ownership is presumably
contemplated. It is not clear, however, whether the competent authorities
are also intended to settle, by mutual agreement, the application of
ot~er subsequent limitations contained in article 10, such as wh~ther the
definition of "dividends", contained in para~aph 3, is satisfied, or
whether the recipient of the dividends has a permanent establishment in
the Contracting State in which the company paying the dividends is a
resident. It should be observed that, unlike article 4 (mentioned above),
articles 5 and 7, the former o~ which defines "permanent establiShment",
and the latter of which prescribes the manner of taxation of business
profits derived by an enterprise of one Contracting State carryin~ on
business in the other Contracting S~ate through a permanent establishment,
do not specifically provide for mutual agreement between the competent
authorities as to whether a permanent establishment does in fact exist.
It may be that this situation, as well as similar problems which may
arise under other ~rticles of the convention (such as those dealing
with interest, royalties, capital gains, personal services etc.) are
intended to be alleviated by the mutual agreement procedure of articles 25
and 26. If so, the question arises whether the separate competent
authority provisions of articles 4 and 10 may not be redundsJlt. Query,
also, whether under the principle of inclusio unius exclusio alterius the
provisions of articles 25 and 26 miRht be construed as inapplicable to
articles 4 and 10. This is obviously not intended, and may merit
clarification;

(iii) Article 11, paragraph 2, in imposin~ a 10 p~~ cent maximum tax rate to
be imposed by a ContraotinR State upon interest arising therein, but
payable to a resident of the other Contracting State, provides that the
competent authorities "shall by mutual agreement settle the mode of
application of this limitation". The comments, above, relating to the
comparable provision in article 10, paragraph 2, apply mutatis mutandis
to this provioion.

-88-



(c) By way of contrast, there is no specific competent authority procedure
provided in several other articles dealing with the taxation of particular varieties
of income.

(i) These include article 6 - income from immovable property taxable where
situated; article 7 - business profits of an enterprise of a Contracting
State taxable only by that State, unless the enterprise has a permanent
establishment in the other Contracting State; article 12 - royalties
taxable only in the State in which the recipient resides, unless the
recipient has a permanent establishment in the other State; article 13 ­
capitaJ. gains from immovable and movable property - the former turning
on situation, and the latter subject to special factual rules: see also,
as to particular varieties of incomes of individuals, articles 14
through 21.

(ii) More specifical2.y, it should be observed that several articles dealing
with possible evasion or avoidance by improper shifting of income between
or among related persons uO not expressly provide for exchange of
information between the competent authorities. This seems, however, to
be accomplished by article 2G. The artjcles referred to are article 11,
paragraph 6 (interest) and article 12, paragraph 4 (royalties). The
paragraphs ref8rred to similarly provide that where "owing to a special
relationship between the payer and the recipient or between both of them
and some other person" the amount paid, considering specified
circumstances, "exceeds the amount which would have been agreed upon by
the payer and recipient in the absence of such relationship" then "the
excess part of the payments shall remain taxable according to the law of
each Contracting State .•• ". These provisions are designed to overcome
specific tax avoidance devices involving overpayments, but they do not
consider the possibility that in some cases related parties may find it
advantageous to waive or undercharge interest, royalties or similar items.

(iii) There is also no specific provision for exchange of information in what
is probably the most important article of tile OECD 1\10del Convention,
directed explicitly to the prevention of international tax avoidance or
evasion. This is article 9~ relating to "associated enterprises",
which provides that "where (~) an enterprise of a Contracting State
participates directly or indirectly in the management, control or capital
of an enterprise of the Contracting State, or (b) the same persons
participate directly or indirectly in the management, control or
capital of an enterprise of a Contracting State and an enterprise of the
other Contracting State, and in either case conditions are made or
imposed between the two enterprises in their commercial or financial
relations which differ from those which would be made between independent
enterprises, then any profits which would, but for those conditions,
have accrued to one of the enterprises, but, by reason of those
conditions, have not se accrued, may be included in the profits of that
enterprise and·taxed accordingly."

Essentially, the standard expressed by this article is the so-called "arm's
length" rule, applied by the laws or judicial decisions of several countries, in
reallocating income, expenses or deductions between or among commonly controlled
enterprises. (See, for example, section 482 of the United States Internal Revenue
Code.) The "independent enterprise" or arm's length concept presupposes that the
taxin~ uutllorities huve in tt~ir posseesion (0) all of the facts ~ertaininl to the
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questionable transactions between or among the 8Esociated enterprises, and (b) a
reliable standard against which to measure the questionable transactions, preferably
in the form of evidence of comparable transactions between independent enterprises.

Experience has shown that, difficult as the application of the arm's length
standard may be in purely domestic situations, the difficulties are compounded
manyfold when international transactions are involved. Assembling the details of
a frequently multiparty transaction is difficult enough when one or more of the
parties are situated abroad; getting third-party data pertaining to an independent
comparable is even more difficuJt. Accordingly, if article 9 is to be implemented
effectively and fairly, mutual exchange of information through the competent
authorities appears to be an essential prerequisite. Since convenient arraneements
between related enterprises are common tax avoidance devices, and since the
equivalent of article 26, as carried into many treaties, iu limited to fraud or
evasion, a specific exchange of information provision may be desirable in this
article. This may not, however, be necessary if the Contracting Parties mutually
construe the standard opening clause of article 26, relating to exchange of
information necessary for carrying out the Convention, as incorporating unilateral
or bilateral applications of article 9.

Reallocation of profits (article 9), and interest (article 11, paragraph t6)
or royalties (article 12, paragraph 4) may give rise to double taxation. So also
may adjustments made under other convention articles, although those cited above
are the most likely to involve instances of tax evasion or substantial avoidance.

Article 25 of the OECD Model Convention contemplates that where a resident
of one Contracting State considers that he has been, or will be, subjected to
double taxation, contrary to the Convention, bv reason of the actions of one or
both of the Contracting States, he may present his case to the competent authority
of his State (paragraph 1); and, if the objection appears to be justified, and
if an appropriate solution cannot otherwise be found, the competent ~.uthorities

of both Contracting States shall endeavour to resolve the case by mutual agreement
(paragraph 2).

Since the resolution of such a case of alleged double taxation would
presumably have to be based upon consideration of all pertinent facts, the article
must logically presuppose that the respective competent authorities will seek to
obtain, from their respectively available sources, all information necessary to
resolve the issue; and, also, that they will exchange this information with each
other so that both may agree m~tually as to its significance. The article makes
no provision for representation of the aggrieved resident, and the proceedings
may apparently be conducted ex parte. There seems to be no inhibition, however,
upon permitting the affected taxpayer to make appropriate representations.

This competent authority appeal procedure is unlikely to be resorted to by a
taxpayer who had engaged in tax evasion or a blatant tax-avoidance device. Such
a taxpayer would not wish to risk the possibility that, in order to consider his
case, additional information may be sought from him or other parties, Which, when
coupled with information available already to both competent authorities, might
den~ him the relief sought while subjecting him to auditional difficulties.
Accordingly, sucll a taxpayer may conclude that accepting the double taxation
effect is the lesser evil.

..'
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This brings us to the most important exchange of information prOV1Slon of the
DECr Model Convention, namely, article 26, which provides as follows:

Ill. The competent authorities of the Contracting States shall exchange
such information as is necessary for the carrying out of this Convention and
of the domestic laws of the Contracting States concerning taxes covered by
this Convention in so far as the taxation thereunder is in accordance with this
Convention. Any information so exchanged shall be treated as secret and shall
not be disclosed to any persons or authorities other than those concerned
with the assessment or collection of the taxes which are the subject of the
Convention.

2. In no case shall the provisions of paragraph 1 'be construed so as to
impose on one of the Contracting States the obligation:

(a) to carry out administrative measures at varia.1ce with the laws or the
administrative practice of that or of the other Contractirlg State;

(b) to supply particulars which are not obtainable under the laws or in the
normal course of the administration of that or of the other Contracting
State;

(£) to supply information which would disclose any trade, business,
industrial, commercial or professional secret or trade process, or
information the disclosure of which would be contrary to Iublic policy.il

(a) The key to article 26 is the first sentence of paragraph 1: the rest is
limitation or commentary. Significantly~ this exchange of information provision
goes beyond the scope of many such provisions in conventions now in force. The
DECD Draft Convention contemplates that information shall be exchanged (read
"supplied") as is neces~ary for carrying out either the convention or the pertinent
domestic tax laws of the Contracting States. No mention is made of fraud or
evasion. Consequently, the DECD draft contemplates that information shall be
supplied for all necessary purposes, whether or not involving fraud.

Few nations have been willing to go so far in actual practice. ~mong those
few are France and Finland, in their convention signed in 1970; Fran<. ar,'; Brazil
in their 1971 convention; and Belgium's 1970 conventions with Ital;': ~be

Netherlands and Spain. Most often (as in article 26 of the double taxation
convention negotiated between Japan and the United States in 1971) exchange of
information is limited to such as is pertinent to carrying out the provisions of
the convention "or preventing fraud or fiscal evasion" in relation to the taxes
which are the subject of the convention (see also the 1965 convention between
France and Italy). Even more limited in scope is the convention negotiated in
1970 between Japan and the Republic of Zambia, which calls for exchange of only
such information as is necessary for carrying out the convention. The convention
between the German Federal Republic and Iran, signed in 1968, is similar; as is
the convention signed in 1971 between the German Federal Republic and Switzerland.
The 1970 convention between Japan and the Netherlands contains no exchange of
information provision (but see article 27, permitting direct communication
between the competent authorities). Another variation is a provision for exchange
of information (a) for carrying out the provisions of the convention, (b) for the
prevention of fraud and (£) for the administration of statutory provisions against
tax avoidance in relation to the taxes which are the subject of ~he convention;
such provisions being contained, for example, in the 1967 convention between
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Japan and Cey1on,* and in the 1968 convention between Malaysia and Singapore.
We thus see that there has been a singular lack of uniformity in respect of the
terms of exchange of information provisions. They range from complet.~ exchange of
information, following the OECD draft, to no mention of exchange of i .1formation,
vith a range of intermediate variations.

(b) A secrecy provision, similar to the OECD draft, article 26, paragraph 1,
second'sentence is almost universal. Disclosure is permitted under the OECD
draft to persons or authorities concerned with th~ assessment or collection of the
taxes covered by the convention. Although some conventions spell out that this
includes a court or administrative body concerned wi~h enforcement or prosecution
in addition to assessment and collection, (see, for example, article 26(1) of the
Japan-United States convention), it may be asserted that the OECD draft and similar
conventions have the SaD"e intention. Under the broadest interpretation, the
secrecy provision still limits exchange of information to the treaty partners and
their respective authoritie~. This limitation may produce anomalous results in
instances of tax evasion schemes involving one or more countries in addition to
the tr~aty partners. Even if such other countries also are parties to double­
taxati~~ agreements with each of the treaty partners, the effect of the secrecy
provision may be to inhibit exchange of information with other affected countries
which may defeat efforts to prevent multilateral tax evasion.

The income tax treaty between Japan and the United States signed in ~1arch 1971
is a merger of pre-"~::isting patterns of treaties between the parties and with other
countries, the OECD Draft ~onvention and specific provisions tailored to the
characteristics of the laws and practical experience of each of the treaty
~artners. ~hp. substantive source rules, definitions and agreements as to
jurisdiction to tax specific types of income are mor~ elaborate than those in
many other treaties. Since the two provisions which lay the foundation for
exchanges of information between the Contracting States specifically cover or
anticipate a wide range of contacts between the States, these provisions merit
quotation in haec verba. They provide:

"Article 25.

1. Where a resident ~f a Contracting State considers that the action of
one or botn of the Contracting Statee results or will result for him in
taxation not in accordance with the Ccnvention. he may, notwithstanding the
remedies provided by the national laws of the Contracting States, present
his case to the competent authority of the Contracting State of which h~ is a
resident. Should the resident's claim be considered to have merit 1 'p t e
competent authority of the Contracting State to which the claim is Dlade, it
shall endeavour to come to an agreement with the competent authority of the
otner Contracting State with a view to the avoidance of taxation contrary to
the provisions of this Convention.

2. The competent authorities of the Contracting States shall endevour
to resolve by mutual agreement any difficult1es or doubts arising as to the
interpretation or application of this Convention. In particular, the competent
authorities of the Contracting StateA may consult together to endeavour to
agree:

* Now designated as Sri Lanka.

-92-



(~) To the same attribution of industrial or commercial profits to a
resident of a Contracting State and its permanent establishment situated in
the other Contracting State;

(b) To the same allocation of income, deductions, cledits or allowa.nces
between a resident of a Contracting State and any related persons;

(£) To the same determination of the source of particular items of
income; ur

(d) To the same meaning of any term used in this Convention.

3. The competent authorities of the Contracting States may communicate
with each other directly for the purpose of reaching an agreement in the sense
of this article. When it seems advisable for the p'xrpose of reaching
agreement, the competent authorities may meet together for an oral exchange
of opinions.

4. In the event that the competent authorities reach such an agreement,
taxes shall be imposed, and refUnd or credit of taxes shall be allowed, by
the Contracting States in accordance with such agreement.

Article 26

1. The competent authorities of the Contracting States shall exchange
such information as is pertinent to carrying out the provisions of this
Convention or preventing fraud or fiscal evasion in relation to the taxes
which are the subject of this Convention. Any information so exchanged shall
be treated as secret and shall not be disclosed to any persons other than
those (including a court or administrative body) concerned with assessment,
collection, enforcement or prosecution in respect of the taxes which are the
subject of this Convention.

2. In no case shall the provisions of paragraph (1) of this article be
construed so as to impose on a Contract~ng State the obligation:

(a) To carry out administrative measures at variance with the laws or
the administr~tive practice of that Contracting State or the other Contracting
State;

(b) To supply particulars whi~h are not obtainable under th~ laws or in
the normal course of the administ~ation of that Contracting Stata or of the
other Contracting State~ or

(£) To supply information which would disclose any trade, business,
industrial, commercial or professional secret or trade process, or information,
the disclosure of which wo~ld be contrary to public policy.

3. The exchange of information shall be either on a routine basis or on
request with reference to particular cases.

4. The competent authorities of the Contracting States shall notify
each other of any amendments of the laws relating to the taxes referred to in
paragraph (1) of arti('le 1 and of the adoption of any taxes referred to in
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paragraph (2) of article 1 by transmitting the texts of any amendments or new
statutes at least once a year.

5. The competent authorities of the Contracting States shall exchange
the texts of all pUblished material interpreting this Convention under their
respective laws, whe~her in the form of regulations, rulings or judicial
decisions."

As mentioned earlier, articles 25 and 26 of the Japan-United States treaty
are more elaborate than comparable provisions in other treaties. A provision
which is gaining in usage is article 27, providing for mutual assistance in
collection to prevent enjoyment of treaty benefits by persons not entitled thereto.
Since this also presupposes exchange of information between the competent
authorities, the explicit terms are set out below:

"Article 27

1. Subject to the provisions of paragraph (2) of this ~ticle, each of
the Contracting States shall endeavour to colle~t such taxes imposed by the
other Contracting States as will ensure that any exemption or reduced rate of
tax granted under this Convention by that other Contracting State shall not
be enjoyed by persons not entitled to such benefits. The Contracting State
~ing such collections shall be responsible to the other Contracting State
for the sums thus collected. The competent authorities of the Contracting
States may consult together for the purpose of giving effect to this article.

2. In no case shall this article be construed so as to impose upon a
Contracting State the obligation to carry out administrative measures at
variance with regulations and practices of either Contracting State or which
would be contrary to the first-mentioned Contracting State's sovereignty,
security· or pUblic policy."

It should be noted that this prOV1S10n is limited to collection assistance to
prevent abuse of the Convention. It does not extend to general COllection
assistance, still a relative rarity among dOUble-taxation conventions.

One of the broadest exchange of information provisions is contained in the
convention signed in 1968 between Malaysia and Singapore. Article XIX of that
convention provides:

"I. The taxation authorities of the Contracting States shdoll exchange
such information (being information which is available under their respective
taxation laws in the normal course of administration) as is necessary for
carrying out the provisions of this Agreement or for the prevention of fraud
or underpayment of taxes by reasons other than fraud or for the administration
of statutory provisions against legal avoi~ance in relation to the taxes
which are the subject of this Agreement. Any information so exchanged shall
be treated as secret and shall not be disclosed to any persons other than
persons, including a court, concerned with the assessment and collection of
those taxes or the determination of appeals in relption thereto.

2. {This provision has li.mitations sUbstantially identical to those of
article 26 (2) of the DECD Model Convention.~./"
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In scope, this prOV1S10n is not quite the substantive equivalent of article 26
of the OECD Model Convention, although, by including information "for the
administration of provisions against legal avoidance in relation to the taxes
which are the subject of this agreement", it goes beyond those treaties, such as
the one between Japan and the United States, which have the "fraud or fiscal
evasion" limitation. The Malaysia-Singapore convention does not, however, go so
far as the Japan-United States convention in respect of mutual assistance in
collecting taxes from persons not entitled to the benefits of the convention; but
the provision for exchanges of information "for the prevention of ••• underpayment
of taxes by reasons other than fraud" - not being limited to the Convention -
goes beyond the Japan-United S~ates convention in this respect although it is
still within the scope of the OECD model.

D. Some potential legal problems

The investigative powers of the revenue authorities, being determined b~ iaw
and practice, vary considerably in different countries. This fact is rec~gnized

in the standard exchange of information provision (see, e.g. OECD Draft,
article 26 (2», which relieves the Contracting States of the obligation (~) to
carry out administrative measures at variance with the laws or a~nistrative

practice of either State; (b) to supply particulars not obtainAble uner the laws
or in the normal course of administration in either State; ~r (£) to supply
information which is confidential (such as trade or professional secrets) or whose
disclosure is contrary to public policy (ordre public).

The net effect of the above-mentioned qualifications upon "the obligation" to
supply information is to reduce obligatory exchanges to a "least common
denominator", i. e. a State whose laws and procedures give broad investigative
powers to its tax authorities is not obliged, nevertheless, to supply more
information than is normally obtainable by the tax authorities of the other State.
There are, therefore, two essential preliminary prerequisites to a request for
information which one State may address to its treaty partner. The first, implicit
in the standard secrecy provision, requires that the requested State be assured
that the information is to be used solely for relevant tax purposes. Some problems
arising under this "secrecy" provision are discussed elsewhere in this paper. The
restrictions presently under consideration further require that the requested
State be assured that the information is of a variety which would be obtainable in
the requesting State and, also, that the administrative measures which must be
taken in order to supply the infonnation are in accord with the laws and
administrative practices in both States.

Assuming that the informs,tion requested is already in the possession of the
requested State or can be readily obtained under the laws and administrative
practice of the requested State, the latter may, nevertheless, be under no treaty
obligation to supply it. Some difficult questions can be raised if the requested
State still chooses to supply the requested information. The information, now in
the possession of the requesting State, is of a variety which it could not have
obtained in the normal course of its own administration, or was obtained by the
requested State under laws or administrative practices which are at variance with
those of the requesting State. The information, presumably helpful, is now
intended to be used by the requesting State as a basis for criminal charges against
the taxpayer, assert an administrative penalty or support a tax assessment. Can
the taxpayer (if the law of the requesting State permits) seek to prevent thp. use
of such information on the ground that it had been obtained illegally?
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There are two aspects to this question: (a) whether the requested State
obtained the information legally when it used its own lawful procedures) even
though they were ~t variance with the law and administrative practice of the
other State; and (b) whether the requesting State illegally obtained information
which the other State supplied voluntarily, being under no treaty obligation to
do so.

Take, for example, the case of a citizen or resident of State A, who is now
sojourning in State B. Under the constitution and laws of State A, one who may
be charged with a crime (e. g. tax evasion) has the right to refu;e to furnish
information on the ground that it might tend to incriminate him; while under the
constitution and laws of State B a potential accused can be compelled to testify.
State A requests that information be obtained from the taxpayer by State B, and
such information is then obtained and supplied to State A. The information
consists of a statement, under oath, obtained by the competent authorities of
State B, under their normal procedures in such cases, together with the originals
of the taxpayer's books and records.

In the example postulated above, assuming that the competent authorities of
State ~ were acquainted with the legal restrictions upon the investigative powers
of State A's tax authorities, they could have respectfully declined to obtain the
requested information; or they might have limdted themselvea to seeking to obtain
the information pursuant to the procedures appropriate in State A. Then, if the
taxpayer chose to co-operate and to waive his legal rights under the laws of
State A, there wow d be no problem. Indeed, the treaty would have been complied
~:th in terms. But the problem we are here concerned with assumes that the
~vmpetent authorities of State B went beyond their obligations under the Convention.

The threshhold question, then, is whether information forced from the taxpayer,
consistent with State B's laws, but contrary to those of State A, and then
voluntarily rather than obligatorily supplied, can be attacked as having been
illegally obtained by States A and B. One could argue that the fact that the
standard language of the exchange '1f information article provides that it shall
not be construed as imposing lithe obligation" to furnish the information under
prescribed conditions was not intended to inhibit such information from being
voluntarily supplied. It is suggested, however, that at least in criminal cases,
and possibly even in standard tax liability cases, the laws of some States may
nevertheless prohibit information so obtained from being used by the tax
authorities of the requesting State.

Assuming, without ~rejudging, that information of the type postulated above
may be subject to attack as having been illegally obtained, the question whether
it would be admissible in evidence in the requesting State, in a criminal or civil
proceeding, or whether it can otherwise be relied upon by the tax authorities,
remains to be considered. It has been decided by t.he United States Supreme Court,
for example, tha~ illegally Obtained evidence is not admissible in a criminal
proceeding (Ker versus California, 374 U. S. 23 (19f13); Mapp versus Ohio)
367 U. S. 6431\1961); ~lkins versus United States, 364 U. s. 206 (1960», and
this rule might apply also to evidence held to have been supplied in contravention
of the express language of a tax treaty. In a criminal case the treaty language
is likely to be given a strict construction, which might inValidate information
not obligatorily supplied.

The law in the United States is less clea~ as
tax proceeding of information illegally obtained.
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(Suarez versus Commissioner, 58 T. C., No. 78) the United States Tax Court held
that the Commissioner was barred from in"roducing illegally obtained evidence,
and that a notice of deficiency (proposed assessment) which was admittedly based
upon such evidence was not entitled to the usual presumption of correctness of
the administrative determination. Then the Tax Court took the unprecedented step
of imposing upon the Commissioner of Internal Revenue the burden of presenting
proof to support the deficiency, which was independent of the tainted evidence.

Where a fraud penalty has been impcsed, the burden of proving the existence
of the fraud is, in any case: imposed upon the United States tax authorities.
In fraud cases, it often happens that discovery and investigation of the fraud
(as well as delays in assessing the tax while criminRI aspects are being
considered or prosecuted) will delay assertion of the tax liability until after
the normal statute of limitations has expired. In many States there is a larger
period for assessment in fraud cases or, as in the United States, there is no
statue of limitations upon assessment in fraud cases. However, the extended
period does not apply until fraud is proven. Otherwise, even an admitted tax
liability may be barred by the statute of limitations. To the extent that the
imposition of the fraud penalty (and extension of the statute of limitations)
depends upon evidence which may be held to have been illegally obtained, the tax
authorities will be unable to sustain the burden of proof. Consequently, cases
such as Suarez bear watching, since they could have broad implications in relation
to the treaty interpretation questions considered herein.

Some oth~r recent developmer.:Js specifically involving application of an
exchange of information provision merit attention. As is generally known,
Switzerland has strict laws protecting bank secrecy and prohibiting econo!n1~

expionage. The interaction of these laws with the exchange of informatiojl.
provision in the income tax convention between Switzerland and the United States
came to the fore in a recent case (! versus The Federal Tax Administration, a
decision of the Swiss Federal Supreme Court, unofficially reported at 71-1
U. S. T. C. para. 9435 and 28 A. F. T. R. 2d 71-5510). After considering a
series of preliminary interpretative questions, the Swiss Federal Supreme Court
concluded that in cases of tax fraud the Swiss bank secrecy restrictions were
lifted by the Convention and that the information requested by the United States
competent authority could be supplied.

There is an aftermath of this case, which is still pending in the Unitf~d

States Tax Court. In Ryan versus Commdssioner (Docket No. 4800-69), the
United States competent authority, relying upon the Swiss decision previous.~

mentioned, requested and obtained from the Swiss competent authority informa+.ion
with respect to the taxpayer's accounts in a Swiss bank. A civil tax liability
was then asserted and an appeal therefrom was filed by the taxpayer in the
Tax Court. The tax authorities, then being faced with the problem of converting
the exchanged information into a form which would be admissible in evidence in a
court proceeding, applied to the Tax Court for an order to permit the depositions
of the Jwiss bank officials to be taken by written i~terrogatories, identifying
the bank records b~d accounts which it was desired to sub~it in evidence. Against
vigorous obj ections of the taxpayer, the Ta..'1C Court concluded that by arrangement
between the j;i.;pective competent authorities, pursuant to article XVI of the
Swiss-US Conv~~~i· ion, the depositions on written interrogatories could be te.ken by
the Swiss competent authority and transmitted to the Court vie. the United States
competent authority (Ryan versus Commissioner, 58 T. C., No. 10.).



The problem which this procedure seeks to resolve is that the form in which
the information was initially supplied, although sufficient to support the
administrative action by the United States authorities, was not sufficient to
satisfy the technical rules of evidence (such as the "hearsay rule") in force in
the United States courts. This suggests that consideration might be given by
the competent authorities in future cases of this nature to obtaining information
on request in such manner and supplying it in such form that duplication of
effort by the competent authorities would not be required. Such consideration 1S
particularly pertinent in fraud and fiscal evasion cases, since future court
proceedings can be reasonably anticipated. Legislation to render competent
auchority reports admissible in evidence might be considered, but this presents
many technical difficulties.

The Ryan case, which is still 'Sub judice, will bear further wa.tching. The
taxpayer has already taken an appeal from the Tax Court's order to the United
States Court of Appeals. 1ven if the order is sustained, and the procedure
therein provided is carried out, questions will almost certainly be raised as to
the admissibility of the evidence thus obtained. The Tax Court, although approving
the procedure, has expressly reserved ruling upon the admissibility of the evidence,
and ultimately this question may have to be decided by a higher court.

One of the premises upon which the Swiss competent authority was held to be
permitted to supply bank information to the United States competent authority was
presumably that similar bank information would have been available to the
enited States competent authority under American law and practice. This is
generally so, but a caveat should be entered on this point by reason of a decision
of 11 September 1972 by a special three-judge court which had been convened in
California to consider the constitutionality of certain provisions of the United
States Bank Secrecy Act, which had been enacted in 1970. That court held that one
of the provisions, requiring banks to report domestic banking transactions,
violated the "right of privacy" under the Constitution. If this decision is
ultimately sustained by the United States Supreme Court, it may require
re-examination of the language and procedures under exchange of information
provisions, at least in so far as the United States is concerned.

The purpose of the foregoing discussion has been to emphasize several practical
considerations. To the extent that the laws and administrative practices of the
Contracting States differ from each other in regard to the investigative powers
of their tax authorities, the obligatory exchange of information is limited by the
standard Convention provision to the most restrictive of the two. There is support
for this limitation 1n the principle of reciprocity, which underlies most other
Convention provisions. If the State having the more restricted investigative
powers desires to have the benefit of information available under the broader
powers of the other Contracting State, this would appear to be most effectively
achievable by app~opriate modification of the standard lanRuage of the exchange of
information provision. This assumes, of course, that the other State will be
willing to obligate it.'~elf to supply information, obtainable under its laws, of a
type which it would not expect to receive reciprocally from the authorities of the
other State. The formulation of specific treaty language to this end is probably
more desirable than to rely upon the ad hoc willingness of one State to supply to
the other information which it is not obli~ed to furnish. As indicated above,
such information, even if voluntarily supplied, may raiae difficult legal problems.

There are other possible solutions. It may be appropriate for States whose
tax authorities are limited by law or practice to consider modifying their laws or
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improving their administrative practices so as to broaden the scope of the
investigative powers of the administration. This may, of course, present problems
in particular States where traditions or political considerations favour
continuing restrictions cn the investigative authorities.

If a general extension of the laws and practices of a particular Contracting
State may not be in order, consideration might be given to modifying the language
of the standard exchange of information provision to permit the State with the
lesser investigative powers to employ some or all of the greater investigative
powers of the other State, when requested to do so. This would, however, present
other theoretical and practical problems. To the extent that the modified
Convention provision would oblige the requested State to employ procedures not
otherwise available under its laws or administrative practices, the question would
arise as to whether the Convention had the effect of overriding the general law of
the State. This question would be especially vexing if the modified language of
the Convention was or appeared to be in conflict with the constitutional rights of
the taxpayer or third parties from whom information was being sought. The
judic~al tests to which such a provision would likely be SUbjected, and the
rentrictions which reviewing courts in the requested State might feel compelled to
place upon it, might well render such a provision nugatory.

Even if an extension of the investigative powers were sustained by treaty,
practical difficultie~ are likely to be encountered if the tax authorities of the
requested State are expected to conduct an investigation in accordance with the
laws and practices of the requesting State, rather than of their own State. Tax
investigations are delicate and difficult. They are best conducted by experienced
officials. An attempt by officials of one State to apply the laws and practices
of another State might create more problems that it would solve.

There may, however, be a solution even to this problem, if extension of the
investigative powers of the requested State's tax authorities otherwise appears to
be desirable. That may be to permit a joint investigation in which investigators
of the requesting State may be allowed to team up with investigators of the
requested State. Such a joint investigation could be conducted under the common
control of the respective competent authorivies. This would at least assure that
the procedures employed are in accord with those of the requesting State and thet
the respective laws are observed in accordance with the Convention. Another
possible alternative is for the requested State to permit the investigation to be
conducted exclusively by representatives of the tax authorities of the requesting
State. Such an arrangement may be feasible where the taxpayer concerned is a
citizen or resident of the requesting State and is willing to co-operate with the
tax authorities of the State of which he is a citizen or in which he ordinarily
resides. In the latter instance, an appropriate treaty provision,·which may even
override prohibitive statutes of the requested State (such as bank secrecy or
economic espionage), mieht be considered.

The more difficult case is that of a citizen or resident of the requesting
State who may be involved in fraud or fiscal evasion. In such cases, the
investigation may have to be conducted without the suspected taxpayer's knowledge,
let alone with his consent and co-operation. Yet this is the very type of
situation intended by the "fraud and fiscal evasion" provision of a number of
exchange of information articles. More experience with exchange of information
in cases of this type will be necesaary and, based upon such experience,
revisions of treaty provisions and of internal laws and practices may have to be
considered.
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E. The administration's role in preventing tax evasion

In ST/SG/AC. 8/R.20, a number of international tax evasion patterns 'were
outlined. These were elaborated, to some extent in ST/SG/AC.8/R.20/Add.l, and
ST/SG/AC.8/R.20/Add.l {part two}, dealing with international tax havens.
Analysing these from the point of view of administrative experien~e, as reflected
in the answers to the questionnaire, it may be postulated that the intri~acy of
tax-evasion techniques employed in a particular country is to a substantial degree
correlated with the demonstrated ability of a country's tax administration to
discover and punish tax evaders.

Countries differ from each other in respect of their commercial patterns,
economic opportunities, nature of international trade, currency exchange limitations,
cultural and political mores, and many other factors which may dictate or limit
the situations in which tax evasion may be indulged in. The mixture of evasive
devices most frequently employed by taxpayers in a particular country may be
expected to change, just as the elements speci fied above are in a constant state
of flux. For these reasons, it has been concluded that, for the practical purposes
to which this paper is addressed, it would not be fruitful to analyse each of the
simple and complex methods of international tax evasion which have been well
elaborated in the documentE' referred to above. (See, however,' "Analysis of a
common tax-reducing device" below.) Instead, the problem of international exchange
of' information will be considered in the light of the procedural and legal problems
which an administration encounters in seeking to identity international tax
evasion, to punish it as may be appropriate and to collect the hitherto unpaid
tax liability.

In an expanding economy, with a mass of corporate and indivi dual taxpayers,
even the most efficient administration cannot undertake to conduct intensive
audits of all taxpayers. Nor would this be necessary if all taxpayers were to
file complete and honest returns. Assuming a maximum level of voluntary compliance,
the tax authorities may limit themselves to examining the more difficult return::;,
which, because of the interaction of intricate business transactions with the
complexities of the tax law, are likely to give rise to substantial tax adjustments.

Taxpayers do not enjoy paying taxes. Neither are they obliged to conduct
their affairs so as to produce a maximum liability if lawful alternatives are
available under which the liability could be SUbstantially reduced. The Government,
on the other hand, is not obliged to accept the consequences of purely formalistic
transactions, but it may insist, often successfully, that the transaction be taxed
in accordance with its substance, rather than its form. Thus the game of tax
avoidance is played, with taxpayers and their advisers constantly on the alert to
seek out tax-minimizing devices; while tax administrators and legislators, after
having identified such devices, seek to bar them by administrative, judicial or
legislative action.

If the administration lacks the capacity to attack tax-avoidance devices
vigorously and successfully, the likelihood is that the use of relatively simple
and patently transparent devices will increase. Indeed, if the administration is
so weak that taxpayers learn to regard it with disdain, they may not even try to
cloak their tax-reducing devices with some '"emblance of reality. They will then
~gnore the law instead of trying to operate within it. In other words they will
engage on a wide scale in tax evasion rather than tax avoidance.
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On the other hand, given a vigorous and able administration, taxpayers will
tend to resort to more sophisticated tax-avoidance devices. Then, only the
criminal hard core or the simple and foolish will seek to evade. And if the
administration is supplied with a capable investigative staff and follows a
consistent and vigorous criminal prosecution policy, evasion can be held in check.
Thus the combined deterrent effect of an adequate audit programme and of serious
enforcement measures should help to achieve a satisfactory level of voluntary
taxpayer compliance.

The premise that there is a direct correlation between sound tax administration
and compliance applies both in domestic and international tax matters. The
i~portance of capable administration cannot be overemphasized. Without it,
information from any source, domestic or international, would be wasted.

The manner in which information will be supplied and the extent to which it
may be useful are necessarily dependent upon the administrative procedures and
applicable laws of the respective jurisdictions. To illustrate the practical
problems involved, it is useful to consider the administrative stages through
which a potential evasion case will normally pass. These stages, which will be
analysed separately, are:

(a) Identifying a possible fraud situation, such as a potential taxpayer
who haS failed to report income or a transaction which m8\Y be a sham;

(b) Making an initial determination, based upon Whatever information is
then available, as to whether a fraud investigation should be instituted;

(£) Utilizing such authority, procedures and personnel as are available in
instituting a fraud investigation;

(d) If, during the course of investigation, international aspects appear,
forwulating appropriate requests for information, addressed to the competent
authorities of those treaty partners who may be in a position to supply information
useful in the case;

(e) Having gathered all available information from domestic and foreign
sources, evaluating the case to determine whether additional tax is owing and
whether penal action, by w8\Y of administrative penalties, criminal prosecution
or both should be undertaken;

(f) If, after such review, administrative or judicial penal proceedings are
to be undertaken and, depending upon the procedural reqQ~rements of the particular
jurisdiction or jurisdictions, assembling the evidence in the case in a form whicb
would be admissible in the tribunals concerned and which would sustain tbe
validity of the penal action;

(&) Concurrently or thereafter (depending upon administrative policy in such
matters), asserting the appropriate tax liability;

(b) Collecting the additional tax due, inclUding, if necessary, levy and
distraint upon assets of the taxpayer if he is recalcitrant;
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(i) Requesting collection infor.mat~on and assistance from other treaty
~

partners if such assistance is provided by treaty.

It will thus be seen that constructing a successful fraud case is an
extremely complex, time-consuming and technically demanding process. Countries
vary greatly in their policies in respect of the punishment of tax fraud as "'"ell
as in their administrative structures for carrying out the procedure'S necessary
to prevent or punish such frauds. For purposes of the following analysis of the
stages outlined above, it will be assumed that each of the affected treaty
partners has a firm policy, supported by law and administrative practice, to
enforxe its laws strictly against tax evaders.

Identification of Eossible fraud

Experienced tax officials acquire sensitivity to potential fraud situations.
Familiarity with patterns frequently resorted to by cheating taxpayers sensitizes
the administrator to circumstances in particular cases which may arouse suspicion.
A compendium of frequently resorted to patterns of evasion has been set out in
"Simple methods of international income evasion" ST/SO/AC.8/R.20. Routine
exchanges of informat.ion under double taxation conventions may provide leads to
possible evasion, but this is not likely to occur often. The efforts of the
administration itself and its ability to identify unusual transactions or taxpayers
whose behavior is suspicious will be the most productive of leads to potential
evasion. Internaticnal evasion may be indicated, for example, where a foreign
trader or his family take expensive trips abroad or otherwise seem to be living
beyond their means. This would suggest that in some way he has managed to divert
income abroad.

Initial investigation

If suspicion has been aroused, a preliminary determination must be made
whether the case should be diverted from normal assessment channels and specially
investigated. This is an administrative decision which depends upon the standards
and policy of the administration. The information and factors to be taken into
account would not normally, at this stage, require additional inforL13.tion from
abroad; nor is it likely that at this initial st~ge questions addressed to a foreign
competent authority could be rationally formulated. It is best to wait for this
until the investigation is far advanced and until gaps in the case which might be
filled fram foreign sources have been clearly delineated. Such forbearance at the
initial stage of investi3ation would prevent needless imposition on the other
administration and assure chat the necessary information is obtained and supplied
with precision.

Instituting a fraud investigation

Assuming that there are sufficient indications of fraud, a special
investigation may be undertaken. The procedures available for this purpose may
differ from country to country ~ depend':g upon the investigative powers of the
tax authorities, the procedures which they have established for utilizing available
authority and the skills of personnel charged with such investigation. Taking the
simple case of the foreign trader who seems to be living beyond his means, this
does not yet necessarily imply that he has engaged in international tax evasion.
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However, examination of his books may disclose a nuniller of transactions at
unrealistic prices with a forei8n individual or entity. This may sur,cest the
need for information as to whether the other party is simply the taxpayer's
alter ego or some friendly or subservient decoy.

Forillul~ding specific requests for information

If a need appears for information from abroad, the administration should
determipc whether the only method whereby it could be obtained is through the
exchange of information article in a double taxation convention. There are
frequently other, perhaps more effective, ways of constructing a provable fraud
case. In the simple situation postulated above, it may be possible to rely almost
entirely on the net worth and expenditures method. This would not necessarily
uncover all assets and expenditures - especially those situated abroad - but
sufficient evidence might be available from domestic sources to support penal
action. For example, if the taxpayer has no acceptable explanation of where he
obtained the funds for an extended trip abroad, and if a supportable estimate can
be made of the amount so expended, this, along with other evidence of
irregularities, may be sufficient to justify penal action. It Day be that the
additional information needed from abroad is pertinent not so much for the
purpose of establishing that the taxpayer has evaded his liability but, rather, for
the purpose of establishing the extent of that evasion. It appears that the
latter purpose is also encompassed within the intent of those treaty provisions
which limit exchanges of information to fraud and fiscal evasion situations. In
more complex patterns of evasion, the p::.'oof of the fraud and amount of tax
evaded may be more closely intertwined. Whether this is so would depend upon
the fruits of the investigation and the extent to which the eva3ive devices
employed can be traced. Even so, the strength of the case may depend more upon
evidence garnered from domestic sources than upon information obtained from other
countries.

Determining disposition of the case

Few countries have consistent crIminal prosecution policies. Fraud, to the
extent that it is punishable under the law and administrative practices, may call
for imposition of administrative penalties. Under exchange of information
provisions which are limited to fraud or fiscal evasion there may be reluctance to
comply with requests for information unless there is some degree of assurance that
it is seriously intended to penalize the taxpayer, assuming that the information
supplied, together with information otherwise available, establishes that the
law has been violated. It is not likely that one country will question another's
intended use of information requested, but knowledge that the treaty partner has
put the requested country to considerable trouble to obtain inforMation which is
not fully utilized will deter the requested country frcn employing it~ facilities
to comply with future requests. Accordingly, it would appear that serious use of
exchange of information provisions intended to prevent fraud and fiscal evasion
would imply that each of the treaty partners has adopted and utilizes a policy and
procedures to punish evaders, as appropriate, by administrative penalties, criminal
prosecution or both.
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Converting information into admissible evidence

11Information" and "evidence" are not necessarily the same. DependinG upon
the applicable evidentiary rules, infonnation obtained from foreign sources way
have to be obtained in another form in order for it to be useful in a civil or
criminal proceeding. The evidentiary rules as to the admissibility of a
competent authority report differ widely. Some adjustment of statutory and court
rules may be required in order to assure the admissibility in evidence of
information obtained under an exchange of information article.

Determining the tax liabilitr

In some countrmes, if criminal charges are instituted and sustained, the
court can impose a fine which is measured by the amount of the tax evaded. This
would be in addition to such prison sentence as the court may impose. The
prosecuto~ is therefore obliged to prov~ not merely that the taxpayer has cheated 1

but also the exact extent thereof. This would require that information obtained
from abroad relate not merely to the scheme, but also to its fruits. In other
countries, as in the United States, conviction can be obtained by proving some
evasion while the amount of the additional tax liability is left to be determined
by subsequent civil administrative and judicial proceedings. The extent and
degree of information which might be required from abroad would depend largely
upon the burden of proof rules in the particular jurisdiction. If, as in many
countries, the taxpayer has the burden of proving that the administrative
determination is erruneous, then a best judgment assessment may be sufficient,
without being fully detailed. If the burden of proving that the fraud penalty
was properly imposed is placed by law upon the administration, this does not
necessarily require that the administration assume more of the burden than is
necessary to show that the taxpayer has violated the law - without regard to the
exact a~mount. Accordingly~ information necessary from a treaty partner to validate
an assessment mayor may not be greater than that which may be requested in order
to institute penal proceedings.

Collecting the tax

Punishing tax evasion is not an end in itself; the ultimate mission of the
tax administration is to collect all taxes which are due, in accordance with the
law. Tax evaders, even when caught and appropriately punished, 0ften place
obstacles in the way of collection of their tax debts.

Collection information and assistance

Recalcitrance may compel the administration to resort to enforcement of
statutory liens on the taxpayer's property by way of levy and distraint upon
assets which are within the jurisdiction. ~lere international tax evasion is
involved, assets are likely to be located in other countries. Smile double taxation
conventions have explicit provisions for mutual assistance in collections, although
such provisions are f:r:-equently linited to aitt:.o.ticDs in 'Which taxpayers may
wrongfully seek to obtain benefits under the convention to which they are not
entitled. Few conventions provide for relatively unlimited collection
assistance: see, for example, the France-United States convention, article 27.
Implementation of provisions for mutual assistance in '.~ollections necessarily
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requires exchanges of information. The requesting country must initially have
some reasonable basis for believing that the taxpayer has assets in the
requested country. The latter, in turn, may be in a position to supply information
(in conformity with its law and procedures) as to the nature, value, location
and status of such assets. Close co-ordination between the competent authorities
is obviously required. Quick action is also essential because the assets may
rapidly be removed to some other country if the taxpayer is alerted.

The matter of mutual assistance in collection merits further study. It is
somewhat anomalous that countries should mutually exchange inforrilation to assist
each other in rooting out tax evasion and determining the proper amount of tax
due, while stopping short at the point where they will help each other in
compelling the taxpayer to pay the tax. In view of a growing trend toward
recognition of the "principle of international law" that one State will not
enforce a tax judgment of another State, !!,./ a reversal of this "principle\! may
require explicit treaty provisions. On the other hand, in view of s~ne of the
rationale supporting this i1principle li

- such as the possibility that what purports
to be a tax may be a confiscation or otherwise a departure froD equitable
principles - it is understandable that some countries may b-:.' reluctant to agree to
mutual enforcement of tax liabilities asserted by other countries.

F. Analysis of a common tax-reducinR device

l"lerely to illustrate the difficulties faced by a tax administraticn 1n rooting
out potential avoidan~e or evasion, one example will be analyEed in some detail.
Reference is made to the iiConcllldions of country responses on international lnCOTIle
tax evasion and avoidance" (E.'~/SG/AC.8/R.30, Add.l). It is there stated
(pp. 1-2):

"The major problems mentioned by all respondents were dividends ond
interests. Such income items were often either undisclos2d or misrepresented
as other income (for instance as loans, fees or commiss::ons, in the case of
dividends) for the purpose of avoiding a withholding tax or securinf.; a lower
withholding rate."

Tersely, thib summarizes many potential tax-avoidance or evasion devices. The
analysis which follows will be limited to one of these.

Undercapitalization of companies is a common tax-avoiuance device. There may
of course be other, non-tax-motivated reasons for entrepreneurs decidinG to place
a minimum sum at risk as equity capital. In international investment, preference
for loans rather than equity investment may be attributable to peCUliarities of the
laws either of the country fronl which the investment is emanatin~ or of the country
in which it is being invested. 'rhe entrepreneurs necessarily balance such
considerations along with tax considerations in determining the form in which
initial and operating capital should be provideu.

The most frequent tax-directed purpose for providing capital in the form of
loans rather than as equity is the desire of the entrepreneurs to lay the Groundwork

4/ See, e.g. United States versus Harden (1963) S. C. R. 366; '~l Dom. L. R.
(2d) 721 (Supreme Court of Canada).
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for withdrawing future earninGs as repayments of loans rather than as taxable
dividends. Also, interest paid on such loans would be deductible by the paying
corporation as a business expense.

Normally, undercapitalization of a conpany is considered for tax purposes as
tax avoidance, rather than as a tax-evasion d~vice. There are, however,
circumstances under which international tax evasion may be involved. Several of
these possibilities will now be considered.

The fact that an enterprise is undercapitalized, with the balance of needed
funds being supplied by loans, could come to the attention of the tax
authorities iplffiediately upon its organization. This would depend upon the extent
to which the enterprise is required to furnish complete information with reGard to
its capital structure in order to obtain authorization to do business and, further,
upon the established procedures for making such infonnation readily available to
the tax authorities. Even if the tax authorities are not alerted to the
undercapitalization at this initial stage, the capital structure, as well as
fluctuations therein, would be disclosed by the balance sheets Generally required
to be submitted in connexion with the annual returns of income.

Aside from their potential use as tax-avoidance devices in' respect of
dividends and interest, substantial loans may emanate fronl previously untaxed
income. Except in instances of pure speculation, or where a minimum investment is
supplemented by public funds to encourage industrial development, the entrepreneu~s

will have to make available at least the minimum funds needed to assure success.
If substant5al loans are made by the entrepreneurs themselves, a review of thei.r
past income Lax returns and net worth statements (if available) may indicate the
surfacing of previously untaxed income. 'rhis should, of course, be investigated.
Loans from third parties may also furnish leads to previously untaxed income.

Realistically, legitimate third-party lenders will require substantial and
liquid oecurity, as well as a high rate of return, before making loans to an
untested enterprise. If the terms and conditions of the loan depart from what would
be considered normal under the circumstances, they may indicate possible tax
evasion either by the borrower, the lender or both. il A substantial loan by a
third party may be legitimate, but it may also indicate that the source is
previously '~disclosed income of the third party; or the third party may be actinG
as a front for the entrepreneurs or for someone else. It is reasonable to inquire
into the source from which the third party derived the funds from which to make the
loan.

Even if the third party is a legitimate lending institution, the real source
of the funds may be the entrepreneurs or someone else; and the lendinG institution
may merely be serving as an accommodation front. In order to ascertain th~s, all
of the details of ~,he arrangement with the financing inst i tution would have to be
examined. This would raise, in turn, problems of the extent to which bank-secrecy
laws insulate transactions with lending institutions from official inquiry. Assuming

51 There may also be private side agreements between the borrower and the
lender, giving the latter an undisclosed proprietary interest. Such agreements
would lay a foundation for futur( tax evasion.
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no problem in obtaining the details of the transaction, it mic.;ht turn out that the
institutional loan was fully secured by assets acquired by the borrower with
previously unreported income. Accordingly, the security for the loan may also be
suspected.

'I1hus far we have considered the possibility that undercapitalization of an
enterprise, with needed funds being supplied from sUbstantial loans, may indicate
previous or possible future tax evasion by the entrepreneurs or by third parties.
Another possibility, worth explorinG, is that the accounts falsely record a loan
which was in fact never made. 6/ In sane way the enterprise may be able to get
along without the funds, but the recorded loan would lay the foundation f01 the
later milking of pro fi ts, payment of deductible lIinterest it in lip.u of dividends
and other false deductions. 1/ The uncoverinfJ of such fictitious loans may be more
or less difficult, depending upon the inr;enuity which the "borrower" used in making
them appear to be leGitimate. Checkin~ the source of the alleged loan and the
ITlanner in which its alleged proceeds were expended would supply useful leads. vfuen
faced by an inquiry, the 111enderi' may deny ever havinG made such a loan, and the
lipayees" of the allegedly expended funds may deny having received such payments.
In all likelihood, the third parties in such cases, even if they are not themselves
fictitious, will know nothing of the transaction; or if they do, they may thenselves
be parties to the scheme. Accordingly, a fictitious loan once uncovered may
provide leads to a string of tax evasions.

Assuming that a loan has in fact been made, the question whether payments of
principal and interest should be recognized for tax purposes and not treated as
dividends could became a st~ndard tax issue of substance over form. Even if the
source of the funds were illegitimate tax-wise, the loan per se would probably
have to be recognized as legally valid.

Generally, in attackinr, the tax status of a lorur. to an lmdercapitalized
enterprise, the ultimate question is whether what purported to be a loan was in
substance an investment of equity capital, subject to all the risks of the business.
This is a mixed questicn of law and fact; and many factors have to be taken into
account. The United States Court of Appeals for the Fifth Circuit, which has
decided a number of cases involving the debt-equity issue, recently listed
13 relevant criteria, as follows (in re Indian Lake Es~ates, 448 F. 2d 574, 578-579
(1971) ) :

(1) The names given to the certificates evidencing the indebtedness;

(2) The presence ~r absence of a maturity date;

(3) The source of the payments;

6/ The fictitious loan is also often encountered in net-worth investigations.
Since a loan is not income, a taxpayer under investigation may seek to obtain a net
worth increase as the proceeJs of a loan.

7/ For example, fictitious payments or overpayments for depreciable assets
would-provide a base for excessive deductions for depreciation.
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(4) The ric;ht to enforce the payment of principal and interest;

(5) Participation in manaGement,

(6) A status equal to or inferior to that of reBular corporate creditors;

(7) The intent of the parties;

(8) 11Thin il or adequate capitalization;

(9) Identity of interest between creditor and stockholder;

(10) P t f · tIt f "d' . d d llaymen 0 Intc'res· on y ou 0 I VI' en money;

(11) rUle ability of the.~orporation to obtain loans from outside lendinc
institutions;

(12) The extent to uhich tIll' initial advances were used to acquire capital
assets; and

(13) 'Jlhe failure of the debtor to pay on the due date or seek a postponement.

If the entrepreneurs had made loans (directly or indirectly) from previously
untaxed income, this would probably weigh heavily in favour of ignoring the loan
[or tax purposes. 8/

The problems of establishing the proper tax treatment of loans to
undercapi tali zed enterprises are, as the fl1regoine: analysis shows, extremely
difficult. 'This is so even if the transB.C'tion does not cross internationnl
boundaries. Pi Great deal of sensitivity an:i skill on the part of the tax
admi~listration is requjred to uncover tax evasion and avoidance in the types of
trar sactions here being considered; ann even ,,,hen the administration has sufficient
grolulds to believe that a transaction is a sham, obtainine; the evidence necessary
to support administrative action will be most difficult, whether the action
proposed is the determination of a deficiency in tax, the imposition of an
administrative penalty or the institution of a criminal prosecution.

These problems are compounded when Dny aspect of the transaction under attack
crosses international boundaries. Assuminrs ~hat, internally 1 there are no
inhibitions upon the ability of the administration to obtain information from
locally resident taxpayers, third partic:::: [tnd financial institutions, tlle authority
of the administration cenerally stops at the c'luntry's borders. In potential
evasion situations., i.t can be expected that infcI'mation (evidence) will have to Le
obtained by compulsion rather than co-operati.on. Compulsion can be exercised, if the
law permits, upon parties who are physically present. If they are outside the
country, they may safely refuse to supply inforl~l:1.tion or they may be insulated fror'1
external inquiries by lucal laws prohibi tine; disclosure of information of the l<.ind

8/ An interesting side question would be whether the amount of the "loan" or
"investment" should be netted to reduce it by the ',..JT1ount of the previously unpaid
taxes.
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desired. And even if third party s :::mrces are willing to co-operate and are not
prohibited therefrom~ evidentiary problems, particularly in evasion cases) which
lnay go to court become especially acute. There may therefore be no alternati ve
but to rely upon information obtainable under double taxation conv0ntions.

G. Patterns, treaties and evaSlon

AlthouGh some tax-evasion techniques may be characterized as simple
(see ST/SG/AC.8/l2.20), they are not necessarily engaged in by simpletons.
International tax evaders are 0ften very shrewd. Their choice of an evasive device,
suitable to the particular transaction, is presult1ably in accord with their
judgement as to its probable success. An important element in thi s Judgment is
whether the evasion is likely to be diSCOVered by one or more of the countries
whose taxes are being evaded.

The more sophisticated the tax-evasion device) the more likely it is to have
an "insulator'Y somewhere along the line. The insulator may frequently be one or
luore intermediate ~ountries, through which elements of a transaction may be routed
in order to break the trail, both with re~ard to tht transaction and its fruits.
The intermediate countries may very well be tax havens, selected because their laws
are more lenient, their authorities more friendly and the tax and other fiscal
conditions least burdensome. Indeed, if a suitable tax haven is available, the
well-planned tax-minimizing device need not even include evaslon, but may fall
within internationally accepted bounds of tax avoidance.

Take as an example the manufacturer in country A whose product is ultinlately
to be sold in country C. He wishes to reduce taxes in his home country, and perhaps
also establish a hoard of foreign currency. He could resort to blatant tax evasion
by falsifying his accounts, using understated invoices and entering into side
arrangements with his customers or other co-operating parties in country C. !J.'his
is, however, too risky. Instead, he establishes (directly or indirectly)-an
iYindependent" purchaser in country B, a tax haven. Then, by selling cheaply to
the intermediate purchaser, who sells at the regular price to the customer, a
substantial part of the profit is diverted to a low-tax area.

This device with numerous embellishments, turns what might have been a
White-collar crime into a respectable business venture. One may wonder whether,
if tax-havens did not exist, there might not be much more international tax evasion
than is now presumed to exist.

The line between tax avoidance and tax evasion is imprecise, and the creedy
taxpayer is likely to cone so close that he will overstep it. Also, the line 1:10:'1

b0 drawn differently in one country than in another. In the example Given above, the
tax authorities of country A may suspect that there is something wrong with the
pricing arrangement~ but they would have to know more about the puchaser in
country B, such as who really owned and controlled it, before they could estaulish
this. If country B were well chosen, these efforts could be frustrated, eVf>n if
there happened to be a double taxation convention between A and ~ callinG for
information exchanges. However, complex evasion scheme is more likely to include
at least one country which does not have a bilateral agreement with other links in
the evasion pattern.
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Bilateral conventions, therefore, are useful mAinly in dcaling with bilateral
international tax evasion. Since the clever evader is not likely to resort to
"simple" devices, bilateral exchanees of information provisions are an incomplete
answer; and they are not helpful to the fullest extent in cases where a relatively
simple multilateral evasive device is employed involving three countries. Modifying
the example given above slightly, assume that country B is not a tax haven but that
the selling agent in country B records a higher cost (supported by false invoices)
than the selling price which the taxpayer in country A has recorded in its books.
Then, again using false invoices, the sale to the buyer in country ~ is rigged to
evade taxes in that country as well. Assume also that there are bilateral
conventions between A and B, A and C, and Band C. In this triangular arrangement,- -- - - -
although each of the treaty partners could eXChange infor~ation between themselves,
the secrecy provisions in their respective conventions could prevent anyone of
them from getting the complete picture of the schem~, even though there has been
evasion in each.

In the relatively simple example of multilateral international evasion given
above, t~? secrecy barrier might be broken by a modification of the exchanGe of
information article to permit a country to transmit in:ormation received from one
treaty partner to another if the latter also has a bilateral convention permitting
exchanges of information with the original source of the information. This would
be only a partial solution, but still an improvement over present conditions. It
would not help if one of the countries involved was an "insulator".

Another possible modification of existing bilateral conventions may be
considered. It often happens that the estate of a deceased taxpayer is found to
contain cash or other assets which cannot be accounted for except as having been
the fruits of income-tax evasicn. Assume that countries D and E have both
income-tax and estate-tax conventions between them. By the terms of such
conventions, information received from country D by the estate-tax authorities
in country E, indicating that the income-tax law of country E may have been
violated, cannot be transmitted to the income-tax authorities. This
compartmentalization of information can, it is suggested, be removed by relatively
simple modifications of the exchange of information provisions.

Returning to the matter of multiple international tax evasion, other possible
ways to combat it have been suggested. These include multilateral conventions,
and the establishment of one or more international tax agencies for the joint
investigation of international evasion. These suggestions may provide ultimate
solutions to the problem, but it may be that much more experience und\:r existing
arrangements will be needed before these additional steps can be taken.
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H. Varieties and Uses of Exchangeable Information

Referring again to the directivee for this Study (S~/SG/Ac.8/R.33)t it ~Till

be seen that there is a close relationship among the types ef information which
may be available for exchange, the arrangements and procedures whereby exchanges
may be effected and the uses to which such information may be p~t. These, in
turn, are affected by the reality of the need for the information to be ~xchanged

and the anticipated mutuality of advantage to the treaty partners. ~}1e rights of
affected taxpayers must also be considered for it would be most unfair to supply
information which might expose pa.rticular taxpayers to inequitable treatment.
Underlying the above-menticned factors is the asseeEment by each of the treaty
partners (expressed or implied) of the capacity of the respective tax
administrations to obtain and supply useful information and, conversely, of the
ability of each administration to utilize information which may be supplied.
These factors may affect the willingness of treaty partners to broaden the scope
of exchange of information agreements or their performance thereunder ..

With the above as background, we turn to the three main categories of
information exchange procedures. These are generally characterized as:
(1) routine (or systematic) transmittal; (2) specific requests; and
(3) discretionary transmittal. Some aspects of this suhject hA..ve already been
studied in the paper entitled "Information gathering and exchange for income tax
purposes" (ST/SG/AC.8/R.20/Add.2) and responses to the questionnaire.
Repetition will therefore be avoided here.

Routine transmittal

The underlying conception of a double taxation convention is to define
situations in which particular taxpayers, transactions or types of income may be
subjected to international double taxation and then to express principles whereby
the ribht to tax is either shared by the treaty partners or vested exclusively in
one of them. The characteristic provisions of the OECD Draft Convention, as
analysed in this report, indicate the circumstances under which the treaty
partners may need information to carry the terms of the Convention into effect.

Initially, if the source country is required by the Convention to apply a
different taxing regime to particular taxpayers, transactions or types of income,
the request for special treatment under the Convention would have to originate
from, or someone acting on behalf of, the affected taxpayer. This would require
the filing of some document with the tax authorities of the source country,
establi.shing er:titlement to special treatment under the Convention. 9/ This is
particularly the case as to certain types of income which may normally be subject
to ~ithholding of tax at the source, such as d~vid';Lds, interest, royalties and
pen~ions, which may be the subjects of special treatment.

The extent to ~hich complete and accurate information is available to the
source country may reflect the general level of taxpayer compliance in that

9/ See, e.g. the ~nited StatelL-Treasury Regulations under a number of
conventions, containeu ~n Code of Federal Regulations, Title 26, parts 500 to 599,
revised as of 1 January 1972; and Treasury Regulations, sections 1.1461-1 rnd 2.
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country. If taxpayers generally tend to violate the law with impunity and th0 tax
adrninirtration is unable to cope with the situation, alien recipients of income
may tend to do likewise. If the latter engage in tax evasion in the sou ce
country, they will have little need or desire to supply information which nlay focus
attention upon themseJ.ver by the tax authorities in the source country as well as
in the home country. Accordingly, if the tax administration in the source country
is weak, it is unlikely to possess information which would be useful to its treaty
partners. Likewise, an obligation to supply information routinely, automatically
or periodically may be difficult to bear.

Consequently, when one speaks of routine transmittal of information it is
necessary to assume as a prerequisite a high level of taxpayer compliance in the
country which is to assemble the information for its own purposes as well as for
its treaty partners. In other words, if the exchange of information j s to [nC'Ome

routine, it is essential that the procedures for assembling the information can be
reduced to a reliable routine. Such information, ~lhen collected for periodic
(generally annual) transmittal to a treaty partner, coula include the names and
addresses in the recipient country of persons receiving income from the source
country, payors, type of income, amount of income, and C lount of tax withheld by
the source country. How much of this would be supplieQ to a treaty partner would
depend upon the treaty requirements and the arrangements made between the parties.

Turning then to the recipient country, the key question is whether information
thus received periodically and in bulk is desirable or useful. The ;}.:lswer is that
it could be, depending upon the procedures applied by the tax administration of
the recipient country. Logically, the first step would presumably be to match the
names and addresses of the listed taxpayers with the recipien': country's register
of taxpayers. Those which do not match could be of interest +~ both treaty
partners because they may LE persons who may not be entitled 'GO treaty benefits
(e.g. residents ot' some other country) or tax evaders in either or both treaty
countries. As to those which do match, 1 recipient country could find that
additional tax is due, or it might wish, inquire into the circumstances which
gave rise to the foreign income (e.g. inv~~tments of possibly unreported income).
In brief, the utility of routinely supplied information would depend upon the
procedures established by the recipient country to associate the information with
its own files.

There is one form of routine information, not exprese1.y called for by seme
conventions, which nevertheless seems to be contemplated by all. This is
information relating to changes in relevant statutory law, administrative
regulations or controlling court decisions. Changes in the domestic tax laws of the
contracting States may require changes in the provisions f the convention or in
their application. To the extent that such changes may relate to tax evasion,
as modifications of investigative powers and procedures or sharpening of the penal
provisions, they may affect the circumstances under which the exchange of
information provisions may be applied.

Specifically requested information

Even if routinely supplied information may suggest the possibility of tax
evasion; considerably more will be required before a case can be built up,
successfully prosec~tt~d aDd the appropriate tax and penalties collected. In the
normal course of administering its income tax, a country is likely to have a more
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or less complete file on each of its taxpayers. Depending upon local procedures,
the file may contain a mass of material accumulated from the taxpayer's first
exposure to tax liability, or, by con~rast, the only information available may
pertain to periods for which liability has not been fully determined or for which
collection has not yet been completed.

If a fraud is suspected, a difficult investigation must be undertaken. Its
scope and likelihood of success would depend upon the investigative powers
available to the tax administration and the skill with which they are exercised.
A complete investigation may entail interrogating the taxpayer himself, examining
his books and records and obtaining information from third parties, such as
business associates, employees, professional advisers, banks and many other
sources. If, after a thorough domestic investigation, there are leads to
important information which may' be availatle to a treaty partner~ then a specific
request for exchange of information under ~ tax convc~tion may be appropriate.

Information from another country may complete the evidence necessary to
prove the evasion, determine the correct amount of tax due or both. The State to
which the request is addressed is not obliged to supply information of a type
which the requesting State could not obtain under its own law and procedures
(see discussion of "Some Potential Legal Problems:;l" Post). This implies that the
requesting State will have utilized its investigative powers to the fullest before
requesting assistance. Indeed, unless it has done so, the probable impreciaion
of the request for information may suggest to the other State that the request is
hardly more than a "fishing expedition ll

• This is not likely to produce the
fullest degree of co-operation.

On the other hand, if a full investigation in the requesting country has
disclosed significant connexions between the taxpayer and interests in another
country, there may be a good possibility that the tax laws of both countries have
been evaded, either by the same taxpayer or by others connected with him. Thus
a specific request for information may stimulate mutuality of concern in the
investigation. Exchanges of information in both directions (a true exchange)
would then enable both States to prove their cases fully. This suggests that an
enthusiastic response to a request for information is more likely to ensue if the
request is accompanied by a full statement of the investigation already conducted
and w1 ~ 1 . -'T ' !"'sted information is needed.

Discretionary transmittal

Transmittals of information routinely or upon specific request are
specifically or impliedly authorized by treaty. A more difficult question arises
when, in the course of an investigation, the aut~ori~ies of one country uncover
evidence which suggests or establishes that the tax laws of a treaty partner
have been evaded. Should such information be supplied voluntarily to the treaty
partner?

If, as suggest~d at the close of the previous section, there may be a need
for information from the treaty partner in order to complete the ca.se, the lssue
would be avoided. If, however, there is no such need for information, and there
is no treaty provision authorizing the voluntary transmittal of information (as is
generally the case), then transmittal may be prohibited by the provision commonly
found in domestic tax laws compelling the tax authorities to keep tax information
confidential.
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UndoubtE'dly, lends which one country may receive from another sUf':p:estinr:
theretofore \lnsuspected tax evasIon would be very useful. Nevertheless, tax
fldministration~; ~)eem reluctant to vol unte-t.:'r such information. Proposals for
trc:1ty provi n ions expr(,s~'ily compellinl~ trnnmnittal of such informat ion are likely
to encounter very little enthusiasm. At best, some may be willinp; to compromise
for a provision authorizinr; ttlE'm to transmit rmch information nt their discretion.
J\lthour,h this mie:ht override the nondisclosure prohibitions of domestic law, the
likelilmod of exercise of discretion in such matters would prohably depend upon
anticipated mutl1ality. What is sup:rested is that consideration of n treaty
provision nuthorizinl~ voluntary transmittals of information mie:ht betteor await the
accumulation of practical experience under the more ::;tundul'd exchHnr~e of
information provisions.

In prior discussions, the matter of tIle costs incurre0 In exchanr,es of
information has been rnised. J\n underlyinf~ premise of most conventions callinp;
for exchunr,es of information is that, in the lonr, run, mutuality of exchnnr,e will
achieve a balance in the costs incurred by uoth parties. Some reluctance to enter
into more extensive nr.;reements relntinr: to exch:-tnr:en of information may be
attributable to expectations by onc party that the demnnds upon it may turn out
to be r,reater than those which it anticipates mukinr; from its treaty partner.
Other concerns may be whether requests will be limited to truly essential
information, whether information will really bt.· used and whptlier information
s'..,tJplied will produce discriminatory treatment of some taxpayers. This reluctnnce
appears to have been felt most in instances where one of the partien iD n
developed country and the other is n developinf~ country.

In relative terms, the costs of obtaininr: and supplyinr: information will
probably be p;reatest for requested information, somewhat less for referred
(discretionary) information and least for routine inforlnation. Information on
request, especially where the subJect unde:::- investif':ntion is fraud or fiscal
evasion t could impose '1. hcavy burden u~'on the tax administration of the requested
country. This would be so even if the request has been formulated with r:reat
precision. Fraud investic:ations must be conducted hy officials with the hir:hest
der;ree of skill. No administration has a surplus of Duch skills. If a request
for informat ion is to he promptly and seriously attended to, :10!TIe other important
task will have to be nef~lt:~cted. The cost to a tax administration for divertinr:
some of its l)est people to matters which may not be productivl""' of reventH." to the
r('qut~GtL'd country may he lur:,~e t but hnrd to measure. A recompense by the
requesting country, in the form of payment for the time of officinl personnel Hnd
other expenses incurred in obtainil1~",: and supplyin{~ information, mi{~ht be 11 mere
token. rrhere may, however, 11c rore instances in which information to bp supplied
on rC'quest will entn.il direct pxpenditures ~ us for outside expert opinion;,. :")uch
('xrc'lld i t m't'~; presumably woulrl he clpnred with the request.in(~ country and would
preferably be paid directly by that country.

A':i discussed elsewhere In this report, information supplie(l by refl~rence is
still a relative rarity. This pertains to information which one country has
ol\tl1ined for its own purposes und Hl1ich indicates that the tax laws of n treaty



partner may have been violated by n particular taxpayer. In this sense, the
referrinp; country may be Ilctine; as 0. volunteer or it ma.y have a self-interest,
in that by poolinp: their efforts the two countries may each be able to build a
stronr;er case than the first country could do on its own. Since the information
beinp, supplied is already available to the referrinp; country, the element of cost
should lo~ically be borne entirely by that country.

The preparation of routinely supplied information may involve an element of
cost, but this is likely to be nominal. Such information can be expected to be
derived from data IllreHdy available, and not specially gathered for the benefit
of the otller treaty partner. Puttin~ it into transmissible form may be largely a
mechanical or clerical tusk. Since the aspect of mutuality is likely to be most
pertinent in respect of routine exchanr;es of information, the halance of cost may
be equal or so nearly so that to speak of recompense would not be worth while.

In view of the above analysis, it is clear that the cost factor is pertinent
mainly 'When speakinf~ of exchanges of information on request. It could be that,
perhaps unexpressed, the real concern is with disparities between the tax
administrations of the treaty partners. It should not be assumed, however, that
concern over such disparities is limited to situations involving neBotiations
between developed and developinr, countries. The calibre of a tax administration
is not necessarily a reflection of the level of economic development of a country.
'rax administrations of developed countries are not all on a par; nor is it
axiomatic that a developinp; country need have an underdeveloped tax administration.

rro some extent., reluctance to embark on broad exchanr,es of information may
reflect concern that one or the other country may go beyond practical or fair
limits in its requests for information. However, to have this concern result
In a refusal to enter into any exchanr,e of information at all may deprive each
of the parties of exactly the information needed to perfect a particula.r case.

'rhe practical answer to the problem of cost of information exchanp;es seems
to lie, as has been found in connexion with other problems, in raising the
standards of tax administration in all countries. One gets the impression that
the administrations which are least certain of themselves are the ones which are
most anxious to recei Vp information from other count ries. C~'Jrtrary,,::if,l', as
su~~csted before., the stronr,est administrations., having possession of, or being
capable 01'., assemblinc: such information, seem concerned about supplying information
to administrations which either are unable to put it to full use or which may use
such information inequitably as ap,ainst certain classes of taxpayers. On the other
hand, weak tax administrations seem to attract international tax evaders, and if
no., other countries may desire to obtain information to aid enforcement of their
own It.1WS. 1lowever, p;iven the possibility that information may be desired from a
country havin~ a w~ak tax administration, the requestin~ country may still doubt
the efficacy and utility of information which it mip:ht receive.

lndi nf~ the time when measures taken either unilaterally or on an
international scale may raise the level of tax administrations so that the
principle of mutuality would f\overn in matters of exchanp;es of information, some
interim solutions may be desirablE'. Dependinr, upon the law and procedures of the
respE'ctive treaty part.ners, it may be possible to alleviate some c.1' the problems
of cost of obtainitlt~ information hy permittinp: officials of the requestinp; country
to ohtain the information themselves. 'Phis could be done, to assure compliance
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with the procedures of tIle requested country, under the supervIsIon or with the
assistance of officials of the r'qllt~Hi,l\d country. If this is feasible, it would
not only save direct and indirect costs of th\ requested country, but would also
assure the requesting country that the information obtained is usable, both in
substance and form.

Periodic discussions, preferably on a multilateral oasis, among officials who
are concerned with requesting or supplyinp; information also see"l desirable. Such
discussions would serve the practical purpose of testing out procE~ures employed
by particular cmmtries and would have the effect, where necessary, of helping
those countries in need to learn from the experience a.nd pra.ctices of others.

In summary, the question of costs of supplyinp information, although u
serious one, need not ve avoided by silnply declining to enter into commitments
for the supply of information. All countries will require information from others
at some time. The real questio:l is whether the cost may be expected to balance
out in the lonl~ run. This is a matter of gauging expectations as to whether
information is likely to flow only in one direction nnd whether it is really
necessary and useful. As sugRested, this may be a problem of improving tax
administrations rather than one of costs.



Ill. EXCHANGE OF INFORMATION AND INTERNA'l'IONAL TAX
EVASION AND AVOIDANCE (INDIA)*

A. Introduction

The fiscal instrument has now come to be recognized as an effective tool in
chnnnelinp, the resources of a country in the best interest of the community,
combining a balanced economic growth with social justice. When taxation has to
play such a vital role, avoiding or evading taxes can no longer be looked upon as
a hattle of wits between the individual and the State, but has to be considered as
an attempt on the part of a few well-to-do persons to escape their duties and
obligations to the society at large. The need to combat tax evasion and tax
avoidance therefore has special significance in the present-day context.

With the imposition of economic and monetary discipline in most countries,
t ,t I ~ developed and developinr;, economic offences have come to the forefront as a
chn1lene;e to the authority of the State. Smuggling of scarce and vnJ.uable
('ommoditiefi, or commodities which are prohibited by law in the interest of the
wel1-1 ,ein[!: of the communi ty, is n very common economic offence, which both the
advanced and the Ipss advanced countries have to deal with. The developing
l.·l't.!!li.ri(·~:; have, in addition, t,heir own special problems. The need for rapid and
planned l'collOmi c development necess i tates certain restrictions in trade,
ilHlustriul izati\..m~ foreir;n exchange and so on. At the same time, it also
necessitates working in partnership with the more developed countries and acceptinr,
thei r as~-;istnnce, particularly in the technical field. This has thrown the door
open to various types of manipulations and racketeering, such as smugr,ling of gold
and luxury articles, illegal imports and exports, under-invoicinB and over-invoicing
of exports and imports, iller-al transactions resulting in drainage of foreign
exchnn~e resources und so on. It is n curious paradox of the situation in most
developing countries that while money for worth-while investments and public
purposes is in short supply, there is n. p,reat deal of unaccounted money
circulatinr: in their economies ill search of further undercover gains. The social
evil inherent in tax evasion is doubly compounded as it leads to a. greater tax
burden on those who are la'ol-nbicting, thus shaking the confidence of the honest
taxpayer in the ability of the tax administra.tion to combat tax evasion.

The developed countries hnve also come to realize their responsibility to
ensure a hetter livinR for the poorer sections of the people, not merely as a
mntter of philanthropy, but as n measure of practical wisdom for the sake of
stability and peace in the world. The laudable objective of the develope/:l countries
in extending u helping hand to the developing countries gets thwa.rted by tax
evaders and other racketeers. As pointed out by a member at the third meeting of
thE' Ad Hoc Croup of Experts on Tax TreH.ties between Developed and Developinr:

* In the preparation of this chapter, the United Nations Secretariat had
the assistance of Romanlal D. Shah, Chairmnll, Central Board of Direct Taxes,
Nf'v ' 1hi, Indin, who acted as consultant.
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Countries, the loss of tax revenue, and in particular foreign exchange, suffered by
developing countries is often of major proportions e'V'en in relation to the foreign
aid which they receive. International tax evasion does not really benefit the
richer nations either. It benefits only a few individual racketeers. The world
community as a whole only suffers, and honest citizens have to bear El heavier
burden to enable their Governments to maintain their countries' contribution to
international development. International tax evasion does not always mean evasion
of the high taxes usually prevailing in the developing countries; often tax
evasion in the developed countries also follows as a corollary. For instance,
undisclosed commissions which are secretly received in developed countries for
circumventing the foreign exchange regulations of developinr-: countries might,
if detected, be taxable in the developed countries. Often the money concealed in
the developed countries is used for illegal purposes or for finnncinr, clandestine
business deals, and the Governments of developed countries have a common interest
in co-operating with developing countries for coping with tax evasion and other
economic offences having international ramifications. Combating international
tax evasion and other economic offences is therefore equally important to both
developed and developing countries, and it would be to their mutual advnntar,e
if the economic depredation involved therin was stopped.

Tax evasion is closely linked to all the other types of economic offences
and helps to increase their area and extent. Even where tax evasion is not the
primary object, it is a natural corollary of every form of economic offence. No
measures to counteract the various economic offences can succeed unless the
problem of tax evasion, particularly that of international tax evasion, is
effectively handled simultaneously. Tax evasion thrives on lack of information
and the consequent inability of the governmental machinery to act promptly. The
first and foremost step in developing an efficient set-up for coping with tax
evasion should therefore be to provide smooth and fast channels for securing
reliable information having El bearing on tax evasion and other economic offences.

B. Modes of tax evasion or avoidance

In most cases the modus operandi of tax evasion is well known. But
difficulties arise when an attempt is made to take the case from the realm of
suspicion to that of proof. Getting together adequate documentary and other
evidence to clinch a charge of tax evasion or other economic offence is not easy.
The task is difficult enough even when the tax evader and the field of his
operations are within the country and the entire machinery and filll authority of
the Government are both available for commandeering the evidence needed to prove
evasion. This task becomes all the more difficult, in many cases even impossible.,
when territorial barriers intervene. Thus, in a case where letters rogatory were
issued to the concerned authority in a foreign country to secure from a person
resident therein certain evidence for establishing tax fr~ud, it was held that the
tax officer requesting information was not a court., and as such the evidence
could not be secured on his behalf.

In another case, extensive under-invoicing of jute Boods exports was noticed.
The documents seized disclosed the existence of a secret running account of the
taxpayer with the foreign importer to which the amounts under-invoiced were found
credited. The documents also indicated the existence of a relationship of
agent and principal between the foreigner and the taxpayer. The taxpayer, however,
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claimed that the foreigner was not his aGent, but an independent operator acting at
arm's length and that the transactions were all on a principal-to-p:cincipal basis.
According to him, the runnine account with the forei~ner merely represented certain
rnutual claims, and eventually the credits and debits in the account ~ot squared
up automatically and no amount was liable to be repatriated to the home country uf
the exporter. In the absence of authoritative evidence relatin~ to transactions in
the foreiGn country, the charge of any substantive violation of foreir;n exchange
re[nllations could not be established, and the violation, if any, wa.s held to be
merely tech~ical or formal. In the same case, considerable difficulty was
experienced in provin~ under-invoicing for the purpose of the taxpayer's incon\(-­
tax assessment in the absence of authoritative information relating to the price
pattern of jute coods in the foreign country and the practices prevailing in that
tra.de.

In the case of an exporter of shellac, duplicate invoices in respect of the
same consignments showin~ different amounts were seized. The taxpayer explained
that the second set of invoices, which were not produced before the customs and
other authorities were "consula.r invoices" made out at the specific request of the
foreign importers for p~rposes not known to the taxpayer and that the invoices for
the lower amounts which were produced before the customs authori~ies showed the
correct prices and were acted upon in reality. While there was strong suspicion
of collusion between the taxpayer and the foreign importer, the char~e of
under-invoicin8 coulJ not be substantiated in the absence of material evidence from
the foreign country.

In the same case it appeared that the exports were effected through two dummy
associates in the forei/3n country, which performed no services '''hatsoever but
pocketed a sizable chunk of the profits. Orders were received directly from the
ultimate buyers, and shipments were also effected directly to them and the role of
the two intervening associates was very nebulous. It was explained in very
general terms that the forei~n associates made market survey, developed contacts,
booked orders and so on. These claims could not be disproved in the absence of
postivie evidence of their role or activities in the foreign country.

A common method of avoidinp: or evading taxes is through the medium of foreign
subsidiaries and holdin~ companies. Very often such foreign affiliates are
nothing but sham concerns with no real business purpose or functions and are
interposed between two genuine ends of a transaction merely for the purpose of
reducing the taxable profits. The profits are reduced by unrealistic sale or
purchase prices in transactions between a domestic company and its forei~n

affiliates. At times the taxable profits are sou~ht to be reduced by an improper
allocation of head-office expenses to the foreign branches. Though certain
provisions exist in the law almost of every country to deal with cases of tax
avoidance through closely connected foreign associates, the application of such
provisions is fraught with difficulties, and it is not possible to sustain action
thereunder in the absence of conclusive evidence from the foreign country.

Similar arrangements help a foreign operator avoid his proper tnx liability
by setting up some dummy concerns either in his home country or in third countries.
All business is channelled in such a way throuch these dummies thnt the foreigner
ostensibly makes no profit in the country of import. It is not possible to trace
these intermediaries and establish that they are dummies unless evidence C3n be
secured from the foreign country where they claim to operate.
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Importers of capital equipment from abroad very often manage to get the goods
over-invoiced, the difference being paid to them secretly in the foreign country.
Such arrangments act against national interests in two ways. They help to
secrete foreign exchange abroad to be utilized for vacationing or financing
illegal deals. They also boost up the capital cost of the equipment, which is
ultimately written off against reventW l'l 1:A.· of cani t:l1 ,'l11m;:mces in Ji ff'ercllt
forms, thus resulting in tax evasion as well. Cases of this nature cannot be
proved beyond doubt in a manner acceptable to courts and other appellate
authorities unless it is possible to secure evidence frow foreign countries.

Secret bank accounts abroad are another medium through \lhich tax evasion and
foreign exchange violations thrive, taking advantage of the territorial barriers
and absence of channels of information between the countries involved. Only an
effective arrangement for exchange of vital information between different countries
can discourage such underground activities or bring them to the surface whenever
they do take place.

An importer of a well-known make of foreign typewriter was suspected of
having an account in the foreign country to which the foreign exchange earned
illegally by him and kept outside his books was believed to have been credited.
When investigations started, there were indications thnt these monies were
surreptiously transferred to a secret account in another foreign country. Though
the suspicion was very strong, such secret dealings could not be proved in the
absence of authoritative information channels from the foreign countries concerned.

In another case, an exporter of iron ore was suspected of shipping higher
grades of ore against lower specifications to importers in a foreip,n country.
Invoices were made out for lower grades at lower prices" and it was believed that
the difference was being secretly received and retained abroad. The ore analysis
reports before shipment also appeared to have been manipulated. It was known that
the ore had been sUbjected to fresh analysis at destination in the foreign
country. If it had been possible to obtain the reports of analysis done at
destination, under-invoicing could have ~een proved beyond doubt. As this was not
possible, and as the taxpayer himself did not produce these reports, the
a11errations could not be sustaIned.

Countless instances can be cited to show how facilities for obtaining
prompt information from foreign countries would be of ~reat avail in making proper
tax assessments. In a recent case, a person living abroad had died leavinr, a
will in favour of his nephew. A copy of the will was no doubt produced before
the tax officer. However, it was noticed that while the properties in the home
country were listed in detail, properties held abroad were not so listed. By
a clause in the will~ the residue of the testator's property, mova.ble and
ir.rrovH'ble, wr:ereR('ever situnt i on, 'Y;ns requeat hed in fuvcur of h:i s r:ephew
ul-'!;olutelv. Tt 'Y;ns believ('d th'l.t tbe deceased had exterf;iv(~ business or:d property
alroad. ~~ the will was said to tuve been rrobnted abread, efforts are beinr made
to obtain th0 infcrrrntion from the forei[ll country concerned, tut rescrtin~ to
diplomatic channels invariably involves considerable loss of valuable time, which
in many cases is the essence of investigation. A treaty provision with the
country concerned for the exchanGe of information would have greatly facilitated
Obtaining the rcruire'! inforMation.
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C. Patterns of provi sion for exchange __or. information

The need for internati0nal co-operation in combatin~ tax evasion is now widely
recognized and finds exprf'ssion in the many tax treaties which both the developed
and the developing countries have ·been entering into amonr, themselves. A salient
feature of all such treaties is tl clause relatinr: to exchal1[!;e of fiscal inforInutiuD
between the contracting countries. Historically, these conventions developed \-lj trJ
the primary objective of avoiding international double taxation, and tbe
information exchange clause in these ar,reements naturally restricted itself' in
the initial stages to information necessary for the purpose of carryinr; out the
provisions of the agreement. Some countries~ including India, continue to have
such restricted tax avoidance agreements only, while others have developed th0m
into comprehensive tax treaties coverinr: not merely the 9.voidance of double
taxation, but assistance in the matter of investir;o.tion of tax frauds and recovery
-Jf taxes. Irhe ( 'D Draft Convention for the Avoidance of Double Taxation with
Respect to 'l'axe~ on Income and Capital 1/ r:oes a modest step further than thE'
conventional ar;reements for the avoidance of double taxation, and article 26 provides
for exchange of information as is necessary not merely for tIle carryinr out of
the convention 1 but l..lJso of the domestic Imvs of the contractine: St.'"ltes concerTlinr.
taxes covered by tht:> Convention. This enlarr;ement of tlw scope of the treaty
provision would facilitate exclwnp.:c of information, which is so essential for
makinr, proper assessments 0f the tax liability of persons deriving income from
sources in either or both the contractin{~ States. In practice, while some countries
have adopted verbatim article 26 of the OEeD Draft Convention. others have made
minor changes or si~nificant departures therefrom. In some 0 f the nn;rcement3, the
rules of article 2(; of the Model Convention have al tOiSether been omitted. ~?.'

Certain treaties do not require exchange of informatj O~1 for the purpose of
carrying out the domestic laws of the contractinr: States, 31 while others have made
an additional provision for the exchan~e of informati()~l desirr,ned to prevent fraud
or avoidance of taxes. ~/ Under some treaties 1 the Government of one of the
contracti ng States is required to supply informati on on~.y upon the s1lec i fie request,
of the other Government and not as a matter of routine. 5/ One convention even
provides that the contracting States shall not supply informntiun concerning
their own nationals and enterprises other than \{hat is necessll.ry to est.all} ish
reduced rates or exemptions in cunnexion with the treaty provisions in reference
to "permanent establishments" 6/ elome treaties speci ficaJly include courts and
administrative tri bunals muong the government u(T,cncies to which informatic\l1
obtained from the other treaty country may be <.1i sclosed. 7 I ~-:;ome conventions
include rules on mutual administrative n.ssistance ill the c\)llection of taxes. F)/

1/ Or ":r:L;tlt i on for Econunic Co-operation and Devt-.l0l'rlent, praf~_[~~~ll)le

'l'uxl1tion Convention on Income and Capital (Paris, ] Q{'3), p. ~0.

21 India-Pnkistan 1 Frnnce-.T~pnn, S",eden-~)witzcrlrHld.

3/ Austria-India.

!:I Austrin.-1"i nl nnd, Germ~ny-United Ki 11('/:0111.

[51 Germany-Cnnuda, Frnnce-f~wit zerland.

fl Beltjium-France.

1) J\ustri a-Uni tell Kinr;dcm-Cnnncb.

!i/ France-Germr>ny.



Article 26 of the OEeD Draft Convention, however, does not include such rules.
Some countries have entered into agreements mainly for reciprocal administrative
assistance in the matter of levy and collection of taxes. 9/ Some of them
include provisions for procurement and exchange of information required for the
assessment and collection of the levies covered by the agreement. 10/

D. India's tax agreements

India has entered into tax agreements with 15 countries, Basically
these are agreements for avoidance of double taxation only. In fact, until
recently, the Indian law envisaged only such limited agreements, and section 90
of the I. T. Act, 1961, before its amendment in 1972, authorized the Central
Government to enter into agreements with for~ign Governments for granting
relief in respect of double taxation and for avoidance of double taxation only.
With certain variations, the article on exchange of information in these
agreements provides for exchange of such information, being information which
is at the disposal of the contracting States under the respective tax laws in the
normal course of administration, as is necessary for carrying out the provisions
of the agreement. The earliest of such agreements was with Pakistan, which does
not include any clause for exchange of information. Some of India's agreements
are limited in scope, covering particular operations only, such as air
transport. Such limited agreements ordinarily do not have any information
exchange clause. Some of the more recent agreements which India has entered
into with other countries provide for exchange of information, not only for carrying
O~lt the convention~ but also the domestic laws of the contracting States concerning
taxes covered by the conventions. 11/ The disclosure of information under India's
tax agreements is ordinarily restricted to the authority concerned with the
assessment or collection of taxes. But two recent agreements elaborate the
term "assistance" to include judicial determination, thus providing for disclosure
of information to appellate authorities as well. 12/ However, broadly speaking,
India's tax agreements do not go much beyond the limited scope envisaged in
article 26 of the OECD Draft Convention and basically remain mere double-tax
avoidance agreements.

E. Need for broad-based provision for exchange of information

One of the most challenging problems in the administration of international
taxation is the prevention of fiscal evasion through transactions with persons in
another sovereign jurisdiction. The problem of checking such avoidance or
evasion assumes greater magnitude because of the fact that the authorities are
under severe limitation, both by jurisdictional and practical considerations to
reviewing only one side of the transaction. Solutions to such problems have to be

9/ Germany-Hungary.

10/ Denmark-S1-reden.

11/ India-United Arab RepUblic (now designated as Egypt).

12/ India-Romania.

-122-



developed by statute or treaty provIsIons for mutual exchan~e of information and
other forms of administrative assistance. The Candadian Royal Commission on
Taxation, studying the problem of international tax avoidance, observed that much
can be gained from the fullest exchange of information under Canada's tax
treaties and proposed certain administrative changes that would facilitate sucr
exchange. The Commission recommended the development of special groups in the
Department of Finance and the Department of National Revenue to serve inter alia
in reducing causes and instances of international tax avoidance and in increasing
co-operation with the tax authorities in other countries. Included in the functions
of the group in the Department of National Revenue proposed by the Commission are
drafting taxpayer reporting r.equirements so that information can be obtained
in the most useful form for assessment purposes, and applying special !Jatching
and investigation procedures to certain tax returns and information. 13/ The
report entitled Tax Reform Planning - Taxation~ Mobilization of Resources and
Income Distribution in Developed Countries (E/4988 and Corr.l, para. 208) has,
while examining the need for a concerted and integratej approach to tax reform
planning, stressed the importance of the development of an information system. The
Expert Group stressed the urgency of training in the verification of tax returns,
tax audit, investigation and so on, and recommended that the over-all programme
should include exchange of information. 14/

From the point of view of developing countries, a treaty prOVISIon requiring
exchange of fiscal information has special significance. It has been stated that
such a provision may be the most valuable contribution a convention can make to the
tax effort of a developing country. 15/ As mentioned earlier, the drainage of
resources resulting from international tax evasion and other forms of economic
depredations is from the developing countries in the direction of the more
developed countries. Authoritative information regarding the operations of their
own citizens in foreign countries and their foreign links and associates alone
can help developing countries to stop such leakage of scarce resources. Apart
from contributing to the improvement of their tax revenues by checking evasion and
avoidance through various artifices, this would also be invaluable in preventing
other economic offences such as smug~ling, under-invoicing and over-invoicing of
imports and exports, irregular transactions in currency and foreign exchange, and
so on. Facilities for exchange ot' information will also in effect place at the
disposal of a tax officl~l in a developing country the often superior investigative
feacilities available in a developed country. It is therefore necessary that
developing countries should broad-base their tax treaties, particularly the
clause relating to exchange of information, so as to ensure that their resources
are not siphoned off and their development programmes are not nullified by the
manipulations of a few self-seekers.

13/ Report of the Royal Commission on Taxation, vol. 4, p. 564.

14/ Tax Reform Planning (United Nations pUblication, Sales No.: ~71.AVI.l).

15/ Foreign Investment in Developing Countries (United Nations pUblication,
Sales No.: E.G8II.D 2), rara. 90.
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F. Scope for amplifying provisions for exchange of information

Some of the tax t1:eaties between developing and developed countries already
provide for exchange ef information to carry out the convention and the domestic
laws of the contracting Ste.tes concerning taxes covered by the conventions. The
p.-ovision needs to be amplified to cover prevention of fiscal evasion. In fact
ev('n !'tax avoidr-mce" should be brought ,vi thin the scope of the clause, as there
is considerable leakage of tax revenue because of various artificial arrangements
involving shifting of incomE: from cne country to another or to "tax havens". The
type of information and the manner in which it is to be exchanged also need to
be broad-based. There need be no restriction that the contracting States would
supply informa.tion onlY' upon t"'e request of the other Government. Information
should be exchanged 3S a matter of routine as well as on specific request.
Inform'ltion relcJ,ting to the tax laws of the c0ntracting countries, general
mar]:et information and prevalent trade practices should be exchanged on a routine
basis. Information relating to payment of income by persons in one country to
the residents or citizens of the other country should also be exchanged on a
routine hasis. HOi-.rever,'ls observed by the Canadian Royal Cornmission on Taxation,
receipt f'.j-l. prccessi.ng of information in mass would not automatically provide an
effecti v(.,; SC)l',ltion to the problem of tax avoidance in connexion ,·,ith international
transactions; it 110uld b~ necessary to select from the mass particular operations
for further exami:Iation and, where indicated, close ncrutiny. 16/ It will
tllerefore ~13o te necessary to obtain specific information in individual cases
on r(;q1tcs t .

At the third fleeting of the Aa. ~{oc Group of Experts on Tax Treaties between
Developed and Developing Countries, 17/ fears "rere expressed that automati c
exchange of information between Governments would not be advisable because of the
rEsultinG ccr:r.t:.nication of a mass of irrelevent data. E'owevt::r, often, a specific
request fer infor~ation cannot be chde 11nless there is ground for suspicion.
Information exchanged on a routine basis is likely to provide such ground.
Further, aULomatic exchange of information will have considerable potential as
a deterrent. It should not be difficult to evolve procedures by which the
information to be exchanc;ed on a routine basis is restricted to manageable
proportions and is put to meaningful processing and fruitful inquiry.

There is yet another type of inT'ormation exchange which does not fall under
either of these two categories. Often the tax officials of a country, in the
course of investigation, come across evidence which could be of help to foreign
countries in detectin~ and establishing tax frauds committed by their residents.
Neither exchange of information on a routine basis nor supply of information on
specific request will be of help in such a situation. Provision will therefore
need to be made to enable a country to pass on such information to the other
country.

1(/ Report of the Rayal Cnrnmi ssi ~.,~ Taxation, vol. '., p. 565.

17/ Tax Treaties between Developed and Developing COllPtries: Third Report
(United Hntions pUhlif':,·j,"on, Sales No.: E.'72.XVI.4).
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A comprehensive proeramme of information ---~hange sho~ld therefore includ~:

(a) Automatic exchan~e of information or a routine basis coverin~
information relating t8 such transactions as I:J.ay be arrreed uT:on, morket
information a,nd texts of tax laws;

(b) SUIJPly~ on request, of specific information J'C'18tin~- to indivirlu:--:l
cases; and

(~) Voluntary transmission of inf'Jrmation obtained In indi vi(~.~";'31 cC':;r:c: ':~f

one country to the taY administration of another country to '·Ihom such inforv':...-:ior::
might be of assistance.

Tax treaties should also include rules on lnutual administrative assistance in the
collection of taxes and checking of fiscal evasion and avoidance so 8S to ensure
that the information exchanged is utiliz~ in achieving the objective ef checkinR
international evasion and avoidance.

~bst of the present conventions prohibit disclosure of information ohtained to
authorities other than those responsible for the assessmenc and collection of t~xes.

It is necessary to relax this restriction so as to facilitate disclosure of the
information to courts and administrative tribunals. If penal convictions for
fraud are to be sustained, the disclosure of such information to criminal courts
cannot be avoided. The scope of the disclosure provision must therefure be
widened in the interest of effectively combating tax evasion. I'fuile it is
necessary that the contracting States should be under an obli~ation to treat as
secret information which is received under the exchanc:e clauses in their tax
treaties, there is no reason why the secrecy provisions should be so restrictive
as to interfere with effective steps being taken for countering tax evasion and
other economic frauds. Protection need primarily be g~ven only in respect of
trade, business, industrial, commercial or professional secrets or trade processes.

G. Steps taken by India for broad-basin~ tax treaties

India has realized the ~mportance of having broad-based comprehensive tax
treaties with the countries with which it has a substantial volume of trade and
is also intimately connected in various economic co-operation programmes. To
facilitate the conclusion of broad-based conventions, section 90 of the Income
Tax Act, 1961, and the corresponding provisions in the other direct tax laws have
been amended recently by the Finance Act, 1972, to enable the Central Government
to enter into agreements with foreign countries not only for the purposes of
avoidance of double taxation of income, wealth and the like, but also for
enabling the taxation authorities to exchange information for the prevention of
evasion or avoidance of tax or for investigation of cases of such evasion or
avoidance, or for recovery of taxes in foreign countries on a reciprocal basis.
Realizing the importance of such conventions and for securing the requisite
specialization, the Government of India have also set up a ForeifJn Tax Division in
the Ministry of Finance to deal with cases of foreigners, foreign enterprises and
Indian enterprises having foreign collaboration. These steps are expected to pave
the way for broader-based treaties with foreign countries and initiation of
reciprocal administrative assistance programmes in combating evasion and collecting
taxes. The existing law in India itself provides for the collection of a wide
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variety of information from and concerning the taxpayers in India. ~3ection 206
of the Income Tax Act, 19(il, requires every person payinr: taxable' salary to furnish
a prescribed return giving details of the payment and the payee. Sections 285
and 2S(i make it Obligatory for persons payinr: interest or dividends in excess of
the prescribed omounts to furnish statutory returns giving full information
regnrdinr, such payments. ~1ection ?85A provides for furnishinr: of inforrrw,tion by
contractors in certain cases. These provisions t:nsure a stendy flow, more or less
automatically, of a variety of information relatin(': to payment of income. Apart
from this, there are other provisions in the law which enable the tax officials
in India to secure vital informa.tion rer;ardin{,,; transactions hnvinr: El. hearinr, on tax
liability. The income tax officers also have the power of survey and of search
and seizures, which prov-ides them wi th information relntinl~ to tax evasion and
fraud. Hitherto the collation and compilntion of the information has been manual.
Recently India has decided to allot permnnent account numbers to all its taxpayers,
which wi]l eventually facilitate proct~ssint"; of information by computers. Indin
will therefore be in a position to furnish n uide vnriety of fiscal information
to any contractinf': country on a reciprocnl basis.

H. Problems connected ,,,ith exchanr:c of information
"" ----

No doubt, hefore any effective arranp;ements can be made for the exchange of
vi tal fiscal information and for mutual administrative assi stanet' in fit,:htinp; tax
evasion and avoidance, several administrative problems will have to be solved.
Often there is wide diverr;ence between the laws of different countries in the
matter of securing information. It will not obviously be possible for a contractinr:
country to furnish information which is not obt'linable under its law in the normal
course of administration. Nor ,,,ould it be fair for it to seek more far-reachinr:
information from another country than what it would be authorized to request from
its own nationals. There has to be some sort of uniformity in the type of
information available with the contracting countries before a workable exchanr,e
programme can be drawn up. It would be helpful if all countries are made aware of
the need to introduce pertinent lep;islation so as to have statutory authority to
obtain the same kind of fiscal information. Similarly, there m[ly be diverr:ence in
the administrative powers of the tax officials in the contracting States as a
result of which one country may not be able to carry out administrative measures
which the other can, as these might be at variance with the laws and administrative
practices of the other country. Exchange of information obtained from banks and
similar insti tutions pose another major problem. ~lost countries would like to
ensure secrecy of banking operations since otherwise public confidence in the
banking system might be shaken. Procedures will therefore have to be evolved
whereby information about bank transactions can be exchanged only in cases of
suspected tax fraud. It is relevant to mention here that the Swiss Federal
Tribunal, the l:Bhest court of Switzerland, hel<1 that the Swiss authorities were
bound to furnish information reeardin~ the bank account of a United States national
to the Internal Revenue Service of the United Sta.tes of America under the terms of
the tax treaty between the two countries. Where there is specific a.greement between
two countries to exchange such information, the bank secrecy laws, if any, of the
contracting countries should not be allo\o,'"ed to c;et in the way. There could also
be divergence in the laws of the contracting countries relating to secrecy of
information obtained in the course of tax proceedings. Some countries have
stringent secrecy provisions. In others, the provisions are not so restrictive.
The clause relatinB to exchange of information will have to take due cor,niznnce
of such variations.
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Another problE:?In that might arlSt.' is the mn.tter of sha.ring of odministrativ('
cost. The problem is not insurmountable, a.nd the treaties can provide as to how and
in what circur:Eto.nccs the country secldnc information would have to pay for the
administrative cost incurred by the other country in procurinr: tht.' information.
Ordinn.rily, in the> case of a routine exchanr,c of informntion, the question of slmrinl~

of cost should not aY'1.se at all. The cxchnnrse should be automatic and. free of cost
in rt'spcct of itc'rns of inform~ltion agreed to be exchnnr':ed without spl'cific rc'quest by
the' contr[lctill(~ countr-tt':::;. Each country should bear its own pxpCn8t:S in procurin/.,:
and furnishi Tlt': such routinl' information. The smne should hold for l'xchangc of market
information or trndC' prrlct.ices and information relatin{,: to the tax 1['\w8 of the
contract-inl': countril.'s. l!m,revl'r, where specific information is sought in individual
case's, it mi /,;ht l)l.' nt'ce;,sary to i nsc'rt a clause for c harr;ing the admi ni strnt i I/e cost
to t Ih' count ry Sf 'e J< i nt': t hl' i nformn.ti on so as to di ~3couraf,,:e indi scri minntl' cnll inl": of
Unil'lportant illfol'nlL ion i.n individual cast'S. f:; illli 1nrly, where any l'Xl'l'rt eviuenct.' 1s
~)out~ht by onl' country frot:! thl' otlll'r, there should 11(' a provision for ch:1rrdnc: thl'
country ~:;eel\inl": ~~uch \_,villl'nce thl' co~;t of securinr; tilt' ~:;ml1t..'.

l. J\dministr:1tivl' pattl'rn for exchQnr~c of information

Once the international ('oITummi ty dcc ides to pool tJgetht'r all information n.nd
intl'lligence nl~CL'Ssn.ry for fic;hting international tnx evasion, it will be necessary
te> set up an uuministrativl' machinery which will provide smooth and fast channpls for
L'XC hanet' of information. Art icle 25 of the OEeD Draft Convent ion permits the
competent authorities of thl' contracting ~;Ult.l'~~ to communicnte directly with each
other without the necessity of resorting to diplomatic channels, or to arrange for an
oral exchnnr;e of opinions thrOUGh a cOlmnission consisting of rf'prf'st">ntatives of the
contracting States. Whilp it is n0 doubt necessary to eliminate tlw need to resort
to diplomatic channels for this purpOSt">, even the procedure of direct t'xchnnge may
not be effective or efficient once the volume and variety of information to be
exclmnged increases lwyond ~t certain point. Bet.ter r"sults can be ob~vnined if a
contractinr; country has its own resid __ nt revenue representatives in other countries
with which it has extensiv.' investment and trade relations. The Internal Hevenue
Service of the United States of' Am('rica has an office of international operations in
key foreign areas entrusted with the work of exchanging information, collecting taxes
and providing taxpayer education and assistance to its won citizens resident abroad.
If countries which agree to exchange fiscal inforn!ltion set up similar organizations
in each others' territory, they could be useful ~n C'L:w!h..'lling th\' information
collected more effectively and promptly. In India. the st.udy terun appointed by the
Govern:nent to examine thC' problem of lcnkap;e of foreign exchange through
over-invoicing and under-invoicing of imports and exports has stressed the
importance of developinr; intelligence by cultivating contracts on a planned and
systematic bdSis in places where the requisite information and intelligence is
likely to be secured. The Committee has recommended that officers should be
post.ed ut important centres nbro~d to ensure better inflow of commercial
intelligence and valuable data, and that these officers could also constitute the
nucleus around which the necessary intelligence network could be built up for
securing secret information of the type required for dealing with under-invoicing
and over-invoicing. A single organization might be set up with specialist w;~es

for securing, processing and transmitting information, whether general or specific,
having a bearing on the administration of the foreign exchange regUlations, the
customs law and the direct tax laws. This organization could work in close
liaison with investment centres, trade representa.t.ives and missions abroad. Apa.rt
from acting as channels for exchan/Sf> of information, such an organization can play
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severnl other useful role~:;. It could advise nationals of the country r('~i dine;
abrO:ld :-mr1. fl)r\'ir,ner~~ Il:.lVl n< investment or trade connexion in the count~' \.Ji th
re(';nrd to their lic.l ' ility and nbl1e:ntio!1s under the t,aJ( lm{s of the cOutltry
repre~~t-'nted. It could also assist them in discharginr; their obligations. It
could further ,~·lct as advi ser on matters relatinr; to economi c anll investment
prl hlf-'m~i hnvi ngi nternu.tional irnpli cati ons. It could assist in enforcement
rroc:rmnmes involvi n'; i Tlvestiration of 1'1 sC:1l evasion or recovery of t,axes from
rorei.r~n resi(tents. Tt could also ::lssist. in verifyir1l': the bona fide finnncial
:lIld technical reSCllrce~; and tax status of forei{~n residents in connexion with
coll~tboration :.l!r,reer1ents or ~~lob3l tenders.

J. Apprehensions of flirht of cnpital

At the third meeti nF"'; ef the Ad Hoc Croup of P.xperts on ftax Treati es, fears
were eXI1rps ~:ed that too li hend rrovi::.J ions fo·' exchange 0 f fi s cal in form::l tion mi rrltt
di vert i ntern:~ti on:] 1 i llvestl':t"llt to countri es vlhich do not have ~uch

;lrr~Ul(~(~ments. H3/ j\rprt"hen~ .... i(lns ,Jf flir,ht of internatiorwl capital following
:l,~rr't"'ments prc1viding for exchanr:e of information seem to l1e some\vhat exa{~r:erated.

'iJ11:t the' dC'velopini~ count,ries are intere~;ted in is investment and technical
:15S1~' t,(-H1C'C l,y established and well-known foreir,n investors. One need not,
thert,:fort-', be too pessimistic about any adverse consequences of liheral exchanre
(If j r. f(Jrm:~ti on on the economy ~ particularly of the developinf, countri es. Already
several developed countries have arreements to exchanr,e information for fir;hting
fiscnl eV~3Gion. rrnx evasion and other economic offences t13rm both the developing
and develored countries equally, and there is no reason why they should be
re] uct.ant to come toC':ether to mal~e a Joint effort to comuat thi s evil.

K. Problems of tax havens

1\:::; pointed ()ut by the--- ~3recinl Adviser to the Rapporteur at the third meeting
of the Group of Experts, the probleel of t~x havens has to be considered under two
different aspects, namely~ the situat.ion of a country which is used ar;ainst its
will as Cl tax haven and that of a country which desires this status. 19/ Today,
there are very few countries w:,ich are tax havens in the reCll sense of being
totally free from taxes on income. But as different cUl.Intries have varied tax
structures \-ri th wide-rnnginr; levels of taxl3.tion, humwl inr;enuity has found
methods of arronrr,in,O; international transactions in such a way as to shift a
taxable event from the tax Jurisdiction of one state, where it would be sub,1ected
to R bi '~h tax, to th3 t of another State ~ wllere i t ~ould not be a taxable event at
all or at any rate would be subjected to El comparatively low tax. Often the letter
of tlw law is strni nee} cons} rlerahly to achieve this resuI t Bnd Cl, legally vfllid
form is civen to transactions which are in substance unreal or sham. Not
infreq1l.c:\ntly, even facts are r,iven a twist by furnishinr, incorrect or
inconsistent information to the tax authorities of different countries so as to
derive undue benefit under their tax laws. It is in this area that an efficient
machinery for exchan~p of information could be of immense help. First-hand
'knowledge of the tax laws of other countries would help tax authori t.i es to be alert

18/ Ibid., p,'3.r~,. 163.

19/ Ibid. , pura. 152.
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to the problem of deliberate attempts at shiftinr; tax Jurisdiction.
Authoritative information relatinr; to the claims made by the taxpayer in another
country would help in the detection of incorrect or inconsistent claims. f\.
comprehensive programme of exchange of information vlOuld to a t'"';reat extent take
the ed8e off the problem of tax avoidance or evasion through tax havens and thus
supplement the countermeasures which the affected Governments have to adopt in
dealing with it.
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IV. EXCHANC}F OF INFORMATION AND INTERNNrIONAL
r:['AX EVASIO~r AND AVOIDANCE (~1F,XICO)*

A. rl'ax f,ro blems resul tinr: from 'Dayments to cnterpri SE'S [} brand

~J()w[ld[tys ~ relations hetween countries nt di fferent lC'v(,ls of economl c
development r:ive rise to di sputE'S wh i ch carry over into the field of tl1X n'lations ~

where leg:1l regulations l~i vc exrressi on, usually belatedly, to ench country's
conCf'rn for defending and proIT.otinc: it:) own economy and for apJ1lyinr: to capi tnl
coming from abroad or beinr: ~")ent nbro[l(l the even-handed treatment which it Inl'rits
from U1l' standpoint of the proportionate contri bution it oup;r!t, to m:lkc to the
defra.v~l of pu"blic expenst.'s in the vnrious countrips.

Certainly ~ rrol'lems of tllP kind di scusscd in this chnpter nrc not nCF in the
field of t3x:ltion law. Th~y art.' usually il1~;irrni ficl1nt in t}\C' case of r(~lations

between .:,lersons c:lrry'inp; on husiness in the same country or in countries at the
same level of dev\"c>lopment ,.,hose trade is in halance. FO\.Jever, tradi ti onnl trerttment ~

which is fair Wr1L'Il applied to such relations~ is unfair :lnll rrivcs rise to abuses
when applied to relations between persons in cowltri\'s at diff'erent If've·l~:; of
d.evelopment.

It is true that the United Nations hns tal:en nott:~ of this kind of problem and~

:lS reg:lrds at least one aspect, na~ely treaties for th0 avoidance of double
taxation~ has rro~oted Q. new approach based on a recor,nition of thE" difference In
economic levels of States which may have to consicler concludinr; such treaties.
Until now ~,uch treaties, however complex in their technical structure, have not
created inequities when concluded between developed countries, the R,F"r:rep;n.te
concessions flranted not bein~ too important innsnruch ns reci~rocity serves to
equalize the economic effects.

However, treaties based on reciprocity have proved unsatisfactory when one
contractin~ party is a developed State and the other n developinr, State, and for
that reason the need to devise a ne\-! reodel which would take existinp, inequities
fairly into account has been recor:nized.

In their reciprocal relations as soverei~n entities, countries can and do
strive to establish fair legal norms which take into account the similarity or
dissimilarity of their respective situations and, because there is n belief in the
ahility of States to attain this ideal, the efforts of the international community
to subject its relatiorlci to the principles of law have been and will be productive.

However, although it is reasonable to hope that States may put logic before
expediency and justice before self-interest, there is no reason to be equally
optimistic in the case~ not of f3tntes, but of individuals motivated simply by
economic gain who operate in difficult countries in search of maximum profit.

* In the preparation of this chapter, the United Notions Secretariat had the
assistance of Robert Ecyo ~ Commissioner of Taxation, r1exico, who acted as a
consultant.
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The very same free enterprise, freedom to set market prices and unrestricted
recoenition of private property which have been protected and encoura~ed at home by
so many countries become, when proJected into international markets, instruments of
exploitation and of steady flows of wealth pro~ressively enrichinp: the rich
countries and impoverishing the weaker countries.

It should not surpri se anyone tlw.t countries which, havine: first strur:p;led for
their political emancipation, are trying to buttress it with economic independence
nnd for that purpose are strivin~ to raise the social and economic level of the
masses of their population, should feel forced to nationalize, expropriate and in
various ways promote the acquisition and control by their own nationals of the
natural resources and basic activities connected with the production of goods and
services, and that they should do so even at the cost of the r;rave consequences of
reprisals, in particular, of decisions on whether the investments of private persons
of one country in the enterprises and activities of another are to be maintained,
increased or withdrawn.

The developing countries would not be so strongly "nationalistic" aml forei[;n
property would not be so threatened') if it were possible to ensure that entprnrises
operating at the international level could reciprocate for the profits they derive
from their activities in poor countries with fair wage, price and tax-payin~

policies.

If these objectives are to be achieved even to the admittedly limited extent
that is possible throu~h proper tax treatment, it is necessary to pin-point the
problems which result from payments between private persons of different countries.

The Mexican tax administration was invited by the Inter-American Center of Tax
Administrators (CIAT) to submit at its Fifth General Assembly, held at Rio de
Janeiro, Brazil, in May 1972, a paper entitled "Tax evasion resulting from payments
made abroaJ.: the situation in Mexico".

This chapter similarly discusses problems reSUlting from:

1. Overpricing or underpricing in relaticns between enterprises of different
countries.

2. Payments for trsnsfer of technology between such enterprises, involving:

(a) Royalties for the use of patents or industrial processes:

(b) Royalties for the use of trade names or trade marks;

(£) PaYment for technical assistance provided by foreign enterprises.

3. Interest derived from financing operations between enterprises.

These problems are not particularly difficult to solve when the payments are
made between enterprises which are not only legally but also economically
independent of each other; but tax treatment which is suitable in such cases
becomes inequitable ~hen applied to relations between enterprises whiCh, althoueh
legally independent, actually constitute a single concern. The difficulty in making
firm decisions lies in the fact that it is impossible, or possible only to a
limited degree, to distinguish one situatiun from the other.
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B. Overpricing or underpricing in relatjons between
enterprises of different countries

Developinf, countries customarily purchase machinery, equipment and a wide
variety of consumer goods which they fire unable to produce economically from the
developed countries. The only sure way to make such purchases is by exportinr; goods
which can be placed on foreign markets, usually raw materinls obtained from
agriculture, livestock-rearing, mining and other primary activities. Exports of
manufactured goods by such countries are kept down by high production costs, which
themselves are due to limited domestic markets that make it impossible to proQuce
in the volume required to reduce prices to internationally competitive levels.

A steady decline in prices for raw material exports and a constant increase in
the cost of acquiring capital goods and consumer goods are strangling the weaker
countries and making them cry out for fair prices for their prod.ucts as a means of
halting their gradual impoverishment. If the present trend continues~ these
countries will be left so drained that large potential markets which the more
developed countries might have fostered and benefited from will be lost to them.

These are problems which lie outside the purview of tax agreements) but they
become more acute when laree international enterprises set up establishments,
whether in the form of subisdiaries or branches., in the less developed countries and,
for the purpose of escaping tax, simulate prices higher or lower than the fair or
even the true prices.

The free sale of goods by the enterprise of one country to the enterprise of
another country should normally produce a certain profit for both enterprises which
could legitimately be subjected to the domestic taxation of the States concerned;
but if the enterprises are interdependent, they could manipulate prices in such a
way as to artificially increase the profit of the enterprise resident in the country
where the tax burden is lighter, Wllich is usually the less developed one.
Theoretically, that country would benefit because more profits would accrue there,
but this is not actually the case since such relations also involve another
SUbsidiary of the same international enterprise resident in some third country
which., by virtue of its ·~ax system~ has come to be known as a litax haven!!.

If an international enterprise decides to take advantage of the facilities and
even the sacrifices of a developing country by establishinrr,~ say, a factory there,
it is apparently not content with the profit it gains from lower taxes, lOyTer
labour costs, proximity to supplies of raw materials and easy access to the market
of the country in which the factory is established. If the factory needs goods or
products from the parent company, they are not purchased directly but through the
enterprise established in the tax haven, which buys them from the parent company at
the normal price and supplies them at more than the true price. Conversely, '-Then
the factory has to send its products to the parent company or to the international
market, qgain it does not do so directly but utilizes the subsidiary in the tax
haven, with which it contracts to sell at prices lower than the true prices and
which, in turn, resells the products at normal prices. In both operations the
profit accrues to the establishment situated in the tax haven.

Contrary to what is generally believed 'J tax havens do no harm to the
treasuries of developed countries. Either those countries have ler,al instruments
capable of counteracting the effects of such devious transactions by compelling
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the parent companies to combine their operations and those of their subsidiaries
for income tax purposes 1 or they look the other way, tolerating such arrangements
as a means of providing hidden subsidies for their exports.

In a tax haven, there is no income tax on the profits of resident enterprises
so long as the goods in which they trade have not entered its territory. The only
advantac;e to such States (and one which is disproportionate to the harm they cause)
is that part of the profits artificially produced in the manner described above is
retained in their banks.

Developing countries which trade with developed countries are the ones that
suffer the harmful consequences of such arranc;ements, which mal~e their imports morc
costly, reduce their export profits and deprive them of the tax benefits which tlley
should receive from an equitable attribution of profits.

Tl~se developing countries try to defend themselves against the kind of
arrane;ement described above by taking unilateral measures. For example) their
authorities often have the right to adjust for tax purposes the prices at which
resident enterprises buy or sell goods internationally 1 whenever they deviate from
the true market prices.

Under Mexican taxation law it is possible, for the purpose of determining an
enterprise I s taxable income 1 to. speci fy prices at variance wi th ",hat appears in i t~;

boo]~s and even wi th what is shown in the relevant documents. Article 19,
section VI (b), of the Income Tax Act states that taxable income shall be deemed to
include "the difference bet·".,eell the prices declared by the taxpayer and. those
specified by the Ministry of Finance and Public Credit, whenever prices declared do
not correspond to trne market prices. In such cases 1 the Ministry shal1 1 for the
purposes of this Act, specify the prices, taking into account the invoice price,
official prices and prevailing price on the domestic or foreign market." As
regards deductions for the purpose of d.etermining taxable income, it is laid down
that llwhenever the purchase price declared by the taxpayer in respect of imported
goods does not correspond to true market prices, the Ministry of Finance and Public
Credit shall specify the price, tal<;:inc into account the invoice price, official
prices or prevailing prices on the domestic or foreign market".

Thus 1 the necessary legal instruments do exist to prevent enterprises reside:nt
In Mexico from pretending to have sold goods abroad at less than the true prices
or to have made purchases at prices higher than the normal ones. However, there
are many prod"Jcts which have no international price. or whose international prj ce
is ctifficult to determine 2xactly; again, the manipulatio:3 may involve other cost
components - for example, frei~ht charges in the case of an international entErprise
which is also engaged in the transport business. Moreover, specify'ing national
prices for purposes of domestic taxation might have an unfair effect on. nor'~lal

price mechanisms if, O\.,ing to special although perfectly legi timate circurD!:tanees,
the prices differ from the normal levels on the international r.larke~. For the:3e
reasons, the Mexican tax administration has not, for the 1'ast 10 years, e::.:ercised
its statutory power to specify a national income from sales or to adjust tIe
purchase cost of goods from abroad.

If, as it appears, the efforts of the developing countrl.e s a:re not sU"fici ent
to counteract these operations, and if it is unreasona.ble to €'xpl~et thB.t t'le
d~veloped countries ,.,ill take the necessary corrective action~, the only solution
seems to be to encourage, through international co-operation, the f~limination of
"tax havens ii

•
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C. Payments for transfer of technology between enterprises
of different countries

Royalties for the use of patents and various technological processes

~he modern world is founded on science and technology, which hold great
promise for the life and well-being of all peoples. Those countries which have
devoted a large part of their resources to scientific development for peaceful
purposes have acted wisely and well, and they deserve the gratitude of the whole
world.

Private enterprise has not failed to play a part in scientific advancement;
on the contrary, by sponsoring various types of researcl', it has contributed
decisively to the furthering of ideas and techniques whi~h have made possible the
mass production of new and constantly improving amenities.

However, in the hands of private enterprise, the results of research become
a capital asset capable of generating profits. When they are exploited by other
enterprises, royalties must be paid for the use of patents or various technological
processes both in industry and, although to a lesser degree, in commerce.

If an enterprise has invested in scientific research and receives a financial
return in the form of royalties~ there can be no objection.

A country's domestic tax treatment of royalties paid by some of its
enterprises to others presents no problem, because what is a deduction f0r one
enterprise is income for another.

Where such transactions take place between enterprises of different countries,
what was a simple matter under the domestic system of one country becomes
complicated when one of them is the country of residence of the enterprises making
the payments and the other is the country in which the enterprises receiving the
income are situated.

In such cases, the State in whose territo~J the enterprises receiving royalties
are resident considers that it has a legitimate right to tax the royalties, since
they usually result from) or are received in compensation for, expenditure, the
deduction of which has affected the amount of tax paid by the enterprise concerned.
FurthermoI'e, such royalties unquestionably form part of the recipient's income and
thus constitute, together with other items of incomes the financial means from
which income tax may be levied.

Sometimes, however, the countries from which the royalty payments emanate take
the view that the source of the income is within their territory, because it is
there that the industrial or commercial activities made possible by or carried out
with the technological assistance in question are performed. They therefore feel
justified in taxing the income represented by the royalties, even when they are
paid to enterprises resident abroad.

There are various ways in which double taxation can be avoided. One method
is a unilateral concession by the country of residence of the recipient of the
royalties, allowing as a ~redit aeainst the income tax ~ayable by the enterprise at
its place of residence the amount of the tax it has paid in the country which is
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the source of the rOy:llties. Another "Tay of avoidinc.; dual taxes IS, of COllrse,
through treaties for -:,he avoidance of double taxation.

When no t.~uch trea.ties exist or when 1 as often happens, the State ....T1:osC:
residents receive royalties limits the amount of the tax credit or erects so m~ny

administrative obstacles that it is difficult to obtain in practice:! Cl re:C:lfiien"t
enterprise whi(~h knovTs that its tectmical assistance i:3 vi tal to the enter1)ri~3e

paying the roye.l ties may specify in its contract that the payer of the rOy[ll tic S

must in addition pay, for its own account) any income tax to w}1ich the royrdties
may give rise in the source country. This creates the paradoxical situ~tti()n t"'Clt
enterprises paying royalties may iieduct the relevant expenditure for incoJY'l: tax
purposes but, at the same time, must pay their own couctry' s incof:e tax on the
income derived by an enterprise abroad, so that what should te a tax on income is
in fact converted into a tax on expenditure.

The situation becomes even worse when the country of the reCl nlert. of tb::;
royalties allows cred~:t for taxes paid abroad even "here the fi nancirtl 1mrden was
borne not by the enterprise receiving the royalties, but by the enterprise which
puid them.

Consideration should be Given to a~pr0priate forms of tax treatment in
countries whose enterprises pay royalties. Traditionally and as a matter of course,
the payment of royalties has been regarded as a normal, legi timate and unavoit'lable
business expE::nse. Therefore, for income tax purposes, royaltie s may be (leducted In
calculating the taxable base. There would appear to be nothinr; wron£', vritl1 this)
provided that the amount paid out in royalties is not disproportionate to the
business conducted by the enterprise.

Taxes on income in respect of royalties paid to enterprises abroad could he
minimal and might even be abolished, since it cannot be to the advantage of the
economically less developed countries to increase the production costs of their own
residents. However, taxes on a scale similar to or higher than that for taxes on
profits are often imposed on such income because it is suspected and frequently
proves to be true that royalties serve merely as a device for siDhoninrr off profits.

These problems might be solved by means of an equitable determination of the
amount of royalties paid by enterprises to other enterprises; however, there are
obvious dangers in making a subjective judgement as to When royalties are a normal
and unavoidable expense and when they are merely a device for siphoning off profits.
The best approach might be for the amount r-aid in royalties by enterprises which
import technolop,y to be proportionate to their profits instead of depending on
their income from sales. Unfortunately, the solution is in the hands of private
enterprises and not of States~ which could persuade their residents only indirectly,
through their tax incentive policies, not to acquire technology except on the basis
of profits.

The only true radical solution is for States aimine at development to make the
greatest efforts to build up their own technology by giving private enterprises the
fullest incentives and also by allocating some of their public resources to the
development and promotion of research.
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Royalties for the use of trade marks or trade names

Separate mention should be made of payments between enterprises of different
countries, still under the heading of royalties, but for the use of trade marks and
trade names. In these cases, there is every reason for the State of which the
enterprise receiving the income is a resident to treat it as ~art of its taxable
income. However, the treasury of the country of which the enterprise making the
payment is a resident should review the hitherto widespread practice of allowine as
a deduction the amount of such payments. Today, the so-called "prestige" of a
trade name or trade mark is nothing more than the result of investing resources ln
the use of mass publicity media in order to impress on the minds of consumers a
familiarity with a given product and the desire to purchase it.

~o matter how widely used a product may be in one country, if it is unfamiliar
in another it will have no "prestige" whatsoever there tmless a similar familiarity
is created through the use of the appropriate publicity med~a. And if the cost of
publicity is also to be deductible for income tax purposes, as it usually is, the
related royalty is either a second payment made for the same purpose or an
expenditure which is not needed in order to obtain the income, so that it should
not be allowed as a deduction.

Payment for techr.ical assistance provided by foreign enterprises

Because of the need for technology from more developed countries, Mexico has
tried to find favourable m~thods of tax treatment for income derived by non-resident
enterprises in the form of payments for technical assistance service3 rendered by
them.

Initially, incomE derived by non-reaidents in respect of technical assistance
was regarded as an incidental commercial transaction; the taxable income was
estimated to be 20 per cent of the gross income and the rate applied was also
20 per cent, so that the final levy amounted to 4 per cent of the payment for
technical assistance.

It was soon found that this favourab~e 4 per cent rate (as opposed to the
considerably higher rates at which enterprises were normally taxed) was leading
foreign companies to make use of supposed payments for technical assistance, which
in fact were payments of royalties, in order to siphon off profits from enterprises
in Mexico without t}1~ir having borne the tax that was payable on an enterprise's
taxable income.

For that reason, the 4 per cent rate refer~ed to above was raised first to
In ner cent, then to 20 per cent and finally, under the reform which came into
effect on 1 January of this year, to 42 per cent, which is the same as the maximum
rate of taxation on royalties and on the profits of resident enterprises, thus
doing away with rate differentials according to the type of income received, which
constituted an open invitation to tde evasion of Mexican taxes.

A year earlier, on 1 January 1969, another reform of the Income Tax Act had
gone into effect, making it a condition for a tax deduction that "in the case of
payments to persons resident abroad for technical assistance, proof must be
submitted to the Ministry of Finance and Public Credit that the party providing
such assistance possesses the technical facilities to provide it, that it is
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furnished directly and not through a third party, and that services are actually
provided and not merely made available il

• The reasons for this reform, the problems
experienced by the tax administration in detecting spurious technical assistance
and the outcome of its efforts are described in the paper submitted 8,t the Fi fth
Assembly of CIAT, to which the reader is referred in ordei to avoid needless
repetition.

It should be added that, in the course of the discussion of that paper at
CIAT, it became clear that the other Latin American countries had problems siMilar
to those experienced in Mexico, and that international enterprises in some of them
had taken the precaution, which in Mexico had been overlooked, of maintainin~ lar~e

collections of instructions and other printed matter to make it appear that
enterprises paying for technical assistance were actually receiving a wide range
of services from abroad.

The Mexican tax administration hopes that the action taken to bring the rates
of tax on payments for technical assistance into line with those for royalties and
profits and the requirements laid down for taking deductions in respect of
technical assistance will prove to be effective in combating this kind of evasion,
which some writers on the subject insist on referring to as I'lawful" and which in
fact is simply the result of fraudulent pretences.

D. Interest from financing operations between enterprises

Mexico, like other Latin American countries, is striving to promote domestic
savings and investment, but in order to accelerate its development it needs capital
from abroad. Foreign investment is welcomed in Mexico and, while no concessions
are made for it, there are also no discriminatory measures against it, although
care is taken to see that it complements rather than replaces actual or potential
investments of Mexican capital.

However, in order to encourage domestic savings, very favourable tax treatment
has been accorded to income from investments, whether the capital invested comes
from the savings of Mexican nationals or originates. abroad.

Thus, interest from what are known in Mexico as "fixed income'l securities
(debentures, bonds, mortgages, financial certificates and bonds and other
securities issued in series by credit institutions) is subject to very favourable
treatment in Mexico. If the yield is less than 7 per cent, no tax is payable.
Interest of 8 per cent is taxed at the rate of 2 per cent, 9 per cent interest at
3 per cent~ 10 per cent interest at 4 per cent, and so on until the ratp. of
taxation reaches 10 per cent.

When such interest is received by individuals (natural persons), it is taxed
only at the proportional rates indicated above, irrespective of the amount
received, and the income is not aggregated for the purpose of determining the total
personal tax. However, when such interest is received by companies, it must be
aggregated for the purpose of determining taxable income.

Interest received by private persons in Hexico frOM credit institutions is
liable only to the proportional tax of 10 per cent~ and in the case of individuals
the income is not aggregated with other income.
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Interest paid to banks abroad is likewise liable only to a proportional tax of
10 per cent and is not subject to a pro~ressive scale. In such cases, the foreign
bank is regarded as a tax subject in Mexico because the source of the income which
the interest represents is deemed to be in Mexican territory.

The favourable treatment of interest has already caused serious distortions
in the financial structure of enterprises in Mexico, since it results in their
being constituted with a relatively small capital, the rest of their funds beine
obtained through indebtedness, frequently towards their own shareholders or
domestic or foreign creditors.

Under the traditional income tax system, the interest which a company must pay
on its borrowings are an unque~tionable expenditure to enable it to have the use
of outside capital, and such interest is therefore recognized as a deductible
expense.

Thus, it is more attractive to constitute an enterprise with little capital and
high liabilities, since interest is deductible and therefore results in taxation
only at a rate of from 2 to 10 per cent depending on the type of liability
assumed by the company, instead of at the company tax rate of 42 per cent.

This situation is currently under review by the Mexican Government with an
eye to requiring income received by individuals in the form of interest to be
aggregated for the purr)se of determining their taxable income, despite the
difficulties involved owing to the fact that the securities in question are bearer
securities. From the opposite angle, consideration is being given to the
advisability of limiting the amount of interest which ~ay be deducted where an
enterprise's liabilities exceed its capital by more than a given proportion.

While it is true that the problems mentioned above do not concern forei~n

investment in Mexico, they become even more serious when the same favourable
treatment of income in the form of interest is accorded to foreign enterprises or
investors.

The point is that a foreign enterprise may open a subsidiary in Mexico with a
small amount of capital supplemented with credit granted by a foreign bank, the
interest on which is taxed at a rate of only 10 p~r cent in Mexico, even though the
subsidiary is able to save 42 per cent of its tax by deducting that interest from
its taxable income. For this reason, enterprises constituted with foreign capital
also make excessive use of borrowing, thus reducing their taxable base and
increasing their income by virtue of the fact that the interest they ~ay is sUbject
to reduced proportional rates.

Mexico has no desire to discriminate against investments of foreign capital
in the matter of taxation; however, the relationship between parent companies and
their subsidiaries becomes a matter of particular concern when the parent companies
take unfair advantage of the favourable tax treatment of interest from securities
in order to reduce the tax burden on the subsiuiaries.

In conclusion, all that can be said on these subjects in the case of Mexico is
that there is now an BMareness Of the distortions c~used by the favourable
treatment accorded to interest from capital investments (in that no limit is placed
on the amount of interest which enterprises are allowed to deduct and the income of
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the recipients of such interest is taxed at reduced proportional rates): that this
results in an unfair distribution of the tax burden; and that these undesirable
consequences ensue in the case of both Mexican and foreign investments. These
problems are of immediate concern to the Mexican Government, although no leeislative
solutions have as yet been applied.

It seems unnecessary to set out any general conclusions from this chapter,
since, as regards each subject dealt with in it, the problem has been pin-pointed
and the broad solution considered necessary has been outlined.

It might be said, however, as an expression of a broader aspiration which
would encompass the individual matters of concern referred to in this paper, that
enterprises of developed countries which establish SUbsidiaries, make investments
or carry on other business in less developed countries must pay their fair share
of taxes in those countries, according to the nature of their business and the
size of their income, without resorting to endless manipulations - only the most
commonly employed of which have been outlined here - whose purpose is to reduce,
by means of leeal trickery and book-keeping stratagems, the already limited tax
income of the countries where they are Obtaining profits.
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V. EXCHANGE OF INFORMATION AND INTERNATIONAL TAX EVASION 
AND AVOIDANCE (GHANA)* 

Liability to pay tax in Ghana is imposed on income of all types accruing in, 
derived from, brought into, or received in Ghana. Where the receipt is in respect 
of land or any natural resources situated in Ghana, then the income is chargeable 
to tax irrespective of where the transaction from which it arose was made or 
whether the receipt was in or outside Ghana. 1/ The income tax legislation is 
based primarily on the source principle. Thus as a general rule, residents in 
Ghana do not have to pay tax on income accruing or derived from outside Ghana 
unless such income is brought into or received in Ghana. Further, there is no tax 
levied by virtue of mere citizenship. Non-residents are subject to tax in the same 
manner as residents. They are liable to tax on all income earned or derived from 
domestic sources in Ghana. Practically the same rules govern the determination 
of their taxable income, and the progressive rates apply equally to the 
non-resident as to the resident tax payer. 2/ Prior to the 1967/1968 tax year, 
non-residents paid tax at higher rates than residents. This bias has now been 
removed. But the present equal treatment is subject to the proviso that the 
resulting tax paid by a non-resident must not be less than 30 per cent of his 
total income earned in Ghana. 

Companies wholly owned by Ghanaians with chargeable income not exceeding 
0 (cedis) 20,000 are taxed at special graduated rates; otherwise the non-resident 
corporation pays tax at the same rate as the resident company. Companies licensed 
to manufacture under the Excise Ordinance, 1953 (No. 3l) pay 50 per cent in 
income retained in Ghana and 57-5 per cent on income not so retained. All other 
companies pay 55 per cent on income retained in Ghana. Any portion of their 

* In the preparation of this chapter, the United Nations Secretariat had the 
assistance of A. N. E. Amissah, Judge, Court of Appeal, Accra, Ghana, who acted as 
a consultant. 

1/ Income Tax Decree, 1966 (N.L.C.D.78), para. 5. 

2/ The rates for the resident taxpayer are as follows: 

Chargeable income 

First 0 *400 
Next 0 l!0 

0 1+80 
0 180 
0 960 
0 960 
0 960 
0 1,200 
0 2,100 
0 2,lOO 
0 1,020 

Exceeding 0ll,lOO 

(0 = $US 0.77) 

at 

Rate of tax (percentage) 

Nil 
5 
7 1/2 
10 
12 1/2 
15 
20 
25 
35 

60 
70 
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taxable profits not retained in Ghana, however, attracts tax at 62.5 per cent 
(prior to the 1968/1969 tax year it was 70 per cent). 3/ 

The present Ghana tax system makes no distinction between the different types 
of income. Interest, royalties, dividends and business income of all kinds incur 
tax at the same rates, except that in the case of dividends there is a withholding 
tax of 55 per cent. 

Because of the economic conditions of the country, company laws and tax system 
some of the recognized methods of international tax evasion are not known in 
Ghana. For example, as the law regulating companies requires that a share 
certificate must include the name and address of the registered holder, bj 
bearer shares cannot be issued within the country. Further the Income Tax Decree 
provides that: 

"Every company which is resident in Ghana shall deduct from the amount of 
any dividend paid or payable to any shareholder tax at the rate or rates 
paid or payable by the company, on the assessed income of the year of 
assessment within which the dividend is declared payable." 5/ 

This tax withheld being almost always higher than the individual taxpayer's 
effective rate, the shareholder will forfeit his credit by non-declaration of his 
dividends. Foreign source income of residents kept abroad attracts no tax in 
Ghana; therefore the use of bearer shares issued by enterprises situated abroad 
does not make much difference to the position of the resident taxpayer. For the 
same reason, namely, that foreign source income kept abroad is not taxable in 
this country, Ghana residents do not feel the need to use the device of holding 
companies located in foreign countries to receive income directly or indirectly 
accruing to them from sources outside the country. But they do use the facilities 
of various foreign banks for this purpose. That, however, under the present law 
amounts to an avoidance and not an evasion of Ghana tax. 

To a large extent the claim that tax evasion is widespread in Ghana is based 
on suspicion rather than concrete cases. The records of the tax authorities are 
not rich in cases indicating volume or illustrating methods adopted in 
international tax evasion. The enforcement section of the tax administration, 
being young and inadequately staffed, is under such high pressure to keep abreast 
with evasion within the confines of the country that evasion cutting across 
international frontiers has taken an extremely low position in its order of 
priorities. But examples occur from time to time of situations bound to involve 
income tax evasion so that the suspicion assumes more solid dimensions. Such 
evasion may not be the primary objective of the party in question. But that 
intention cannot be totally excluded, even in the cases pointing most blatantly 
to a different objective. It is difficult to believe that the tax aspect of 

3/ See Income Tax (Amendment) Decree, 1969 (II.L.C.D.377) , para. U, amending 
the fifth schedule of N.L.C.D.78. 

bj The Companies Code, 1973 (Act 179), s.53(l). 

5/ N.L.C.D.78 16(1). 
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the exercise escapes the attention of the hard-headed businessman who often indulges
in these practices. In any case, whatever the intention, the net result is a loss
of tax revenue which would otherwise accrue to the State. Some of these practices
will be discussed below.

In this paper it is proposed to deal with the problem of interna.tional
income tax evasion under two heads: (~) methods of evasion and avoidance and
(b) control of evasion through exchange of information.

A. Methods of international tax evasion and avoidance

Since foreign source income is not subject to Ghana tax until it is remitted
to Ghana, the predominant pattern of avoidinr. Ghana tax is for the resident to
keep his foreign income in foreign banks instead of remitting it to Ghana. The
dominant factor which seems to influence the reluctance of residents to repatria.te
their foreign source income is not the tax benefit involved, but rather the desire
to circumvent the prevailin~ stringent foreign exchange regulations. What be~ins

as an act of avoidance, however, often turns into outright evasion when a
substantial part of the income is brou~ht into Ghana in the form of well-sour,ht­
after commodities with high profit margins like second-hand motor cars and ladies'
wigs, paid for abroad with the foreign exchange acquired fro~ the forei~n source
income. Another common form by which such undeclared income is constructively
remitted to Ghana is the illegal sale of cheques drawn on foreign bank accounts to
persons who require foreign currency. By these methods the income is effectively
remitted to Ghana; it is undeclared as income and therefore bears no income tax.
Yet it is received in Ghana in the most profit-yieldin~ form. The Government has,
in an effort to check these practices, recently introduced a measure whereby
importers who desire no foreign exchanee to pay for their goods will have to state
haw they were able to pay for the goods in the country of origin. Even so it does
not appear as if this measure is fool-proof.

As indicated, some of the methods of tax evasion by residents occur with an
intention primarily directed toward the avoidance of exchange controls. This
pattern seems to occur in other fields, for other forms of evasion h~ve come to
light through investi~ations not directly connected with tax. An example of evasion
through the control of a subsidiary by its foreign parent emereed from an inquiry
into subsidies which had previously been given by a government marketing board to
the subsidiary. The company in Ghana was a subsidiary of an international
organization dealin~ in cocoa, Ghana's main export crop. It was engaged in the
conversion of cocaa into cocoa butter, liquor and cake for export. Being concerned
with a commodity of such vital interes~ to the economy, the Government consented
to an agreement whereby the company bought its cocoa from the Cocoa Marketin~ Board
at a discount. The company for years never made any profits in spite of the high
world cocoa price then prevailing, so it paid no tax for those years. ~llien the
question of continuing the favourable buying arrangement came up for consideration,
the comPany's accounts were looked at for the first time by the Government. It was
only then that the discovery was made that it made no profits because all its
products were exported to the parent company which paid only millin~ charges
determined by that parent abroad. By this time the subsidiary in Ghana had
received £1,285,950 by way of SUbsidy for its cocoa purchases, and further had paid
a paltry sum by way of tax on the odd freak year when their accounts disclosed a
marginal profit. The real profits on the SUbsidiary's operations were made by the
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principal. If the tax legislation of the country of residence of vhe overseas
company is such that no tax is paid on the profits of its subsidiaries abroad, as
IS possible, then the principal pays no tax either.

Some forms of income tax evasion appear from manipulations in connexion
with indirect taxation. For example a person or an organization which has
established a factory for the manufacture of goods depending on raw materials
imported from abroad, imports finished or semi-finished products under the gui~e

of raw materials. Often the co-operation of some customs officials is necessary
to allow this misdescription to go through successfully. Shoes have come into Ghana
as raw leather. It is suspected that broken-down parts of cars ready for assembly
have also come in as spare parts. The importer p,ains the advantage of paying the
usually lower duty on raw materials or spares as opposed to the hipher duty on
the finished product. Usually this is thp obvious infringement of the law that is
noticed. But the operation may have a bearin~ on direct taxation because the
offender may r,o for the double stake of securing an advantage from income tax as
well in that his returns for tax purposes will show a deduction of the r-ormal
expenses, which he has not incurred anyway for the manufacture of the goods in
Ghana.

Inflation of invoices for imports is a common feature of business practice.
It has led to a recent scathing public attack by the Head of State,
Colonel I. K. Acheampong, on bU'3inessmen indulging in this practice. 6/ A random
examination of only 22 invoices in March 1972 showed increases in prices ranging
from 15 per cent on a consignment of refined sugar, to the extraordinary fi~ure of
over 1,600 per cent on drugs. Drugs seem to be a favourite item for large
percentage inflations because the next highest, that of over 200 p~r cent by a
totally different company, was also on drugs. Most of the increases were in the
range of 30 to 50 per cent, involving diverse products like motor graders, compass
sets, tyres and tubes, spare parts for machinery, food items and again drugs.
Heavy losses were made by the country on payments for motor trucks even though
they carried a percentage inflation of 17.6. Assuming a modest average
over-invoicing of 30 per cent, the toil on the country that this practice exacts
is tremendous. To make the inflation worth while the importer must have an
arrangement with the supplier to pay the difference either in whole or p~rt, on a
sharing basis, into a foreign bank account. The ideal is the branch office or
subsidiary importing from a parent supplier abroad. The differences are kept
wholly within the family. The drug cases mentioned earlier illustrate this point
nicely, the suppliers being the principals of the importers in Ghana. The
practice appears so far to have attracted the attention of the authorities from the
exchange control angle or its tendency to impose exorbitant prices on the consumer.
But its incidence on direct taxes should not be lost sight of. An even more
ambitious scheme, but one yielding gains from three different fronts, is the use
of two sets of import invoices; one with lower figures for the customs authorities,
and the other with higher figures for the exchange control and income tax
authorities. The culprit profits from lower customs duties, lower income taxation
and manages to get his money fraudulently out of the country in the bar~ain.

A concomitant practice is under-declaration in export invoices. It is known
that domestic exporters of primary products like timber and a variety of food-stuffs

£/ See report in the Ghanaian Times and the Daily Graphic of 23 May 1972.
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declare lower prices than the amounts rea.lized from their exports on their export.
invoices. Ap'ain, t.he collusion of t.he foreip:n iMporter is necessary SC' th8t the
difference between the actual and fictitious prices may be paid over or shared.
Such income by the exnarter usually finds its way into a foreirr,n bank account..

A decree of 23 f\lay 1972 makes it an offence to transfer money illep:ally out of
the country by ydl ful misrepresentation. The illegal transferor is liable to the
payment of 10 times the fu~ount so transferred within a time limited by the Court
recording a conviction. The penalty is payable in forei~n exchange. If the
penalty is not paid within the time allowed, the defaulter is liable to a fine of
~lO,OOO or imprisonment of not less than 5 years or more than 15 years or both. 1/
This measure, together with stricter verification of import and export invoices,
should help to reduce the number of incidents of this nature.

Tax revenue is l0st as a result of overstatement of foreign expenses by
non-resident enterprises and resident enterprises controlled by non-resinents. No
real problem seems to arise at present with re~ard to the domestic enterprises
\.rhich operate abroad, for the simple reason that the number of domestic enterprises
which so operate is very small.

It is generally believed that non-resident taxpayers and resident taxpayers
controlled by non-resident principals overstate the cost of services rendered
abroad with a view to either reducin~ the taxable income of their subsidiaries
generally or allocating hi~her profits to subsidiaries oneratin~ in countries with
lower tax rates. The dispute in this respect a~ises between the tax authorities
and the taxpayer over the basis of allocating these so-called headquarters expenses
(e.~. staff salaries) rents and similar items) areong a number of subsidiary or
r,roup enterprises which operate in dif12rent countries. Since it is not easy to
verify tl:ese "overseas expenses", the Income Tax Decree, 1966, provides a general
remedy in the followinrr, terms:

"In the case of a company operating in Ghana which is a branch or
sUbsidiary or associated company of a non-resident company, the profit for
the period deemed to arise in connection with the operations of that company
shall be computed by reference to the total consolidated profits of the
whole group (includin~ both the resident and non-resident companies), taking
into account the proportion which the turnover of that company bears to the
total consolidated turnover of the group." 8/

With regard to individuals or sole proprietorships, the Decree provides that:

IIvmere a non-resident person carries on business wi th a resident person,
and it anpears to the Commissioner that, owing to the close connection
between the resident person and the non-resident person and to the substantial
control exercised by the non-resident ~erson ov~r the resident person, the
course of business between these persons can be so arran@:ed and is so
arranged that the business done by the resident person in pursuance of his
connection with the non-resident person produces to the resident person

7/ See Foreign Exchange (Amendment) Decree, 1972 (N.R.C.D.69) ss.4, 5 and 6.

8/ N.L.C.D.78, s.6(1) (b).
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either no profits or less than the ordinary T1rofits which mie:ht be expected
to arise from that business, the non-resident person shall be assessable and
chargeable to tax in the name of the resident person as if the resident person
were an agent of the non-resident person." 9/

Under this provision, the case of the Ghana sUbsidiary whose prices were
determined by its foreign parent mentioned earlier could be dealt with.

It is not ....lllknmm for foreign suppliers to supply second-hand equipment for
new. The profit marrrin is much hie:her than that actually declared~ this leads to
a diminution of revenue arising from the transaction.

In the speech m~u~e by Colonel Acheampong referred to earlier, he mentior..ed
information reachin~ t~e Government that local agents of foreign companies were paid
commissions in foreign exchange which when paid abroad deprives the authorities
in Ghana from getting their share in taxes.

Then, of course, there is the perennial problem of non-filing of returns or
filing of inaccurate returns. In a developinr count~y, where the idea of a tax on
incom~ is relatively new, and was in any case first introduced by a colonial
administration, where illiteracy is high and the tax administration is such that
the incidence of taxation affects a much smaller section of the community than that
envisaged by the law, there is not the same developed social conscience about the
payment of income tax or performance of duties connected with it e.s there is in more
developed countries. The filinp, of returns is widely avoided. And this applies not
only to illiterate persons with taxable income, but also to the well-educated. It
extends to some members of the foreipn business community who in their own cc ,mtries
would behave differently.

Recently a dispute arose as to whether Ghana's national airline should pay taxes
Oil the income allegedly derived from its operations in one developed country over
the past five to six years. Out ceme the discovery that the national airline of that
country, which had been operating in Ghana for over 10 years, had not only paid no
tax for the period but had never filed a single return. Of course that airline now
claims that it never made any' profits from its operations in Ghana, the sole object
of its commencing operations there being the altruistic one of furthering a
development project of importance to Ghana.

Measures have been taken against non-filing of returns. A provision of the tax
law by which failure to file returns within two months of the commencement of the
year of assessment, in the case of an individual, or four months of the end of its
financial year in the case of a company, constitutes an offence and imposes a
penalty of ~ fine of ~240 or imprisonment for one year. 10/

9/ N.L.C.D.78, s.31(2).

10/ Income Tax Decree 1966 (N.L.C.D.78), para. 71; see also para. 38 of
N.L.C:-D.78.
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In a wide range of trading~ business, professional or vocational activities,
provision has been made for annual registration with the Commissioner of Income
Tax and the payment of a prescribed fee before the person is allowed to participate
for the year. 11/ The activities include areas where non-Ghanaians also operate,
e.g. building c;ntractor, architect in private practice, engineer in private
practice, accountant in private practice, 12/ and therefore may involve a
non-resident principal. Further~ a numbe~ of ~ersons, not including companies,
are subject to standard assessments. The assessments, which are graduated in some
cases, are quite high and constitute an estimate of a rate of tax somewhat
higher than that which the person assessed may have to bear ordinarily. For
example, the accountant in private practice is assessed at ~500 per annum if he
has been in private practice for 3 years, ~l,OOO per annum if more than 3
but less than 6 years and ~2,4oo if his practice exceeds 6 years. 13/ This in
turn compels him to file his returns if he considers that his payable tax
ought to be less. The usual offences in respect of incorrect returns made without
reasonable excuse carry a penalty of a fine and double the aMount of tax
undercharged in consequence of the incorrect return. 14/ False statements and
returns made knowinely or wilfUlly for the purpose or-reduction of tax 15/
carry a penalty of a hea~ier fine and treble the amount of tax for which the
offender is liable for the year of assessment in respect of which the offence was
committed.

~ law, it is impossible to obtain a number of licences or permits or have
services performed or claims met without the production of a tax clearance
certificate showing that the person has paid his income tax for the year or made
satisfactory arrangements with the tax authorities for its payment. A non-Ghanaian
may not leave Ghana without a tax clearance certificate. Foreign exchanpe for
travel and now for foreign business transactions may not be obtained without it.
The registration of deeds concernine land, grant of a permit to build, receipt
of moneys under an insurance policy and many more require a tax clearance
certificate. 16/

11/ Income Tax Decree 1966 (N.L.C.D.78), para. 81.

12/ N.L.C.D.78, sixth schedule, as amended by N.L.C.D.265, para. 8. The
amendment, which casts a much wider net, includes the race-horse owner, the
furniture-maker and the owner of a fishing boat, trawler or vessel other than
canoe. Among these would be found quite a number of non-Ghanaians.

13/ See Standard Assessment Instrument 1968 (L.I.590). The curious thing
about this piece of le~islation is that it excludes a number of persons covered
by N.L.C.D.78, sixth schedule, e.g. the building contractor, architect in
private practice and engineer in private practice.

14/ N.L.C.D.78, para. 72.

15/ N.L.C.D.78, para. 73.

16/ N.L.C.D.265, para. 4, inserting para. 8lA in the principal
(Act~N.L.C.D.78).

-146-



B. Control through exchange of information

However well a country polices activities within its borders, it cannot
expect to achieve maximum results in combating international tax evasion without
the assistance of the countries of residence of non--residents affected by its
tax laws. It is here that tax treaties including a provision for the exchanre of
information are vital. Ghana's unfavourable position in this respect could not
be more marked. It conducts substantial trade with various European countries,
especially the United Kingdom, the Federal Republic of Germany, the Netherlands
and Italy, as well as with Japan. It has investments from these European countries
and from the United States. Ghana is host to a significant but continually changin~

foreign population from an even wider spectrum of countries, i.e. those already
mentioned and Italy, Denmark, Switzerland, Lebanon, India, Israel, Niv.eria and
other African countries. Yet Ghana has tax treaties with only seven countries, the
majority of which it has no appreciable business dealings with.

Double taxation agreements exist between Ghana and the United Kingdom (1947),
Sierra Leone (1950), Nigeria (1950), Gambia (1950), Canada (1952), Sweden (1954),
and renmark (1956). 17) Of these countries Ghana's financial or commercial
dealings with Sweden, Sierra Leone and Gambia are negligible. Denmark has some
investment in Ghana, but not much. Ghana's dealings with Canada have mainly been on
a Government to Government or pUblic corporation level. So, in effect, only the
agreements with the United Kingdom and Nigeria have real meaning. Ghana became
independent in 1957. All these agreements were therefore made when Ghana was a
colony of the United Kingdom and by the United Kin~dom on her behalf. A few
agreements concluded since independence have been limited to air transport and
shipping. 18/

Double taxation agreements have not, since independence, been popular with the
Ghanaian tax authorities. Two factors may have contributed to this. Under the
tax agreements in operation, a non-resident who is residept in a country with
which Ghana has a treaty, enjoys full exemption from Ghana tax on certain types
of income, inclUding profits from operating ships or aircraft, profits or
remuneration in respect of services performed in Ghana for a resident of the
other country, non-government pensions, royalties other than thos~ . ~id for the
extraction of natural resources, dividends and the remuneration of ., si·l.~:~g
professors or teachers during the fir.st two years of temporary re .'. iC ',mce. No
doubt there is the reciprocal exemption. But Ghanaian residents undertake no
comparable income-producing activities within the jurisdiction of most of their
treaty partners. And, in any event, by her tax laws, incume derived by Ghana
residents from sources abroad is not liable to tax in Ghana unless brought to or
received in Ghana. The net result is that the treaties have served merely as a
device for reducing Ghana revenue without any compensatcry gain whatsoever.

17/ There was one with New Zealand in 1952, but it was abrogated with effect
from 30 September 1963.

18/ Air services agreements exist between Ghana and the United Arab
Republic (now designated as Egypt), Ghana and Switzerland, and Ghana and Italy.
Pan American Airways is exempt from tax und~r para. 7 of N.L.C.D.78 because of an
equivalent exemption in the United States Internal Revenue Code. There is a
shipping agreement between Ghana and Italy. Israeli shipping is exempted under
para. 7 of N.L.C.D.78.
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The typical clause for the exchanp;e of informatiOl in these ap;reements is
as follows:

"The taxation authorities of the... and... shall exchange such
information (bein~ information available mder their respective taxation
laws) as is necessary ~or carrying out the provisions of this A~reement
or for the prevention of fraud or the administration of statutory provisions
against legal avoidance in relation to the taxes Tllhich are the subject of the
A~eement. Any information so exchanged shall be treated as secret and
shall not be disclosed to any persons other than those concerned with the
assessment and collection of the taxes which are the subject of this
Arrangement. No information shall ~e exchanp.:ed which would disclose any
trade secret or trade process".

Although not as comprehensive as article 26 of the OECD DrRft Double Taxation
Convention, it is aot very different from it.

Of the forms of international tax evasion known or suspected to be practised
in Ghana, information can be sought from the suspected evader's country of residence
in a very limited number of cases. It is possible to cheat both source and
resi ~~nce countries by the simple device of keeping two sets of books. vlhether
this is being done or not by non-residents sUbject to Ghana "s tax laws cannot be
ascertained iil this state of almost total lack of informa.tion from residence
countries. It is significant that in spite of the widespread belief that
international tax evasion is Practised on a large scale, the only request for
informs.tion made by the Ghanaian authorities of their treaty partners ~ithin the
past five years has been directed to the Board of Inla~d Revenue of the United
Kingdom to supply particulars of the effective rates of taxation of Ghanaian
pensioners resident in the United Kingdom. The object of this heing to enable the
tax authorities to apply the lower of the rates of tax obtaining in the two
countries.. It is even 'D'lore significant that there is no record of any of Ghana's
treaty partners requesting information, whether of a routine or specific nature,
from i"t unde~ the exchange of information clause. Information, however, i8
exchanged between Ghana and many other countries on an informal basis on many
aspects of taxation, including policy, legislation and general aclminir l.,ration
whenever the need arises.

As an attempt to eliminate or at least reduce international tax evasion or
avoidance, and considering the fact tha.t it may not be possible to achieve perfect
reciprocity in bilateral tax ,agreements, especially between a developed country
on the one hand and a developing country or.& the other, the ta.x authorities in
Ghana have expressed an interest in a general international type of programme under
United Nations auspices which will guarantee the exchange on request of certain
types of tax information between member countries. Althou~h reciprocity of
conce~sions and benefits is the prirr~ aim in bilateral agreements, where it is
apparent that transactions between the two countries are non-symmetrical, the
broad objective of the treaty or arrangement should be met without insisting on
a like-for-like exchange rule. For instt...Llce, information about income on fixed
deposit accounts of the resident of one count:L"Y could be exchanged for information
relating to the cost of goods ordered from the other country by residents of the
first country.
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Ghana is also interested in entering into reciprocal tax information agreement
or arrangem2nts with other countries where such treaties would materially assist
1n a successful fiscal administration.

The structure of the entire tax system, including the question of tax
treaties and other bilateral arrangements relating to taxation, is nt present
under study by a Tax Review Commission. The Commissiun has completed hearing
evidence. Its recommendations are eagerly awaited.
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VI. APPLICATION OF TAX-SPARING PROVISIONS UNDER
STATUTES OR TREATIES OF VARIOUS COUNTRIES*

A. DefinitioD of problerJ

The general nature of the tax-sparing credit and the principal argurr~nts for
and flr~inst its application are discussed in the Report of the Secretary-General to
the Group of Experts prepared for the First Meeting of tr Group. 1/

In essence, the tax-sparing credit is an extension of the regular foreign tax
credit to taxes that are "spared" by the source country, i.e. that are forgiven or
reduced under legislation providing incentives for foreign investment. Depending
on the statutory authorization, the tax-sparing credit may be extended to all
taxes of the developing country for which the capital-exporting country otherwise
grants the regular foreign tax credit (sometimes including taxes paid by
subsidiaries in developing countries which distribute dividends to their parents);
or it can be restricted to taxes more favourable than the ~ax treatment on profits
earned at home. Otherwise, it is claimed, operations abroad would be favoured over
domestic operations with the result that capital, jobs and technology are exported,
and the domestic economy and labour force are seriously harmed. 2/

* In the preparation 0, this chapter, the United Nations Secretariat had the
assistance of Henry J. Gumpel, Attorney at Law, Walker, Conston, Schurtman and
Gumpel, P. C., New York. who acted as a consultant.

1/ Tax Treaties between Develo ed and Develo in Countries: First Re ort
(United Nations publication, Sales No. E.69.XVI.2 , part 11, paras. 24-34.

g/ This argument was recently made with great force in the United States, in
particular by the sponsors of the proposed Foreign Trade and Investment Act of
1972 (Burke-Hartke bill). Compare the following statements made by Senator
Vance Hartke on 27 February 1972: "The Foreign Trade and Investment Act of 1972 •••
is desiened to put our doncstic industry on nn even footin~ ~ith forei~n cor~etition

nnd nnke donestic invcstrlent just as attractive as investment abroad ••••
Profits earned by the forcir,n subsidiary of an Anerican firn arc not taxed
until they are repatriated. To the exten~ that '~he firm does pay taxes to a
foreign Government, these taxes count as a dollar-for-dollar credit against any
Federal tax liability."

The Burke-Hartke bill and two other bills tha~ are pending before the
United States Congress aim at the repeal of the t~x benefits tor foreign
investment that are presently available under United States law, in particular,
the foreign tax credit and deferral of United States tax on income of foreign
subsidiaries prior to distribution.
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Although the techniques applied are similar, the regular foreign tax credit and
the tax-sparing credit are quite different. The regular foreign tax credit is a
relief measure for the prevention of double taxation. The income to which the credit
applies is taxed at the higher of the rate of the investor's home country or the rate
of the source country. The tax-sparing credit, on the other hahd, extends the relief
granted by the source country to the country of the investor's domicile. Dependiig
on the extent of the relief extended by the source country, the tax-sparing credi~

results in total or partial exemption of the income i~ both countries.

B. Statutory tax credit

The tax-sparing credit is a unilateral relief measure which does not lend
itself to reciprocal ~reatment by the developing countries; for this reason the
capital-exporting countries that extend this benefit are generally concerned to
retain close control over its application. Accordingly, the conditions under which
the credit is granted are as a rule laid down in a bilateral tax treaty, rather than
unilaterally by statute. As an exception, Canada has recently introduced a tax­
sparing credit that is incorporated in adminibtrative regulations.

C. The matching credit

The so-called "matching credit" is a credit at a fixed rate or rates which the
capital-exporting country grants for certain taxes of a developing country (usually
withholding taxes on dividends, interest and occasionally other income from capital).
The matching credit may be extended by statute or by treaty. It is not strictly a
tax-sparing credit because it applies whether or not the source country waives or
reduces its tax. Accordingly, the matching credit is more in the nature of a limited
exemption than a device for preserving and reciprocating the tax relief extended by
the developing country.

At this time, a limited statutory matching credit is granted by France. The
Federal Republic of Germany is in the process of finalizing somewhat similar
legislation.

France

France grants a fixed foreign tax credit of 25 per cent for dividends and a
12 per cent credit for bond interest from sources in the French Overseas Territories
and the states of the former French Community. J! Apart from encouraging investment
in the developing countries, it is claimed that the natching credit will influence
those countries to set their withholding taxes at rates that can be absorbed by the
French tax and that it acts as a disincentive to tax competition between these
countries.

Federal Republic of Germany

For the first time in German tax history, a statute regulating certain phases
of international taxation that has just been promulgated (Aussensteuergesetz)

3/ Cameroon, Central African Republic, Chad, Congo (Brazzaville), Dahomey,
Gabon~ Ivory Coast, Madagascar, Mauritania, Niger, Senegal, Togo and Upper Vo1ta.
The legal basis of the credit is an administrative note of 30 Marcy 1968, 1968
Bulletin officiel des contributions directes et du cadastre, 417.
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introduces an indirect or deemed-paid foreign tax credit, i.e. a proportionate
credit for income taxes paid by foreign s'lbRidj!1rit~s of German companies that are
actively engaged in business. 4/ The credit is granted in the proportion which
the dividends distributed by the sUbsidiary represent of its total distributable
profits. If the subsidiary is domiciled in a developing country, as defined in
the applicable statute 2/ and if the parent is entitled to relief under that
statute) it will be conclusively presumed that the amount of the creditable
foreign income tax is equal to that of the German tax on the dividend. Accordingly,
the dividend is exempt from German tax regardless of the amount of the foreign
tax. The exemption applies even if the local tax is entirely relieved under
applicable incentive l~eislation. The statutory exemption enlarges the tax-sparing
credits for dividends extended under certain tax treaties of the Federal RepUblic.

D. Unilateral tax-sparinG credit

Canada

Prior to the passage of the Tax Reform Act of 1911, the Canadian Department
of Finance issued three sets of proposed regulation. One of these regUlations
covers foreign affiliates of Canadian corporn t ions '1.T:d includes the rules on
tax sparine. £/ -

Tax-sparing relief applies to projects that are undertaken in developing
countries before the end of 1975 by a foreign affiliate of a Canadian resident
corporation. The relief takes the form of an adjustment to the "underlying foreign
tax account I, of the affil iate, whose si ze is determined by the amount of income
tax that is spared by the developing country. The purpose of the computation is
to give the Canadian company the same intercompany dividend deduction, and thus
the same amount of taxable dividend income, which it would have if the foreign
tax had not been spared.

Example

Canadian corporation f owns all of the shares of F, a foreign affiliate
carrying ("',;1 rt l':anuf'l.cturine busiw':S3 in <.h:vvlopinJ; country X. X ordinarily
imposes a 30 per cent tax on corporate profits and a 15 per cent tax on
dividends. F qualifies for a lO-yt.:~lr tax holiday under pioneer industrial
legislation of country X. Its earnings for a given year are $1,000, on which
a tax of $300 has been "spared" by country X.

~/ Article 2(1) of the law amending section 19a of the Corporation Income
'!.";~x Law.

2/ Entwicklungshilfe-Steuergesetz 1968 of 15 March 1968, BGBl 19()8, 1, 1'.'17.
The exemption in favour of dividends from subsidiaries in developing countries
will apply as long as the statute remains in effect.

6/ 'Foreign affiliate regulations"lt News Release 71-94 ef the Canadian
Department of Finance of 4 August 1911. The regulations are also reproduced in
3 Commerce Clearing House, Canadian Tax Reporter, pp. 30,009-30,011.
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Tax spared Tax not spared
in X in X

Foreign affiliate:

Income . • . · · · · · · $1,000 $1,000

Foreign tax thereon · · · 300

Earnings available for
distribution . . · · · · • • $1,000 $ 700

Dividends received by
Canadian corporation • · · • $1 ,000 $ 700

Deduct:

Underlying foreign tax · • • $ 510* $ 300

2 x foreign withholding tax · 300 210

$ 810 $ 510

Taxable dividend · · • • · • $ 190 $ 190

* Twice the amount by which the tax spared by the foreign country
( 300) exceeds the amount of withholding tax that 'Would be })~>P'~ 1,; 1 ' to that
country if an amount equal to the tax spared were distributed as a dividend
to the Canadian corporation (45), i.e. 2 x (300-45), or 510.

To qualify for tax-sparing relief, the foreign affiliate must carry on an
active business in a developing country, and the foreien tax imposed on the profits
of the business must be reduced under a qualifying tax concession extended by that
country.

A tax incentive given by a developing country will be regarded as a
qualifying tax concession if

(a) The country hes l:in income of profits tax of general application, or 8, tax
that would be recognized as a business lncome tax for purposes of the Canadian
foreign tax credit provisions;

(b) The ~oncession results ln a reduction of the taxes otherwise payable by
the foreign affiliate;

(c) The ~or.ccssion does not take the form of an ~llowance (such as accelerated
depreciation) or reserve that would be deductible 1n computing the profits of the
affiliu~.: during the control period;

(d) The concession does not constitute an export SUbsidy; and

(e) 'rhe terms of the concession are clearly defined, and the amount of the
tax spared can he readily determined.

As the regulations stand today, tax-sp~ring relief applies only to taxes on
profits from projects which the affiliate undertakes in the developing country, C~

is committed to undertake, by the end of its 1975 tax year. If the foreign
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affiliate later expands its operations, a limitation is applied to the amount of
the foreign tax spared in the developing country, with the result that the Canadian
tax on dividends from this source is increased.

E. Treaty credits

In the large majority of cases, tax-sparing credits are granted under tax
treaties between capital-exporting and developing countries. Some countries, such
as the United Kingdom, have special statutory rules outlining the conditions under
which a treaty credit may be extended; 1/ in most countries, however, the
extension of such relief is part of the general treaty-making power of the
Government, sUbject to the usual ratification procedures. A majority of the
treaties which include a tax-sparing clause restrict the application thereof to
income from capital - dividends, interest, capital gains or one or several of
these categories, perhaps because the source countries traditionally reduce their
withholding taxes on these items. Another and smaller group of treat ies, notably
those concluded by Japan and the United Kingdom, extend the tax-sparing credit to
all taxes to which the regular foreign tax credit applies, thus covering taxes on
income from direct business operations and those payable by subsidiaries domiciled
in developing countries.

.
· In accordance with the mandate given by the Group of Experts at its third

meeting in 1971, the discussion which follows is limited to tax treaties between
developed and developing countries. It should be noted, however, that there are
treaties between developed countries which include a (usually reciprocal) tax­
sparing clause (e.g. Italy-Norw~ (1961) and Greece-Italy (1965», and occasionally
between developing countries, e.g. Malaysia··Singapore (1966) and Ceylon* -Pakistan
(1969). None of these treaties, however, includes techniques that are not also
found in treaties between developed and developing countries.

Following the presentation of unilateral tax-sparing credits, the following
discussion does not cover the comparatively few treaties which include a matching
credit. Such treaties have been concluded by France with Algeria (1968, N.R.),
Brazil (1971, N.R.), the Comoro Islands (1970, N.R.) and Morocco (1970, N.R.).
Treaties of this type have also been concluded between the Netherlands and Spain
(1971, N.R.) and between Singapore and Sweden (1968). The matching credit
incorporated in those treaties covers withholding taxes on dividends, interest,
royalties or any combination thereof and occasionally directors' fees. Some of
the treaties named 8/ make the application of the matching credit dependent on
the fact that the developing country imposes some tax on the income, thus
underlining the similarity between that credit and the usual treaty exemption.

The following analysis covers 55 t.ax conventions r~onc1udt~d betwl:f:n 11 cnpital­
exporting cO'mtrit:s and ?4 developing countrie~, as shown in table 1.

* Now designated as Sri Lanka.

7/ The Finance Act 1961, section 17, allows double taxation relief to
United Kingdom residents with respect to certain foreign taxes, even though such
taxes a.rc not actually imposed by th8 foreign country, provided that (:::) the
foreign tax is relieved in order to promote the development or th~ foreign
country; nnd (b) the foreign tnx relief as such is provided in a double t'1xation
treaty between-the United Kingdon and the country concerned.

8/ Algeria-France Qnd Isrnel-Frnnce.
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Table 1

D eve 1 ope d c 0 u n t r y
Developing Federalcountry Austria Denmark Finland France Republic Japan Netherlands Norway Sweden Switzerland United Total

of Germany Kingdom

Argentina X X 2

Barbados X 1

Brazil X X X 3
Ceylon* X X 2

Greece X X 2

India X X X 3

Iran X 1

Israel X X X X X X X X 8

Jamaica X 1

Korea X 1
t" Liberia X 1VI
VI
I Malaysia X X 2

Malta X 1

Morocco X 1

Pakistan X X X X 4

Peru X 1

Philippines X X 2

Portugal X X 2

Singapore X X X X 4

SPain X X X X X X 6
Thailand X 1

Trinidad and
Tobago X X 2

Turkey X X 2

Zambia X X 2

Total. 2 3 3 6 8 9 2 7 6 1 8 55

* Now designated as Sri Lanka.



It is evident from the foregoing tabulation that only five capital-exporting
countries - France, the Federal Republic of Germany, Japan, Norway, Sweden and
the United Kingdom - have treaties including a tax-sparing clausf. whose number is
significant in comparison with the total number of their treatie:~ with developing
countries. Among the developing countries outside Europe, only four - Brazil,
Israel, Pakistan and Singapore - have treaties of this kind whose number is
significant in relation to the total number of the tax treaties of this group with
capital-exporting nations. The conclusion is that even within the limited number
of existing tax treaties between developed and developing countries, tax sparing
is presently not among the relief measures that are frequently applied.

F. Coverage of tax-sparing credits under treaties

Treaties limiting credit to withholding taxes on income from capital

The greater part of the tax treaties which include a tax-sparine clause limit
the application thereof to withholding taxes on income from capital and
occasionally a few other items, as shown in table 2.

Table 2. Treaties limiting application of tax-spaTing credit to
income from capital and certain other income

Capital­
exporting
country

Austria

Belgium

Denmark

Finland

Dividends

Israel

Portugal

Israel

Israel
Portugal

Interest

Israel

Portugal
Spain

Israel

Israel
Portugal

Royalties Other income

Israel Israel (capital gains)

Portugal

Israel

Portugal

France Brazil
India
Israel

French-spe~kinr:

States of Africa
and Madagascar

Brazil . Brazil
India
Israel
Spain
French-speaking

States of Africa
and tvradagascar

Germany (F.R.) Argentina
India
Israel
Iran

Argentina
India
Israel

Greece
Spain
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Table 2 (continued)

Capital­
exporting
country

Japan

Norway

Sweden

Switzerland

Dividends

Brazil
Korea
Thailand
Sri-Lanka

Israel
Malaysia
Portugal
Spain

Greece
Israel

Interest

Brazil
Korea
Thailand
rt.alaysia
Singapore
Zambia
Pakistan

Brazil
Turkey
Israel
Malaysia
Portugal
Spain

Greece
Israel

Spain

Royalties

Brazil
Korea

Halaysia
Singapore
Zambia
Ceylon*

Brazil
Turkey

Malaysia
Portugal

Greece

Peru

Other lncome

Other income on which tax
is reduced or exempted
under special incentive
measures designed to
promote economic develop­
ment in the case of Brazil,
India, Singapore, Thailand,
Malaysia, Zambia and Korea

Turkey (income from
independent personal
services)

* Now designated as Sri Lanka.

The foregoing tabulation shows the wide differences that exist with respect to
the scope and conditions of the tax-sparing credit both amnng treaties of
different capital-exporting countries and those concluded by the same country.
These variations reflect the different outlook and preferences of the developing
countries, as well as the fact that tax sparing is a novel device which has found
its way into tax treaties only within the las ,- 10 to 15 years a.nd at this time
is still in the experimental stage.

~reaties with wide covera~

A number of tax treaties between developed and developing countries include
broadly phrased tax-sparing clauses. Under some of these treaties, the scope of
the tax-sparing credit is co-extensive with that of the regular foreign tax credit,
i.e~ the credit covers all income taxes that would be payable by a r~sident of a
developed country, but for the reduction or elimination of such taxes under the
incentive legislation of the developing country. Article 11 (1) and (3) of the
t'eaty between Brazil and Sweden (1965) reflects this approach:

"(1) Where income from sources within Brazil or capital situated
therein under the laws of Brazil and in accordance with this Agreement may be
taxed in Brazil, Sweden shall allow the Brazilian tax paid in respect of such
income or c~pital as a credit against ~ny Swedish tax payable in respect of
that income or capital ...
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"(3) In the application of paragraph (1) of this Article, when
Brazilian income tax has been relieved or reduced for a limited period of
time, the credit against Swedish tax shall be allowed in an amount equal to
the Brazilian tax which would have been Rppropriate to the income concerned
if no such relief had been given or no such reduction had been allowed. The
provisions of this paragraph shall also apply, for a period not exceeding ten
years, when the Brazilian income tax has been relieved or reduced under a
programme of economic development."

Substantially similar prov1s10ns are included in the treaty between Denmark
and the Philippines (1966); the treaties of Sweden with Brazil (1965), Israel (1959)
and the Philippines (1966); and the treaties of Japan with Brazil (1967), India
(1960), Korea (1970), Malaysia (1970), Singapore (1971), Thailand (1963) and Zambia
(1970). The treaties concluded by Japan also include a separate tax-sparing credit
for the withholding taxes of the source country on dividends, interest and royalties,
or some combination thereof, as reduced under other provisions of the treaty. The
conventions of Japan with Malaysia, Singapore, Thailand and Zambia further provide
for a deemed-paid tax-sparing credit in proportion to the dividends which a
Japanese company receives from a company in the developing country, provided that it
owns at least 25 per cent of the latter's stock or capital (in some cases, voting
stock) .

Extension of the tax-sparing credit to taxes of the developing country that
would be absorbed by the regular foreign tax credit, except for the fact that they
are waived by the source country, is also the rule under the treaties of the
United Kingdom with Barbados (1970), Israel (1963/1971), Jamaica (1965/1969),
~~lta (1962), Pakistan (1961), Portugal (1969), Singapore (1967) and Trinidad and
Tobago (1967/1970). Most of these treaties also provide for a deemed-paid tax­
sparing credit for the tax of the corporation in the developing country that
distributes a dividend to a United Kingdom company. In accordance with the
statutory law of the United Kingdom, as amended in 1971, application of the deemed­
paid tax-sparing .credit requires that the United Kingdom company own at least
10 per cent of the voting stock of the company in the developing country. 9/

G. Eva1uatiop

A questionnaire entitled "Topics regarding aspects of a credit for tax sparing
on which information is desired" was circulated.

At the time of this writing, replies had been received from the Governments of
two developed and four developing countries, namely, Ceylon,* Ghana, India, Japan,
Turkey and the TJnited Kingdom. Since Ghana has no tax treaties with a tax.-sparing
clause, only five of the government replies dealt with this topic. The substance of
the replies was incorporated in the following survey, in addition to other material.

* Now designated as Sri Lanka.

9/ The treaty with HRlta does not provide for a deemed-paid credit for
dividends flowing from Malta to the United Kingdom and the treaty with Portugal
expressly rules out such a credit. The treaty with Pakistan does not require a
10 per cent or greater shareholding, apparently because this treaty, unlike the
conventions with Israel and Jamaica, has not as yet been renegotiated.
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Significance of tax-sparing credit to Governments

The members from developing countries attached a considerable si~nificance to
the tax-sparing credit, which they felt was needed to preserve the benefits of
their incentive laws to investors from developed countries that rely on the foreign
tax credit device. The member from one developed country stated that it would
agree to include a tax-sparing credit in every treaty with a developing country
which makes a request therefor, if necessary after careful examination of the
adequacy of the incentive measures offered by that country. One reply from a
member of a developing country pointed out that some developed countries have used
the tax-sparing credit as a means to exact concessions from the de'V'eloping
countries with which they are in the process of negotiating bilateral tax treaties.

Sipnifi~ance of tax-sparing credit to investors

Most members from both developed and developing countries agreed that it was
not possible to give a precise answer to the question whether the tax-sparing
credit encourages repatriation of earnings or, conversely, the reinvestment thereof
in the developing countries. The replies pointed out that many other factors
entered into the investment decision, such as opp~rtunities to expand the business
of the investor in the developing country, reinvesting the earnings in some other
business in that country, or financing operations elsewhere. r~oreover, the
financial situation of the enterprise might permit reinvestment or dictate
repatriation of profits. One reply from a member from ~ major developed country
stated that the tax-sparing credit was neutral as f9.r as this problem is concerned.
Most members from developing countries agreed that the t.ax-:3paring credit made
investments more meaningful and attractive and was likely to influence the
investor's choice of the situs of operations. Conversely, a member from onc of
these countries pointed out that the credit would encourage them to look to the
developed countries which provided this incentive for their capital needs, because
taxes were an important element of the cost of an investment.

While it was obviously difficult if not impossible to trace imports of capital
to specific incentives because of their interaction with other factors, a member
from one developing country reported that increased imports of capital, plant and
machinery which it received from a major capi~al-exporting country could be shown
to be the direct result of the tax-sparinr credit incorporated in the tax
convention between the two countries.

Notwithstanding the absence of adequate quantitative estimates in this area,
it was interesting to note that not one of the replies reported a massive
repatriation of profits from the developinp count~ies to the capital-exporting
countries as a consequence of applicable tax-sparing credits. While it was
recognized that only a limited number of replies had been received to date, it
would seem that the fears concerning this point had not been confirmed.

Safeguards

One of the early objections to the tax-sparing credit was that the credit
might be abused. It was feared, in particular, that a Government might tamper
with the incentive laws of its country or, conversely, institute specious taxes
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from which exemptions would then be readily sranted. Because of these
considerations and the novelty of the device, the older conventions ir-cl .. 'porating
a tax-sparin~ credit included a precise description of the incentive le:islation
of the developing country in effect at the time that the convention was signed,
thus tying the credit firmly to that legislation and requiring an aLlenmnent of
the convention any time it was changed.

Experience with the tax-sparing credit since its inception in the late 1950s
had shown these reservations to be unfounded. Accordingly, the more recent
conventions were less restrictive and included future incentive laws of the
developing country~ subject to certain safeguards.

The treaties concluded by Japan extended the operation of the tax-sparing
clause to incentive measures of ~he developing country which modified or added to
the existing measures depending on an agreement bet11een the Governments resarding
their scope. Most of the treaties concluded byithe United Kingdom permitted the
application of the tax-sparing credit to exemptions in the developing country that
were introduced after the treaty was signed, provided that these exemptions were
sUbstantially similar to those which existed on that date, and that they were not
modified later or modifieu only in minor respects so as not to affect their general
character. Various treaties included a time limita~ion of 10 years.

Tax-avoidance or evasion asnects

One of the questions directed to both ·~he developed and the developing
cou:ltries was whether the tax-sparing credit (or other relief measures) might
facilitate tax avoidance or evasion in connexion with investments in developing
countries. The question was of p<..trticular importance because it had received only
scanty ~ttention in the past. No country could be expected to offer or underwrite
a relief measure that was a co~venient vehicle for depriving it of its revenue.

I~st of the replies reporting their experience stated that trx sparing was not
likely to encourage tax avoidance or evasion, or that no instances of such practices
had come to their attention. One member from a developing country, however, while
not asserting that tax incentives were more likely to be abused than other rules
of law, pointed to some specific instances of tax avoidance in this area and added
valuable general observations concerning this subject.

The reply stated that in one reported case, an existing agreement between a
local firm and a foreign enterprise was cancelled and replaced by a practically
identical contract so as to bring it within the effective period of a newly enacted
incentive measure. In other instances, capital goods exported from a developed
country were deliberately overinvoiced, resulting in excessive depreciation charges
in the developin~ country as well as in a loss of foreign exchange that was hidden
abroad :.Jr the benefit of the buyer of the equipment.

vii th respect to the possible abuse of treaty relief measures, the reply stated
the following:

llEven double taxation relief can provide scope for tax avoidance or evasion,
if the facts Dud figures relating to the claim are not fully and correctly
disclosed in the countries concerned. ~fuere tax credi t is allowed by a
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developed country in res!Jc<.:t of tB.X spared in a developincr country on the
basis of the investment incentive programmes of the lat ter, excess i ve clairn;;~

for creii t cannot be rIled out if the accuracy of t.llt: information fUl'ni sh(.'d
in regard to the tax spared by the developing country is not properly
verifiable.

The l&rger volume of foreign trade flowinc as a result of tax incentives
also increases the scope and area of various types of economic offences.
But such malpractices in some cases would apparently not justify givins up
investment incentive progruITtines altogether, which have undoubtedly contributed
to increased co-operation among the nations of the world in the economic
development particularly of the less advanced nations. 11

The reply recommended increasing the exchange of information between
Governments as a remedy for combatin8 the abuses referred to. It further observed
that where there was a choice between two methods providing the same incentive,
the one which gave the lesser opportunity for tax avoidance or evasion should be
selected. For example, the exemption method provided considerably less room for
false claims than did the credit method. Finally, the reply recommended that a
study be undertaken of various types of investment incentives and other tax
concessions extended by both developed and developing couutries ~ith a view to
determining their vulnerability to tax avoidance or evasion schemes. Such a study
would also offer suggestions on how to tighten such measures without sacrificing
their economic benefits.

Revenue cost of ~~~~-sparing credit

All replies stated that no information was presently available as to tile loss
of revenue that might result from the tax·-sparing credi t; one member from a
developinc country, however, undertook to make inquiries and submit the results
thereof at a later time. The conclusion was that the authorities in both groups
of countries remained in the dark as to just how much revenue the developed countr~i

was giving up by not strictly applying its world-wide tax jurisdiction.

H. Conclusion

I'·1ore than any other tax or r-on-tax incentive, +,he ~ ax-sparing credi t has given
rise to extensive debates~ especially wher. its use was first contemplated by ma.jor
capital-exporting countries. In the view of some developing countries, the tax­
sparing credit is the only device that is suitable to prevent frustration of their
incentiv~ meL3ures and loss of ur~ently needed revenue without compensating benefits
to the investor. Conversely, representatives of certain capital-exporting countries
have severely criticized the tax-sparinG credit as violatinc the standards of tax
equity and even deprivinG these countries of their sovereiGnty in international
tax matters, without compensating benefits to the developing countries. A review
of the treaty practice, as it has developed over the years, and of the information
that has been received to date from various Governments, su~~ests that the tax­
sparing credit, apart from being applied in a rather limited way, is an incentive
measure of only limited usefulness, as are others of this kind.
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It has frequently been pointed out that the tax-sparinG credit is not
actually needed if foreign operations are carried out through a subsidiary
organized in the developing country. Except for corporations enga~ed in the
extraction of natural resources and perhaps some others, this is the preferred
form for conducting foreign operations. The benefit of local incorporation is,
of course, considerably increas2d if the credit is extended to taxes of the foreign
sUbsidiary, as it is under the British and Japanese conventions summarized above.
At present, however, this extension is rather unusual.

After the advent of multinational corporations through which in fact most
direct foreign investment is now undertaken, it can hardly be stated as a general
proposition that only the tax-sparing credit prevents frustration of the incentive
measures offered by the developing countries. The exemptions or rate reductions
provided by these countries are not nullified if the investment is held by an
affiliate domiciled in a jurisdiction which imposes no income tax or only a minim~l

tax, or taxes its corporations on a strictly territorial basis or grants a
statutory or treaty exemption for foreign dividends and possibly other types of
foreien-source income.

The very important question of whether tax sparing results in premature
reparation of profits can probably not be resolved at this timv. As noted above,
no significant evidence to that effect has yet been brought forward. If the final
conclusion should be different, consideration might be given to limiting tax
sparing to profits that are reinvested. An incentive for reinvestment could be
created by setting the corporate rate at a low level and the withholding tax on
dividends &t a hir,h level. Other tax or non-tax benefits could be added as called
for.
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VII. TAX-INCENTIVE PROGRAMMES BY DEVELOPING COUNTRIES TO
ATTRACT FOREIGN CAPITAL AND ALTERNATIVES THERETO IN
VIEW OF OFFSETTING OR ACCO~1MODATING TAX PROVISIONS

IN THE CAPITAL-EXPORTING COUNTRIES

A. Basic considerations

The Ad Hoc Group of Experts on Tax Treaties between Developed and Developing
Countries 1/ had an info~mal exchan~e of views at its 3rd meetinp, on the problem
of how to avert partial or complete negation of a developing country's efforts to
stimulate the inflow of foreign capital through tax holidays or other tax
preferences; this negation occurs if the host country's reduction in tax is offset,
more or less, with Breater or less delay, by an automatic increase in tax due to
the Government of the capital-exporting country.

This negation has been avoided by some capital-exporting countries by
allowing credit for part or all of the tax ;1 spared 11 by the host country. The
credit is allowed against the income tax otherwise due to the capital-exporting
country. The "spared tax" is a tax that- thE:: host country has enacted" but from
which the foreign-owned company is partly or wholly exempt, usually for a limited
period of tim~. The tax may be either one directly on the profits of the concern,
a withholding tax on dividends or ot~er form of investment income pti:~ents.

Othel capital-exporting countries, however, have thus far not entered int.o
tax treaties containing sueh H provision. Therefore, the lower the host
country's tax, the higher automatically is the tax payable to the Government of
the capital-exporting country. The revenue foregone by the host country in an
endeavour to stimulate an inflow of foreign capital ends up, not in the 'lands of
the foreign-owned enterprise, but in the treasury of th~ capital-exporting
country's Government.

This problem does nUG arise with respect to a third group of capital­
exporting countries, namely, those that employ the "source principle" for their
income taxes. Such countries tax only income the source of which is within their
own borders. Income arising from investment abroad or any other activities abroad
is not taxed. Accordingly, a reduction in tax granted by a host country accrues
fully to the private investor, not at all to the treasury of the capital­
exporting country's Government. In practice, there are few important instances
of capital-exporting countries that employ the Tlsource principle fl cOD"!,··ehensively.

The Ad Hoc Group decided at its 3rd meeting that a study should be made,
to be submitted for discussion by the Ad Hoc Group at its 4th meetin~ in 1972,
of alternatives to the credit for spared tax and to tax sparin~ itself. The aim
was to "develop a range of solutions which are regarded as appro,riate by the
various countries involved l'

• The alternatives to be explored would include "a
system of direct investment-assistance allowance outside the capital-exporting
country's tax system, but integrated with its tax-treaty programme:'.

1/ Tax Treaties between Developed and Developin~ Countries: Third Report
(United Nations publication, Sales No. E.72.XVI.4).
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'The [il1alysi.:i of each alternative is to cover (a) "the structure and mechanics li

of the ::ltern3.tive system; (!?) "its compatibility with (i) other governmental
Dolicies and (ii) the or~anization of the various gov~rnmental agencies that would
become itlvolved in the rleveloped country!;; (c) "its vrobable effects in comnarison
'.{iti-J ft~i.X sparina;' \'lith regard to such matters as (i) comparison in assistance
offered, (ii) the effect of eliminatin~ dependence of investment assistance on
the cont~irdled maintenance of a tax-incentive programme by the developing country
(as is needed in the case of 'tax sparin~') and (iii) the effec~ of offering
investment .J.ssistance even thour-:h no tax-incentive programme is maintained by the
ievelopin,cr C'r)untry (unlike 1 tax sparinr:') i1; (d ) "administrative 'I matters; and
(~) "othel' r.::>levant :r.J.atters ll

• This analysis is carried out in sections E, F, G and
H below.

Other "phases of a broad study l1 would include (a) a description and appraisal
of existin~ tax-sparing provisions; (b) a com~ariso;with the effectiveness of
I; •• • - t . • tit d ( ) l'tax-Incentlve pr8t?:rU17nnes 1n the absence of tax sparIng ; an £. an ana YS1S

.lof the variou3 tax-incentive nror!;rammes in developing countries with special
reference to th~ variety of techniques utilized and their particular purposes
(e.g. reinvestment or repatriatio::l)",yarticularly to "focus attention on those
Linvestment-attractin~tax incentive~1 which possess importance for international
tax rel'3.tio~ships and net;otiations lr. Again, it is noted that ,"such a study might
also consider a comparison betueen the use of tax incentives and the use of direct
grants by" a developing country". These phases of the suggested study are not
covered here.

In i ts "Re'~omr,1end8.tion for implementation of the objectives for which the
Ad Hoc Group of EXpErts was appointed", the Ad Hoc Group concluded, inter alia,
that "the outstanding major subjects include partic~larly linter alia/ •..
(c) international aspects o~ tax incentives and their reciprocation by tax sparing
OY" othe~' methods of investment assistance". The "work programme 1I detailed at
the end of tje third rel)Ort or tbe Ad Hoc Group included "Tax incentive legislation
in developing countries". 2/

Some sUl5gestions ar~ offered in the third report of the Ad Hoc Group of
T'xpert.s 31 with respect to the provisions that should be incorporated in a "direct
investment assistance allowance" as an alternative to tax sparing.

B. Outline

This chapter is orp-anized as follows. Sectill,1 C (~) describes briefly the
:ir:::r:ree to \-lhich a credi t for spared tax is at present g:r:-mted under tax treaties
::etween developing countries and major capital-exporting countries; (b) notes the
8.tsence of such a credit in certain other capital-exporting countries that use
U,c residence princi DIe; (~J notes the consequences, for the subject 0 f this
~hapter, of the fact tllat some canital-exporting countries apply the source
princ.:iplf::; (d) touches on the rE~stricted use of the source principle by countries
tLat ir: f~eneraJ. employ the residence nrinciple; and (~) note.3 that the tax credit
rj.i:3C~_lssion ,t/i1l become virtually irrelevant for the Ad Hoc _Group as concerns any
,_ 'I"r,.: ef inc(Jme that they recommend should be taxed only by the source country.

2/

3/

or· f -I
~l'j. , naras. 1'71-1 7h.

177-18~.
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Section D focuses on cas~ (b) in the preceding paragraph, with particular
reference to the United States of America, ard distin~uishes between the types of
business enterprise where a credit for tax sparing, if 8ranted by the United
States, would be a sig~ificant inducement to investment in the host country, and
those whel'c it would be virtually a matter of indifference to the United States
investor. Section D also analyses the rationale offered by the United States or
inferred to be offered for its decision not to grant a credit for spared tax.

Section E describes three forms of "investment assistance allowance" listed
In the third report of the Ad Hoc Group of Experts (paras. 177-183), suggests
some implementing details and evaluates each of them as an alternative to a credit
for spared tax. The investment assistance allowance would in each case be a
cash subsidy from the capital-exporting country's Government to be paid directly
to the company operating in the host country. That country is assumed, in
section E, not to be engaged in tax sparinr,. Section ~ covers the same qround on
the assumption that the developing country does enGage in tax sparing or makes
S0me other fiscal sacrifice.

Section G describes another alternative to a credit for spared tax, whereby
the host country vTould purchase the newly constructed plant and equipment and
newly stocked inventory from the forei~n-ovmed and forei~n-financed enterprise and
then lease these ass~ts back to that same enterprise at a low rental. The host
country would not ~rant any tax preference to this enterprise) hence, as in the
preceding paragraph, no problem would arise v1ith respect to a credit for spared
tax. The host country might be presumed to borrow the purchase money from the
same business firm or its parent, or through some intergovernmental co-operative
financing organization "Those capital would come from subscriptions made by the
capital-exporting country firms. These subscriptions could be equal to the
amounts that each firm had been planning to invest in permanent ownership of the
plant, equipment and initial inventory.

Section H describes still another alternative to a credit for spareJ tax, an
alternative, however, that would offer financial aid to countries rather than to
particular firms. Any developed country that did not ~rant a credit for spared
tax would a8ree to turn over to an international financial organization each year
an amount equal to the revenue that it collected from its refusal to grant such
a credit (fOI' spared tax). The "reverse aid il aspect of the decision not to grant
a credit for spared tax would in this way be eliminated. The stimulus to any
particular foreign investor would then have to be applied somehow by the developin~

country itself. It could obtain monies to pay such subsidies by way of frants or
loans from the international body.

Section I presents a resume and comparison, with some conjectures on
relative feasibilities and relative effectiveness of these alternatives to a credit
for spared tax. Ho conclusion is attempted as to which of the alternatives is
best.
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c. Existing use of the credit for spared tax and, alternatively,
of the source principle, in capital-exporting countries

The main capital-exporting countries that allow their domestic corporations
to credit a spared tax against the domestic tax are France, the Federal Republic
of Germany, Japan and the United Kingdom. Most of these credit allowances are
stipulated in bilateral tax treaties. The number of developing countries with
which anyone of these capital-exporting countries has such a tax treaty is
apparently not much more than about half a dozen. The credit ~or spared tax is
usually confined to spared withholding taxes on dividends and sometimes other
investment income, instead of applying also to the underlying corporation income
tax of the host country. Accordingly, although the principle of credit for spared
tax is widely recognized, In practice such a credit still has a rather limited
application. ~/

The United States credit for foreign taxes does not extend to spared taxes.
Tax treaties with India (1959), Israel (19GO) and the Urited Arab Republic*
(1960) were rejected by the United States Senate's Foreign Relations Commi~tee

largely if not entirely because they contained a credit for spared tax. L!

France employs the principle of territoriality, or source. principle, by
which certain types of income that originate abroad are not sUbject to French
income tax, nor can losses be used to offset French-source income. In general,
then, the question of credit for tax spared by the host country does not arise
for France with respect to certain foreign income. The large number of tax
treaties between France and Af?ican and other French-speaking countries may partly
be explained by the retention in these countries of much of the French tax
system.

France and Switzerland appear to be the major capital-exportIng countries that
employ the source principle. Some of the Latin American countries that export
considerable amounts of capital, gross (for purposes of this discussion a
country need not be a net exporter of capital~, employ the same or much the same
principle, for example, Argentina.

If :1 country does not broadly apply the source principle, it escapes at
least in part the need to decide whether to give credit for a spared tax, in so far
as it specifically exempts certain types of foreign-source income, if among those
types are the kinds of income that may benefit from a tax-sparing credit. This is

* Now designated as Egypt.

4/ These r~marks may understate the extent of crediting for spared tax as
it now (June 1972) stands, since they are necessarily based on information
published in 1971. See Tax Treaties between Developed and Developing Countries
(United Nations publication, Sales No. E.69.XVI.2), p. 1, notes 11-12).

5/ Ibid., note 20.

-166-



the case for a country tha.j~ basically exempts all intercorporate dividends,
whether flowing from a domestic or foreign corporation. 6/

As noted in the first paragraph of the preceding section, the qtlestion of a
credit for spared tax becomes irrelevant with respect to those types of income
which should be taxed only by the source country.

D. The case of the United States

The United States federal income tax law allows a credit to a United States
corporation, against the United States tax for forei~n income taxes paid by it or
its sUbsidiaries, up to the amount of the United States tax and subject to
certain limitations, not detailed here. But the United States income tax is not
collected until a foreign subsidiary's earnings are remitted to the United States
parent as dividends, interest or royalties (again, with exceptions not detailed
here). Accordingly, a host country's income-tax preference granted to the foreign
subsidiary 1S not at once fully offset by an increase in United States tax payable
unless the subsidiary's earnings are repatriatea to the United States at once.
If the subsidiary defers repatriation, the United States tax is correspondingly
deferred, and meanwhile the host country's tax-incentive measures are helpful to
the subsidiary and its parent. If the sUbsidiary postpones repatriation of any
earnings until the host country's tax-preference period ends (if ever), and
thereafter repatriates nc more than what it earns in subsequent years, the earninrs
of the tax-incentive years are never taxed by the United States. The host
country's tax-reilef measures will have been fully effective, even though the
United States grants no credit for spared tax. To be sure, e~entually, if the
foreign subsidiary is liquidated, the earnings of that early periOd in its life
(the tax-incentive period) will then be caught in the United States tax net, at
least to some extent. But even in that case, the tax-relief measures of the host
country will have been almost fully effective, since tax deferred is tax reduced.

Suppose, for example, that the liquidation and hence the United States tax on
the subsidiary's early-years profits occur in the fiftieth year after the first
year of profits. Let the rate of interest be 6 per cent. A United States tax
of, say, $100,000 in the fiftieth year would then be no more and no less
burdensome to the parent corporation than would have been a United States tax of
$5,429 7/ payable in the first year. At interest rates higher than 6 per cent 'J

the latter figure would be still lower. Ev~n if liquidation takes place in the
twe~ty-fifth year, the tax is the equivalent of only $23,300 payable iu the first
year, 8/ reflecting a tax reduction in present-value terms of more than three
quarters.

6/ Something like this is the prov1s10n found in the Federal Republic of
Germany's treaties with developing countries, 1.h€~eby the German income tax does
not apply to dividends received from a foreign corp0ration actively engaged in
business ~f the Ger~an commercial entity recipient owns at least 25 per cent of
the distributor's capital.

7/ Compounded annually. See R. S. Burington, Handbook of Mathematical Tables
and Formulas (Sandusky, Ohio, Handbook Publishers, Inc., 1958), p. 266.

8/ Idem.
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The profits of a branch of a United States corporation, as opposed to the 
profits of a foreign subsidiary, are taxable by the United States as they accrue, 
regardless of repatriation. For these cases, which are relatively few but 
sometimes represent very large corporations, especially in natural resources, the 
absence of a credit for spared tax always makes the host country's tax-incentive 
efforts abortive. 

The United States refusal to grant a credit for spared tax is said to be 
grounded on the proposition that this unilateral action by the United States in 
granting a credit was never intended to be anything but a method of assuring that 
United States capital invested abroad would not be taxed more heavily than United 
States capital invested at home, at least as long as the host country's effective 
tax rate did not exceed that of the United States. 

However, many tax incentives in the United States law accorded to income from 
United States capital employed at home do not apply to income generated by 
United States capital abroad. Examples are the investment credit and the use of 
an asset life as much as 20 per cent less than the "guideline" lives promulgated 
in 1962. On the other hand, deferral of the United States tax until repatriation 
usually means a tax advantage for United States capital operating abroad. There 
are still other features of the United States income tax law that can be cited, 
some on one side, some on the other. 

E. The proposed investment assistance allowances 

The third report of the Ad Hoc Group of Experts states that tax treaties 
''may provide for an 'investment assistance allowance' to be made by the residence 
country to assist investments by its residents in the developing country". 9/ 
The allowance would be paid "automatically", by an appropriate government "agency" 
in the residence country, to a company of the residence country that was 
certified in an eligibility certificate issued by that country's treasury as having 
"invested in the developing treaty country, either directly or through a 
subsidiary". The certification would (a)' describe the nature of the investment; 
(b) state the amount of investment made during the year, including (and separately 
stated) the reinvested earnings of that year; and (c_) state the amount of profits 
received by the company of the residence country from such investment, as dividends 
or branch profits, in the year in question. Interest or royalties are not 
mentioned. The relevant section of the third report 10/ does not make the 
investment assistance allowances dependent on any fiscal sacrifice by the 
developing country (compare section F below). 

This information would be required in order to determine the amount of the 
allowance, which would evidently also be stated by the treasury in the 
certification document; the amount might be a proportion of either (a) "any 
capital investment made by the company in the year" (apparently defined to 
exclude (b_) below); or (b_) reinvested earnings in the year; or (c) "dividends or 

9/ Tax Treaties between Developed and Developing Countries: Third Report 
(United Ilations publication, Sales Wo. E.T2.XVI.U), para. 179. ~ 

10/ Ibid., paras. 177-183. 
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branch earnings received by the /residency/ company in the year". The three types 
vould not be mutually exclusive, but the proportions would have to be different. 11/ 

The tax treaty would 'specify the types of investments eligible", the 
"duration of the assistance" and "any other relevant conditions". These "factors" 
could be "developed" by "reference to aspects and requirements of the investment 
laws, tax laws and other laws or policies of the developing treaty country". 12/ 

The treaty would also specify which of the three types of allowance or what 
combination of them would obtain, and would also stipulate the proportion or 
proportions that would apply in determining the amount of the allowance. 

The same tax treaty could presumably include a credit for tax sparing as an 
alternative to the investment assistance allowance. The treaty as a whole would 
still satisfy those who object to the credit for spared tax only on the grounds 
that it puts pressure on the developing countries to employ tax incentives rather 
than cash subsidies or other forms of government aid and to confine the tax 
incentives to the income tax. Inclusion of the credit for spared tax as an 
alternative to the investment assistance allowance would not please those who 
view the credit for foreign taxes as a means of ensuring that host countries shall 
not be allowed to determine the relative total tax bills of United States capital 
investment at home and United States capital invested abroad (see last paragraph 
of section D above). 

These proposed investment assistance allowances will now be analysed with 
respect to the points developed in the relevant section of the third report 13/ 
(see the sixth paragraph of section A above). For the sake of concreteness, the 
discussion will be in terms of the United States. The first point is "the 
structure and mechanics" of the allowance. Presumably the tax treaty, once 
ratified, would obligate the Congress of the United States to enact both an 
authorizing law and an appropriations law, the latter being for an amount 
unspecified in money terms, since it would not be possible to foresee the amount 
needed each year. Instead, the act would have to appropriate whatever amount 
turned out to be required to meet automatically the demand by eligible United 
States firms for cash subsidies for certified investments, reinvestments or 
repatriations. This appropriation would be made to some United States government 
agency. There might be annual hearings before the relevant sub-committee of the 
Committee on Appropriations to review the record of these subsidies and to give 
some idea of the magnitudes likely to obtain in the coming year, but the hearings 
would not, in contrast to usual appropriations hearings, be aimed at determining 
a money total to be appropriated. 

The discretionary element in granting the subsidy would therefore rest with 
the treasury. The treasury's eligibility certificate would contain dollar figures, 
the determination of which would be subject to differences of interpretation of 
the law and differences in accounting methods. This is evident with respect to 

11/ This is inferred from the use of x, y and z_ per cent for the three 
ypes: Ibid., para. l8l. 

Ibid., para. l8l. 

13/ Ibid., paras. 177-183. 
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such terms as "investment", !'profits" or "e~rnings" and "reinvestment!/, as well
as "dividends il

, "branch profits" or other forms of remittance of income as
distinguished from return of capital. The treasury of the developing country,
meanwhile, would have no direct say in the matter, though its interpretaitons of
the terms might well be sought as guidelines by the treasury of the capital­
exporting country. The developing country would have exercised its discretionary
power in the formulation of the tax treaty, as in delimitine the types of
investment that would be subsidized. Under the alternative of a credit for spared
tax, the treasury of the capital-exporting country would probably have somewhat
less discretionary power, but such power would not be negligible, owing to the need
to interpret terms such as "spared" or their equivalents, as well as "income tax!!
and the like.

The second point ~aised in the quotation in the sixth paragraph of section A
above is the "compatibility!l in the developed country of the direct investment
assistance allowances with (a) "other governmental policies rt and (b) "the
organization of the various governmental agencies that would become involved".
These allowances for foreign investment would be incompatible with the controls
to reduce direct investment abroad that the United States has imposec, as well as
with the interest equalization tax, were it not for the favoured position allowed
under these measures to capital flows to developing countries.

As to the relative effect of the investment allowances, compared with a
credit for tax sparing, on the amount of assistance offered (noint (c) (i), sixth
paragraph, section A above), two powerful forces would be acting in opposite
directions. The types of investment to be elieible would be specified in the
tax treaty. The developing country would have no interest in narrowing such a
list, whereas under tax sparing its own treasury suffers from the tax preferences
granted, and the developing country is accordingly cautioub in determining these
benefits.

On the other hand, the United States representatives in the treaty
negotia~ions would tend to limit the list of eligible types of investment, a
posture that they could not well take with respect to a credit for spared tax,
Which, if granted at all, would be granted no matter what kind of investment the
developing country decided should be spared its tax.

In this context, three comparisons of where the fiscal burden lies are
relevant. Compared with (a) no tax sparing by the developing country and no
investment allowance by th; other country, (b) tax sparing with no credit ~iven
for spa~'ed tax is a burden on the developin~-country's treasury, a benefit for
the other country's treasury and neither benefit nor burden for the private
corporation; while (c) tax sparing with credit granted for it is a burden on
the developin~ country!s treasury, neither benefit nor burden for the other
country's treasury and a benefit for the private corporation; whereas (d) a system
of investment allowances as described up to this point is neither a burden nor a
benefit for the developing country's treasury, a burden for the developed
country's treasury and a benefit for the private corporation. These conclusions
would of course be modified if the developing country undertook, by terms of the
tax treaty, to match (more or less) out of its own treasury the investment
assistance allowances granted by the developed country. This possibility is
analysed in section F below.
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Introduction of the investment assistance allowances would tend to reduce
"the continued maintenance of a tax-incentive programme by the developing
country" (point (c) (ii), sixth paragraph, section A above) from what that
"maintenance": would be under a credit for spared tax, because of the benefit­
burden patterns outlined in the preceding paragraph. The "maintenance l

: would even
be somewhat less than under the present, no-credit-for-spared-tax regime, which
does benefit many United States corporations (see above) and is maintained partly
for that reason. One complication is the presence of capital from other capital­
exportin~ countries. Unless those countries also entered into the investment­
assistance type of treaty, tax sparing would have to be maintained for capital
flowing from such countries. Depending on the relative importance of United
States capital versus the combined capital from France, Germany, the United
Kingdom and the like, an investment-assistance treaty with the United States alone
might not lead to much reduction in the developing country's total of tax
sparing.

Point (~) (iii), sixt~ paragraph, section A above has to do with the probable
effects of a system of investment-assistance allowance in comparison with the
effects of tax sparing in a country' where no tax-sparing programme is in effect.
In this case, the investment-allowance system might readily become more effective
than in the case just covered in the preceding paragraph, since there would be no
other capital-exporting countries whose firms were already making use of a credit
for tax sparing, and there might even be no tax treaties with this developing
country where a credit for spared tax was stipulated. Introduction of an
investment assistance allowance for this developing country by, say, the United
States might well induce other capital-exporting countries to follow suit. The
aggregate result could then be a large amount of indirect development and at no
cost to the developing country (see the comparison of burden-benefit alternatives
above) .

The fourth point in the comparison of a credit for spared tax with the
investment assistance allowance is ;'administrative i

• matters (sixth paragraph,
section A). This topic has already been covered in part in the analysis of where
discretionary power, if any, would lie within the governmental frameworks of the
two treaty countries (see above). The question remains whether administra.tion
would be simpler and/or more effective under cash grants supervised by the
developed country than by tax sparing supervised by the developing country, with
some validation by the treasury of the developed country when it agrees with the
taxpayer's claims for credit for a spared tax.

On this point, the British experiment with cash grants as a substitute for
extra depreciation and accelerated depreciation in the period 1966-1971 could be
instructive by a comparison of the arguments set forth in the ~fuite Paper
supporting the grant (1966) 14/ and that supporting a return to the old system of
extra and accelerated depreciation (1971). It was hoped, in 1966, that the grants
would be more effective by being more selective, since the Board of Trade would
pass on each application u~ner general rules. One could infer that this r,reater
selectivity or specificity would require more administrative time and effort than
deciding to accept or reject a taxpayer's use of extra or accelerated depreciation,
if only because the latter decision could be, and ~aubtless often was, made by

l4/ United Kingdom Parliament, Investment Incentives, Cond. 2R74 (London,
H. n. Stationery Office, 196(;).
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default (in favour of the taxpayer). No such approval by default is possible
under a c~sh grant. On balance, tentatively, it may be concluded that the
investment-assistance allowances would be administered more tightly and effectively,
but at the cost of more time and effort than tax sparinr:; to~ether with a credit
for the spared tax.

The ;'other relevant matters", the fifth point in the comparison (sixth
paragraph) section A above) include (a) the swiftness with which the financed
aid will reach the private firm; (b) the certainty, as seen by the firm, that it
will in fact obtain the aid 't especiall~r for new enterprises that are initially
not earning enough profits to make the tax incentive meaningful; and (~) the
ability to give particular areas within the developing countries a special
stimulus. 15/ On these three points at least, the investment assistance allowance
would probably make a better showin~ than tax sparing plus a credit for spared
tax) unless (a) a payment were substituted for a carry forward of unused tax
incentives in-the case of newly established concerns that incurred losses
initially, or (b) the very f~ct that no decisions by default would he possible
caused an accumulation of paper worJ~ and consequent delays in decisions under
an investment-assistance allowance.

F. Combining an investment-assistance allowance system with tax
sparing or other sacrifice by the developin~ country

We have seen that paragraph 181 (a) 16/ speaks of "a capital-investment
allowance equal to x per cent uf any capital investment made by the company
fin the developin~ country in question/ in the year". On the face of it) this
provision is quite unconnected with any tax-sparin~ or tax-incentive device that
the developing country mayor may not be erantinr" and so would seeM not to be
something that could be I)intep;rated i.,rith its tax treaty programme\!.

However, the provision just quoted may be read in connexion with
paragraph 178, 1'7} 'l,.,rhich states that "the types of investments elir;ible for such
assistance, the d.tration of the assistance and any other relevant conditions ...
may be developed,~o tLc extent appropriB.te, by reference to aspects and
requirements of the ... tax laws ... of the develor'Jinp: treaty country". Possibly ~

therefore, the "x per Cb. '. '. allowance could be conditions on the developinr,
country's agreeing to subsidize such investment itself to some stated de~ree,

through an accelerated depreciation, a tax holiday or a cash subsidy equal to a
certain part of the investment.

15/ There ar~ doubtless other relevant matters that this chapter might
cover, including incentives to transfer of labour-intensive technoloa,y to
densely populated cOlln~ries or for specific activities, such as agrobusiness, to
help remove balance of payments strains resultinG from. risinr; food imports to
developing countries, and finally joint ventures in the manufacturin~ industry
with local business, with a view to stren~thenin~ the local private sector. whicll
may be one of the best euarantees to forei~n private investment.

16/ Tax Treaties between DevP10T,ed ~.dld Developinr: Countries: Third Report
(United Nations pUblication,- Sales No.-P.12.XVI.4-), p. 28.

17/ Ibid.
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Here is the crux of the debate: shall the developed country's aid to the
company in question be dependent on or shall it be independent of action by the
clevelopinr: country in the Hay of tax-incentive devices, cash sUbsidies, the
supplyin~ of free infrastructure or other nssistance to that company (or its
subsidiary)? To the der;ree that the former is dependent on the latter, the burden
rests on the developin~ country, not on the developed country (see section r
above) •

The advantar:es of having the "investfTlent assistance allm.Jance" \]uite
independent of any assistance ~iven by the developing country are as follows·

(a) It is sometimes difficult to define the glvln~ of assistance, especially
a tax subsidy. Hhat about a developinr; country that tjrants no tax exemptions or
reliefs at all, but, on the other hand, does not impose any corporation income
tax? Althour;h no developin~ country now ~oes this far in favouring business, the
allowance provision contemplated min;ht brinr; such a tax system into existence.
Ac;ain, what is "free infrastructure\' to the foreir;n investor? Does this include
infrastructure that is also available and free to certain domestically owned
concerns? To all firms J foreign-owned or domestically owned? To all households,
too?

(b) If the problem in (~) is met h~v spe:::ifyinrs in the tax treaty just what
kin(is of tax relief or subsidy by the rleveloping country will qualify it as a
country where capita.l from the developed country can n:et aid from home, the
objection can be raised that the capital-exporting country is thereby putting
pressure on the developinr: country to adopt this or that kind of tax-incentive or
sUbsidy. If this ob.i ection is met by making the list quite lengthy and varied}
there arises the problem of where to stop, before re-encountering the objection
in (a) above.

On tile other hand~ there a.re certain disadvantages in having the developed
country's I'investment-assistance allowance l' quite independent of the assistance
rendered to the foreign-owned corporation by the developinp: country through tax
sparing, cash subsidy, free infrastructure and the like. The disadvantages of
such lack of linkage are:

(a) It departs from the principle, held by some, that the amount of aid
r,iven~-directly or indirectlY1 by a developed country to a developinr, country
should depend not only on the developing country's relatively great need and its
relatively modest ability to finance itself, but also on the de~ree of effort it
is mnkinr, to do what it can from its own resources. Of two developin~ countries
that are alike in der,ree of need and in ability to cone with that need, tbe
country that is I:1akine; the .'~reater effort to help itself, the one that is making
the Greater sacrifice, should~ according to this princinle, be r;iven the r;reater
aid whether directly, f~overnment-to-government,or indirectly, as through an

investment-assistance allo'.Jance" to firms investing in that country (see the last
five paragraphs in this section as to Just who is makinc a sacrifice within the
developed country).

(b) If the "investment-assistance allowance!; is quite independent of
whatever assistance the developinr, country is offerin~ to the foreir,n investor,
the incentive that may be ~ranted by the developin~ host country to attract
foreign capital and technolorY is thus lessened to that extent, since the aid is
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given irrespective of the developing country's sacrifice. To some, such reduction
of effectiveness is considered unfortunate. Others will say that there is still
nothing to stop the developiBg country from attracting forei~n capital on its
own initiative, all at its own expense, not partly at the expense ef a developed
country, and this is as it should be.

Another possibility noted in paragraph 181 (b) 18/ is \'a reinvested-earninr;s
allowance equal to y per cent of any reinvestment of earnin~8 in that year".
Again, there is no obvious connexion here with any fiscal or subsidy action on
the part of the developing country, but a tax treaty might spell out such a
connexion, with the consequent advantages and disadvantages noted above.

This "reinvested-earnings allowance", taken by itself, seems to say that the
developed country is not particularly interested in promotin~ export of capital
to the developing country unless that capital is designed to form a base upon
which a structure will be built by reinvestment, as opposed to repatriation of
earnings. This would seem to be a decision for the developing country to make,
and this is the inference to be drawn from this lan~uage, especially in view of
the third kind of allowance (see below). It is to be infer~ed that the various
alternative types of assistance from the developed countr"l~ are to be used in
connexion with one or another particular type of investillent in the developing
countries.

We recall that a third possibility is envisaged 1n paragraph 181 (~):

"an earnings-increment allowance equal to ~ per cent of any dividends or branch
earnings received by the company in the yearn. This kind of allowance exerts, of
course, directly the opposite pull from the "reinvested-earnings allowance"
discussed earlier in this section; it invites the foreign subsidiary to repatriate
its earnings as soon as possible.

Thus the three types of allowance, considered together, permit a mixture of
incentives to be constructed, with possibly different weightin~s. Paragraph 182 19/
stipulates that "The treaty shall specify the requisite percentage /of x, y or ~/
and which type of allowance or combination of allowances shall be made in the case
of the treaty country. The eligibility certificate /give~ by the treasury of the
developed country to the company resident in that country/ shall in turn state the
type of allowance or allowances for which the company is eligible". All in all,
this is a very flexible approach.

But none of these devices, at least as formulated in the material just cited,
come to grips with the central problem: shall the developed country's financial
assistance to the foreign subsidiary (or its parent) be greater, if the developing
country itself makes some specified fiscal sacrifice to attract the investment in
question, or shall it not be? Shall the developing country be given some
opportunity, provided it makes some specified sacrifice of its own, to induce
foreign investment with the active support, in part, of the developed country?
Or shall it not be given that opportunity? These questions must be faced, and
answered unambiguously.

18/ Ibid.

1)/ Ibid.
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A qualified, but fairly strone "yes" seems to suit best the needs of both
the developing and the developed countries, provided that the list of specified
sacrifices that will render the developing country eligible to trigger the
investment allowance by the developed country is varied enough so that no great
pressure is exerted on any developing country to use some particular instrument
(tax sparing, for example) in making its fiscal sacrifice. The develnppd country
needs to be assured that the sacrifice it is it~~l~ w~King in permitting some
inequity in the fiscal treatment of ;~~ investors while giving up tax revenue that
it regards rightfully as i~~ own, shall be accompanied by some sacrifice, some
fiscal effor~J Uj the developing country as an indicator of the seriousness with
whi,.h Lllat country views the problem of inducing an inflow of capital from the
developed country.

The degree of sacrifice or effort so stipulated can be appropriately modest,
to recognize the disparity in fiscal ability to pay of the two countries. For
example, the developed country might supply $2 of cash subsidy to the corporation
in question for every $1 in cash subsidy or tax relief given to that corporation
by the developing country. Analogously, for every $1 of tax spared by the
developing country, the developed country might allow $2 of tax credit - e
seemingly favourable extension of proposals made thus far for credit for spared
tax, but not excessive from the broader point of view that includes cash subsidies
based, not on net income (as is the spared-tax subsidy), but on unit sales,
purchase of equipment or perhaps even wages paid.

Admittedly, there remains the problem noted earlier: how is sacrifice or
effort to be defined? Can it include altering the tax system to replace
corporate-income taxation by an equal-yield increase in personal-income taxation,
or in sales taxation? No revenue is lost to the developing country, yet corporate
activity, whether by capital from abroad or home capital, will be given a tax­
reduction stimulus. But we must recall that in the other cases, too, there will
presumably be no actual decline in the developing country's tax revenue: the
revenue loss from a tax holiday or accelerated depreciation will be made good by
an increase in, say, consumer taxes. There is still sacrifice, but it is by
consumers, for the benefit of corporate activity. Complete replacement of the
corporate tax by an increase in sales-tax rates is exactly the same kind of
sacrifice or effort, carried a little further.

A conclusion as to whether the developing country in question, or rather its
non-corporate sector, is making a sacrifice must in principle be reached by
comparing what is (e.g. no corporate tax, certain consumer-tax rates) with what
would otherwise be (e.g. corporate tax at a certain rate, consumer-tax rates
lower). In practice, the only comparison feasible is of what is with what was or
with what other countries do. If, then, the developing country in question
repeals its corporate tax and raises its consumer-tax rates, it will be deemed to
be making, or causing its non-corporate sector to make, a sacrifice. And the
tax subsidy being thus given to anyone corporation would be siMply the product
of its profits times the corporate tax rate that, it is presumed, would have
existed otherwise. Not that anyone expects that the developing country would go
this far; no corporate taxes are goinr, to be repealed. The use made here of
this extreme 9 unlikely case is to test the sturdiness of our definition of
whether an effort or sacrifice is being made. If our approach gives us a workable
test in this extreme case, it should do so in the real-life, less extreme cases,
where the corporation-income tax is merely suspended for new firms for some years
or is based on profit after accelerated depreciation.
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The issue noted in the preceding pat"agraph is that of lithe tax-structure
option;l, where the developing country takes the option of sparing no tax and
giving no cash sUbsidy, but instead imposes its corporate profits tax at a low
rate. The accompanying degree of sacrifice by the developing country's
non-corporate sectors is achieved through higher sales taxes, personal income
taxes and the like. This effort, or sacri.fice, might be measured against some
standard average-nation rate of c0rporate-income tax, or simply against the rate
of corporate-income tax obtaining in the developed country that is negotiating
the tax treaty. There need not be a one-to-one percentage point relation. The
developed country might instead undertake to subsidize its resident parent
corporation (or that corporation's subsidiary in the develping country) by an
amount equal, each year, to some part or all of the difference in the corporation
tax rate~ times the subsidiary's taxable profit for the year.

In comparing the corporate-tax rates for this purpose, allowance must
somehow be made for the fact that a high corporate rate may be partly offset by
credits at the shareholder level. Accelerated depreciation and other reductions
of corporate taxable profit must also be allowed for.

The treatment of shareholders in the developing country could be ignored,
In asking this comparison, if the comparison were restricted to an examination of
the developing country's treatment of foreign-capital corporations only, or indeed
only of such corporations owned 'by parent organizations that are located in the
tax-treaty developed country, for comparison with that developed country's
(or an average of other countries') treatment of corporate profits. The treatment
given by the developing country to those of its corporations that were
domestically owned (or, either domestically owned or owned by foreign corporations
not resident in the particular tax-treaty country) could be left out of account
in comparing corporate tax rates.

G. Purchase and leaseback: an alternative to tax sparin~

and to investment-assistance allowances

If neither credit for spared tax nor investment-assistance allowance is
acceptable, a third approach is possible, already sketched in section B above:
purchase of the newly constructed plant, equinment and initial inventory by the
host country Government, followed by leasing these assets 'back to the foreign­
owned company at a reduced rental. This compar!y would be given no tax-sparing
or other tax incentives.

The leaseback plan would have what to some would appear an ancillary
advantage: the host country Government would never be under any pressure to
expropriate the assets, since it would already own them, and the foreign investor
would accordingly not have to consider this possibility. To be sure, there is an
analogue to expropriation) namely, unilateral cancellation of the lease contract.
Such cancellation could be a grave event for the foreign-owned concern, especially
if it occurred after the concern had sunk large amounts of its own money in
producing and marketing at a loss initially, to open up its markets, and before the
expected gains had accrued. Normally, the lease would be for a long term: say,
10 years at a reduced rental (analogous to a IO-year tax holiday), with an option
to the firm to renew for another long period at a market reh, ..:J.•
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The firm could them mal~e its plans with the same long-ran:e view that it
would have if it owned tbe plant 5 machinery and initial inventory. There ~re~

of course, cases where the firm would not make plans for so far ahead in allY
event.

One problem with the leaseback alternative is that it would affect the
fOl~ien subsidiary's pre-tax profits (as would indeed, but more clearly so, the
investment-assistance allowance). They 'vTould tend to be larger tha:1 under the
case of ordinary private investment in the host country , with no tax sparin,;,
because of the reduced lease charge. They would tend to be smaller, because
there would be no capital investment by the subsidiary on which normal interest
would have to be earned.. 'Ihis latter element would now be represented by the
payments to the parent company by the host c01.mtry in the form of interest on
the money that the host country borrmfs f'ron~ the parent company in the developed
country. This latter element would now be subject to a withholdinc tax by the
host country (if the in~ rest was at full market rate), but the withholdinc tax
rate would usually be ..L",er than the ordinary profits tax rate in the host
country.

The host country would thus be recoupinG, throu[';h the:; profits tax., part of
the incentive benefit it was givin~ throuch the reduced lease charce. The lease
terms could be set to produce the desired net incentive~ computed after tax)
assuminG that this would not require the host Governllient to co so far as to put
the lease char~e at zero and then add a cash subsidy.

The more troublesome aspect is that the capital-exportinr country~s

Government would itself be obtaininG part of the benefit through (a) ap!<l.; (:al~ inn
of its tax rate to the new hiGher profits (in the year of repatriation :J.;. (.)) the
reduction in tax credit o('\..'asioned by the smaller tax collected by with':101d:i tl;'"

Point (a) could be obviated by provisions in the tax treaty that the developc:J
country would impose its tax rate only upon profits computed as if normal, o:c
TIlarket, lease terms were in effect. To protect its revenue, the developed
country miGht also restrict the tax credit to what the tax payable to the host
country WGuld be if market lease terms were in effect'~ but as a means of sharinr'
a small part of the burden with the developing country, the developed country
miGht be willinG to forgo this latter stipulation. Point (pJ regard:i ne: thl:
withholding tax 5 seems more difficult to deal with. Perhaps as an over or
under-offset to its revenue sain under this point. the developed country would
be willing to make the concession mentioned in the irr@ediately precedin~~

sentence.

If the full market value of the lease had to be ascertained, this would be
a nuisance and a subject of possible dispute, unless some forr.lal rules wer(;; arorccd
to. One such rule could be that under free-rmrl:et terms the Clnnun.l lease payr.lcont:-;
would equal the sum of (a.) depreciation; (b) the 1:~lrket rate of interest on t 110

loan obtained by the host country to purchllse the property; (c) the naintcD'1ncc
expenses, if [tny, assuned by the host Government as landlord under the tU:LS of the
lease; and (d) property taxes, if any, for~one because of GovernT1e~lt m,rncrship '1S

aGa.inst privnte o"mership. Obtaininr, agrecr,lent on these points nir:ht not he (-,3.sy.

Vlhere does the burden of fina'1.cinc the incentive rest j under thi ..~ leaseback
plan) relative to no tax sparinG and no investment allowance? (see sect-.ion E
above). Evidently, it rests on the developinLy, country, since the developed
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country's tax revenue is not reduced from what it would be under no tax sparing
and no investment allowance. The leasebac~ plan resembles in this respect
a tax-sparing by the developing country with credit granted for spared tax by
the developed country (but see sect5.on D above). And if care is not taken to
prevent it, the leaseback plan would have in it an element of tax sparinc; with
no credit granted for it, that is, an element of reverse aid.

H. Payment into an international financing organization by
develoEed countries to the extend that they profit from

developing countries' tax sparing i

If none of the ai~ernatives to a credit for spared tax prove acceptable to
a particular developed country, which nevertheless understands that its
non--crediting of a spared tax creates a form of "reverse aid", it might agree to
pay into an international financial fund each year an amount equal to what its
treasury is gaining from tax-sparing provisions in developing countries, relative
to what its treasury would be getting if there were no such tax sparing. Such
payments would leave the developed country no worse and no better off than it
would be if the developing countries did not gi-:e tax holidays or other forms of
tax sparing.

The m0neys in this fund would be available for outright 'grants to the
Governments of developing countries, or possibly for long-term loans at zero
or low rates of interest. How such a fund would be supervised, what countries
would be involved in its decision-making processes and similar questions of
structure and operation are not explored in the present paper, except for the
allocation problem, to be noted in the next paragraph. An amount presumably
sicnificant would be added to the flow of aid each year.

The allocation of the grants or the loans among the developing countries
would require a series of steps. The allocation might be based on a tracinc;
process: an estime.te would be made, for each developing country, of (a) hOlT 11uch
tax revenue it was losing through its tax-sparing provisions for the year in
question, and (b) how much of this loss was accruing to the treasuries of
developed countries A, B, C and the like. The amount paid into the fund by
developed country A would then be earmarked for distribution among developing
countries ~i, N, 0 and so on, according to these estimates. The making of the
estimates would again imply deciding the particular year to which a given revenue
loss to the developing country should be attributed, and the year to which the
consequent absorption by the treasury of the developed country should be
attributed. The two attributions would not commonly be for the same year, given
the fact that the developed country does not lose revenue (compared with no
tax sparing) until the profits are repatriated - except for branch operations.
These remarks apply to the underlying corporation tax or other profits tax; the
withholdinG taxes on dividends do not pose this problem.

The plan in itself would admittedly offer no direct incentive to any
particular foreign-owned firm, in contrast with the alternatives discussed 1n
the earlier sections of this paper. No particular firn would help trigger the
financial aid to itself on its own initiative, as it could with spared tax plus
credit for spared tax, cash subsidy, or nominal or low charge under a lease. But
the developinc; countries would be in a position to grant cash subsidies or
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spare taxes or give leases on favourable terms, just becaus~ of the additional
facilities. ~fuether the developing country would in fact decide to use this
arrangement in this manner cannot be predicted. Perhaps the developed countries
would prove unwilling to implement such a plan unless the funds were earmarked
for stimulation of foreign investme~t. Earmarking j however, is not always
effective. A developing country might simultaneously cut back on the stimulative
outlays it was already financing from its own funds, or (more difficult to
ascertain) that it was planning so to finance.

I. Summary

The four methods described in the preceding sections E to H are not only
alternatives~ but also possible complements to one another, as section F has
shown. Developed country A, which now grants a partial or limited credit for
tax spared by developing country I.1 might consider that., alttough it was unwillinc
to go farther with the credit for-spared tax, it might adc\ a cash subsidy. And
it quite possibly would have no objection to M's offering the business firm a
leaseback plan to supplement the tax sparing with limited credit. As was noted
above, the leaseback plan does not cost the de~eloped country any tax revenue
compared with the situation of no tax sparing and no investment allowance. Other
combinations may be readily imagined. It is therefore not conclusive to simply
line up the alternative methods, note the defects and advantages of each, and
rank the methods by some sort of averaging of the defects and advantages. To do
this is to neglect the possibility of combining one or more of the methods.
Nevertheless, as a way of starting to think about the policy options, it may be
useful to summarize the chief conclusions reached above with respect to each
of the four methods.

The spared tax, with credit for it) is probably the simplest administratively
if only because it is the most loosely controlled. The cost rests on the other
taxpayers of the developing country. For companies that do not plan to
repatriate earnings in the near future, it makes little or no difference whether
the capital-exporting country gives a credit for the spared tax. With respect to
the repatriating companies, the credit feature may tend to push the developing
country into raising its income-tax rate (o~ to introduce an income tax) and
then using the tax-incentive approach, rather than itself giving a cash subsidy
or reducing some non-income tax.

The investment-assistance allowance offered without matching action may
be administratively more difficult, both because it tends to be more precise
and because its structure may be such as not to allow government decision by
default. It is a burden only on the developed country (unless some matchinc
action is required), though it may lead to higher r~turns. It can be more
closely tailored to the particular kind of investment action desired and it
does not push developin8 countries into adopting or increasing one kind of tax
rather than another.

The leaseback plan mi8ht be the most complex of all~ at least if a serious
effort were made to avoid any reverse-aid element. But since ~his chapter
presents the first analysis that has been made of the leaseback plan, the
conclusions reached here must be regarded as highly tentative, subject to
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substQntial modification after discussion. The burden of the leaseback plan rests
on the developinc ct)'untry. It probably does not tend to influence the pattern
of tile developine; COll!1try i s tax system't thouGh it is certainly no help to the
real-estate tax.

PayP.ent by developed countries into an international fund of amounts they
are _:';lin_' rv; by not grantj.ur.::: credits for spared taxes (i:aining., relat i ve to a
system of no spared taxes) is quite a different sort of plan from the other
three. The aG~re~ate burden rests., not on the developed couLtries., but on the
developinc cour.tries if the point of reference is what happens under no tax
sparinc., for in this case the developing countries do spare tax. The benefit
does not GO to the developed countries either. In a way., there is on the first
round no chanl3e in burden, the developin~ countries get back., through the
international acency) what they have lost through spared tax. The firm meanwhile
has directly 3ained nothing j but may avail itself of an improved investment
cli~ate. P~l now depends on what the developinG country does with the revenue
it has recaptured. It may spend it on cash subsidies to the firm or
it may reduce non···income taxes'J or supply the firm with more free infrastructure
than otherwise.

l'fo simple solution emerges. Bilateral tax treaties between developinc
and developed countries should be easier to agree to, however., if there are
several options or combinations of options available.
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VIII. TAX SPARING AND ALTERNATE MEASURES IN SRI LANKA*'

A. Tax incentives (1951-1964)

A five-year tax holiday for profits and dividends was provided as early as
1951 for the promotion of new industries.

In order to provide an incentive for the development of new industrial
undertakings which involve a fairly heavy financial risk, it was decided by the
Government in 1951 that a tax holiday should be granted to industrial undertakinr,:s
which commenced after 1 April 1951, provided the fo]")wing conditions were
satisfied:

**(a) It must be an undertaking for the production or manufacture in Ceylon
of goods or commodities which was commenced on or after 1 April 1951;

(b) The undertaking should not have been formed by the splitting up or
reconstruction of any business previously in existence;

(£) The undertaking should employ more than 25 persons; and

(d) The undertaking should use electrical energy or any other form of energy
which is mechanically transmitted and is not directly generated by human energy.

The period of the tax holiday was originally for three years and was
applicable to that part of the profits which did not exceed 5 per cent of the
capital employed in the business. The dividends paid during the period of the tLX
holiday were also exempted in the hands of the shareholders, provided that the
dividends were out of "exempted" profits. The tax holiday was extended in 1954
from three to five years.

This tax incentive for new industrier; did !10t make an impact on industrial
development. There was little response from local investors as well as foreign
investors. There were no provisions in the double tax relief agreements which
Ceylon concluded during this period for any tax sparing. The lack of new foreign
investment may be partly attributed to this. There were very few industries that
came up. It was in the context of the difficulties of foreign exchange which arose
in 1962/1963 and the consequent restriction of imports, including the total ban on
inportn of 'cars and high-priced luxury items, as well as the further liberalization
of tax incentives and inducements for the local investor to invest in new
industries by the grant of relief from tax for capital invested in approved
investments, that substantial increase in industrial development took place. As
from the year of assessment 1962/1963, industrial undertakings were given a

* In the preparation of this chapter, the United Nations Secretariat had the
assistance of Sangarapillay S. Sittampalam, Taxation Adviser to the Ninister of
Finance, Ministry of Finance, Secretariat, Colombo, Sri Lanka.

** Now designated as Sri Lanka.
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complete tax holiday, i.e. their entire profits, even if the profits exceeded
5 per cent of the canital employed in the business was exempt.

B. Tax incentives since 1964

The tax concessions which have been in force since 1964 are more relevant to
the present study and may be summed up as follows:

(A) Industry

(1) Tax holiday for new industries.

The profits of new industrial undertakings are exe~pt from income tax for a
period of five years from the date of nroduction or manufacture. The necessary
conditions are:

(a) It must be an undertaking for the nroduction or manufacture In Ceylon of
goods or commodities;

(b) The undertaking must not be formed by the splitting un or reconstruction
of an existing business;

(~) The undertaking must employ more than 25 persons;

(d) The goods or commodities produced or manufactu~ed by the undertakin~

must be certified to be of satisfactory quality by an authority ~/ if and when an
authority is prescribed for this purpose; and

(~) The prices at which the goods or commodities are sold must be certified
to be reasonable by an authority if and when an authority is prescribed for this
purpose.

The dividends naid to the shareholders durin~ this period are also exemnt from
income tax.

Any undertaking which wishes to obtain the tax holiday should apply to the
Co~missioner of Inland Revenue.

(2) Tax holiday for deep-sea fishing.

The profits of undertakings for deep-sea fishing are exempt from income tax
for a period of five years from the commencement of business.

The dividends paid to the shareholders during this ~eriod are also exempt from
income tax.

(3) Exemption of export-trade profits.

The profits derived from the export trade of industrial undertakings which
are approved by the Minister of Finance are exempt from income tax for a period
of three years.

~/ The authorities when prescribed will be notified in the Gazette.

-182-



1te full cost of advertising outsi~e Ceylon incurred solely in connexion with
the export trade of these approved industrial undertakin~s is deductable in full.

(4) Export-trade rebate.

Wi th a vie'\-' to stimulatinF~ industrial exports, a further rebate \-Till be
granted to manufacturers with effect from the year of assessment 1965-l9h~. The
rebate will be in the form of a set-off from the tax payable of an ~mount equal
to 5 per cent of the value of the goods exported, provided that the exports
resulted in a minimum net earnin~ in forei~n exchange of 25 per cent of the f.o.t.
value of the commodity.

A schedule of the goods which will qualify for relief will be published 1n
the Gazette.

(5) Exemption of foreign experts and technicians: Section 5 (l)(g).

In order to encourage skilled foreign personnel to come to Ceylon and to
assist newly formed industries, provision has been made to exempt the emoluments
of foreign scientists, technicians, experts and advisers who are ~rought to Cevlon
and employed by undertakings which are entitled to the five-year tax holiday. The
exemption is for a period of three years.

(6) Enhanced development rebate: Section 10 (5).

An enhanced development rebate of 40 per cent is granted in respect of new
plant, machinery and fixtures used in the commencement of an approved project.

An enhanced development rebate of 40 per cent is also ~rcnted 1n respect of
certain types of buildings used in the approved project.

(New tax structure 1965/1966 - Department of Inland Revenue)

At the same time, in terms of the budget speech 1962/1963, imports were
substantially reduced, and imports such as cars and a number of other items were
banned altogether. The industrial policy of import substitution was encouraged,
and foreign investment attracted by the declaration of a clear-cut policy with
regard to repatriation of income and capital, as well as the aforementioned tax
conceSS10ns.

C. Tax incentives (industries) applicable after 1 April 196~

T'ne tax incentives set out in section B ceased to apply to new indus t.ries
which commenced on or after 1 April 1969. The tax holiday was thereafter applicable
only to undertakings with foreign participation, or which are export-oriented or
pioneering industries. The scheme for exemption of export-trade profits was also
revised to provide even more substantial tax concessions for export trade in
non-traditional exports. Undertakings to which these concessions apply are not yet
in production, and some are in the stage of formation. Thus, for the purnoses of
the present study on tax sparing the tax incentives set out in section Bare
considered, and not those under the new scheme.
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Tax incentives (tourism)

l\;):.'.rt from the new tax incentives for industries referred to in the last
p~tr·.J.cr'l1l]1 of section B, tax incentives to the hotel industry for the promotion of
tourl:::~;'l \.,rC1'~ provided in 1968 and applied to a. hotel undertaking commenced after
1 April J9b6.

An investor in hotel undertakings would enjoy the benefit of exemption from
tax 0:' dividend income and the undertaking itself obtains a five-year tax holiday.
This industry is given an exceptional concession by way of deduction of capital
expendit~re in determining profits and the concession of paying tax at half the
stand~:d rate for a period of 15 years after the expiration of the tax holiday.
Seven new hotel undertakings have recently come into operation, and two more
luxury hotels are being constructed. The effectiveness of the incentives appears
to be very significant.

Investment relief

Onc of the important tax incentives to promote investment and ·which is of
oen.::-fi t to a person deriving profits from Ceylon is the tax relief for "approved
invest~e~ts '. Capital invested in undertakings for new indu~tries, tourism and a
!lumber of &pproved undertakinr,s is granted tax relief on the following basis:

"Relief from income tax is available to individuals who make approved
investments.

Approved investment means an investment in an approved project gazetted
uacer section 16c, 69 or 69A of the Inland Revenue Act.

Approved investment does not include (a) an existing investment
(i.e. where an investment is made thrOUGh the share market); or (b) an
iilv~stment made after a period of six years from the date of incorporation of
the company; or (£) preference shares or debentures.

An individual who makes an approved investment can claim as a deduction
from his assessable income for the year of assessment 1969-1970 and subsequent
years (a) one half of the approved investment; or (b) one tenth of the
assessable income for that year of assessment; or (c) Rs, 25,000, whichever
is the least. i,

(New tax structure 1965/1966 - Department of Inland Revenue)

An individual will have to hold an approved investment for a period of S1X

years) otherwise the relief granted will be withdrawn.

~lljS particular tax incentive has proved very effective, as may be inferred
from the amount of the tax rebate, which in 1969/1970 was Rs. 381,439/-, a
significant sum. However, it offers no benefit to a foreign investor when making
his first investment in Ceylon.

In the special case of tourism (i.e. new hotel undertakings) capital invested
in such undertakings by a company is also entitled to tax relief on the following
terms:
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Investment relief for comnanies:

"Companies and bodies of persons which purchase share3 prior to 1 J\pril
1970 in hotel projects which are ~azetted as approved undertakin~s are entitled
to investment relief.

TIeli·?f is c~lc'...:.lo.ted on: (a) the actual amount of the investment;
an arOU~T reTresen~lne one fifth of the assessable income; er
Rs. 2~':.:,., :'''''') ~':;ic:-''''Y'2!'' r"\1"c::".t is the least.

or

The relief to ce al1m"e;'1 is so C!3.1cv..l "..ted as to secure that the tax
payable is reduced to the all:.ount which ~..:ould be payable if the approved
invest~er.t is deducted from the statutory income.

rrhe IT,[tximum relief available under these provisions is 50 per cent of the
Qpproved investment.

~~e relief will be withdrawn if the investment 1S realized within six
years of the date of invest~ent. '

(Npw tax structure 1060/1070 - Department of Inland Revenue)

Interest

The concessions granted in respect of interest and royalties in Ceylon for
the promotion of indtistry must also be considered, particularly since the
incentives for new industries do not prov:de for any exemption of these incomes.

In the case of a non-resident, income from interest is generally taxed
gross (i.e. the total amount of interest receivable without any deduction for
expenses), since the institution or credit agency whi'h grants the loan to the
investor in Ceylon ~"ould not normally be carryinr on the business of banking or
finance in Ceylon. How~ver, where the foreign institution or credit agency
carries on business in Ceylon, the interest is not separately caxed bu~

is included as receipts of the business and included in the determina~ion of the
business profits of the institution. The Ceylon law was amended in 1968 to provide
for exemption of interest as follm"s:

"Interest accruing to any foreie;n credit a[;ency from any loan considered by
the Minister of Finance to be essential for the economic progress of Ceylon
and granted with his approval by that foreign credit agency to the
Agricultural and Industrial Credit Corporation of Ceylon, the Development
Finance Corporation of Ceylon, the Ceylon State Mortgage Bank or any
commercial bank for the time bein{i operating in Ceylon."

(Section 5(1)(ldd of the Inland Revenue Act)

Ro' llties

All royalties are taxable, and where the royalty is derived by a foreign
investor the income Generally taxed is the gross amount of the royalty. In the
particular case of royalty income derived from Ceylon by a foreign investor,
Ceylon has endeavoured to reduce the tax burden on the foreign recipient by
special provisions in a double tax relief agreement.
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Rates of Ceylon tax

Since the year of assessment 1965/1966, the rates of tax on companies
(resident and non-resident) were as follows:

Resident Companies:
Non-refundable (corporation) tax of 50 per cent;
Withholding tax on dividends 33 1/3 per cent

Non-resident companies:
l;---n-refundable (corporation) tax of 50 per cent )) totalling 56 per cent
Additional tax (in lieu of estate duty) 6 per cent
This 6 per cEnt aJditional tax is treated as income tax for all purposes,
including the tax credit to be given by the other country under a double
tax relief agreement.

Where the non-resident company makes any remittances, there is a tax of
33 1/3 per cent of its remittance up to the maximum amount of (remittance)
of its taxable income.

Where the non-resident company owns immovable property in Ceylon, 5 per cent
of the taxable income attributable to the immovable property is charged as
wealth tax on the immovable property.

The rates of withholding tax in the case of a non-resident company are as
follows: 33 1/3 per cent (on dividends); 67 per cent (on inte~pst, royalties and
annuities); and 79 1/9 per cent (on rents).

The rates of tax applicable to non-resident individuals for the years
1965/1966 to 1968/1969 are shown below:

On the first Rs. 15,000 of taxable income, at 20 per cent;
on the next Rs. 5)000 of taxable income, at 25 per cent;
on the next Rs. 5,000 of taxable income) at 35 per cent;
on the next Rs. 5,OCO of taxable income, at 40 per cent;
on the next Rs. 10,000 of taxable lncome, at 45 per cent;
on the next Rs. 10,000 of taxable income, at 65 per cent;
on the balance, . . . . " . . . • . . . . at 80 per cent.

(NE tax structure 1965/19C6 - Department of Inland Revenue)

The rates of tax applicable for the years 1969/1970 are as follows:

On the first Rs. 15,000 of taxable income, at 15 per cent;
on the next Rs. 6,000 of taxable income, at 20 per cent;
on the next Rs. 6,000 of taxable lncorne, at 25 per cent;
on the next Rs. 6,000 of taxable lncome, at 30 per cent;
on the next Rs. 6,000 of taxable lncome, at 40 per cent;
on the next Rs. 6,000 of taxable income, at 50 per cent;
on the next Rs. 10,000 of taxable income, at 60 per cent;
on the balance, . . . . . • . . . . . . . at 65 per cent.

(New tax structure 1969/1970 - Department of Inland Revenue)



The rate of withholding tax on all income paid or credited to any person out
of Cey10n other than a non-r€Eident company is at 33 1/3 per cent. In any
particular case, a higher rate may be enforced by a direction of the Commissioner
of Inland Revenue.

D. Tax treaties

Ceylon had concluded the following double tax treaties prior to 1964:

( a) Treaty Series No. 9 of 1950 with the United Kingdom (abrogated in 1965 );

(b) Treaty Series IJo. 11 of 1957 with India;

(£) Treaty Series No. 11 of 1957 with Sweden; and

(d) Treaty Series No. 4 of 1964 with Denmark.

None of these treaties provided for any tax sparing.

The treaties concluded thereafter are:

(a) Treaty Series No. 3 of 1965 with the Federal Republic of Germany;

(b) Treaty Series lITo. 1 of 1966 ,vith Norway;

(~) Treaty Series Ho. 4 of 1968 with Japan; and

(d) Treaty Series No. 4 of 1970 with Pakistan.

The treaty with Norway followed the earlier pattern and did not provide for
tax sparing or any other method to make effective tax incentives to promote
foreign (Norwegian) investment. The other three treaties have provisions to
promote foreign investment.

Tax-sparing provisions are contained in the treaties with Japan and Pakistan.
The treaty with the Federal Republic of Germany contains a provision to reduce the
tax on royalties. Briefly these provisions are as follows:

Treaty with ,Tanan

Dividend income

Where the incentive :aws in Ceylon provide for the total or partial exemption
of dividend income derived by a non-resident investor, whether an individual or a
company, the amount of Ceylon tax that would have been charged if such dividends
were liable to tax is deemed to be tax paid in Ceylon. Japan gr~~ts credit in
respect of such deemed Ceylon tax against the tax payable in Japan.

Another clause (article VI, para. (5) of the treaty) provides for Ceylon to
refund the tax withheld from dividends paid during the five-year period immediately
following the expiry of the tax holiday to a Japanese company which holds more
than 10 per cent of the share capital of a Ceylon 'ompany. Japan would however.
give credit for Ceylon tax, as in the preceding paragraph, i.e. as if such tax
were not refunded to the company.
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Royalties

Tax on royalties is reduced to 50 per cent of the tax payable rnder the laws
of each country. In the case of royalties received by a resident of Japan, Japan
would give tax credit for the actual Ceylon tax paid, as we~l aB an additional
25 per cent of the Ceylon tax payable under the normal law; i.e. an amount equal.
to 75 per cent of the Ceylon tax normally payable in Ceylon is given credit in
Japan though the amount of Ceylon tax paid is only 50 per cent of the normal tax.
The treaty provides that the deemed Ceylon tax is to be calculated at the rates
in force at the time of the agreement, and not according to the rates of tax
applicable to the particular year of assessment.

Treaty with th~ Federal Republic of Germany

This treaty was negotiated at the official level in 1958 and finalized at a
later date. At that time the inclusion of tax-sparing provisions had not been
considered by Ceylon; however, a tax concession in respect of royalties was
provided. This concession is on the following basis:

The tax chargeable in Ceylon on royalties paid to a resident of the Federal
Republic of Germany is reduced by 50 per cent, i.e. half the normal Ceylon tax to
be paid.

This concession was agreed upon on the basis that relief for the tax paid in
Germany (even though the person is not a resident in Ceylon) is partly borne by
Ceylon so that half the Ceylon tax is given as double tax relief. In return, the
Federal Republic of Germany grants tax credit up to 75 per cent of the Ceylon
t~x even though the amount paid would be 50 per cent of the Ceylon tax.

Treaty with Pakistan

Dividend income

Provision for tax sparing in respect of divident income 1S included in this
treaty. In terms of this provision, there will be deemed to have been paid by a
company resident in Pakistan, in respect of dividends received by that company from
~ company resident in Ceylon which is entitled to the five-year tax holiday, the
amount of the Ceylon income tax that w0uld be payable if the provisions of section
6(3) of the Inland Revenue Act did not apply. In other words, the Pakistan
company will be given a tax credit equal to the tax of 33 1/3 per cent on the
dividends payable during the period of the tax holiday. (Dividends paid during
the period of the tax huliday are exempt from income tax in the hands of the
shareholders, and the tax of 33 1/3 per cent is not deducted at the source from
these dividends.)

Experts and tfchnicians

The Ceylon law provides tax exemption to foreign experts and technicians
(see para. lO(l)E). The treaty provides for tax sparing in that a Pakistan expert
or technician will be given tax credit in Pakistan equal to the tax that would
have been paid in Ceylon if such income was not exempted, and vice versa.
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Royalties

Tax on royalties for the use of any patent, design'} secret process or formula,
trade mark or similar rights derived from one country by a resident of the other
country is restricted to one half. Each country would grant tax credit to its
resident for tax paid on such royalties to the extent of 75 per cent of the tax in
th~ other country. This is on the same lines as in the treaties Ceylon ~oncluded

with Japan and the Federal Republic of Germany.

E. Implementation of tax sparin~ and other special prov~sions

Di,ridends

The provisions re:.2.tin; ~o tax sparing and other concessions in respect of
dividend income are sinple in technique and easy to administer in Ceylon. Where
the dividends a:e exempted from Ceylon tax, no tax is deducted when the dividends
are paid by the tax-holida~r cOPlpany. If, however, the exemption does not apply to
all the dividends paid by the company, but only to the dividends paid to this
particular non-resident, then the tax deducted at source is refunded to that
non-resident recipient. This is so in respect of the concession for dividends
provided in the treaty ,,·d t:i:l J2.:!Jan, vhere such dividends are exempted for a
period of five years el~er the expiry of the tax holiday. The administrative
arrangements required for its implementation are simple.

Foreign technicians and experts

The exemption granted to foreign experts and technicians involves no
administrative work in the developing country since no assessment is made.

In the working of the tax-sparing provisions and other concessions in respect
of dividends, royalties and the emploYment income of foreign technicians and
experts, the home country must presumably obtain a certificate as to the exem~tion

granted (i.e. the non-payment of tax is not due to delay in assessment or cversight
in assessment or evasion), as ivell as to the amount of Ceylon tax deemeo to be
paid for the purpose of tax credit. Upon presentation of such a certif~cate, the
tax credit due would be granted. In this connexion the Ceylon tax auth0:L·ities
have not received any inquiries, nor have any difficulties been referred to them.

Royalties

The prov1s10ns relatin~ to royalties are implemented by the Ceylon tax
administration in the followinG manner:

(a) The Ceylon user would normally pay the royalty in terms of an
agreement which is generally scrutinized and approved by the Industries Ministry in
Ceylon in order to ensure that the agreement is a transaction at arm's length and
does not include any excessive paYment;

(b) No assessment would be made in Ceylon. The normal prov1s10ns to withhold
tax at the source would be applied. A direction from the Commissioner of Inland
Revenue so as to deduct the tax at the appropriate rate according to the status of
the recipient is given if the normal deduction is less. This would be the correct
amount of tax due, and there is no further tax liability on the non-resident
recipient; 8
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(~) 'lihe person paying the royalty would issue to the non-resident recipient a
certificate stating the gross amount of royalty, the tax deducted and the net
amount remitted for each remittance during the year. These certificates would be
the evidence in the recipient's home country as to the amount of Ceylon tax paid.
The Commissioner of Inland Revenue would certify the deduction of tax and, if
necessary, clarify further that in terms o~ the agreement the tax rate is one half
as otherwise applicable. This would normally be furnished either at the direct
request of the other tax authority or at the request of the taxpayer, who may be
called upon to do so by his tax authority in the home country. It is presumed
that there have been no difficulties, since the department has had no inquiries
or complaints, either from the tax authority in the home country or from the
non-resident recipient of the royalty.

F. Technical characteristics

It will be observed that tax-sparing provisions at well as other concessions
to reduce the tax burden in respect of Lncorne from dividends and employment income
of experts and technicians have been frumed on the principle of tax exemption in
Ceylon and the amcunt of Ceylon tax that would have been paid being allowed a8
credit against the tax payable in the hOLV~ country. The special provision fur
royalties follows the earlier basis of double tax relief in that the two countries
involved relieve in the first instance th= total tax burden on that income by
reducing it to one half in either country; moreover, the country in which the
recipient is resident grants tax credit not only for the actual tax paid in the
other (i.e. developing) country, but enhances that credit by a further 25 per cent
of the tax in the other country as deemed tax. This is a valuable tax incentive to
promote the use of patents and technical know-how. It is visualized that
certificates as to the amount of Ceylon tax deemed to have been paid in respect of
each of the relevant sources of income may be necessary for use in the home country)
but this need does not appear to have arisen so far.

G. Effectiveness in attracting investor

The circum:otances in which industrial development really progressed after 1963
are briefly set 0Ut in section C. The double tax relief treaties came into force
with effect from the year of assessment 1958/1959, in the case of the Federal
RepUblic of Gerrr::iny, and 1968/1969, in the case of Japan.

By the end of 1966, there were twenty-two new industries with foreign
participation. These, however, included certain industries previously carried on
as a branch undertaking by international industrial ~ombines, which were later
converted into subsidiary companies registered in Ceylon. Of the twenty-two new
industries with a foreign capital investment of a little over Rs. 75 million, the
subsidiary companies referred to above account for Rs. 67 million. Of these
subsidiaries, one particular industry which has been operating in Ceylon for a
number of years previously accounts for Rs. 56 million.

Vul~e of investment

In order to determine the effectiveness of the tax-sparing provisions, it is
necessRry to analyse the total investments in new industries made in this period
by other countries as against those by Japan and the Federal RepUblic of Germany.
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The following tables, prepared from information available 1n tbs ~1inistry of
Industries in Ceylon, describe the situation:

Table 1

No.

Group A. · 3

Group B . • 3

Group C • · 16

Total 22

Total capital
(Rs.)

62,000,000

8,679,000

40,180,831

110,859,831

Foreip;n capital
(Rs.)

59,700,000

7,327,000

10,505,009

77,532,009

Total 16 40,180,831

(The profits and dividends
1967/1968 and 1968/1969.)

(Group A: SUbsidiary companies registered to take over existing undertakings~

Group B: Undertakings previously carried on by non-residents and which have now
been transferred to new companies registered in Cey10n with Ceylonese participation;
Group Q: New industrial undertakings with foreign participation.)

The undertakings in Group C are analysed as between Japan, Germany, Pakistan
and other countries in table 2 below:

Table 2

Total
Total dividends

Total capital Foreign capital EFofits remitted
No. (Rs. ) (Rs. ) (Rs. ) (Rs. )

Japan . . • · 7 22,011,171 ' 5,580,009 22,270,127 4,352,020

Germany · 1 12,000,000 2,000,000 Net available

Pakistan Nil Nil Nil Nil Nil

Other
countries • • 8 6,169,660 2,925,000 15,957,604 2,305,792

10,505,009 38,227,731 6,657,812

correspond to the years 1965/1966,1966/1967,
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The actual figures of industrial growth are shown in table 3 below:

Table 3

1960 1963 1966 196'7 1968 1969 19'70 1971

Industrial production
at constant prices
(Rs.Mn) ..•.•.• '728 853 1008 1052 1154 1221 1335 13'79

Growth rate over
previous year . . . . 7.1 7.6 4.4 9.7 5.8 9.3 3.3

Industrial exports at:
Constant prices 13
(Ra.Nn)

73 70 80 88 122 128

9.3

6.35.94.54.34.03.73.8

As percentage of
domestic exports at
constant prices . . 4.1

As percentage of
indus'trial
production at
constant prices •. 10.0 8.6 6.9 7.6 7.6 7.3

Source: Cent~al Bank of Ceylon, Annual Report 19'71, p. 1>.

The volume of industrial activity is reflected in the above statistics. It
will be seen that the industrial production at conEtant price~, which was
Rs.128 million in 1960, had increased to an annual aVeI"sge of about Rs.l, 350
million for th~ years 1970 and 1971, representing an 86 per cent increase over
this period.

This increase in production is due to the exparsion of industrial undertakings
which existed in 1960, as well as to the additionaJ production from the new
industries referred to above. The increased production from the old industrial
undertakings can el-so be attributed to the fact that new patents and know-how
were uti1ized during this peri0d. However, tl~ increased productivity is mainly
due to the new industries analJ~ed in table 2 above.

Infer~nces

In will be observed that there has been no investment from P~~istan probably
be:ause of unsettled conditions.

The treaty with Germany, which only prov:ies for concessions in respect of
royalties, appears to have resulted in one substantial investment in the textile
industry.

On the other hand, the Japanese have invested in a var~ety of industries,
predominantly textiles) but also production of radios, batteries, metal sheets dUd
rubber sheets.
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It will be seen from the statistics in table 2 that industrial development in
which there was Japanese participation accounts for nearly 55 per cent of the total
in terms of capital investment as regards the amount of foreign capital and the
capital investment total (both foreign and local). In the case of the Federal
Republic of Germany, there is only one industrial concern, which, however, accounts
for nearly 30 per cent of the total capital of all new industries and just below
20 per cent if only foreign capital invested is taken into account.

It is clear that the impact of the treaty provisions with Japal1 has been
considerable, and that Japanese capital well above the normal level has been
attracted into investment in Ceylon. The high percentage of new investment by
Japan, in a country where investment from the United Kingdom had previously been
the most significant and Japanese investment negligible, can be largely attributed
to the tax-sparing prn~isions and concessions granted. There is no doubt that the
repayment of the cax deducted from dividends paid to a Japanese shareholder for a
period of five years following the tax-holiday period, coupled with a corresponding
tax-sparing provision, has proved very attractive.

Though the convention with Japan came into force only with effect from the
year of assessment 1968/1969, investment by Japan had already commenced owing to
the following circumstances:

The treaty with Japan was concluded at the official level in January 1961!.

Owing to the change of Government in 1965 and other factors, the treaty was
approved by the Government in 1966 and signed on 12 December 1967. This convention
came into force in the year of assessment commencing on 1 April, the calendar year
in which it was ratified, unlike other conventions where the year of assessment
was determined when the agreement was initialled at the official level. As this
convention was ratified in 1968, the first year of assessment to which it applied
was 1968/1969. The year of assessment 1968/1969 makes it applicable to the profits
of the calendar year 1967, so that the concessions applied to dividends declared
in 1967 (inclUding those declared out of the 1966 profits). Since 1964 Japanese
investors had shown considerable interest in investing in Ceylon, so that new
industries promoted by them had begun to operate by 1966.

In the case of the Federal RepUblic of Germany, only one new industry was set
up with their collaboration; however, there is substantial activity, particularly
in the construction industry, in which technicians and experts as well as
equipment have been made available from the Federal RepUblic of Germany.

Royalties

The case of royalties must be viewed differently. The use of patents and
processes is as productive when utilized in modernizing and expandi~g old industries
as in new industries. The particulars of royalty payments in recent years indicate
that more royalties had been paid in common with existing industries than with
new ones. Residents in the United Kingdom and United States are in receipt of
most of these royalties. It is also significant that none of these royalties
apply to the industries in table 2; they appear to be mostly for existing
ind~stries. Taking into account royalties pbyable under agreements already
concluded, but where payments had not yet been made since production had not begun
by the end of 1970, the information available is set out briefly below:
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Payments to residents in the United Kingdom • • • 7

Payments to residents in the United States • • • • 3

Payments to residents in Japan • • • . • • · · • • 1

Payments to residents in the Federal Republic
of Germany · • • • • 1

Payments to residents . Malaysia 11n • • • • • • • •

Total · · · 13

The royalty payable is a fixed annual sum in four cases, per unit of production
1n four cases and a percentage of the sales in six cases. Of these fourteen cases,
five consist of new undertakings carried on by new companies established for that
purpose, and the others are to provide additional means of production for existing
companies.

Income from royalties is taxed gross without any deduction for expenses. It
will be seen from the rates of tax set out in section I, that the Ceylon tax is
very heavy and is not likely to promote the substitution of improved patents and
processes in place of earlier ones, which though out of date may suffice for
production of goods for the home market unless the tax burden is reduced by means
of double tax relief agreements. The non-resident recipient has 1n nearly all
cases ~ssured himself of receiving reasonable income by stipulating in the
agreement with the Ceylon user that the payment of royalty should be net of Ceylon
tax. This will result in a severe burden to the user of the royalty and would
increase the cost of goods manufactured.

Tourism

It may be relevant to note the circumstances of foreign investment in the
tourist industry in Ceylon. Tte incentives for tourism are set out in section E.
These tax concessio~s are substantially higher than those provided for other
industries under" J ! Ceylon tax laws e.nd compare very favourably with the
corresponding i: ltives provided by any other country. The first luxury hotel
(five-star hotel) was opened with the collaboration of BOAC (United Kingdom), and
two other first-class hotels, one of which is in collaboration with the Hilton
group, will open shortly; the other, in collaboration with the Intercontinental
group, is under construction. These investments in new hotels from foreign sources
do not have the benefit of any concessionns under a double tax relief agreement.
Ceylon has no double tax relief convention with the home coutnry of these investors.
Another reason for the significant investment in the tourist industry may be the
attention the Government has given to the setting up of a separate ministry for
tourism and the work done by the corporation set up specifically for this purpose,
namely, the Ceylon Hotels Corporation, which actively promotes the tourist industry
in every way.

H. Financial loss

It is difficult to ascertain the financial loss, if any, arising from tax
incentives consequent to the tax exemptions and the tax-sparing provisions,
particularly in the case of a developing country. The setting up of new industries
results in employnent, creation of income and, in today's special circumstances,
very valua.ble foreign exchange, which would otherwise not have been available to
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the developing country. These advantages outweigh the direct loss in revenue due
to the exemption from tax of the new income that is created. The direct loss of
revenue in one case of industries set up with Japanese collaboration at the rate of
50 per cent company tax and 33 1/3 per cent tax on dividends for three years paid
would be as follows:

Ceylon tax at 50 per cent • •

Total dividends (approx.) .

Net profit . . . . . . . . . · . Rs.22,270,127

• • Rs.ll,135,063

• • Rs.16,500,000

Tax at 33 1/3 per cent

Additional 6 per cent tax

. . .
Dividends remitted . . . . .

Rs.

· . Rs.

· . Rs.

5,500,000

4,352,020

259,120

(Total loss of revenue, approx. Rs.18 million.)

There is, ho"ever, some gain in revenue consequent on the imposition of a turnover
tax on the manufactured articles. Turnover-tax revenue is said to have exceeded in
these cases the actual direct tax revenue that had been lost. There is, however,
a distinct loss to the developed country from which canital and technical
collaboration is made available to the developing country. In the particular case
referred to ~bove the loss of revenue to the home country, say Japan, would be the
loss of tax in respect of the dividend income remitted to that country. This loss
of tax revenue would not exceed the amount of tax credit to be allowed under the
agreement. This tax credit is equal to the amount of Ceylon tax relieved by the
exemption granted to the dividend income arising in Ceylon. The amount of that
tax is 33 1/3 per cent of the dividend remitted, i.e. Rs.l,450,640, and 6 per cent
additional tax, i.e. Rs.259,120, totalling Rs.l,709,760. The loss may, however,
be less, since the credit is subject to the provisions of the Japanese law regarding
the allowance as tax credit against Japanese tax of the tax deemed payable in
Cey10n. On the other hand, the above-cited example shows that very nearly the
entire capital invested has been repRtriated in a short time by way of dividend
income and that the creation of this source of' foreign income is itself a gain
to the developed country as well.

I. Effect on reinvestment or repatriation of profits

It has been generally argueli that unless there is a dividend limitation, tax
exemption of profits and dividends will result in greater distribution of profits,
which reduces fresh capital formation and the expansion of industry. Profits are
likely to be reinvested only when there is no advantage to be gained by a liberal
distribution of profits in excess of what would otherwise be a reasonable
distribution. In the particular case of Ceylon, where the tax structure provides
for the deduction of lump-sum depreciation and development rebates, the tax
exemption granted in these cases in effect nullifies the benefit of these
provisions. It would induce the new industry to defer any further expansion until
after the tax-holiday period is over, when expenditure on further development
would qualify for deductions. On balance, the gain in foreign exchange and the
need to compete with other developing countries which grant tax concessions have
induced Cey10n to provide for such concessions and ensure the ret~ntion of the
benefit to the non-resident investor through tax-sparing provisions.
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The volume of investment that was made in Ceylon during the period under
examination up to 1967 is a good measure of the effectiveness of the incentives
provided~ including tax-sparing provisions; it is impressive in the context of the
changing conditions in this country and the changes in government policy,
particularly wi t;.l regard to the private sector and the coverage by the public
sector. Other than the investment in those sectors for which special concessions
have been made, namely, tourism and industry, there has been negligible investment
in other sectors. The extent of Japanese and other foreign investment actually
made in the sectors of industry and tourism is therefore very signifi~ant. The
Japanese investment is only in consequence of the special provisions that became
available to them in terms of the double tax relief agreement. The comparative
volume of investment is very considerable, taken in the context of the total
industrial investment. In the other sector in the country in which substantial
new investment 'f?S made, i.e. tourism, new investment is the only significant
investment.

J. Observations

The administration of the scheme of tax sparing in the treaties referred to
has so far proved simple and effective. Another method that may be adopted to
achieve the same objective, namely that of investment grant, must be administered
by the home country) and no view's on tha.t are expressed here.

The tax-spariIlb provision adopted by Ceylon has been easy to administer and
ought not to 5ive rise to any tax-evasion or avoidauce practice in the home
count~y. The tax administration in Ceylon has not come across any problems of
avoidance or evasion. Experience in Ceylon shows that, in the case of the
developing country, a simple scheme of tax concession which exempts income in the
developing country and has a corresponding tax-sparing provision in the convention
with the other country is easy to administer and is effective in achieving its
objective of attracting investment.

-196-



ANNEXES

ANNEX I

QUESTIONNAIRE ON EXCHANGE OF INFORI1ATION

Exchange of information: routine transmittal

One form of exchange of information between income and death gift tax
administrations is that of one tax administration routinely supplying information
without any specific request in a particular case. Several aspects of routine
transmittal can be explored.

From the standpoint of the administration receiving the information:

1. 'flhat kinds of information are desired to be routinely received?

(a) Types of income or property shown on returns: dividend payments,
interest pa}ments, real estate, shares, and the like;

(b) Amounts of tax due or paid;

(£) Nature of information: amounts, name, address of recipient, and
so on;

(d) Recipient's name, addressees), and so on;

(~) Payor's name, address(es), and so on;

2. What use, routinely or by specific selection, can feasibly be made of the
information received? What types of evasion are most likely to be
detected or prevented?

3. What agencies in the requesting country are likely to have access to the
information received?

4. Any other relevant factors.

From the standpoint of the administration transmitting the information:

1. What kinds of in~ormation can feasibly be routinely transmitted?

(~) Limitations of law or practice;

(b) Differences in kind of information requested;

(£) Effect on competitive position of taxpayers involved as a result
of differing practices regarding the 6isclosure of information by
requesting countries and responses to )"equests by other countries;

2. Advantages and disadvantages to the transmitt,ing administration;

3. Any other relevant aspects.
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Exchange of information: specific requests

Another form of exchange of information between tax administrations is that of
one tax administration making a specific request for information regarding a
particular taxpayer or situation. Several questions can be explored in the
consideration of the scope of such specific request procedure.

From the standpoint of the administration making the reguest:

1. Assuming that there is no routine transmitt~ of information:

(~) In what kinds of cases is information likely to be requested,
what is the purpose of seeking the information and what types of
information are generally involved?

(b) What agencies in the requesting country are likely to have access to
the information?

<.£) Any other relevant aspects, includinL' the form and average frequency
of such requests in any given year;

2. Assuming that routine transmittal is already in operation:

(a) In what kinds of cases is information likely to be requested, what
is the purpose of seeking the information and what types of
information are generally involved?

(b) Forms of such requests, channels ef communication, delay in
answering.

From the standpoint of the administration receivin~ the reguest:

1. What are the considerations that shape the nature of the response to a
specific ~equest for information;

2. What advantages may the transmitting administration expect to gain from
its co-operation?

Exchange of information: discretionary transmittal

A third suggested aspect of exchange of information is that of transmittal by
a tax administration of information discovered by it in an audit or other
investigation, which information could reasonably be considered to be of importance
to the tax administration of a treaty partner.

1. What are the factors involved in considering whether it is feasible and
desirable either:

(~) To place an Obligation in a treaty on tax administration to follow
such a procedure; or

(b) To consider it appropriate that treaty countries endeavour to try to
follow such a practice as a voluntary matter;

2. To what extent would such transmittal prove less - or more - burdensome
than routine transmittal;

3. In case of transmissions of such information under the provisions of a
treaty, what safeguards should be provided for to protect the interests
0: the transmitting country or to avoid undue hardships to individual
taxpayers.
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ANNEX 11

QUESTIONNAIRE ON ASPECTS OF A CREDIT FOR TAX SPARING

Topics addressed to experts in developin~ countries

1. Statement of provisions in tax treaties with developed countries that commit
the developed country to giving a credit for tax spared by the developing
coun~ry:

(a) Exact wording of the clauses;

(b) Commentary on the effective meaning of these clauses;

2. Instances where the developing co~mtry has attempted to obtain such a provision,
but where the developed country has not agreed to offer such a credit (with
comments, if possible, on the apparent reasons for failure to obtain such a
clause);

3. Detailed description of the type of tax-sparing legislation or decree in the
host country that leads to tax credit in the capital-exporting country, under
the tax treaty, for spared tax;

4. Description of types of income-tax incentives that the developing country has
employed that have not qualified for the tax-sparing credits referred to in
No. 1 above;

5. Can you provide some specific examples of capital imports influenced Or the
credit for spared tax or other investment incentive measure given by the
capital-exporting country?

6. Brief description ef tax incentives other than ~ncome-tax incentives offered
by the developing country to foreign investors~

7. Estimate of the revenue forgone by the developing country with respect to
income that qualifies for the tax-sparing credits provided by developed
countries;

8. Tax-evasion or tax-avoidance aspects, if any, of investment assistance and
double taxation relief, including tax sparing;

9. Other administrative problems, if any, that have arisen under investment
assistance and double taxation relief, including tax sparing;

10. Other remarks, if any, arising from the developing country's experience with
tax incentives in the developing country (a) with, (~) without a credit for
spared tax being given by the investor's home country.

Topics addressed to experts in developed countries

1. Clauses in existing treaties with developing countries that give a credit for
spared tax or that offer somewhat simdlar methods of allowing tax incentives
given by developing countries to be effective.
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(~) Exact wording of the clauses;

(b) Commentary on the effective meaning of these clauses;

2. Brief description of negotiations leading up to agreement on the~e clauses
in each case;

3. Provisions in other parts of the treaty or in the developed countries'
income-tax law that make the credit for tax sparing either superfluous or of
limited practical importance (for example, a provision exempting in any case
all intercorporate dividends coming from abroad)~

4. Rough estimate of the amount of revenue forgone by the developed cOWltry as a
result of the credit for spared tax;

5. Possible additional stimulus, if any, to be gained by extending the credit
for spared tax to the underlying corporate income tax of the develoying
country in those cases where the present credit for spared tax applies only to
the developing countries' withholding taxes on dividends, interest and
royalties that are spared;

6. Distinction, if any, between credits for withho~ding tax spared on dividends,
interest and royalties, if any such distinction exists and is significant;

7. Some conjecture or estimate of the effect of the credit for'spared tax on
decisions by the taxpayer to repatriate earnings more promptly than otherwise
or, on the contrary, to retain more of its earnings in the developing
country than otherwise;

8. Tax evasion or tax avoidance, if any, arising from investment assistance or
double taxation relief, including tax sparing;

9. Any other observable or conjectured effects of the credit for spared tax on
financial and investment decisions by the taxpayer.
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ANNEX 111

SUMMARY OF RESPONSES TO THE QUESTIONNAIRE ON ASPECTS OF A
CREDIT FOR TAX SPARING

Tories addressed to experts in developed countries

Members frvin the following~ountries responded to the questionnaire on aspects
of a credit for tax sparin~t and their answers are used in this summary: Japan~

Norway and the United Kingdom.

1. Clauses in existins treaties with developing countries that give a credit
for spared tax or that offer somewhat similar methods of allowing tax incentives
given by developing countries to be effective:

(~) Exact wording of the clauses;

(b) Commentary on the effective meaning of these clauses.

A number of agreements concluded by developed countries provide credit for
taxes spared by the developing countries under their tax-incentive laws to promote
their economic development. The replies from experts from developed countries
point out that most of the developing countries had adopted specific incentive
measures of tax reduc+,ion or exemption to induce foreign investment that might
help in promoting their economic development. In order to assist the developing
countries in attaining these objectives, some developed countries extend credit
for taxes spared in double-taxation treaties with developing countries. Some
treaties provide that for the purposes of tax credit the amount of tax shall be
d.eemed to have been paid which would have been paid if the foreign tax would not
have been reduced in accordance with their tax-incentive legislation. The purpose
is to avoid that reduction in tax by the developing countries to attract foreign
investment should serve to increase the home country's tax instead of benefitin~

the investors. In the same treaties there are provisions for including credits
with respect to maximum rates of withholding tax on dividends and interest. The
conventions usually enumerate the provisions of domestic laws providing incentives
for which a tax-sparing credit is to be granted. Some developed countries grant
tax-sparing cred.it to incentives under special measures effective on the df;Lte of
signatures of the convention, as well as to those which may be introduced in future.
A number of tax-sparing clauses limit the application of these measures to
dividends and/or interest and/or royalties.

2. Brief description of negotiations leading up to agreement on these
clauses in each case.

The responding experts stated that when a developing country requests a tax­
sparing credit in the negotiations for a double-taxation agreement, this credit
will be granted as part of a fair and balanced agreement, usually after careful
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examination of the adequacy of the incentive measure offered by the requesting
country.

3. Provisions in other p~rts of the treaty or in the developed countries'
income-tax law that make the credit for tax sparing either superfluous or of
limited practical importance (for example, a provision exempting in any case all
intercorporate dividends coming from abroad).

Some responding experts declared that there are no provisions in their tax law
or double-taxation agreements which make the credit for tax spared either
superfluous or of limited practical importance. Some capital-exporting countries
limit the scope of the credit for tax sparing.

4. Rough estimate of the amount of revenue forgone by the developing country
as a result of the credit for spared tax.

No figures were supplied for a tax forgone by the developed countries as a
result of credit given for tax sparine under a double-taxation agreement.

5. Possible additional stimulus, if any, to be gained by extending the c.~edit

for spared tax to the underlying corporate income tax of the developing countr~' in
those cases where the present credit for spared tax applies only to the developing
countries' withholding taxes on dividends, interest and royalties that are spared.

Some responding experts stated that there is an indirect credit system under
their domestic tax laws and that the credit for tax spared may be granted in respect
of foreign tax on profits out of which dividends are paid by the subsidiary
corporation to its parent corporation. Some treaties provide that if the parent
company owns at least 10 per cent of the shares of a company resident in the
developing country, the credit shall take into account, in addition to the tax on
dividends, the developing country's tax payable by the distributing company on the
profits from which such dividends are paid. In this case, credit for tax spared,
including underlying tax, can only be given where credit would have been due if the
tax had actually been paid.

6. Distinction, if any, between credits for withholding tax spared on
dividends, interest and royalties, if any such distinction exists and is significant.

Responding experts noted that there is no distinction between credits for
withholding tax spared on dividends, interest and royalties.

7. Some conjecture or estimate of the effect of the credit for spared tax on
decisions by the taxpayer to repatriate earnings more promptly than otherwise, or,
on the contrary, to retain more of its earnines in the developing country than
otherwise.

Most members from developed countries agreed that it is impossible to give a
precise answer to the question whether the tax-sparing credit encourages
repatriation of earnings or, conversely, repatriation from the developing countries.
The replies stated that a credit for tax spared will undoUbtedly be taken into
account in the taxpayer's decision to repatriate earnings more rapidly. However,
the taxpayer's investment decision will depend also on a number of other factors,
which may vary according to the circumstances of the individual case (such as
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opportunities for expanding the enterprise in the developing country, reinvesting
the earnings in some other projects there, general financial position of the
enterprise, its ac~ivities or projected activities in other countries and so on).
One reply stated that the effect of the credit for spared tax is neutral as regards
the decision of the taxpayer to repatriate or retain his earnings. Under this
capital-exporting country is tax legislation, a taxpayer who is resident in a
developed country is taxed on his income derived from source.3 both within and
outside the developed country, regardless of whether or not that income is
remitted to the country of residence.

8. Tax evasion or tax avoidance, if any, arising from investment assistance
or double-taxation relief, including tax sparing.

One reply reported that tax sparing is not likely to encourage tax avoidance
or evasion. Another reply from a developed country stated that its douhle­
taxation agreements with developing countries provide that certain specified
relief given by the developing country tax laws are to qualify for tax-sparing
credit, so long as they are SUbstantially modified after the date of signatures
of the agreement. Normally, there are also provisions for future relief to
qualify for tax-sparing credit if the two countries agree that the provisions are
of substantially similar character in the agreement. This method minimizes
the risk leading to tax avoidance or evasion.

9. Any other observable or conjectured effects o~ the credit for spar~d

tax on financial and investment decisions by the taY~ayer.

The responding members pointed out that credit for tax spared will make a
particular project more attractive to the taxpayer, but there are many other
important factors which will affect the taxpayer's financial and investment
decisions. Therefore, it appears difficult to isolate the effect of the credit
for spared tax on the taxpayer's investment decisions. However, there is no
doubt that the existence of a tax-sparing credit affects the taxpayer in the
eelection of the foreign country in which he will invest. The tax-sparing
provisions may encourage developing countries to enact tax-incentive laws and
thereby attract capital from investors in industrialized countries.

Topi~s addressed to experts in developing countries

The replies from members from Argentina, Ceylon,* Ghana, India, the
Philippines and Turkey are summarized below:

1. Statement of provisions in tax treaties with developed countries that
commit the developed country to giving a credit for tax spared by the developing
country:

(~) Exact wording of the clauses;

(b) Commentary on the effective meaning of these clauses.

* Now designated as Sri Lanka.
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Members from these developing countries, which have tax treaties with
developed countries, expressed interest in the inclusion of a tax-sparing clause
in treaties to preserve the benefits of incentive laws to foreign investors. In
some tax treaties, double-taxation relief of income is 5iven by tax-credit methods.
Under the tax-sparing method, the home country of the investor reduces the taxes
on fOl'eign suurce income by the amount of the taxes already paid~ including the
t£~x spared by the developing country under the special provisil.-,ns of the tax­
incentive laws. This can be done by tax sparing or a matching-credit method. 1/

Tax-sparing provisions are comparatively recent and infrequent. Few
developing countries do not have any tax-sparin3 clause in their tax treaties
with deveJoped countries.

2. Instances where the developing country has attempted to obtain such a
provision, but where the developed country has not agreed to offer such a credit
(with comments, if possible, on the apparent reasons for failure to obtain such
a clause).

Developing countries pointed out few instances where an attempt to obtain
a tnx--sparing .l.,rovision was made unsuccessfully. Sometimes, discussions were
initiated with the developed countries to negotiate a treaty ,including tax-sparing
provisions. The developed country asked for compensatory concession in return
for tax-sparing concessions.

Many agreements with developed countries were early agreements, and at that
time the question of tax holidays, concessions and incentives resulting in giving
a relief to taxes spared had not arisen. But since then, the significance of tax
holidays and incentives came to play an important role in the economic growth of
developing countries.

3. Detailed description of the type of tax-sparing legislation or decree in
the host country that leads to tax credit in the capital-exporting country, under
the t p -- treaty, for spared tax.

Most developing countries have legislation wLich give tax holidays to
lav~stors. But tax-sparing provisions in the treaties signed by developing
count~ries are infrequent. In those existing provisions the tax concessions granted
to a foreign investor by means of the tax-incentive legislation usually qualify for
tax sparing.

4. Dpscription of types of income-tax ~ncentiy~s that the developlug ~ountry

has employed that have not qualified for the tax-sparing credits referred to in
No. 1 above.

1/ For instance, in the case uf royalties s the developing country reduces
the ~'ate at source to below 15 per cent (provided for by agreement) for which
the other country grants full credit. If, therefore, the first country levies
only a 10 per cent tax, 'the difference between the a.greed rate (15 per cent) and
the applicable rate of taxation at source (10 per c'nt) produces a spared-tax
credit of 5 per cent.
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Replies have given a detailed description of income-tax incentives. The
nature of these incentives varies from one country to another and their purpose
remains to accelerate economic development by providing capital formation in the
economy.

5. Specific examples of capital imports influenced by the credit for spared
tax or other investment-incentive measure given by the capital-exporting country.

Fiscal incentives offered by the developed countries for export of capital
and those offered by the developing countries for att:re.cting foreip:n investment
contribute in the opinion of respondents to the increased participation of
developed countries in the development programmes of developing countries. However,
almost all tne replies from developing countries underlined the difficulties of
stating with any certainty whether the credit for spared tax and other investment
measures given by the capital-exporting countries have specifically influenced the
capital imports to developing countries. The replies of members from developing
countries pointed out that other factors have an effect on the channelling of
capital imports. '~ile it is difficult to trace imports of capital to specific
incentives because of the effect of other factors, some replies reported that
increased imports of capital from a capital-exportinR country can be shown to result
directly from the tax-sparing credit in the tax conventions.

6. Brief description of tax incentives other than income-tax incentives
offered by developing countries to foreign investors.

Some responding countries have given a detaile~ list of the tax incentives
other than income-tax incentives offered by developing countries to foreign
investors. Some of these incentives range fro~ exemption from import and c~stom

duties, export or excise duties to deferral for a few years of the payment of
some fees on shared capital payable under domestic laws. Some countries also grant
an exemption flom rates and property taxes.

7. Estimate of the revenue forgone by the developing country with respect
to income that qualifies for the tax-sparing credits provided by developed
countries.

There are no adequate statistics available on this question. It has not been
yet possible to give actual figures on the amount of revenue forgone by the
developing countries with respect to income that qualifies for the tax-sparing
credit provided by developed countries. Some replies indicated that a few
developing countries are at present undertaking a survey on this matter, and
further information will be supplied.

8. Tax-evasion or tex-avoidance aspects, if any, of investment assistance
3nd dOUble-taxation relief, if any, that have arisen under investment.

Most of the replies did not indicate that tax sparing would encourage tax
avoidance or evasion. How~ver, one reply pointed to some specific instances of
tax avoidance in this area and added general observations on the subject. The
reply stated that in one reported case, an existing agreement between a local
firm and a foreign enterprise wns cancelled and replaced by a practically identical
contract so as to bring it within the effective period of a newly enacted
incentive measure. It" o":,;.er irlstances, capital goods exported from a developed
country were deliberately ov~rinvoiced, resulting in excessive depreciation
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cherges in the developing country and, in addition, a loss of foreign exchange
that was hidden abroad for the benefit of the buyer of the equivalent. With
respect to the possible abuse of treaty relief measures, the reply stated the
following:

"Even d.ouble-taxation relief can provide scope for tax avoidance or
evasion if the facts and figures relating to the claim are not fully and
correctly disclosed in the countries concerned. Where tax credit is allowed"
by a developed country in respect of tax spared in a developing country on
the basis of the investment-incentive programmes of the latter, excessive
claims cannot be ruled out if the accuracy of the information r 'nished in
regard to the tax spared by the developing country is not propb.'ly verifiable.
The larger volume of foreign trade folowing as a result of tax incentives
also increases the scope and area of various types of economic offences.
But such malpractices in some cases would apparently not justify giving
up investment-incentive programmes altogether, which have undoubtedly
contribu~ed to increase the operations among the nations of the world in the
economic development particularly of the less advanc~d nations."

The reply recommends increasing the exchange of information between
Governments as a remedy for combating the abuses in question•. It further observes
that where there is a choice between the methods providing the same incentive, the
one which gives the lesser opportunity for tax avoidance or evasion should be
selected. For example, the ex~mption method provides considerably less room for
false claims than does the credit method. Finally, the reply r t 'ommends that a
study be undertaken of various types of investment incentives and other tax
concessions extended by both developed and developing countries with a view to
determining their vulnerability to tax avoidance or evasion schemes. Such a study
would also offer suggestions on how to tighten such measures without sacrificing
their economic benefits.

9. Other administrative problems, if any, that have arisen under investment
assistance and double-taxation relief, including tax sparing.

Developing countries discovered that the main administrative problem is to
increase the facilities for exchange of information and verification of information
furnished in the course of claims made by taxpaye~s relating to investment
assistance or dOUble-taxation relief. The solution lies in building up an
effective machinery for exchange of information and mutual administrative assistance
among the countries.

10. Other remarks, if any, ar1s1ng from the developing country's experience
with tax incentives in the developing country (~) with, (b) without a credit fur
spared tax being given by the investor's home country.

The replies stated that tax incentives are provided by developing countries
to attract foreign capital. The operation of the foreign tax credit in the tax
laws of the investor's home country, without recognizing the tax spared by the
developing country, frustrates the benefits granted by the developing country to
the foreign investor in some instances. The result is to shift the revenue from
the treasury of the developing country to the treasury of the developed country.
If the developed countries agree to give credit under their laws for the revenue
forgone by the developinB countries as an incentive to foreign investment, the
benefits to the foreign investor are secured, and forei~n investment in developing
countries would become attractive
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