~
| TB "emionatrassyes

Steve Towers

"International tax news, explained"

ITB video podcasts.
Want to leam more about [TB? Sign up for a free trial by emailing us her

Check out here our suite of subscription plans: individual (standard), student, university
faculty, young professional, and enterprise.

20 December 2019

HAPPY FRIDA Curious about ITB?
Watch this video!
‘They should have put Baby Yoda in the Skywalker film!

Meanwhile, Chip widens and narrows; Pascal sets out a plan;
Boris is bulish; but Greta s lost in translation!

Australia gives new meam"g m Guoyl- Pay; New Zealand
takes sides with lea n slps a DISC; Germany fules on
lonely PEs: i dont by foregn cuncy m Argomtna

#AskSteve

Broadcom wins in Israel; services are free in France; the ECJ
ses priorities in Belgium; and ltaly is full of sardines!

But at the end of the week, we're leftwith this question: f you fall
ot of a boat and into & North Affican river, are you in denial?
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to equity limit. XCO’s loan to YCO exceeds that 2:1 limit. Accordingly, under the thin

capitalisation rule, the interest on the excess amount of loan is disallowed as a
deduction for YCO, and it s treated as a dividend for country Y tax purposes.

Country Y levies a 25% withholding tax on outbound dividends, but outbound interest is
tax-exempt,

The XIY double tax treaty

fentical to the 2014 OECD model treaty.

Based on these facts, what is the tax treatment of each of XCO and YCO in countries X
and Y2

Answer in next ITB email alert on 10 January 2020!
Last week's question & solution

ACO is a company resident in country A.

3years ago, ACO purchased, from an unrelatod party, a "specal security” which had
been issued by Entity B, which was formed under country B law. Entity ualifying
cooperative foundation” (QCF), a legal form which is found in country B law, but not in

country A law. Under country A law, the only legal forms which exist are individuals,
companies and partnerships.

Several other parties own "special securities issued by Entity B.

During the last 3 years, Entity B has derived significant profits from business operations
in country B. However, during that period, it has made only a series of relatively small
payments to ACO.

Under country A tax law, ACO is taxable on global profits, although an exemption
given for foreign source dividends. Country A has no CFC or similar rules, no entity

n rules. P tax-
transparent. There is no double tax treaty between countries A and B.

In calculating ACO's country A income tax liability: (i should ACO be taxable on the
series of relatively small payments made to ACO by Entity B?; and (ii) should ACO be
taxable on all or part of the profits derived by Entity B?

This question raises 2 issues: (1) what is the of Entity B; and
(2) whatis the characterisation of the "special security™

Regarding (1)
s country A law recognises anly 3 legal forms (individuals, companies and partnerships), itis
necessary to characterise Entity B as one of those 3 forms. In the absence of spacific ules,
mcst counties adopt a so-called "similarity approach — i.., identify the rights and anngancns of
ign entty under the law where it s formed, and then (based on those rights
obhgaﬂonsr identiy the local country legal form which it most closely resembles (sse oscu
Report: "The Application of the OECD Model Tax Convention to Partnerships”, 1998).

Based on this approach, Entity B would be characterised as either a company or a partnership
for country A tax law purposes.

Regarding (2):
As country A tax law has no instrument characterisation rules, a *similarity approach” would
probably also be used: based on the rights and obligations of the “special security” under

country B law, what characterisation would be given to the “special security”

The 2 likely alternatives are: an ownership interest (either shares in a company or a partner's
interest in a partnership) or a debt nterest.

Thus:
“The possibilties are: (a) company + shares (no country Atax); (b) company + debt (country A
tax on payments received, on basis that they are “infeest’); and (c) partnership (country A tax
on Entity B's profits; possibly 2 taxable items, if“special security” is characterised as debl)
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