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options —

Atlas loses his way; kimchi ferments a feud; and BTS has dynamite, but no soldiers!
Meanwhile, in the tax world.

Canada goes digital; China stops drinking Australian wine; the UKFTT loses perspective;
Hong Kong singles out commercial property; the Philippines creates history; Kokott

rejects; Ukraine limits royalties; while Skandia branches out in France!

Butat the end of the week, the most important question is this: "Has the Griinten statue
moved to Utah?"

Have a great weekend!
Steve
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Treaties

WORTH READING

Raffaele Petruzzi and Argyro Myzithra
"Substance in Transfer Pricing in a Post-BEPS World and Beyond..."
International Transfer Pricing Journal, IBFD, 2020 (Volume 27), No. 6

INTERNATIONAL TAX QUIZ

AGo, a company resident in A, has manufacturing and trading branches in a number of
other countries.

AGo, through ts branch in B, owns inventory (goods) and fixed assets.
Those goods and fixed assets are physically transferred to ACo's branch in C.

Both the goods and the fixed assets have an arm's length value which exceeds their cost.
The A/B treaty, the A/C treaty and the B/C treaty are identical to the 2017 OECD model
treaty.

Under those treaties, is B permitted to levy income tax on ACo in regard to the 2 physical
transfers?

Answer in next week's ITB email alert!

ST WEEK'S QUESTION
XCo (a company resident in X) makes a loan to YCo (an unrelated company resident in Y).

YCo uses the borrowed money to acquire commercial real estate (in Y), from which it
receives rent under a long-term lease to ZCo (another unrelated company resident in Y).

YCo ges into financial difficulties — it defaults on some interest payments and principal
repayments.

YCo assigns to XCo its right to receive rent under the lease, in satisfaction of its
obligations to make overdue and future interest payments and principal repayments.
Please assume that the assignment is legally effective.

The XY treaty is identical to the 2010 OECD model treaty, except that Art. 11 provides an
exemption from source country tax on interest (provided the conditions in Art. 11 are
satisfied).

Does the XY treaty permit Y to levy tax on the rent payments made by ZCo to XCo?

LAST WEEK'S ANSWER
Overdue interest

The assignment of the right to receive rent s, in part, in satisfaction for YCo's overdue
interest payments and principal repayments.

Itwould need to be determined, under the law governing the loan, the extent to which the
debt for the overdue interest payments has been satisfied. To that extent, the assignment
should constitute a payment of interest from YCo to XCo, if the payment has not already
arisen under the relevant law: see OECD Gomm. on Art. 11. That interest payment should
be exempt under Art. 11

Future interest

The issue is the character of the payment by ZCo to XCor is it “income from immovable
property” (and therefore covered by Art. 6) of is it “interest" (and therefore covered by Art
11)? This issue is ciitical, because Art. 6 allows unlimited Y tax, whereas Art. 11 provides
an exemption from Y tax

The OECD Comm. on Art. 6 states that Art. 6 applies "where, in the case of an enterprise,
income is only indirectly derived from immovable property".

From the payer's (ZCo's) perspective, the payments are income from immovable property.
However, from the recipient’s (XCo's) perspective, the payments are interest.

There s very litie authority on this issue. The UK First-ier Tribunal, in a similar 2020 case
concerning the Royal Bank of Canada, reached a decision which effectively accepted that
the Art. 6 characterisation prevailed. However, the tribunal's decision was not based on
existing authority, and it did not focus on the characterisation issue: the parties in the case
accepted that the Art. 6 characterisation prevailed

If Art. 6 applies, then there is an issue whether the amount of Y tax (under domestic law) is
limited to the tax on the future interest, or whether it ffectively also applies to the future
principal repayments. Art. 6 itself would allow the full amount of rent to be taxed, without
distinguishing between the "interest” component and the *principal® component
Conclusion

I don't know the answer! While 'm sympathetic to XCo's position, both the OECD Comm.
and the Royal Bank of Canada case suggest that Art. 6 might prevail. Banks beware!
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If you have a friend or colleague who you think might find this email alert interesting, please
forward it to them.

Watch ITB video podcasts anytime, anywhere with our App!
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