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1 Introduction: The Last Battleground of 
Globalization

arthur j. cockfield

1.0 The Battle for International Investments 

The topic of globalization and tax is an ancient one. Writings in the area 
date back at least 2,500 years to the work of Herodotus, the ancient Greek 
scholar who coined the term ‘history.’1 In The Histories, Herodotus tells 
us of an era when ancient peoples came increasingly in contact with one 
another through cross-border trade and investment as well as warfare. 
He was writing during the so-called Greek Enlightenment, a time of 
relative peace and prosperity for the Greeks who, a generation before, 
had successfully defended their lands against invasion by the Persians. 
Intensely interested in foreign developments, the Greeks reviewed the 
tax systems within the great Persian and Egyptian empires to see what 
lessons they could learn: for instance, Herodotus tells us that, in 594 BC, 
Solon the Athenian copied the Ancient Egyptian practice of forcing citi-
zens to declare how much wealth they had for tax purposes.2

 In an era of enhanced global economic interdependence, modern gov-
ernments, like those of the ancients, increasingly study the tax policies 
in place elsewhere. In contemporary terms, they are seeking to ensure 
their tax rules governing the treatment of cross-border investments are 
‘competitive’ with those of foreign tax regimes, a much friendlier bat-
tle than the real ones of earlier eras. In recent years, governments in 
the United States, the United Kingdom, Germany, Italy, Australia, New 
Zealand, Sweden, and elsewhere have discussed reforming their tax 
systems so that they encourage (or at least do not inhibit) international 
investments.3 In 2007, the Canadian minister of fi nance appointed an 
Advisory Panel on Canada’s System of International Taxation to ‘im-
prove the fairness, economic effi ciency and competitiveness of Cana-
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da’s international tax regime.’4 In December 2008, the Advisory Panel 
published a report recommending that Canada exempt from taxation 
all foreign-source active business income.5

This book draws from papers prepared for a symposium on ‘Glo-
balization and the Impact of Tax on International Investments,’ held 
at Queen’s University, Kingston, Ontario, on 29 February 2008. The 
symposium was held in honour of the late Alex Easson (1936–2007), a 
scholar who devoted a signifi cant portion of his professional life to the 
study of international tax. 

Easson was born in Bradford, England, in 1936. Like Herodotus, he 
lived in an era of relative peace and affl uence that followed a period of 
devastating warfare, though perhaps Easson’s life was touched more 
directly by war: during his childhood, the Luftwaffe were bombing his 
country. After graduating from Oxford University’s Exeter College and 
the London School of Economics, Easson fi rst taught at the University 
of Southampton. In 1974 he moved to the Faculty of Law at Queen’s 
University – a permanent appointment followed in 1976 – where he 
remained until his retirement in 2000. 

Over the course of his productive career, Easson published more than 
twelve books and more than fi fty articles and chapters. The breadth of 
his scholarship is evident in his willingness to tackle non-tax areas such 
as business associations law and family law.6 Even within tax law, he 
wrote in diverse areas: he published the fi rst tax law casebook in the 
United Kingdom in 1973 (subsequent editions continue to be published 
by different authors),7 and his publications include discourses on space 
taxation,8 family law tax issues,9 and the different ways that govern-
ments determine the source of income for tax purposes.10 

Within his main research focus on tax policy and international in-
vestments, Easson reviewed how globalization – the tying together of 
nations through economic and other activities – was driving interna-
tional tax policy developments. He noted that, from the perspective of 
the taxation of international investments, the main relevant features of 
globalization are:11

• the increasing activity of multinational companies;
• the internationalization of the way in which these companies organ-

ize their business;
• the increasing number of countries that act as both importers and 

exporters of investment capital;
• the increasing complexity of cross-border transactions; and
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• the shrinking of geographical constraints to international business 
activities as a result of the information and communication technol-
ogy revolution.

Easson bore more direct witness to the globalization process through 
his travels to more than forty countries, often accompanied by his wife 
Trudie, during his work as an international tax consultant for the Or-
ganisation for Economic Co-operation and Development (OECD), the 
International Monetary Fund, the Australian Agency for International 
Development, and the World Bank, among others. In particular, he 
studied how tax reform could improve the plight of individuals in the 
poorer countries, and he helped to design new tax laws for places such 
as Bosnia, Mauritius, St Kitts, St Lucia, and Sierra Leone.

To Easson, tax could play a signifi cant role in helping those who had 
yet to benefi t from globalization. Countries mired in war and terrible 
poverty represent a paradox of globalization: economic development 
has pulled much of the world out of poverty, yet a signifi cant part of 
humanity remains untouched by these developments.12 In addition, 
economic interdependency has so deepened that developments such as 
the recent global fi nancial crisis now fl ow with ease across the borders 
of both the developed and developing world.

 
2.0 The Increasing Sensitivity of Cross-border Investment to Tax 

What factors have contributed to this deepening of global economic 
linkages? In recent decades, the increase in international trade and 
investment – direct investment into and out of Canada increased by 
roughly fi ve hundred per cent between 1986 and 2007 – likely has been 
encouraged by the falling of tariff and non-tariff barriers.13 However, 
countries have refused to negotiate binding multilateral tax agree-
ments, so that tax remains one of the last barriers to the integration 
of global capital markets.14 As a result, investment decision-making is 
becoming increasingly sensitive to national tax differences. The essays 
in this book explore how globalization has highlighted a number of 
international tax policy challenges. For example,15

• the current international tax regime permits countries to maintain 
different tax rules, which encourages multinational fi rms to shift the 
location of their investments and operations to countries that im-
pose relatively lower (or nil) tax burdens;16
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• multinational fi rms shift more and more paper profi ts through so-
phisticated tax-planning strategies to investments in countries that 
impose relatively lower (or nil) tax burdens, which often reduces 
taxes collected in relatively high-tax countries;17 and

• it is becoming progressively more diffi cult to determine which 
country should assess the appropriate tax liability (along with en-
joying the resulting tax revenues) on globally integrated products 
and services derived through cross-border investments.18

 
For a sense of the policy challenges, consider the tax issues surround-
ing one such globally integrated product: the 2007 international block-
buster fi lm 300, loosely based on Herodotus’s account in The Histories of 
the Battle of Thermopylae (circa 480 BC), where King Leonidas led his 
300 Spartan warriors, as well as other Greek troops, against a Persian 
army of overwhelming numbers.19 The fi lm highlights the complexities 
of taxing modern, globally integrated products. It was produced by a 
major U.S. fi lm studio, but almost entirely fi lmed on digital video in a 
green-screened warehouse outside Montreal. A Montreal special effects 
company subsequently added digital effects, so that the movie appears 
to have been fi lmed in an exterior setting. To date, the movie has earned 
worldwide revenues of more than US$500 million. 

As to the fi rst tax concern, about the impact of tax on investment lo-
cation, 300 was fi lmed and edited in Montreal in large part due to fi lm 
and video production tax credits offered by the Canadian and Quebec 
governments.20 Does it matter that Canada attracted this international 
investment in part as a result of tax incentives? Do such tax incentives 
distort cross-border investment decision-making in an unproductive 
manner, as some argue?21 The Canadian government justifi es these 
incentives in part as a way to encourage fi lm works that protect and 
enhance Canadian culture. Should Canada be prohibited from attract-
ing investments through its tax regime by some international tax or-
ganization?22 

In terms of the second international tax concern, about the use of tax 
planning to shift income to reduce global tax liabilities, it is diffi cult to 
assess whether such planning played a role in the fi nancing or opera-
tions of 300. A typical movie industry tax-planning strategy involves 
shifting studio overhead costs to profi table movies (such as 300) since 
they can be deducted against gross revenues to reduce taxable profi ts. 
In this way, studios protect their investments against the fact that many 
movies lose money – the box offi ce winners subsidize the losers. The 



Introduction 7

problem is that, although Canadian and U.S. tax laws (as well their 
bilateral tax treaty) generally do not permit tax losses in a corporation 
in one country to be offset against profi ts in the other, they allow two 
related corporations in the same country to undertake this loss offset-
ting.23 These rules encourage multinational fi rms to engage in sophisti-
cated tax planning to ensure their investments remain viable. They can 
achieve additional tax savings by shifting their profi ts to a jurisdiction 
(such as a tax haven) with low or nil taxes. In the case of 300, because 
the U.S. studio sold the fi lm rights to distributors around the world, it 
might have been possible to shift some of the profi ts from these sales, as 
well as any resulting tax revenues, away from countries with relatively 
high taxes, such as Canada and the United States.  

As for the third tax concern, about ensuring that governments collect 
an appropriate share of tax revenues from the profi ts of multination-
al fi rms, assuming that 300 generated taxable profi ts, which country 
should enjoy a greater share of the tax revenues? The matter is com-
plicated because 300 is, in tax parlance, a unique, intangible asset that 
will continue to enjoy streams of cross-border royalty income from the 
sales of rights to use the asset. Most of the fi lm’s initial creative input 
occurred in the United States: it was adopted from the work of a U.S. 
writer, and the director and several screenwriters were also American. 
Should this fact entitle the U.S. government to tax a greater share of the 
global profi ts from sales to movie distributors, as well as subsequent 
royalties? Does the fact that most of the actual fi lming and editing of the 
movie took place in Canada warrant greater taxation by the Canadian 
government? Did Canada, through its fi lm and video production tax 
credit, voluntarily give up its right to tax the fi lm’s profi ts in exchange 
for other benefi ts, such as fostering and maintaining a skilled work-
force in Canada? 

The tax policy issues that arise from this scenario are vexing indeed. 
And this is just one of seemingly countless examples – automobiles, 
cell phones, software, toys, call centres, to name a handful – of globally 
integrated products and services to which these conundrums apply.

3.0 The Need for Diverse Scholarly Tools to Address Policy 
Concerns 

How should international tax reform efforts address the challenges of 
globalization? On the one hand, globalization encourages fl ows of cross-
border investments; on the other hand, it constrains policy options as 
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countries fi nd they can no longer ‘go it alone’ and develop international 
tax policy positions as they see fi t.24 Because tax is interwoven with the 
fabric of society, as Solon the Athenian realized long ago, these policy 
decisions are of critical importance in determining each country’s vi-
sion of a just society. Governments have already ceded policy control 
over many other areas, such as international trade; now they are strug-
gling to determine the appropriate policy responses that will let them 
maintain democratic control over their tax systems while recognizing 
that globalization makes this control increasingly illusory.25 

International tax reform is thus one of the last policy battlegrounds of 
globalization. Indeed, like some unruly beast, international tax policy 
refuses to be tamed by traditional international law principles.26 De-
velopments considered passé in other areas of public international law 
seem almost radical when considered for implementation within the 
international tax regime. For instance, governments have only recently 
begun seriously to contemplate cross-border tax law mechanisms such 
as binding arbitration for certain international tax disputes, the recipro-
cal enforcement of cross-border tax debts, or even the distant possibil-
ity of a multilateral tax treaty – tax law ‘innovations’ that have been in 
place in some shape or form for more than a half-century in interna-
tional trade.

And so it goes with respect to the taxation of international invest-
ments: the tax law and treaty rules that govern the taxation of these 
investments remain much the same today as the ones advocated by 
League of Nations’ experts almost a hundred years ago.27 Because of 
the politically charged nature and glacial pace of international tax re-
form, some long-time tax observers maintain, as Alex Easson did, that 
international tax policy analysis should try to integrate current think-
ing about economic theory with an understanding of the broader re-
alities that dictate whether tax reform measures will succeed. To these 
observers, the main policy challenge is to develop effective internation-
al tax rules and processes within what is essentially a non-cooperative 
government setting. 

This perspective helps to illuminate the main theme the chapters in 
this book reveal, which is that, to promote optimal international tax 
policy outcomes with respect to taxing international investments in a 
non-cooperative setting, scholars need to account for economic inter-
ests as well as relevant political, social, historical, and other interests. 
The book’s contributors consider tax policy concerns from different 
angles, including international tax economics, gender theory, historical 
perspectives, and international relations theory. The diversity of these 
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approaches shows the potential for international tax analysis to tease 
out the complexities and constraints that might be frustrating the at-
tainment of the best possible policy outcomes. 

4.0 Outline of the Book 

The book is divided into four parts that strive to identify the ways in-
ternational tax policy can confront the reality of taxing enhanced cross-
border investment fl ows in a non-cooperative government setting. Part 
I examines in a general way the role that tax laws and policies play in 
inhibiting or encouraging foreign direct investment (FDI) – that is, en-
trepreneurial investments that involve the creation of new businesses 
in foreign markets. Part II examines how, in an environment in which 
economies increasingly are intertwined, tax laws and international tax 
agreements help to decide which countries and individuals win and 
lose on revenues associated with taxing international investments. Part 
III focuses on the important role that bilateral tax treaties (along with 
their negotiation) play in determining rules for taxing international 
investments, and how the status quo might be harming the interests 
of developing countries. Part IV considers the taxation of cross-border 
services and service providers in recognition of the fact that globali-
zation is driving many economies to focus on services as a relatively 
larger portion of overall economic activity. The interaction among dif-
ferent national income and consumption tax systems is hence playing 
a greater role in infl uencing the provision of cross-border services as 
well as the allocation of cross-border investments in service industries.

4.1 Designing Tax Rules for FDI 

By looking to the works of Alex Easson, in Chapter 2 (‘Taxing Foreign 
Direct Investment in a Non-cooperative Setting: Contributions by Alex 
Easson’) I review the main policy issues implicated by the taxation of 
FDI. The chapter also helps to set up the main theme developed in this 
book, as many of Professor Easson’s writings emphasize the need to 
integrate economic concerns with broader policy concerns so that in-
ternational tax policy developments can respond effectively to a non-
cooperative government setting. 

In Chapter 3 (‘China’s Tax Incentive Regime for Foreign Investors: 
An Eassonian Perspective’), Andrew Halkyard and Ren Linghui con-
sider Chinese attempts in recent decades to attract international in-
vestment through tax policy, including the introduction of tax laws in 
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2008 that depart from the traditional approach. These efforts remain 
controversial, however, as China continues to use tax as a policy tool 
to favour investments by foreigners over those by locals. A review of 
past Chinese practices reveals a drawback of the current international 
regime: as long as there is no global tax institution to bind participating 
countries to international tax rules, governments can deploy tax incen-
tives (such as the Canadian fi lm and production tax credits) as they see 
fi t, which could distort cross-border investment decision-making in a 
manner that is economically ineffi cient, leading to overall reductions in 
global wealth (and corresponding reduced standards of living). 

In recent years, some governments have changed their tax systems 
to exempt from tax all foreign-source active business income. This 
development has led to the paying of increased academic and policy 
attention to tax rules that permit interest deductions to fund foreign 
investments and operations that are exempt from residence-country 
tax. These interest deductions for exempt foreign-source income, in 
fact, are responsible for one of the biggest holes in the global fi scal 
web, since they reduce taxable profi ts and revenues in countries that 
maintain relatively high taxes. Thus, in Chapter 4 (‘Outbound Direct 
Investment and the Sourcing of Interest Expenses for Deductibility 
Purposes’), Tim Edgar explores how governments are changing their 
tax laws to prevent excessive interest deductions to fi nance foreign op-
erations and investments, and considers recent Canadian reforms in 
this area.

To evaluate the ongoing battle for international investments, policy 
analysts sometimes refer to studies of the marginal effective tax rate 
(METR) and the average effective tax rate (AETR) that try to measure 
the infl uence of tax on cross-border investment decision-making. Chap-
ter 5 (‘Assessing the Foreign Direct Investment Response to Tax Reform 
and Tax Planning’), by W. Steven Clark, describes the assumptions 
that traditional METR/AETR studies can incorporate in estimating 
the impact on cross-border investment decisions of tax reform and tax 
planning, which such studies typically ignore but which can infl uence 
signifi cantly the amount of taxes owed on an international investment. 
Here, Clark contributes to our understanding of the potential and lim-
its of METR/AETR studies for international tax policy analysis.

4.2 The Impact of Globalization 
 

In an era of global production of (often) highly integrated goods and 
services, it is becoming diffi cult to slice up the international tax pie so 
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that countries can tax an appropriate share of international transac-
tions. In Chapter 6 (‘Improving Inter-nation Equity through Territorial 
Taxation and Tax Sparing’), Jinyan Li reviews theoretical perspectives 
on the issue of inter-nation equity to see whether existing tax rules pro-
mote a fair division of revenues among nations, with an emphasis on 
policy concerns relating to developing countries as well as challenges 
presented by the lack of collective government action in the interna-
tional tax sphere. In her view, the trend toward exemption (or territo-
rial) tax systems offers an opportunity to enhance the fair sharing of tax 
revenues among nations

There is increasing recognition that processes that preserve a gov-
ernment’s sovereign control over its tax system to the greatest extent 
possible might be the only effective way to promote helpful reform. For 
instance, the European Union has been debating the need to harmonize 
its national corporate income tax systems for more than a half-century 
with little progress thus far, its member countries having refused to 
pass unanimously, as required by the EC Treaty, binding agreements 
that would compel harmonization. In Chapter 7 (‘Harmonizing Corpo-
rate Income Taxes in the United States and the European Union: Leg-
islative, Judicial, Soft-Law, and Cooperative Approaches’), Charles E. 
McLure, Jr scrutinizes U.S. and EU efforts to develop mechanisms that 
would lead to greater unity among these systems without the need to 
adopt the same tax rates. In Europe, in particular, certain international 
tax reform processes might be best understood as ‘soft law’ processes 
or the promotion of informal and non-binding agreements among na-
tions. Nevertheless, McClure argues that ‘enhanced cooperation’ by as 
few as nine EU countries is likely the only way to harmonize the EU 
corporate income tax bases.

In Chapter 8 (‘Missing Women: Gender-Impact Analysis and Inter-
national Taxation’), Kathleen Lahey discusses how enhanced globaliza-
tion is infl uencing the way multinational corporations hire and invest 
in employees, leading to certain disadvantages for women. Lahey de-
ploys a gender impact analysis to inform our understanding of how 
international tax rules can promote or harm the interests of women, 
and she shows how non-traditional analytical tools can shed insight on 
previously neglected policy concerns. She concludes that, although a 
lack of tax data currently inhibits gender-based analysis, this approach 
nevertheless should be accorded more emphasis in the study of inter-
national tax policy.

Globalization does not necessarily encourage all countries to arrive 
at the same policy stance. The history, geography, and political cir-
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cumstances of individual states (or regions within countries) continue 
to encourage diverse outcomes. In Chapter 9 (‘Globalization and the 
Hong Kong Revenue Law System’), Richard Cullen and Antonietta 
Wong review the historical developments – including the deeper roots 
of globalization in the British Empire – that promoted enhanced eco-
nomic integration and infl uenced over a century’s worth of tax law de-
velopments in Hong Kong. They also discuss why Hong Kong’s tax 
policy continues to differ from that of many similarly situated govern-
ments. They conclude that a non-cooperative setting gives at least some 
countries the opportunity to develop tax systems that, in the long run, 
might promote more effi cient and fairer outcomes for their citizens and 
residents. Cullen and Wong also explain that many governments are 
reluctant to engage in binding multilateral processes as they fear that 
closer tax ties could restrict potentially innovative reforms and harm 
important national interests.

4.3 The Impact of Tax Treaties
 

Another area of policy concern is the nature of tax treaties – the most 
important of which is the OECD model treaty – that were initially de-
veloped, and subsequently revised, by countries that generally were 
wealthy net exporters, rather than importers, of capital and that thus 
favour their interests at the expense of those of capital-importing, often 
poorer countries. In Chapter 10 (‘Canada’s Evolving Tax Treaty Policy 
toward Low-Income Countries’), Kimberley Brooks reviews how tax 
treaty policy often harms the interests of poorer countries, and discuss-
es Canada’s uneven record with respect to addressing this issue. She 
shows how resistance to solutions involving collective action can harm 
economically vulnerable countries that do not have the resources to im-
plement or police bilateral tax treaties to protect their own interests.

In Chapter 11 (‘Tax Treaties and the Taxation of Non-residents’ Capi-
tal Gains’), Rick Krever sets out the case for countries to adopt devia-
tions from the OECD and United Nation model treaties to take better 
account of the fact that, under globalization, foreign investors increas-
ingly use sophisticated strategies to ensure they do not pay tax on the 
sale of real estate assets. He discusses how negotiators, especially those 
from developing countries, need to ensure that treaties protect the 
source country’s right to tax any gains related to these sales. He notes 
that, in treaty negotiations, experienced countries with greater exper-
tise tend to protect themselves better than those that are less endowed 
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with such attributes. His discussion of the treatment of capital gains in 
double tax treaties provides a graphic illustration of this phenomenon. 

As mentioned, international tax law differs from most other areas of 
public international law in that it typically does not involve the use of 
binding multilateral agreements; instead, the income tax rules that gov-
ern international investments generally can be found in the more than 
two thousand bilateral tax treaties that have sprung up over the past 
century. The situation might seem bleak, but most of the provisions 
of these treaties are based on those in the model treaties of the OECD 
and the United Nations. In Chapter 12 (‘Tax Treaty Templates’), Vic-
tor Thuronyi discusses how the current approach could be improved 
through the adoption of a central tax treaty template to promote more 
consistency among the provisions of these treaties and to facilitate the 
adoption of new provisions by participating countries. The template 
would serve as another example of possible ways to encourage helpful 
tax reform processes given the reality of a non-cooperative setting.

4.4 Taxing Cross-border Services and Service Providers
 

Why should aspects of international tax policy differ so dramatically 
from international trade policy? In Chapter 13 (‘Tax Discrimination and 
Trade in Services: Should the Non-discrimination Article in the OECD 
Model Treaty Provide the Missing Link between Tax and Trade Agree-
ments?’), Catherine Brown queries why traditional international tax 
policy permits governments to discriminate in favour of domestic in-
vestment in services industries, which discourages cross-border invest-
ments in these industries. In her view, the OECD model treaty should 
be amended to inhibit such discriminatory treatment. 

Even in the era of globalization, the relationship between Canada 
and the United States is characterized by their high degree of economic 
integration, and the two countries’ trade fl ows are the largest in history. 
In 2007, the Canada-United States tax treaty was modifi ed to refl ect 
these heightened investment and trade ties. In Chapter 14 (‘The New 
Services Permanent Establishment Rule in the Canada-United States 
Tax Treaty’), Brian Arnold reviews how Canadian and U.S. tax treaty 
policy is evolving to take into consideration heightened investments in 
cross-border services industries and provision, and considers the likeli-
hood that this new approach could be adopted in the treaty networks 
of other developed countries that seek to cooperate more effectively in 
taxing cross-border services providers. 
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Although tax scholars often focus on cross-border income tax issues, 
cross-border consumption taxation has been rising to a greater extent 
than have income taxes over the past several decades. Of the OECD’s 
thirty members, only the United States does not now deploy some kind 
of national value-added tax or goods and services tax. In Chapter 15 
(‘Consumption Taxation of Cross-border Trade in Services in an Age of 
Globalization’), Walter Hellerstein reviews the changing legal environ-
ment for taxing cross-border services, another policy area undergoing 
signifi cant reform in both the OECD and the EU, which serve as exam-
ples of ways that different cooperative processes can address cross-bor-
der tax issues. He concludes that the troublesome policy challenges in 
this area will command the attention of those concerned with tax policy 
and tax administration for some time to come. One could echo a similar 
sentiment about the many thorny tax policy challenges the contributors 
to this volume discuss.
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2 Taxing Foreign Direct Investment in a 
Non-cooperative Setting: Contributions 
by Alex Easson

arthur j. cockfield

1.0 Introduction

Alex Easson’s scholarly contributions to the ongoing debate about the 
effect of tax law and policy on foreign direct investment (FDI) appear 
in a wide variety of articles, chapters, and books.1 A theme running 
through many of these works is that, to discern optimal policy with 
respect to taxing FDI in a non-cooperative setting, tax law scholars 
should integrate into their policy analysis both the underlying eco-
nomic theories and the relevant political, historical, cultural, or other 
realities. Accordingly, in this chapter, I develop the main theme of this 
volume and introduce a number of issues that are explored in greater 
depth in subsequent chapters.

In the next section, I review how economic theory (which often em-
phasizes the need for international tax rules that promote global welfare 
maximization) must be tempered by the reality of a lack of collective 
action by governments (and their corresponding emphasis on national 
welfare maximization). Given a non-cooperative setting, I then discuss 
how governments can design optimal tax incentives for FDI, and as-
sess the so far limited cooperative efforts to constrain certain interna-
tional tax incentives, including the recent emphasis on tax information 
exchange agreements as a way to counter tax evasion and aggressive 
tax avoidance. I conclude by noting that Easson’s ‘hopeful pessimism’ 
accepts the futility of discerning the most theoretically pure tax solu-
tion in favour of developing pragmatic rules, policies, and processes to 
constrain the more harmful effects caused by the interaction of differ-
ent national tax systems. This approach seeks to encourage cooperative 
solutions within a fundamentally uncooperative game.
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2.0 Policy Implications of a Non-cooperative Setting

2.1 Evaluating Tax Reform Proposals Given Existing Political Constraints

Easson began to explore the role that tax plays with respect to cross-
border investments in the context of regional economic integration in 
Europe: at the time, his views were characterized as ‘trail-blazing’ and 
‘probably the most comprehensive guide’ to the subject.2 Through this 
research, Easson came to appreciate the need to tailor tax laws to the 
political preferences of the different EU Member States while striving to 
reduce tax as a barrier to the effi cient working of the internal market. In 
1981, for instance, Easson noted that ‘[g]overnments guard their fi scal 
sovereignty jealously, surrendering it only when they have to … Never-
theless, the eventual objectives of the [European] Community must be 
kept in mind to ensure that such progress as is possible is not inconsist-
ent with these goals.’3 

Over time, Easson refi ned his views on the need to factor in exist-
ing political realities when developing policy prescriptions, in part to 
ensure that such efforts had a reasonable chance of success.4 Are tradi-
tional international tax policy principles, such as the need to promote 
inter-nation equity, still the way to divide the international income tax 
pie? Alas, Easson was not confi dent that, while a helpful concept in 
many ways, inter-nation equity would offer a way out. Despite dec-
ades of attention to the concept, Easson noted, no real consensus ex-
isted on what is a fair division of the international income tax base, 
in part because of the diffi culties associated with deciding what is 
the true ‘source’ of particular types of income (see Chapter 6 in this 
volume).

With respect to international tax reform processes, Easson noted that 
theoretical considerations concerning the ‘fair’ division of the inter-
national income tax base between two countries are frequently down-
played in favour of efforts to develop bilateral tax treaties to resolve 
‘competing tax grabs by national tax administrators [rather] than a 
principled attempt to allocate the tax base appropriately.’5 As a result, 
‘[n]otions of inter-nation equity generally fail to provide much in the 
way of specifi c guidance.’6

Instead, Easson developed his own evaluative criteria that focused 
to a greater extent on the political feasibility of implementing reform 
projects. In his view, international tax reform processes should strive to 
meet the following conditions:7
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• the reform efforts should not involve too great a change in total tax 
yield;

• the efforts should not require major re-negotiation of existing tax 
treaties;

• the efforts should not be excessively complex to draft or diffi cult to 
apply; and

• the efforts should be capable of being implemented unilaterally.

According to Easson, the ‘fatal fl aw’ in many reform proposals is that 
the country that fi rst implements the reform loses out to its neighbours 
and competitors; thus, adoption has to be universal and simultaneous 
for the reform to work. ‘By contrast, realistic reform measures are those 
which a country, or a relatively small group of countries, might adopt 
alone, without being dependent upon other countries taking similar ac-
tion.’8 Easson’s views on optimal international tax policy were clearly 
tempered by his understanding of the actual practice of tax legislators 
and tax authorities. He envisioned ‘contextual’ tax solutions that draw 
from a pragmatic understanding of the ways that countries develop, 
implement, and enforce their laws to tax international investments.9 In 
his view, the proposals must also take account of effi ciency considera-
tions, a topic to which we now turn.

 
2.2 How Should Rules Promote Neutral Tax Treatment of Cross-border 

Investments?

Easson accepted the need to promote neutral tax rules that reduce the tax 
distortion of cross-border economic activity. Because tax infl uences the 
returns that fi rms and investors derive, tax burdens can distort decision-
making in an economically unproductive manner if decisions are made 
for tax reasons, not out of economic rationales. These distortions could 
reduce domestic and global wealth and, ultimately, standards of living. 
In the traditional view, a tax system should not distort the choice be-
tween investment at home or abroad, following the principle of capital-
export neutrality (CEN). Alternatively (or in addition), a tax system 
should not distort the choice facing savers to invest at home or abroad, 
following the principle of capital-import neutrality (CIN), which could 
be promoted by the exclusive source taxation of cross-border income. 
CEN is the principle many international tax experts – in particular, tax 
economists – espouse, in part because fi rms are thought to be more 
sensitive to tax differences, so such differences distort fi rms’ economic 
activities to a greater extent than those of investors and savers. In other 
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words, CEN is more likely to promote global welfare (that is, income) 
maximization (for a more detailed discussion of these concepts, see 
Chapters 4 and 6 in this volume).

CEN is promoted by residence-based income tax rules that strive to 
tax the worldwide income of tax residents but, as Easson and others 
recognized, in practice, it is diffi cult to achieve.10 For instance, countries
provide foreign tax credits only to the extent that the source country
does not impose a higher tax rate than the residence country; no coun try 
provides tax refunds for the payment of higher foreign taxes. More over, 
all countries permit deferral of the taxation of foreign-source income 
earned in foreign subsidiaries until and unless these subsidiaries dis-
tribute profi ts back to their parent corporations based in residence 
countries; CEN would require the accrual taxation of these foreign 
earnings, even if no profi t repatriation took place.

There is also the practical reality that foreign-source income is often 
diffi cult to tax – particularly in light of taxpayers’ adoption of avoid-
ance and evasion strategies – and, thus, to the extent that source-based 
taxation is inhibited, the income will remain untaxed by the residence 
country. Easson worried that an emphasis on residence-based taxation 
of business profi ts earned through FDI would lead to the phenomenon 
of ‘double non-taxation’ due to diffi culties associated with taxing inter-
national mobile capital: ‘In reality, the choice may be between source-
country taxation and no taxation at all.’11

More problematic, in Easson’s view, were the diffi culties associated 
with obtaining CEN for tax-exempt investors, which form a signifi cant 
part of the investment community in many OECD countries. For ex-
ample, Easson noted that, in most of these countries, the majority of 
shares of listed companies are held by tax-exempt entities such as pen-
sion funds or by fi nancial institutions that might be subject to a special 
taxation regime.12 Because tax-exempt investors are not subject to tax 
by the home country, CEN would require a host country also to exempt 
such investors, which governments understandably refuse to do since 
the foreign investor’s tax-exempt status was the result of a foreign gov-
ernment’s policy objective that might differ signifi cantly from that of 
the home country. The tax-exempt investor thus has a greater incentive 
to invest domestically, thus inhibiting CEN.

Moreover, Easson worried whether tax rules that followed CEN 
would unduly discourage outward FDI:

[W]hat is important is not to be at a disadvantage vis-à-vis competitors. 
The principal objective of both capital export neutrality and capital import 



22 Arthur J. Cockfi eld

neutrality is to promote the free movement of capital, undistorted by con-
siderations of taxation. If the enterprises of one country are disadvantaged 
in the markets of other countries due to differences in their total tax bur-
den, then capital mobility is impeded. If the competitive disadvantage is 
such that enterprises of a particular country are effectively excluded from 
other markets, then consideration of capital export neutrality becomes ir-
relevant. That is to say, the fact that the residence-country tax rules are 
neutral as between investing at home or abroad is unimportant if those 
same rules have the effect of making outward foreign investment uncom-
petitive. … All of which points to the conclusion that the more appropriate 
goal in the case of direct investment is capital import neutrality.13

For these reasons, to promote CIN, Easson supported the exemption 
(or territorial) method of taxation for taxing FDI, especially where the 
host and home countries have comparable tax rates (for example, the 
Canadian ‘exempt surplus’ tax regime achieves this result) instead of 
residence-based taxation of foreign business income along with a for-
eign tax credit for foreign taxes paid (the system in place under U.S. tax 
law).14 Consistent with this view, some governments are now adopting 
or broadening systems that exempt from taxation all foreign-source ac-
tive business income (see also Chapter 4 in this volume). 

As mentioned, Easson also accepted that tax laws should encourage 
tax neutrality to the greatest extent possible. In addition to the general 
source-based taxation of FDI, he suggested that the withholding tax on 
cross-border dividends should be abolished when the dividends are 
paid to foreign parent companies (as has occurred for European busi-
nesses under the Parent/Subsidiary Directive15). More controversially, 
Easson suggested that, to encourage further tax neutrality, source coun-
tries should deny deductions for non-arm’s-length payments of cross-
border interest, rents, and royalties (the revenue increase associated 
with these deduction denials would offset, in Easson’s view, any rev-
enue losses associated with the ending of withholding taxes on cross-
border dividends). 

Easson recognized that a tax system that tried to promote CEN and/
or CIN would run up against a major problem posed by existing cross-
border tax allocation rules and practices. Multinational fi rms enjoy re-
turns on their cross-border investments in many different forms – for 
example, as branch profi ts, dividends, interest, rents, royalties, and 
capital gains – each of which attracts different tax treatment under the 
traditional rules of most bilateral tax treaties (and as advocated by the 



Taxing Foreign Direct Investment 23

OECD model treaty; see Chapters 10, 11, and 12 in this volume).16 In 
particular, the signifi cant difference in tax treatment of dividends and 
interest distorts fi nancing decisions and provides an incentive for the 
use of aggressive tax-avoidance plans that lead to further distortions of 
economic activity. The elimination of withholding taxes on dividends 
combined with the denial of deductions for non-arm’s-length pay-
ments, in Easson’s view, would go a long way toward reducing these 
tax distortions.

3.0 Designing Tax Incentives in a Non-cooperative Setting

3.1 Tax Incentives and FDI: Theoretical and Pragmatic Considerations

A major focus of Easson’s work was the potential impact on FDI of 
special tax incentives, which he defi ned as ‘a special tax provision 
granted to qualifi ed investment projects that represents a statutorily fa-
vorable deviation from a corresponding provision applicable to invest-
ment projects in general.’17 From this defi nition, it is clear that Easson 
meant to emphasize legal and non-arbitrary tax incentives for FDI, as 
opposed to incentives such as informal tax holidays, which some tax 
authorities negotiate with foreign investors.

Easson recognized that theorists and international bodies that advise 
on tax matters almost universally dismiss tax incentives, a view whose 
theoretical underpinnings he traced in several works.18 Tax incentives 
are often portrayed as ‘bad’ because they distort investment decision-
making and, since the tax rules interfere with the workings of the mar-
ket, they promote effi ciency losses. Moreover, tax incentives can distort 
competition between domestic and foreign fi rms, potentially harming 
local fi rms that do not receive the tax breaks.

A more pragmatic argument against these incentives is that they 
likely do not work. At times, for instance, a tax incentive merely re-
wards a foreign company for engaging in an activity that would have 
been conducted even in the absence of the incentive. In this situation, 
the host country simply loses out on revenues it would otherwise have 
collected. Moreover, because the cost of the incentive often exceeds the 
value of its benefi ts, it produces a kind of ‘winner’s curse,’ a phrase 
used to describe the plight of auction winners who, in an environment 
of aggressive bidding, overestimate the value of the good.19

Similarly, tax competition via tax incentives can lead to a so-called 
race to the bottom as countries respond to competition by offering ever-
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larger tax breaks to the point where the reduction in tax revenues makes 
it diffi cult to fund needed public goods and services. In addition, com-
petition that leads to lower tax burdens on mobile cross-border capital 
might increase tax burdens on less-mobile factors of production, such 
as workers, leading to an overall more regressive income tax system.

For these reasons, many theoreticians worry that unrestricted tax 
competition could reduce national and/or global welfare (see section 4 
of this chapter for a discussion of emerging collective action responses 
to this policy concern). Due to countries’ historic reluctance to engage 
in (binding) multilateral cooperative processes, Easson worried that 
this competition ultimately would lead to a tax burden of zero on cross-
border capital (as predicted by many economic models). In fact, over 
the course of his career, Easson witnessed an explosion in these tax in-
centives around the world. In 1996, for instance, 103 countries report-
edly offered tax incentives for FDI; a subsequent study showed that 
30 to 40 new incentives were being introduced each year until 2002.20 
Easson himself saw the growth of incentives in his case studies of the 
tax systems of dozens of countries (see also Chapters 3, 5, and 9 in this 
volume).21

Why do countries continue to adopt tax incentives despite the clear 
theoretical opposition to doing so? Easson offered three main expla-
nations for this apparent puzzle.22 First, governments feel pressure to 
offer incentives and maintain a tax-hospitable environment for foreign 
investors because ‘everyone else does it.’ Second, policy-makers do not 
follow the expert views because they remain unconvinced of many of 
the purported problems associated with tax incentives. Government of-
fi cials in certain countries have daily experience with foreign investors 
who bargain hard to obtain special tax breaks for their investments. 
These offi cials, who are responsible for promoting FDI, often try to take 
credit for securing investments through the incentives they offer. Eas-
son recognized that an element of self-deception might surround the 
belief in the effectiveness of tax incentives for FDI, but also that one 
needs to understand the bureaucratic mindset to promote a fuller un-
derstanding of the reasons tax incentives remain popular with so many 
governments.

Third, many governments perceive tax incentives as one of their few 
options to attract foreign investors. Developing countries, in particular, 
might not have the fi nancial resources to offer grants and low-interest 
loans to foreign fi rms. Moreover, in such countries, it is often costly 
to improve infrastructure or politically infeasible to fi ght corruption 
to make the environment more amenable for foreign fi rms. Easson ob-
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served that ‘[b]y contrast, tax holidays can be introduced at the stroke 
of a pen, and at no apparent cost.’23

While recognizing that some types of taxes can have more infl uence 
than others over investment decision-making, Easson somewhat unu-
sually focused on the effect of tax administration on FDI fl ows.24 Eas-
son argued that, although it might not play a major part in the initial 
decision to invest, a country’s tax administration can be decisive in the 
choice of whether to re-invest or expand the initial investment. Once 
the initial investment has taken place, investors learn over time wheth-
er the tax laws will be applied in an arbitrary or inconsistent manner 
(they also learn whether their investments can attract special tax breaks 
or pre-approvals through advance tax rulings). If the investment cli-
mate is hampered by tax uncertainty promoted by incompetent or cor-
rupt tax offi cials, investors might become reluctant to risk more capital.

Easson challenged the prevailing wisdom, however, when it came to 
the use of special incentives versus general corporate income tax rate 
reductions to attract FDI. The conventional story is that, to the extent 
tax plays a role in investment decisions, it is the general features of 
the host country’s tax system that are more important to potential in-
vestors than the special incentives. Easson noted that the only tax that 
might have an effect on foreign investors is the actual tax they will be 
required to pay, whether the rate is a ‘standard’ corporate income tax 
rate or a ‘special’ rate for investments in, say, manufacturing (see Chap-
ter 5). From his survey of how different tax systems attract FDI and the 
responses of investors to these efforts, Easson concluded that it mat-
tered little whether the tax incentive was offered through the standard 
or special rate.

Easson reframed the debate by asking: given the existence of a rea-
sonable general tax system, do special incentives still have a role to play 
in infl uencing cross-border investment fl ows?25 He noted, for instance, 
an excessive revenue loss could result from a reduction in overall cor-
porate income tax rates to attract FDI (and mainly promote a windfall 
benefi t to all existing investors). Whether a special tax incentive is pre-
ferred is a ‘diffi cult question to answer’ that depends on the circum-
stances of the would-be host country and the types of investment it 
hopes to attract (see Chapter 3).

3.2 Targeting and Designing Tax Incentives

In Easson’s view, the use of tax incentives to attract FDI will remain 
an important aspect of the international tax policy positions of many 
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governments, particularly in countries with developing or transitional 
economies.26 He emphasized that, once the decision has been made to 
deploy incentives, perhaps the most important consideration is how to 
design and implement the tax rules. In his view, not all tax incentives 
are created equal, and he gave much thought to the questions policy-
makers should answer in designing an effective tax incentive (or, at 
least, an incentive that will cause the least amount of harm).27

For instance, the incentive ought to be structured so as to target ef-
fectively the investors or investments that qualify for the preferential 
tax treatment. In Easson’s view, a narrowly targeted incentive could 
reduce its costs while bringing in the types of investment the host coun-
try wishes to attract. He accepted the view that certain types of FDI 
(such as fi nancial, research and development, or marketing centres) 
are more likely than others to be infl uenced by tax considerations. To 
avoid a scenario in which a tax incentive simply gives a break to inves-
tors who would have invested even in its absence, a properly designed 
tax incentive should offer tax reductions to the desired marginal in-
vestments only. While it might be impossible to restrict investments 
to those by fi rms who would not have otherwise invested, Easson be-
lieved that precise targeting of tax incentives could reduce the number 
of free-riders. 

Governments should take into account a host of other considerations 
as well, Easson argued, in considering their use of targeted tax incen-
tives: Should they try to attract new investors or new investments by 
foreign fi rms with existing operations? Should they try to attract in-
vestments only of a signifi cant amount or in particular sectors? Should 
they offer incentives to locate investments in a particular region? 
Should they offer tax breaks that apply only once stipulated perform-
ance levels – such as a certain level of employment or exports – are 
obtained? 

A drawback of targeting, in Easson’s view, is that it might increase 
tax distortions. Resources could be misallocated to the extent that the 
tax incentive brings in particular desired forms of economic activity, 
and competition between fi rms that enjoy the incentives and those that 
do not might be distorted. In addition, targeted tax incentives could in-
crease the complexity of the tax law regime, leading to a corresponding 
increase in compliance costs for fi rms and administrative costs for tax 
authorities. Easson cautioned, moreover, against the use of a large va-
riety of targeted incentives, each in pursuit of different objectives that 
might overlap or confl ict, reducing their effectiveness.
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Once the target investment or investor has been decided upon, a se-
ries of considerations needs to be factored into the design of a tax incen-
tive. Should the reform of tax laws focus on corporate income tax rates 
alone or aspects of the tax base or both? Should a tax holiday be offered 
instead? Easson was pessimistic that tax holidays could be effective (see 
also Chapter 6 in this volume). He noted a number of disadvantages, 
including the revenue losses associated with the holiday, the fact that 
many foreign fi rms move their operations once the holiday expires, the 
delaying of expenditures by fi rms until after the end of the holiday pe-
riod so that the expenses can be deducted from taxable profi ts, and the 
formation of new companies – rather than the expansion of operations 
– to take advantage of additional holidays. In his view, the tax holiday 
is ‘an extremely crude instrument that is ill suited to achieve most of the 
objectives for which it is granted.’28

Once the design features of a tax incentive have been put forward, 
governments need to implement the incentive properly. Administrative 
considerations include the need to promote automatic or discretion-
ary entitlement to the incentive and the possibility of advance rulings 
on potential foreign investments. Additional administrative steps are 
needed to monitor compliance to anticipate and prevent abuse of the 
tax rules, including phenomena such as ‘round-tripping’ (where do-
mestic investment is disguised as foreign investment to take advantage 
of the incentive) and ‘fl y-by-night operations’ (where foreign investors 
shift their investments to another country as soon as the tax incentive 
expires).

Administrative considerations are of particular importance in devel-
oping countries, where poorly designed tax incentives can do the most 
harm. Easson noted:

Tax laws are only as effective as their administration. It is especially impor-
tant to keep this in mind when designing tax policies for less developed 
countries where, in practice, complex [corporate income tax] provisions 
cannot be administered at all … It is more than possible that the failure of 
tax incentive programmes in some countries has owed more to unsuitable 
design and poor administration than to any inherent general defect in tax 
incentives.29 

For these reasons, Easson discussed how tax laws that provide for FDI 
incentives in developing countries should possess three characteristics: 
simplicity, predictability, and stability.30
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4.0 Collective Action Responses

4.1 External Constraints on Tax Incentives

International tax law and policy differs from other areas of public in-
ternational law, such as trade, because countries generally have refused 
to engage in traditional international law-making via multilateral co-
operation that could impose binding tax rules on the participants (see 
also Chapters 7 and 12 in this volume). Indeed, over time, as they have 
reduced their non-tax barriers to international trade and investment 
through binding multilateral agreements, countries have become corre-
spondingly more keen to protect their tax sovereignty – one of the few 
remaining measures over which they can exert near complete political 
control. Another challenge arises from the fact that certain countries 
currently benefi t (or at least they perceive they are benefi ting) from the 
tax competition, and those that perceive net economic losses or other 
detriments if competition were to be tamped down invariably will re-
sist these measures.

Nevertheless, since the 1990s, there have been ongoing reform ef-
forts to address these challenges through enhanced cooperation among 
national governments.31 Easson generally supported efforts to impose 
limited constraints on international tax laws but, as explored in the next 
section, he also feared that the interests of developing countries could 
be harmed to the extent that they were downplayed or ignored in the 
reform process.

Most prominently, since 1998 the OECD’s tax competition project has 
sought to curtail the use of income tax systems to attract a particular 
type of FDI – namely, mobile fi nancial and other services investments 
(see Chapter 7 in this volume).32 First, the OECD tried to inhibit the de-
ployment of ‘preferential tax regimes’ by Member States and drafted a 
list of tax measures in these countries that allegedly infringed its rules: 
the OECD now claims that no Member States are now non-conforming. 
More recently, the OECD has targeted the ‘harmful tax practices’ of 
tax havens, drafting an initial ‘blacklist’ of thirty-fi ve tax havens. Over 
time, the OECD project has come to emphasize the need for tax system 
transparency along with tax information exchanges between OECD 
member countries and these tax havens; in 2002, the OECD created a 
model cross-border tax information exchange agreement (TIEA) to be 
used as the basis of negotiation for similar agreements between OECD 
Member States and non-OECD states. 
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The European Union has also adopted limited constraints on FDI 
competition through its Code of Conduct (see Chapter 7 in this vol-
ume). The Code is not a legally binding and enforceable agreement 
but rather a set of principles agreed upon by the EU Member States. 
The Code applies only to business taxation and sets out criteria for 
determining whether a particular tax regime should be eliminated as 
‘harmful.’ The World Trade Organization (WTO) also has had a limited 
impact on the development of tax incentives to attract FDI.33 In 1999, 
for instance, a dispute resolution panel held that the United States’ for-
eign sales corporation regime violated WTO rules on the use of tax in-
centives to promote exports. In addition, the WTO agreements provide 
for the non-discriminatory tax treatment of goods and services that 
emanate from foreign countries (see Chapter 13 in this volume).

 
4.2 Evaluating the Collective Action Responses

In a series of works, Easson traced the problems these reform efforts 
pose for the interests of developing countries.34 In particular, he decried 
the hypocrisy of the refusal of certain developed countries to abide by 
policies and practices they were trying to thrust upon poorer countries. 
In 1998, he presciently noted with respect to the OECD project that, 
‘[o]nly the recommendations on exchange of information and bank 
secrecy are likely to incur strong opposition and that is because they 
relate also to the elimination of harmful practices within the member 
countries themselves.’35 As of this writing, OECD members such as 
Switzerland and Luxembourg continue to refuse to strike down their 
banking secrecy laws or to engage in meaningful tax information shar-
ing with other countries (although political pressure by the EU and the 
United States has resulted in limited information exchanges where tax 
fraud has been alleged).

 In Easson’s view, the OECD’s more recent emphasis on TIEAs might 
not promote benefi cial results, for several reasons. First, TIEAs between 
developed and developing countries (especially tax havens) have not 
been particularly successful in the past. Developing countries that do 
not maintain income tax systems also do not keep records of income 
returns and hence have little of use that can be shared with tax authori-
ties of developed countries. In addition, it remains to be seen whether 
the OECD’s efforts to encourage tax regime transparency – for exam-
ple, through tax laws that identify the benefi cial owners of tax haven 
accounts – will support more meaningful tax information exchanges.
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Easson also worried that, even if a developed and developing coun-
try did negotiate a TIEA, the latter could not fully implement and en-
force the agreement. A TIEA does not contain reciprocal benefi ts, as are 
found in a full-blown tax treaty, and thus does not provide any real ben-
efi ts for the developing country or contain incentives to cooperate and 
enforce its provisions.36 Easson feared, in other words, that many tax 
havens have paid lip service to signing TIEAs without any real inten-
tion of abiding by or enforcing the provisions of such agreements. One 
could rationalize their reluctance to implement TIEAs fully on the basis 
that they were forced into these agreements by more powerful econo-
mies, some of which have refused to abide by the agreements them-
selves. In addition, targeted tax havens continue to view the initial lack 
of consultation between them and the OECD as an affront to their sov-
ereignty.37 In Easson’s view, effective tax reform efforts with develop-
ing countries must include broad and ongoing consultation with the 
governments of these countries.38

In his last book on tax and FDI, Easson concluded that recent ini-
tiatives to impose external constraints on tax incentives increasingly 
should be taken into account in the design of tax incentives. He wrote, 
‘What remains to be seen is whether those constraints may have the ef-
fect of reversing the trend toward more, bigger and better incentives.’39 
Countries might simply alter their tax policies to conform with the new 
rules while continuing efforts to attract FDI through tax inducements. 
For instance, instead of offering a tax holiday to attract export-oriented 
industries, more and more countries might simply exempt foreign-
source active business income from taxation (see Chapter 1 in this 
volume). Similarly, to avoid charges of ‘ring-fencing,’ countries might 
alter their legislation so that any tax breaks are granted to both foreign 
and domestic investors, especially if these countries have few domestic 
economic activities to fence off (see Chapter 3 in this volume). Others 
might engage increasingly in ‘fair’ competition by lowering their gen-
eral corporate income tax rates. Another worry is that countries might 
increase their offers of non-tax incentives such as direct grants or other 
incentive packages, which generally remain untouched by reform ef-
forts even though ‘fi nancial and fi scal incentives are to some extent in-
terchangeable and should be considered together.’40

5.0 Conclusion

Alex Easson’s many scholarly contributions in the area of tax and for-
eign direct investment make possible only a brief summary of some of 
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his main ideas, which necessarily cannot be an effective substitute for 
Easson’s own writings. Perhaps, however, it can serve as an intriguing 
appetizer that whets the reader’s appetite for the main course.

Over the course of his career, Easson dished up a variety of works 
critically examining the law and policy issues surrounding the theory 
and practice of taxing FDI. These works often sought to integrate cur-
rent economic thought with a pragmatic or contextual understanding of 
the nature of international tax reform and the political and other trade-
offs associated with attempting to attract inward FDI via tax regimes. 
He believed that, given the reality of a non-cooperative government 
setting, governments would continue to use these regimes, including 
the development of tax incentives, to attract FDI, at least for the foresee-
able future. As a result, he focused on the appropriate design features 
that need to be built into tax laws. A properly designed tax incentive, he 
argued, could reduce effi ciency losses caused by the distortion of cross-
border economic activity and might be a more desirable policy option 
than, say, broad corporate income tax rate reductions.

In his writings on tax and FDI, Easson often focused on the plight of 
developing and transitional economies, where tax incentives for FDI 
have proliferated in recent decades. By taking account of the economic, 
political, cultural, and other factors of these countries, tax reform ef-
forts could be tailored to their specifi c needs and be better able to help 
them attract much-needed international capital. Still, Easson worried 
that, in the process of international tax reform, the interests of these 
countries too often are downplayed in favour of the interests of wealth-
ier economies. Despite these misgivings, in what appears to be a widely 
shared sentiment among veterans of the international tax policy scene, 
Easson remained a hopeful pessimist: he felt, for instance, that the very 
real barriers to effective tax reform with developing countries might be 
overcome through enhanced consultation.
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3 China’s Tax Incentive Regime for 
Foreign Direct Investment: 
An Eassonian Analysis

andrew halkyard and ren linghui

1.0 Introduction

Tax incentives are commonly used as a policy tool to attract and re-
tain foreign direct investment (FDI). As a report by the Organisation for 
Economic Co-operation and Development (OECD) puts it, tax incen-
tives are ‘measures designed to infl uence the size, location or industry 
of an FDI investment project by affecting its relative cost or by alter-
ing the risks attached to it through inducements that are not available 
to comparable domestic investors.’1 Alex Easson took a broader view, 
which we adopt in this chapter, explaining that tax incentives confer 
benefi ts on foreign investors in the form of tax expenditures that repre-
sent a statutorily favourable deviation from the normal benchmarks of 
a country’s tax system.2 Compared to direct fi nancial incentives, such 
as loan schemes, grants, and subsidies,3 tax or fi scal incentives are a 
more realistic policy tool for developing countries with which to attract 
FDI, because there is no immediate need for governments to fi nd cash 
to fund relevant new investment projects (see also Chapter 2 in this 
volume).4

China was neither an exception nor a laggard in granting tax incen-
tives to promote FDI. Its tax incentive regime took full shape in 1991 
with the enactment of the Income Tax Law of the People’s Republic of China 
Concerning Enterprises with Foreign Investment and Foreign Enterprises 
(hereafter referred to as FEITL).5 Most of the usual forms of tax incen-
tives can be found in this law and its Implementing Rules.6 Some of 
the more important included tax holidays and reduced rates for enter-
prises engaged in production; tax refunds for reinvesting profi ts; accel-
erated depreciation; and a virtual smorgasbord of ‘tax breaks’ for many 
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geographic zones and regions as well as for advanced technology, 
export-oriented industries, and infrastructure projects, to name but a 
few. Although it is debatable whether tax incentives were an important 
factor infl uencing foreign investment in China, the fact remains that 
China has experienced a rapid growth of FDI in the years since the law 
was promulgated,7 which Chinese tax researchers generally accept can 
be attributed partly to the attractiveness of the country’s tax incentive 
regime.8 Indeed, the fundamental characteristic of that regime prior to 
2008 is that it was virtually all FDI-specifi c. As we will see, this is not 
the case today.

Following the Enterprise Income Tax Law of the People’s Republic of 
China, which took effect on 1 January 2008 (the ‘2008 EIT Law’),9 the 
landscape of China’s tax incentive regime changed dramatically. Previ-
ously, foreign investors enjoyed a panoply of tax incentives that were 
not available to domestic investors. Under the 2008 EIT Law however, 
tax incentives were extended to domestic enterprises but their scope 
was signifi cantly reduced. In short, tax preferences are now restricted 
to supporting China’s economic and, to a lesser extent, social policies 
in a limited range of areas, notably developing infrastructure and ag-
riculture, promoting acquisition and innovation of technology, natural 
resources conservation, environmental protection, and public welfare. 

Will these changes to China’s tax incentive regime infl uence foreign 
investment in China? Will this new framework be able to support the 
types of FDI that China wants to attract and retain? And what are the 
challenges facing its tax system as China becomes more selective in us-
ing incentives to attract FDI? We attempt to answer these questions in 
this chapter. In doing so, our ultimate aim is to analyse China’s tax in-
centive regime under the 2008 EIT Law to determine its ability to pro-
mote and attract FDI that matches the policy goals set for it. We do this 
specifi cally by applying an analytical framework pioneered by Alex 
Easson,10 who argues that it is unrealistic to expect the wholesale aboli-
tion of special tax incentives, as many critics advocate. Indeed, prop-
erly designed, special incentives might be more cost effi cient than the 
commonly suggested alternative: a general tax rate reduction and base 
broadening. Adopting this conclusion as our starting point, we detail 
the policy goals and content of China’s tax incentive regime prior to 
and since 2008 and evaluate its effectiveness in encouraging economic 
development. We then consider whether the design of China’s current 
tax incentives match the goals the country has set for FDI, emphasizing 
the role that good administration must play in the realization of these 
goals. 
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Having introduced the Eassonian analytical framework, we then in-
troduce the tax incentive regime that existed in China from the early 
1980s until the 2008 EIT Law took effect. We argue that the development 
of, and experience emanating from, the tax incentive regime over the 
past three decades form the basis on which China’s drastically changed 
tax incentive regime exists today. We further examine how foreign in-
vestors have reacted to this regime, and consider whether the policy 
goals set before the tax incentives were granted have been achieved. 

In the third part of the chapter, we describe and evaluate China’s 
tax incentive regime under the 2008 EIT Law, and analyse whether the 
stated policy goals can be achieved and whether the incentives are ap-
propriately designed. In the fi nal part, we set out our conclusions.

 
2.0 China’s Tax Incentives Prior to 2008

What were the conditions leading to the establishment and continua-
tion of the tax incentive regime in China’s enterprise income tax sys-
tem? To answer this question, we need to distinguish three stages of 
development: fi rst, the regime’s origin in the early 1980s;11 second, the 
enactment of the FEITL and its Implementing Rules in 1991 (replac-
ing the Joint Venture Income Tax Law and the Foreign Enterprises Income 
Tax Law); and, third, the enactment of the 2008 EIT Law (replacing the 
FEITL and its Implementing Rules).

 
2.1 The Origin of China’s Tax Incentive Regime: From the Early 1980s to 

1991

The major characteristics of China’s tax incentive regime from the early 
1980s to 1991 can be broadly summarized as follows. Tax incentives 
mainly took four forms: tax holidays, reduced enterprise income tax 
rates, tax refunds for reinvested profi ts, and a portfolio of tax incentives 
under location-specifi c and industry-specifi c regulations. The Joint Ven-
ture Income Tax Law and the Foreign Enterprises Income Tax Law essen-
tially provided tax incentives to all foreign invested enterprises (FIEs) 
– although they could differ depending on the form of FIE established 
– while the tax incentives contained in administrative regulations and 
local legislation were applicable only to FIEs incorporated in speci-
fi ed districts, such as the Special Economic Zones (SEZs) and certain 
designated coastal cities.12 Tax incentives were granted to enterprises 
with advanced technology, those engaged in agriculture, forestry, ani-
mal husbandry, communications, energy, infrastructure construction, 
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service trades with a relatively large amount of investment, those with 
a long contractual life, as well as those that were capital intensive and 
production and export oriented. Looked at in the round, China’s policy 
of fostering its developing economy through tax incentives targeted at 
FDI could hardly be described as miserly.

But all this came at a cost. Throughout the 1980s, the number of re-
gions that provided preferential tax treatment increased greatly, and 
internal tax competition fl ourished. This led to a heavy concentration of 
FDI in those areas (which has continued to this day13) to the detriment 
of less fi scally rewarded locations. This striking array of tax incentives 
in the period from the early 1980s to 1991 formed the basis on which 
the FEITL was drafted. Yet, as rich and appealing as all this might have 
appeared to foreign investors, the totality of this tax incentive regime 
was extremely complex and confusing. In particular, location-specifi c 
tax incentives were Byzantine in their nature, scope, and application, 
and they changed rapidly.14

2.2 Tax Incentives for FDI under the FEITL from 1991 to 2007

The FEITL did not change the fundamental structure and framework 
of the tax incentive regime that existed from 1980 to 1991. Rather, it 
inherited virtually all those incentives that previously were scattered 
in a multitude of taxation laws, administrative regulations, and local 
regulations. The incentives consolidated in the FEITL represented the 
most common forms in international use, and their breadth sent a clear 
signal to foreign investors of China’s continued commitment to pro-
vide a tax-friendly FDI environment. 

At the beginning of 1991, when the FEITL took effect, China did not 
expressly specify detailed policy goals for its tax incentives regime in 
the new law, apart from art. 6, which provided the broad basis for many 
of the tax preferences noted above: ‘The State shall, in accordance with 
its industrial policies, guide the orientation of foreign investment and 
encourage the establishment of enterprises with foreign investment 
which adopt advanced technology and equipment and export all or a 
greater part of their products.’ Since the FEITL was framed by reference 
to the experience emanating from the tax incentive regime developed 
in the 1980s, it is reasonable to assume that it also inherited the policy 
goals relating to tax incentives refl ected by the previous taxation laws, 
administrative regulations, and local regulations. When the FEITL was 
in the process of fi nalization, the Chinese minister of fi nance summa-
rized these goals as follows:15
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• promote exports and earn foreign exchange through exports;
• gain access to modern technologies and know-how and promote 

technological innovation;
• promote foreign investment in accordance with China’s industrial 

policy, particularly in agriculture, forestry, and animal husbandry;
• promote the development of infrastructure projects – including 

ports, docks, airports, highways, railways, power stations, coal 
mines, and water conservancy – particularly in designated regions 
such as the Pudong New Area, Hainan province, and remote areas; 
and

• promote the development of targeted services trades, particularly 
fi nancial services.16

 
Following the enactment of the FEITL, administrative regulations

were regularly issued to extend further the scope of tax incentives, 
mainly by expanding regions where they could be applied and by grant-
ing them to business activities not initially covered.17 By and large, these 
administrative regulations refl ected changes in China’s policy toward 
encouraging FDI and further opening up its economy; they did not 
change the fundamental nature of its tax incentive regime.

One should also appreciate China’s economic circumstances during 
this time. It was a transitional economy,18 specifi cally favouring FDI (to 
the extent of discriminating signifi cantly against domestic enterprises 
in terms of higher tax rates and granting tax incentives), maintaining 
an expectation that FDI would be focused on producing for export (and 
not for competition in the domestic market),19 and promoting certain 
geographic regions for development (particularly southern and coast-
al China) to the detriment of other areas (particularly the hinterland). 
Overall, it seems well accepted that FDI contributed signifi cantly to 
China’s economic growth20 – with all its attenuated benefi ts such as 
promoting China’s emergence as a dynamic and competitive exporter, 
the development of huge infrastructure and an untold number of build-
ing projects, and a marked increase in imported technology. From these 
perspectives, it seems clear that the policy goals enumerated above, all 
of which relate to economic development, have been assisted by the 
multitude of tax incentives China offered to encourage FDI in the three 
decades prior to 2008.21 

Later in the chapter, however, it will become clear that, since China’s 
accession to the World Trade Organization (WTO) in 2001 as part of its 
transition to a developed economy, the dismantling of many barriers to 
FDI, and the opening up of its economy to allow FIEs to compete in the 
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domestic market, its taxation policy for FDI has, of necessity, changed 
toward tax neutrality. Generally, the 2008 EIT Law applies to FIEs and 
domestic enterprises alike, while the tax incentives now on offer have 
been signifi cantly reduced.

 
3.0 The Tax Incentives Regime in the 2008 EIT Law

3.1 The Law’s Major Changes

The 2008 EIT Law and its Detailed Rules took effect on 1 January 2008.22 
Apart from unifying the tax rate (at 25 per cent) and tax treatment for 
FIEs and domestic enterprises across the board, the law’s other major 
features concerning tax incentives were as follows:

 
• Most pre-2008 tax incentives for industry and business classifi ca-

tions were cancelled. For example, subject to transitional provisions, 
the previous two-plus-three-year exemption and tax reduction for 
production-orientated FIEs was replaced by a tax holiday of three 
years followed by a 50 per cent reduction in income tax payable in 
the following three years, but only for enterprises involved in public 
infrastructure projects (including pier and dock construction, air-
ports, roads, railways, transportation, and power plants) supported 
by the state, and for qualifi ed projects relating to environmental 
protection, energy, and water conservation, commencing in the fi rst 
revenue-producing year.23

• Other important incentives available under the FEITL, such as those 
for export-oriented FIEs and for reinvesting profi ts, were also abol-
ished. Likewise, the withholding tax rate of zero for profi ts remitted 
to foreign investors by FIEs was replaced by a rate of 10 per cent 
and the scope of tax-exempt income generally was clearly defi ned.24

• By way of contrast, preferential tax treatment for investment in 
agriculture, forestry, animal husbandry, and fi sheries not only was 
retained but their scope was expanded and particularized in greater 
detail. For example, income from cultivating basic crops and agri-
cultural products (including grain, vegetables, and natural Chinese 
medicines), animal husbandry, and certain fi shery operations are 
exempt from EIT. Income from planting fl owers, tea, other beverage 
crops and spice crops, seawater fi sh farming, and freshwater fi sh 
farming enjoy a 50 per cent reduction in the EIT rate.25

• Preferential tax treatment for income earned by enterprises from 
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transfers of technology was extended to FIEs. Specifi cally, the fi rst 
RMB 5 million of income earned in a taxable year from transfer-
ring ownership of technology is exempted from EIT, and any excess 
amount is taxed only at one-half the normal 25 per cent rate. Con-
trary to the text of earlier drafts of the Detailed Rules, it appears 
that a transfer of technology between related parties is eligible for 
this preferential treatment.26 The preferential tax rate of 15 per cent 
applicable to eligible ‘high and new technology enterprises’ was 
retained, but only if they receive priority support from the state and 
possess substantial or key ownership of core proprietary intellectual 
property rights. Additional requirements, which basically aim to 
ensure that qualifi ed enterprises are suffi ciently devoted to promot-
ing the use and development of the technology, must also be met.27

• The research and development (R&D) super-deduction rule of 150 
per cent for qualifying expenditure was retained.28

• Enterprises are now entitled to an extra income tax deduction of up 
to 100 per cent of the current year’s wages paid to disabled employ-
ees and other employees whom the state encourages enterprises to 
hire.29

• Accelerated depreciation for certain capital assets was retained.30

• Additional preferential tax treatment was granted to venture capital 
enterprises investing in small and medium-sized high-technology 
enterprises (a deduction of 70 per cent of the total investment is 
now allowed against an enterprise’s annual taxable income in the 
year after its initial two-year holding period)31 and to enterprises 
that use resources in an environmentally friendly and health-
conscious way.32

• The pre-2008 system of a host of preferential tax rates for quali-
fi ed FIEs located in special zones and regions was abolished, with 
limited exceptions.33 One special dispensation was that enterprises 
located in more remote areas where the state has encouraged de-
velopment (such as the Western Development Region) would con-
tinue to enjoy concessionary tax rates.34 Furthermore, autonomous 
regions were granted more discretion in deciding whether or not 
to exempt or reduce the local portion of tax revenue shared with 
the central government.35 An intriguing question in this regard is 
whether local governments36 can provide a ‘tax break’ on their own 
volition. It should be noted, fi rst, that ‘local tax’ and the ‘local por-
tion of EIT’ referred to above are different concepts. The 2008 EIT 
Law does not embody the concept of ‘local tax,’ unlike the FEITL, in 
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which it was 3 per cent but which was commonly waived by local 
governments to attract FDI. The new EIT rate is 25 per cent, and no 
local tax is levied on enterprises. Second, regarding the ‘local por-
tion of EIT,’ the 2008 EIT Law does not, and was not intended to, 
address problems of fi scal federalization. Since the issue of Guofa 
(State Council directive) [2001] No. 37 concerning reforms involv-
ing sharing corporate income tax revenue between the central and 
local governments, the sharing ratio has been fi xed at 60:40. It is 
still unclear whether and when the central government will change 
this ratio. Third, it is for local governments to decide the reduction 
or exemption of the local portion of tax revenue they are entitled to 
receive.37

• Finally, as a catch-all provision, art. 36 of the 2008 EIT Law pro-
vides that ‘[w]here the national economic and social development 
so requires Y the State Council may formulate special preferential 
policies concerning [this law] and submit them to the Standing 
Committee of the National People’s Congress for archival purpose.’ 
Among the fi rst to benefi t from the additional tax incentives based 
on this article were enterprises engaged in software production 
and integrated circuit design. Incentives granted under this notice 
include tax holidays, reduced rates of tax, accelerated depreciation, 
and even a reinvestment incentive.38

 
In summary, the new regime adopts a ‘predominantly industry-

oriented, limited geography-based’ tax incentive policy, a signifi cant 
change from the thrust of China’s tax incentive regime before 2008. The 
‘industry-oriented’ incentives are aimed at encouraging investments in 
those sectors and projects whose development is encouraged and sup-
ported by the state – namely, technological development, environmental 
protection, energy conservation, production safety, venture capital, ag-
riculture, forestry, animal husbandry, fi shery and infrastructure devel-
opment.39 With limited exceptions, it seems clear that China has shifted 
from using tax policy as a broad and fairly blunt instrument to attract 
FDI over many different industries and for many favoured geographic 
areas, to one that is more in line with international tax norms and more 
focused in supporting national economic priorities. Li Jinyan put it thus:

Several domestic and international factors seem to have infl uenced Chi-
na’s decision [effective from 2008] to abolish FDI tax incentives and to 
adopt a generally lower corporate income tax rate. Domestically, the Chi-
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nese government decided in 2005 to upgrade China’s economic devel-
opment model from that of FDI-led manufacturing and export to one of 
technology-driven, sustainable economic development. The [pre-2008] tax 
incentives were geared to promote the former model of development and 
were thus outdated. By 2007, the Central Government’s fi scal position had 
been relatively strong to afford the general reduction of corporate tax rate. 
The increasing integration of FDI with the domestic economy made it very 
diffi cult for the government to justify preferential tax policy towards FDI. 
There were also serious doubts about the effectiveness of tax incentives 
in attracting ‘real’ foreign investment to China that help China develop a 
sustainable economy.40

3.2 The Effects of Changes to the Tax Incentive Regime on FDI in China
 
Although diffi cult to predict with certainty, one can be fairly confi dent 
that the changes to China’s tax incentive regime will not have a major 
infl uence on FDI in China (see Chapter 4 in this volume for a review 
of the effect of tax on FDI). This is certainly the view of the Chinese 
government, as illustrated by this statement from the former minister 
of fi nance, Jin Renqing, in his explanation of the draft 2008 EIT Law: 
‘International experience has shown that political stability, sound eco-
nomic development, big market, rich human resources, constantly im-
proving legal environment and government services are main factors 
for absorbing foreign investment, and the tax preference is only one 
factor. Therefore the new Tax Law will not exert a great impact on for-
eign investment.’41

Jin underscored his comments by noting that the new EIT tax rate of 
25 per cent is relatively low and internationally competitive and will be 
conducive to enhancing enterprise competitiveness and attracting for-
eign investment. Clearly, China has not abandoned its commitment to 
attracting FDI through the use of taxation policy (see Chapter 5 in this 
volume for a discussion of tax planning and tax incentives). Indeed, it 
seems that the new regime aims to infl uence the shape, rather than the 
volume, of FDI activity. Furthermore, although the fi nal form of the 
2008 EIT Law was debated vigorously in China, and it was clear for 
some time that many tax incentives for FDI would be abolished after 
China joined the WTO,42 the appetite for foreign investment in China 
has not diminished. Moreover, international reaction to the 2008 EIT 
Law has been generally positive except for criticism that the law and its 
Detailed Rules simply are not detailed enough!43
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3.3 Will the New Regime Help China to Attract and Retain the FDI It 
Wants? 

3.3.1 The Use of Tax Holidays
The FEITL’s widespread use of tax holidays was inherited from the tax 
incentive regime of the 1980s, in which they played a major part in Chi-
na’s tax policy in attracting foreign investors to preferred regions, par-
ticularly the SEZs. It is widely accepted, however, that tax holidays are 
the least effective and effi cient form of tax incentive, and that they serve 
no specifi c purpose and typically are unfocused.44 The major pitfalls of 
tax holidays are, fi rst, that they can be administratively burdensome, 
although at fi rst sight they are a simple form of tax incentive; second, 
that they are prone to manipulation, resulting in revenue loss that can-
not be predicted in advance; third, that they are rarely effective in at-
tracting long-term projects; and, fourth, that some normal incentives 
are able to achieve the same effects as tax holidays but with controllable 
revenue loss, thus making tax holidays ineffi cient.45

Turning specifi cally to the tax holidays provided by the 2008 EIT 
Law, China has moved from a blanket exemption – commencing in the 
fi rst profi t-making year – for two years plus a 50 per cent reduction in 
tax for the next three years, for all production-oriented FIEs scheduled 
to operate for at least ten years, to a more targeted set of exemptions. 
Now, there is an exemption for three years, followed by a 50 per cent re-
duction in the tax rate for the next three years, for enterprises involved 
in environmental protection, resource conservation, and infrastructure 
projects, commencing in the fi rst revenue-producing year. Certain ag-
ricultural activities, including forestry, animal husbandry, and fi shing 
operations, are exempt from EIT. All these areas refl ect key Chinese 
economic policies aimed at promoting the development of large-scale 
and long-term public infrastructure and primary industry. 

Dealing fi rst with agriculture and related activity, according to sta-
tistics on sectoral distribution of FDI in China provided by the Minis-
try of Commerce, the cumulative contract value of FDI in agriculture, 
forestry, animal husbandry, and fi shery accounted for only about 2 per 
cent of China’s cumulative FDI infl ow as of 2006.46 Nonetheless, these 
sectors are a core concern of the central government, and arguably jus-
tify preferential tax treatment for what typically is a longer-term in-
vestment. 

The 2008 EIT Law also grants tax holidays to enterprises engaged in 
infrastructure projects receiving key support from the state. Previously, 
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construction was promoted particularly in areas given development 
priority, such as the Pudong New Area, Hainan SEZ, and remote areas. 
In theory, the advantages of granting tax holidays to enterprises engag-
ing in these projects seem plausible. Infrastructure projects normally 
require a relatively large capital injection in their start-up years, a some-
times lengthy period during which these enterprises generally operate 
at a loss. Even when they start to become profi table, for tax purposes 
the losses they incur in the start-up years can be carried forward (up 
to fi ve years according to art. 18 of the 2008 EIT Law) to offset taxable 
income earned during later years. By the time they start making profi ts, 
of course, the carry-forward period might have expired, so that this in-
teraction with the loss-carry-forward provisions might reduce the cost 
of this incentive. 

A long-term tax holiday – namely, the three-year exemption plus 
the three-year 50 per cent reduction that applies in this area – can help 
large-scale construction enterprises neutralize the tax effects described 
above. To the extent that an enterprise engaged in infrastructure projects 
does not manipulate its profi ts to avoid tax, such as through aggressive 
transfer pricing, an extended tax holiday can operate in a positive way 
to encourage it to invest more in the start-up period of the project and 
thus speed up the development of long-term activities that the central 
government has encouraged and supported. From a design perspec-
tive, the fact that the tax holiday now commences when an enterprise 
starts to earn revenue means that it is less prone to abuse than in the 
former system, when the tax holiday commenced only from the fi rst 
profi t-making year. 

Extended tax holidays are also arguably helpful in assisting the eco-
nomic development of remote areas. In practice, however, the benefi ts 
of this tax incentive are doubtful. According to statistics provided by the 
Ministry of Commerce, the cumulative FDI infl ow into western China 
accounted for only 4.25 per cent of China’s total FDI by the end of 2006, 
with realized investment of around US$30 billion spread over 36,902 
projects (accounting for only 6.21 per cent of the total number of invest-
ment projects).47 This percentage is extremely low if one considers that 
western China includes more than one-third of the country’s provincial 
administrative regions. Furthermore, in recent years, FDI infl ow into 
western China actually has decreased,48 with most of the investment 
in infrastructure projects directly fi nanced by the central government.49 
On a positive note, however, the average realized investment in a sin-
gle investment project in western China is about US$0.8 million, just 
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slightly lower than the US$1.2 million fi gure that prevails in eastern 
China. 

Given their questionable infl uence, the 2008 EIT Law abolished tax 
holidays targeted specifi cally at remote areas, with very limited excep-
tions. China now seems to be adopting a more focused approach to 
promoting economic development in its underdeveloped regions. The 
geographic scope of these regions is now strictly defi ned as the fi ve 
autonomous regions and autonomous prefectures and counties in other 
provinces. As well, the central government now allows local govern-
ments to decide whether or not to provide further tax incentives to en-
terprises at the cost of their portion of EIT revenue collected. It is likely 
that the central governments will still assume the major role in promot-
ing economic development in these remote areas, especially for fi nanc-
ing large infrastructure projects, while local governments provide only 
supplementary funds. 

Under the FEITL, short tax holidays were also available for high-
technology enterprises, and the holidays could be extended if the enter-
prise remained in that sector. But their effect in promoting technology 
progress throughout China was largely limited by the requirement that, 
to be eligible for the tax holiday, the enterprise had to be established 
in a High Technology or New Technology Development Zone. Under 
the 2008 EIT Law, however, tax holidays are available for all qualify-
ing transfers of technology, but restricted by a cap of RMB 5 million on 
income earned in a taxable year from the transfer of ownership of tech-
nology, with the excess subject to a 50 per cent reduction of the normal 
tax rate. Tax holidays are also now available for qualifying software 
production and integrated circuit design enterprises.50

In conclusion, the tax holidays available under the 2008 EIT Law sug-
gest that the substantially reduced and more focused activities in which 
China seeks to encourage FDI by virtue of this incentive are not egre-
gious from a tax policy perspective, particularly given the transitional 
state of China’s economic development. They should assist in helping 
achieve China’s policy goals – as far as they can be deduced – by al-
lowing its taxation system to encourage FDI for government-supported 
activity. The encouraged projects generally seem to be long term in na-
ture. All this, however, raises the question of whether, in China’s next 
phase of tax reform, tax holidays are the most cost-effective means of 
pursuing those goals and whether they could be better assisted in a 
more effi cient and transparent way. For instance, in terms of tax policy 
generally and tax incentive design specifi cally, with respect to pro-
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moting investment in remote areas, it might be more appropriate and 
effi cient to enhance deductions for employment costs generally and ac-
celerate deductions for purchasing capital equipment. With respect to 
promoting technology transfer, it might be more appropriate to have an 
expanded super deduction for R&D expenses and investment credits 
for purchasing necessary capital equipment. Simply put, there does not 
seem to be suffi cient evidence to show that the activities targeted for tax 
holidays in the 2008 EIT Law are those that are particularly – as distinct 
from generally – sensitive to taxation so as to render them the most ef-
fective and effi cient tax incentive. 

3.3.2 A Reduced Enterprise Income Tax Rate
Incentives taking the form of reduced corporate income tax rates seem 
less liable to the harsher criticisms directed at tax holidays. But they 
came under sustained attack in China prior to 2008 when, as indicated 
above, they applied only to a small group of enterprises (that is, FIEs) 
but not to domestic enterprises. Furthermore, since different preferen-
tial tax treatment could apply to FIEs according to the locations or in-
dustries in which they operated, criticism also arose because the profi ts 
of the same type of entity could be taxed at different rates. 

Both these criticisms have been largely met by the 2008 EIT Law, 
which taxes all enterprises, both domestic and FIEs, on the same basis. 
Furthermore, the scope of tax rate reductions under the law has been 
cut down signifi cantly and now focused on the key areas of certain 
agricultural and technology-related operations. As a general matter, a 
reduced rate of income tax in these priority areas creates a modestly 
incentivised tax environment for FIEs and does not seem unreasonable 
from a tax policy perspective, provided that the relevant authorities 
ensure the enterprises meet, and continue to meet, the conditions estab-
lished to qualify for this incentive.51 

3.3.3 Accelerated Depreciation
Accelerated depreciation for certain capital assets can be regarded as a 
form of tax incentive. It allows the cost of acquiring the asset to be writ-
ten off more quickly than would be allowed under the normal depre-
ciation schedules, and thus it defers tax.52 For some initial investments, 
however, the benefi t of this incentive might not be fully realized if any 
resultant losses are unable to be carried forward within the statutory 
fi ve-year period. Thus, it would seem more meaningful if an enterprise 
were able to start using accelerated depreciation methods after the ini-
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tial investments were completed and the enterprise commenced mak-
ing profi ts.

Since the availability of accelerated depreciation is normally targeted 
to accelerate purchases of new equipment and to promote capital in-
vestment, modernization, and growth,53 and is not simply restricted 
to new investors, it does not seem inappropriate for the 2008 EIT Law 
to continue allowing enterprises that need to upgrade their equipment 
frequently to adopt accelerated depreciation methods. This incentive, 
while not likely by itself to increase FDI in China, seems a reasonable 
measure to help promote investment in areas the central government 
deems desirable. 

3.3.4 Reinvestment Incentives
Although the main objective of granting a tax incentive for reinvest-
ment of profi ts to foreign investors is to retain foreign investment in the 
host country, the 2008 EIT Law abolished both this incentive and the 
former exemption from withholding tax for dividends paid by FIEs.54 
This abolition accords with Alex Easson’s conclusion that, ‘[p]rovided 
that the host country has a reasonably generous system of depreciation 
allowances, there would seem to be little need to provide a further in-
ducement. Moreover, the international system itself provides a built-in 
incentive to reinvest profi ts where they are made, rather that repatriat-
ing them: reinvesting profi ts avoids withholding tax in the host country 
and usually also avoids tax liability in the host country.’55

3.3.5 Favourable Deduction Rules
The super-deduction rule for R&D expenses, which the 2008 EIT Law 
retains, is intended to promote the development of technology in Chi-
na. The benefi t of promoting R&D through tax incentives is that they 
encourage business to perform R&D while leaving it to the recipient 
and to market forces to determine the projects undertaken.56 However, 
citing Zhongguancun High-Technology Park in Beijing as an example 
during the period when the FEITL was effective, one of the ‘Big 4’ ac-
counting fi rms noted that none of the companies in this high-technol-
ogy incubator had obtained approval for the R&D incentive since the 
policy became effective several years ago.57 According to the authors’ 
experience, the effectiveness of the incentive suffers from major fl aws 
and cannot achieve its goal of promoting technology innovation, for 
several reasons. First, the super-deduction rule is not well coordinated 
with China’s loss-carry-forward rules (as was the case with the acceler-
ated depreciation incentive noted above). Indeed, this is acknowledged 
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in a circular by the Chinese State Administration of Taxation, which 
states ‘the super accrued portion in excess of an FIE’s taxable income 
may not be deducted or carried forward.’58 Thus, taxpayers may ben-
efi t from the incentive only if they have taxable income in the relevant 
year after offsetting operating losses carried forward from previous 
years. Second, the administrative process of approving the super de-
duction is complicated by the stringent documentation requirements 
imposed by the local tax authorities.59 Third, the content of the rules 
is thin and various technical points have not been clarifi ed by the local 
tax authorities.60 Thus, it seems unlikely for this incentive by itself to 
attract increased FDI to China, but it is not unreasonable to assume that 
it might help to promote the development of the more technologically 
advanced economy that the central government wishes to encourage. 

3.4 Summary

In summary, the tax incentives regime introduced in the 2008 EIT Law 
is more focused and better targeted, and tries to address criticisms lev-
elled at previous incentives. This does not mean that the new regime 
defi nitely will attract and retain the forms of FDI that China wants to 
encourage. Notwithstanding its shortcomings, however, progress has 
been made; China’s tax incentives are now better designed and better 
serve China’s policy goals.

4.0 Conclusions

The 2008 EIT Law marks a long-awaited and fundamental change to en-
terprise income tax in China. One of the most dramatic changes relates 
to tax incentives, which, while now available to both domestic and for-
eign enterprises alike, have been signifi cantly reduced. It is important 
to appreciate, however, that these changes are evolutionary and mainly 
refl ect China’s economic development, reform, and internationaliza-
tion, from its ‘opening up’ in the late 1970s to the present day. Also, the 
new law retains a degree of continuity since many changes are couched 
in vague terms, and it is not inconceivable that the former practices of 
interpretation and application, by analogy, will be continued at the dis-
cretion of the relevant authorities.61

Turning specifi cally to the new tax incentives regime, this is now 
much more carefully targeted than previously. Incentives are now re-
stricted in both their application and their focus on the types of invest-
ment that China seeks to encourage – namely, the development and 
acquisition of new and high-technology, infrastructure, agriculture, 
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and certain other selected industries. Indeed, it seems fair comment 
that China is now trying to shape specifi c forms of sustainable econom-
ic development through FDI at least partly by relying on its tax policies. 
This was not the case under the FEITL, where the totality of the tax 
incentives granted appeared to prioritize the volume of FDI generated, 
rather than its structure. 

On the other hand, whether the regime is appropriately selective, 
in the sense that the overall cost should be justifi able and effi cient, is 
much harder to judge, since most of the targeted incentives do not ap-
pear to be focused on mobile investment that would not otherwise take 
place without them. This is particularly true in the case of the much-
maligned tax holidays, which lack detailed analysis as to whether they 
are the most cost-effective and appropriate incentive to match the pol-
icy goal set for them. The new package of tax holidays, however, do 
benefi t from a focus on desirable longer-term investment and projects, 
rather than on the more mobile, export-oriented, across-the-board, pro-
duction-oriented activity supported by the FEITL.

We would be remiss if we were not to acknowledge the diffi culties 
and limitations we faced in appraising these tax incentive packages (a 
matter strongly emphasized in Chapter 5 in this volume). Indeed, in 
assessing the cost and effectiveness of China’s tax incentives regime on 
FDI, we encountered major problems in obtaining relevant data that 
could provide a statistical and empirical basis to support our analysis. 
The publicly available data relating to FDI in China (mainly provided 
by the Ministry of Commerce) is not comprehensive and, where avail-
able, is in many cases incomplete. In any event, as W. Steven Clark per-
tinently notes in Chapter 5,

much work remains to determine what tax measures investors tend to fac-
tor in when making their cross-border investment decisions. The analysis 
does, however, raise some concern that estimates of the inbound/out-
bound FDI response to tax policy reform based on standard approaches 
and measures might be less than reliable on account of both questionable 
estimated tax-elasticity values and considerable uncertainty about the 
percentage change in [average effective tax rates] that accompany tax re-
form, taking into account tax-planning considerations. 

 
In terms of design, it is apparent that many of the incentives, particu-

larly those related to qualifi ed transfers of technology and those apply-
ing to new and high-technology enterprises, are not fully explained in 
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the Detailed Rules. This is still a work in progress, and further regu-
lations, circulars, and pronouncements undoubtedly will be issued to 
clarify many details relating to their implementation.62 As the 2008 EIT 
Law is currently drafted, it appears that the degree of discretion in-
volved before an incentive is granted is overly wide and the criteria 
that must be satisfi ed not yet transparent. For example, what is ‘tech-
nology which meets the relevant requirements’? What is the scope of 
the ‘ownership’ requirement for the new and high-technology incen-
tive to be granted? And what is intended by the phrase ‘core intellec-
tual property rights’?63

The fact that discretion has been granted to local governments to ap-
prove EIT reductions might also give rise to concerns of transparency 
and accountability. To date, however, the discretion has been granted 
only to autonomous regions, so overall costs and appropriate imple-
mentation of any reductions are thus capable of being well monitored 
by the central government. Presumably, the rationale for granting this 
discretion is to promote economic development in areas that histori-
cally have been underdeveloped. It is to be hoped, therefore, the cen-
tral government will not grant such power arbitrarily to other regions 
without reasonable justifi cation. Indeed, it would be in China’s long-
term interest to ensure that another round of tax competition or, to use 
Easson’s analogy, a ‘race to the bottom,’ does not take place among the 
designated areas. In any event, since local governments can reduce 
only the local portion of EIT, they are responsible for any misuse of that 
portion. And, if tax competition became a matter of serious concern, 
the central government still has the power to adjust the EIT revenue-
sharing ratio to limit the cost of granting the discretion. 

Gradually, a set of interpretations will develop that should help 
ameliorate the problems and uncertainties associated with the new tax 
incentives regime. In many cases, it should not be necessary to rein-
vent the wheel, since the new law retains some of the basic tax poli-
cies that informed the legislation China lived with for much of the past 
two decades. Perhaps the greatest challenge in this area for Chinese 
tax authorities is to ensure that the tax incentives operate fairly and 
transparently since, in former times, it was widely recognized that FDI 
tax incentives were misused and abused at the local level. Where the 
tax incentives legislation and rules still provide a great deal of discre-
tion to tax and other authorities to approve tax incentives, any lack of 
transparency and accountability in administering them could come at 
a high cost.64
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How would Alex Easson have critiqued China’s new tax incentives 
regime? On the basis of our analysis, we doubt he would have approved 
entirely. Generally, he took the view that tax incentives are ineffective 
because tax is not the decisive factor infl uencing investment decisions, 
because it is hard to administer tax incentives properly, and because 
tax incentives often fall short of the policy goals set by the countries 
that provide them, particularly if other countries provide similar in-
centives. Easson also believed, however, that incentives that are well 
targeted, transparent, and tailor made to support the policy goals of 
the host country can work. But they require that the host country that 
provides them really knows what kind of investment it wants to attract 
and promote.

We feel that, for China, the lack of consistent and long-term policy 
goals in attracting FDI (or investment in general) has been an obstacle 
to the design of well-targeted tax incentives. China is still in a tran-
sitional period of economic development, and its policy goals in this 
complex area might change rapidly, as they have in recent times. It is no 
easy task for the Chinese government to adjust, in a timely way, its tax 
incentives regime to refl ect and promote those changing goals. Bearing 
this in mind, we recall Art Cockfi eld’s description (in Chapter 2 of this 
volume) of Alex Easson as a ‘hopeful pessimist,’ and we are confi dent 
that he would have been looking forward to the next round of reform 
and improved design of tax incentives in China. Indeed, China could 
hardly do better than adopt his legacy.65
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4 Outbound Direct Investment and 
the Sourcing of Interest Expense for 
Deductibility Purposes*

tim edgar

1.0 Introduction

A major international tax policy issue is the recognition by residence 
countries (that is, the country in which an investor is considered to 
be resident) of the prior taxing right of source countries (that is, the 
country in which the income is considered to be earned). The choice 
is conventionally framed as one between a territorial system, under 
which foreign-source income is exempt, and a worldwide system, 
under which all such income is taxed by the country of residence ei-
ther as earned or on repatriation, with a credit for source-country tax. 
Although somewhat of a simplifi cation, concern over the competi-
tiveness of domestically based multinationals apparently has caused 
a shift away from the credit to the exemption method of relief as the 
dominant country practice (see Chapter 1 in this volume).1 This shift 
has also been driven, in part at least, by the recognition that there 
might not be much substantive difference between an exemption sys-
tem and a system of deferral with credit.2 At the same time, the case for 
restrictions on the deduction of interest expense linked to outbound 
direct investment seems to be gaining some traction.3 Under either the 
exemption or credit method of double tax relief, the unrestricted de-
duction of interest expense can reduce the tax rate on foreign-source 
income earned through a controlled foreign corporation (CFC) below 
zero. It is somewhat surprising, therefore, that deductibility restric-
tions, even where they exist, tend to be weak or non-existent in the 
context of outbound direct investment.4

Since 1976, Canada has used an exemption system for the active busi-
ness income of a foreign affi liate of a Canadian-resident corporation, 
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provided the affi liate is resident in a treaty country.5 Before the March 
2007 federal budget,6 the Department of Finance had resisted restric-
tions on the deductibility of interest expense linked to the earning of 
exempt foreign-source income.7 Without any indication that the issue 
was even under consideration, the tax community was understandably 
surprised by the inclusion of proposals to deny the deduction of inter-
est expense that can be traced to the earning of such income.8 After 
considerable lobbying pressure, these proposals were narrowed in May 
2007 to limit the range of affected interest expense to that which can be 
traced to the earning of exempt income in ‘double-dip’ and other ‘tax-
effi cient’ fi nancing structures.9 This proposal, which was enacted legis-
latively,10 was the subject of considerable criticism in submissions made 
to the Advisory Panel on Canada’s System of International Taxation.11 
The fi nal report of the Advisory Panel included a recommendation to 
repeal the deductibility restriction,12 which the Department of Finance 
did in the January 2009 budget.13 

This brief fl irtation with some form of restricted interest-expense 
deduction in the context of outbound direct investment is broadly 
consistent with the recent adoption of comprehensive deductibility re-
strictions by some other jurisdictions. Most notably perhaps, Australia 
applies the thin-capitalization concept to restrict the deduction of inter-
est expense in the context of outbound direct investment.14 New Zea-
land has also recently adopted the same approach as part of its general 
move to an exemption system.15 Deductibility restrictions adopted in 
Denmark, Germany, and Italy follow the same broad pattern, but an 
interest-coverage ratio, characteristic of earnings-stripping legislation, 
is used to specify the permissible level of interest expense.16

This chapter argues that competing normative frameworks and in-
complete empirical evidence both conspire to make the case for de-
ductibility restrictions anything but clean, which probably leaves an 
Australian-style thin-capitalization regime as the best that can be done 
in the short to medium term, given the continued pursuit by tax policy-
makers of the maximization of national welfare.17 The most appealing 
feature of such a regime might be its broad conceptual consistency with 
transfer-pricing practices. The next section briefl y frames the relevant 
policy analysis in an attempt to move beyond the intuitive appeal of an 
approach that, in the context of outbound direct investment, matches 
interest expense with foreign-source income and limits its deduction to 
refl ect the residence-country tax rate on such income.18 The third and 
fourth sections apply a consequential or welfare perspective to articu-
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late the case for a thin-capitalization restriction in the context of out-
bound direct investment.

 
2.0 Behavioural Margins Implicated by an Unrestricted Interest-

Expense Deduction

The deduction of interest payments on debt used to fi nance outbound 
direct investment permits the reduction of residence-country tax on do-
mestic-source income. Where the source-country rate is lower than the 
residence-country rate, the intra-group equity capitalization of a CFC 
carrying on business in the source country permits the substitution of 
source-country tax for residence-country tax (in whole or in part), with 
any repatriation of income taking the form of non-deductible dividend 
payments.19 Source-country taxation can also be eliminated by substi-
tuting tax-deductible intra-group debt for equity. In the extreme, both 
residence-country and source-country taxation can be replaced with a 
low-tax or a no-tax regime by routing taxable profi ts to a group mem-
ber in a country with such a regime.20 Structures that are intended to 
realize this result implicate three behavioural margins with associated 
revenue and effi ciency effects.21 One is the choice of intra-group debt 
or equity fi nancing. Another is the choice of the location of external 
debt. A third is the choice of investment location. Behaviour along the 
fi rst two margins can lower the effective tax rate on foreign direct in-
vestment (FDI), which can affect the choice of investment location (see 
Chapters 2 and 5 in this volume). 

Very generally, the available empirical evidence suggests that the 
substitution of intra-group equity and debt fi nancing, as well as the 
location of external debt, occurs predominantly in instances of perfect 
(or near-perfect) substitutability,22 with no or little effi ciency losses at-
tributable directly to the substitution itself. In these circumstances, both 
of the fi nancing choices implicated by an unrestricted interest-expense 
deduction in the context of FDI would give rise primarily to revenue 
effects. Effi ciency effects would arise indirectly as the location of invest-
ment responds to differences in effective country tax rates produced by 
an unrestricted interest-expense deduction. In this respect, there is a 
substantial body of empirical evidence regarding the responsiveness to 
taxation of the location of a range of FDI.23 There is also a growing body 
of empirical evidence supporting a characterization of outbound direct 
investment as a complement to domestic investment,24 although it re-
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mains diffi cult to disentangle the effects of general economic conditions 
on the level of both outbound direct investment and domestic invest-
ment and thereby to isolate the relationship between the two.25 These 
two separate bodies of empirical evidence support the proposition that 
there is a range of outbound direct investment that responds to differ-
ences in taxation in the choice of location among source countries other 
than the home jurisdiction of the capital exporter. 

Indeed, effective rate reductions, realized through looseness of de-
ductibility rules such as those for interest expense, are often used to 
compete for mobile investment. The result might be both revenue loss 
and effi ciency effects where the chosen location is suboptimal in terms 
of its non-tax attributes (that is, it is an imperfect substitute for an 
otherwise preferred higher-tax location). Both the theoretical and the 
empirical literature fail, nonetheless, to account in any comprehensive 
manner for tax competition in this particular form; nor is there any em-
pirical evidence bearing directly on the dimensions of any revenue and 
effi ciency effects attributable to changes in effective tax rates realized 
through an unrestricted interest-expense deduction. Tax policy-makers 
are left with only two broad propositions in which they can have some 
confi dence:

 
• The choice of intra-group debt or equity fi nancing, as well as the 

choice of the location of external debt, is highly responsive to differ-
ences in tax rates.

• The choice of investment location is responsive to differences in tax 
rates for a range of FDI.

In a non-cooperative setting with imperfectly mobile capital, the di-
rection of the substitution of the location of direct investment is an un-
acknowledged, but signifi cant, factor in the choice of interest-expense 
sourcing rules for the purposes of deductibility restrictions. In fact, 
the perceived direction of the substitution shapes the design features 
of any deductibility restrictions intended to limit the revenue and ef-
fi ciency effects of an unrestricted interest-expense deduction. From 
the perspective of capital-exporting/residence countries, the relevant 
empirical issue is whether outbound direct investment complements 
or substitutes for domestic investment. A related question is whether 
national tax policy-makers should adopt a world welfare or national 
welfare benchmark in shaping their policy choices.
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3.0 National Welfare, Ownership Neutrality, and Interest 
Deductibility

Much of the international tax debate has revolved around capital-ex-
port neutrality (CEN) and capital-import neutrality (CIN) as guiding 
principles (see also Chapter 2 in this volume).26 CEN focuses on the 
maximization of world welfare, where world income is the welfare cri-
terion. In a cooperative setting, all countries agree to tax the foreign-
source income of their residents consistent with the taxation of their 
domestic-source income. Consistency of treatment generally means 
recognition of foreign-source income by residents on an accrual basis, 
with a refundable credit for any source-country taxes if those taxes 
exceed the residence-country tax on the income. Residents thus face 
the same after-tax return on investments, which should ensure that the 
pre-tax returns on investments in different locations are not disturbed 
as compared to a no-tax world. In a non-cooperative setting, the same 
residence-based approach arises as the standard policy prescription, 
but a much different recognition of foreign taxes is dictated by the at-
tempt to maximize national welfare – that is, the sum of domestic taxes 
and the after-tax returns of nationals – from foreign-source income. 
Pursuit of this goal requires the attempt by a single capital-exporting 
country to equate the pre-tax returns from domestic investment with 
the returns on foreign investment, after any source-country tax, by tax-
ing the pre-tax foreign-source income of residents on an accrual basis 
and providing a deduction from such income for any source-country 
taxes.27

If the choice of investment location is held constant, these compet-
ing policy prescriptions are seen to change, with CIN emerging as the 
dominant effi ciency criterion. In contrast with CEN, CIN is concerned 
with the maintenance of ‘intertemporal exchange effi ciency,’28 whereby 
the savings decision – that is, the choice between current and deferred 
consumption – is not distorted in a cross-border context. In a simple 
two-country model with the savings decision responsive to after-tax 
rates of return, investors resident in the country with the higher tax 
rate will save too little compared with investors resident in the country 
with the lower tax rate.29 World welfare could be increased if returns 
from savings were transferred from residents of the low-tax country to 
residents of the high-tax country. The standard policy prescription for 
the realization of intertemporal exchange effi ciency is an exclusively 
source-based jurisdiction to tax, with investors in a particular location 
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taxed at the same rate, which equates after-tax returns to savings in-
vested in that location.

Some analysts draw on the concept of CIN, not as a criterion focused 
on intertemporal exchange effi ciency, but as tantamount to a require-
ment of equality of after-tax returns to ensure the competitiveness of 
multinational fi rms headquartered across different countries. For ex-
ample, Frisch30 and Hufbauer31 argue that increased capital mobility 
means that portfolio investment fl ows determine the allocation of sav-
ings worldwide, with direct investment no longer serving this alloca-
tive function. In an effort to capture spillover benefi ts associated with 
outbound direct investment, tax policy-makers should adopt an ex-
clusively source-based system, thereby ensuring the ‘competitiveness’ 
of multinational fi rms headquartered in a country and therefore seen 
as ‘national.’ In effect, when shifting to a non-cooperative setting, the 
same source-based approach associated with CIN arises as the stand-
ard policy prescription dictated by the attempt to maximize national 
welfare, which is seen to require exemption by a single capital-export-
ing country in order to capture perceived spillover benefi ts associated 
with the location of headquarters operations in the country.

In a series of recent papers, Desai and Hines32 have repackaged this 
‘competitiveness’ argument in the form of ‘ownership neutrality’ as 
an alternative welfare benchmark to both CEN and CIN.33 Since assets 
are not equally productive as owned and employed by different mul-
tinational fi rms, they argue that international tax policy should take 
account of who owns capital and not just where it is employed (the 
location of investment) and how much is available (the amount of sav-
ings). In a no-tax world, assets will be owned in a pattern that maximiz-
es income or, more particularly, is Pareto-optimal in the sense that no 
change in the pattern of ownership can increase income without an off-
setting loss. Desai and Hines articulate ‘capital-ownership neutrality’ 
(CON) and ‘national-ownership neutrality’ (NON) as conceptual tools 
to assess the welfare effects of international tax systems. In a coopera-
tive environment in which maximization of world welfare is the goal, 
CON could be realized if all countries adopted an exclusively source-
based system of taxation of income from outbound direct investment. 
CON could also be realized if, consistent with CEN, all residence coun-
tries required the accrual taxation of income of resident investors from 
outbound direct investment while providing credit for source-country 
taxes. Provided that differences in residence-country tax rates were in 
fi xed proportion as among investors, every investor would have an in-
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centive to maximize pre-tax returns, and assets would be owned by 
multinational fi rms that could use them most productively. In a non-
cooperative environment in which national policy-makers attempt to 
maximize national welfare, NON is the relevant welfare benchmark, 
and is said to support exclusively source-based taxation of income from 
FDI, consistent with CIN.

Each of these welfare benchmarks is premised on assumptions about 
the responsiveness of behaviour to differences in international tax sys-
tems. It is well recognized, in particular, that, in a world of different 
country tax rates applied to investment and savings, CEN and CIN can-
not be realized simultaneously unless demand for capital (investment 
location) or the supply of capital is completely inelastic.34 As the new-
est welfare benchmark articulated in the literature, CON suffers from 
many of the same empirical ambiguities as CEN and CIN. In fact, own-
ership neutrality holds as an exclusive welfare benchmark (whether fo-
cused on world welfare or national welfare) only if savings pooled with 
a multinational fi rm, as well as the location of investment, are held con-
stant. Desai and Hines acknowledge, for example, that an exclusively 
source-based system intended to realize CON would distort the choice 
of investment location if source-country tax rates differ, and there is 
a range of FDI that is mobile and thus responsive to these rate differ-
ences. In this case, some countries might move to a system of residence-
based taxation with a credit for foreign taxes in an effort to reduce the 
distortion, but any reduction would be purchased at the cost of some 
distortion of the pattern of asset ownership where some countries con-
tinue to tax on an exclusively source basis. Similarly, NON is based on 
the empirical premise that outbound direct investment complements 
domestic investment, and an exemption system for income from the 
former does not result in a reduction of the latter. 

Given the mixed state of the relevant empirical evidence, the compro-
mise position for outbound direct investment traditionally has been the 
deferral of the residence jurisdiction until repatriation of foreign-source 
income. Compared to this compromise position, an exclusively source-
based system of exemption for business income tends to be seen as the 
outcome of successful lobbying by multinationals with headquarters 
in those countries that adopt such systems. In short, exemption tends 
to be seen as suspect in tax-policy terms, even where maximization 
of national welfare is an appropriate goal of policy-makers. As noted 
already, however, the empirical literature suggests that FDI is becom-
ing increasingly mobile as non-tax barriers to the movement of capital 
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break down. Moreover, as also noted, there is a growing body of evi-
dence that, in a world of bi-directional capital fl ows, outbound direct 
investment might complement, rather than substitute for, domestic 
investment. The combination of these two strands of the empirical lit-
erature make exemption an attractive proposition for national tax pol-
icy-makers intent on maximizing national welfare. But this attraction 
does not necessarily imply an unrestricted interest-expense deduction.

A negative residence-country rate is the result of the combination of 
an exemption system and an unrestricted interest-expense deduction. 
This negative rate effectively lowers the source-country rate and is the 
equivalent of a revenue transfer from a residence country to a source 
country,35 which can induce a broader range of substitutions of foreign 
for domestic investment, with welfare losses. Some form of sourcing 
rule for the purposes of restricting the deduction of interest expense 
against domestic-source income is defensible, therefore, where out-
bound direct investment substitutes for, rather than complements, do-
mestic investment. It is not clear, however, what form of deductibility 
restriction should be chosen to realize some perceived optimal rate.36 
At most, all that can be concluded with any confi dence is that some 
form of restriction might be chosen, subject to considerations of an una-
voidable trade-off between simplicity and robustness against taxpayer 
manipulation.

Where outbound direct investment complements, and does not sub-
stitute for, domestic investment, the case for some form of deductibil-
ity restriction is less clear. An unrestricted interest-expense deduction 
lowers the effective tax rate on outbound direct investment structured 
as a leveraged fi nancing of a CFC. It is unclear, however, whether an 
unrestricted interest-expense deduction enhances national welfare in 
the context of outbound direct investment. Pursuit of national welfare 
might suggest an unrestricted deduction only if policy-makers can be 
confi dent that the forgone revenue is less than any increase in national 
income, including increases from spillover benefi ts associated with out-
bound direct investment.37 In arguing that the pursuit of either CON or 
NON dictates rejecting rules that would allocate any portion of over-
head expenses of a multinational group, including interest expense, 
to the earning of foreign-source income, Hines echoes (and extends) 
the earlier argument of Hufbauer.38 This argument is premised on an 
acceptance of the private law integrity of transactions that otherwise 
source overhead expenses. In effect, Hines asserts that no portion of 
overhead expenses, which otherwise can be considered to have been 
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incurred domestically, should be allocated against foreign-source in-
come. With interest expense, he apparently assumes that the place of 
residence of a borrower determines the place of incurrence and should 
determine the sourcing of the expense.

On this assumption, allocating a portion of otherwise deductible in-
terest expense against foreign-source income and denying its deduc-
tion in the country of residence of a borrowing corporation results in an 
undesirable increase in the tax rate on outbound direct investment. The 
effi ciency effects are those associated with the resulting distortion of 
the pattern of ownership of assets in the source country. An unrestrict-
ed interest-expense deduction sourced on the basis of the place of resi-
dence of a borrowing corporation is seen to equate marginal after-tax 
returns from investment at home or abroad. Because an interest deduc-
tion would be permitted in the former instance, consistent treatment of 
the latter is required to maintain equivalence of after-tax returns.

Hines acknowledges, however, that transfer-pricing rules are re-
quired generally to constrain tax-driven allocations of both revenue 
and expenses. He also acknowledges that the source of marginal funds 
for tax purposes has policy relevance in a purely domestic context 
such that a rule of non-deductibility would be applied at the margin 
to equate returns on debt-fi nanced and equity-fi nanced investment. It 
is simply diffi cult to identify the source of marginal funds with any 
confi dence for the purposes of a rule of non-deductibility. But, as Hines 
emphasizes, his policy prescription of sourcing interest expense on the 
basis of unqualifi ed acceptance of the integrity of private law transac-
tions holds only if outbound direct investment complements domestic 
investment and if revenue loss from the sourcing of interest expense 
domestically is compensated fully by an increase in the tax base from 
an increase in domestic investment. Where these two extreme condi-
tions do not hold, policy-makers intent on maximizing national welfare 
from outbound direct investment would want to limit the sourcing of 
interest expense that otherwise results from unqualifi ed acceptance of 
the integrity of private law transactions. As noted already, the empiri-
cal evidence suggests that policy-makers probably could have some 
confi dence that there is an element of uncompensated deductions that 
should be the target of a non-deductibility rule. The diffi cult design 
question is how to identify tax-driven sourcing results following from 
either the substitution of intra-group debt for equity or the location of 
external debt. Rough judgment must also be exercised as to the extent 
that even this range of tax-driven sourcing results might be acceptable 
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because of offsetting spillover benefi ts from additional outbound di-
rect investment. The empirical evidence is not even remotely complete 
enough to support precise calibration on either issue. Given this infor-
mational constraint, it seems all too obvious that an analogue to the 
arm’s-length overlay in a transfer-pricing context is required equally to 
constrain the tax-driven sourcing of interest expense.

 
4.0 The ‘Middle Ground’ Appeal of a Thin-Capitalization-

Deductibility Restriction

By allocating revenue and expenses between residence and source 
countries, sourcing rules operationalize the current compromise di-
vision of the jurisdiction to tax.39 Ideally, there should be some cor-
respondence between the rationale for assertion of jurisdiction to tax 
and the specifi cs of sourcing rules that operationalize that rationale. 
As many commentators have emphasized,40 however, the notion of a 
geographic source of revenue and expenses lacks any well-defi ned eco-
nomic content. This feature is common to any attempt to allocate net 
income as a tax base among jurisdictions since, as Ault and Bradford 
point out, it is unclear that the geographic source of income is a coher-
ent concept.41 The lack of coherence can be attributed to the fact that 
there is no obvious connection or close correlation between the policy 
basis for the allocation of net income to a particular jurisdiction and 
the specifi cs of the rules, including sourcing rules, that implement the 
necessary allocation.42 When it comes to its sourcing, interest expense 
does not differ from other expenses in exhibiting an inevitable element 
of arbitrariness as a factor in the allocation of net income as a tax base 
among countries. In this respect, the literature identifi es two principal 
approaches for the sourcing of interest expense: tracing and formulary 
apportionment. 

Tracing sources interest expense by physically tracing the use of bor-
rowed funds by a taxpayer (that is, following a paper trail).43 Interest 
expense is sourced on the basis of the identifi ed use. Where borrowed 
funds are traced to the earning of domestic-source income, the associ-
ated interest expense is considered domestic source and is deductible 
against that income. Where borrowed funds are traced to foreign-source 
income, the interest expense is considered foreign source and is deduct-
ible against that income, which, if exempt, cannot support a deduction.

As an alternative to tracing, interest expense can be sourced on some 
formulary basis, such as relative asset value or gross revenue. Concep-
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tually, this approach recognizes the fungibility of money; however, the 
observation that money is fungible does not lead to the conclusion that 
formulary apportionment is somehow theoretically correct.44 Formu-
lary apportionment simply posits factors, such as asset value or gross 
income, which can be used to link interest expense with domestic- or 
foreign-source income. Nothing about these factors suggests that they 
correctly source interest expense with domestic- or foreign-source in-
come, while tracing the use of borrowed funds serves the same function 
incorrectly.

In fact, tracing is not without merits as a sourcing rule.45 Perhaps 
most important, it is considered relatively simple to apply. In a cross-
border context, the simplicity of tracing is attributable in large part to 
its acceptance of the private law integrity of intra-group transactions 
as the basis for physically linking funds borrowed by a particular 
group member to either a domestic or a foreign source of income. Trac-
ing is commonly criticized, however, for its lack of robustness against 
taxpayer manipulation, which is seen to undermine the accepted divi-
sion of the income tax base as between residence and source countries. 
More particularly, the formalism of tracing, which makes it simple to 
apply, is seen to permit multinational groups to source deductible in-
terest expense in a manner that maximizes the value of the deduction 
by minimizing the effective tax rate on both inbound and outbound in-
vestment. As a general proposition, this result is realized by ensuring 
that funds that group members borrow can be traced to the earning of 
revenue subject to tax in high-tax-residence or source jurisdictions.

This particular criticism of tracing is much the same as the principal 
criticism levied against relying on a separate-entity/transactional ap-
proach to source the revenue and expenses of a multinational group. 
The sourcing function in this particular context is executed primarily 
by the concept of corporate residence and acceptance of the private 
law integrity of transactions into which group members enter. In ef-
fect, revenue and expenses are attributed to taxing jurisdictions based 
on the transactions that a group member enters into with independ-
ent parties and other group members. The sourcing of revenue and 
expenses (and the income allocation that results from this acceptance 
of private law transactions) is overlaid by the application of the arm’s-
length principle.

Accordingly, an acceptance of the private law integrity of transac-
tions entered into by a group member resident in a jurisdiction deter-
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mines, in the fi rst instance, the sourcing of revenue and expenses. The 
income allocation resulting from that acceptance can be changed, how-
ever, by altering the price associated with intra-group transactions to 
conform to the arm’s-length standard. Application of the same arm’s-
length standard to the sourcing of interest expense on the basis of trac-
ing does not affect the ability of a multinational group to maximize 
the value of the interest deduction by physically linking borrowings 
with high-tax revenue. The standard is commonly seen to affect only 
the price charged for a loan in the form of the interest rate. Purpose-
based anti-avoidance rules can be used to constrain perceived taxpayer 
manipulation of tracing, but the effectiveness of such approaches is un-
clear.46 Moreover, whatever revenue and effi ciency gains are realized 
through robust application of anti-avoidance rules come at the cost of 
a loss of administrability associated with the attendant uncertainty of 
application of a tracing approach.

Formulary apportionment sources interest expense effectively by pig-
gybacking on the sourcing rules that are used for either assets or gross 
revenue. To the extent that these sourcing rules are seen to be anchored 
in a sound economic nexus to a jurisdiction, formulary apportionment 
tends to be characterized in the same positive manner, especially when 
contrasted with the apparent formalism of tracing, which makes it sus-
ceptible to taxpayer manipulation. This argument in favour of formu-
lary apportionment is, in fact, nothing more than the proposition that 
this kind of approach is more robust against taxpayer manipulation, 
primarily because it ignores the form of borrowing transactions in the 
context of multinational groups as determinative of the sourcing of in-
terest expense.

The argument is a familiar one, evident in the literature on formulary 
apportionment as a method to allocate the income tax base associated 
with cross-border transactions generally among jurisdictions.47 As with 
tracing in the more specifi c context of the sourcing of interest expense, 
formulary apportionment in the more general context of the allocation 
of the income base is seen as preferable to the separate-entity/arm’s-
length method of allocation, which is similarly seen to be susceptible to 
taxpayer manipulation because of its acceptance of the private law in-
tegrity of intra-group transactions, even with the overlay of the arm’s-
length principle.

As with the case for formulary apportionment of group income gen-
erally, the proposition that this approach is robust against taxpayer 
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manipulation as an interest-expense sourcing rule is largely unproven. 
Only the United States has any experience with the use of formulary 
apportionment, and that use is only for the purpose of the foreign tax 
credit limitation.48 But even accepting that formulary apportionment 
is relatively more robust than tracing, the approach suffers from two 
principal diffi culties. One is that, compared to tracing, formulary ap-
portionment requires a complicated set of second-order design rules 
focused primarily on the defi nitions of asset value or gross revenue as 
sourcing factors. The details of these kinds of rules are well known in 
the literature and are not repeated here. Suffi ce it to say that the U.S. 
experience with asset apportionment for foreign tax credit limitation 
purposes illustrates starkly the kinds of legislative and administrative 
complexities that must be addressed.

These administrative and compliance costs must be traded off against 
perceived revenue and effi ciency gains attributable to a sourcing rule 
that is much tighter than tracing in the sense that it would character-
ize a greater amount of interest expense as foreign source and thereby 
subject to deductibility restrictions. The cost of increased complexity 
might be even clearer in the specifi c context of the sourcing of interest 
expense than it is in the more general context of the arm’s-length prin-
ciple, since the latter is applied at the cost of considerable complexity 
associated with the articulation of transfer-pricing methods. However, 
as already noted, the need to use anti-avoidance rules to bolster tracing 
as a sourcing rule would introduce an element of uncertainty, with ad-
ministrative and compliance costs that can make formulary apportion-
ment more attractive.

The more signifi cant diffi culty with formulary apportionment is 
probably its lack of acceptance by countries as a sourcing rule for inter-
est expense for deductibility purposes. In this environment, the use of 
formulary apportionment by a single country (or a relatively small set 
of countries) could result in the double counting of interest expense for 
deductibility purposes or its non-deductibility by both residence and 
source countries, with undesirable revenue or effi ciency costs.49 With-
out evidence of inconsistent sourcing results arising from the interac-
tion of formulary apportionment and tracing, it is impossible to acquire 
a sense of the direction and signifi cance of the revenue and effi ciency 
effects. Largely as the result of policy-making inertia, tracing emerges 
as a preferable sourcing rule for deductibility purposes.

The ability to manipulate a deductibility restriction based on the 
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tracing of borrowed funds even becomes a positive attribute, since it 
permits the rearrangement of borrowing transactions to ensure deduct-
ibility in at least one of a residence or a source country. However, if it 
is suitably modifi ed to account for both intra-group debt and external 
debt, a thin-capitalization regime can maintain these desirable features 
without the formalism of tracing, which renders it a weak deductibility 
restriction.

Thin-capitalization legislation is conventionally limited to the sourc-
ing of interest expense through the use of intra-group debt in the con-
text of inbound direct investment. The defi nition of the problem in 
typical thin-capitalization regimes is limited, therefore, to the use of 
intra-group debt as an equity substitute. In something of a conceptual 
breakthrough, New Zealand’s thin-capitalization regime was the fi rst 
to extend a sourcing limitation to the external debt of a resident cor-
poration controlled by a non-resident.50 This result is realized gener-
ally by limiting the interest deduction of a corporation resident in New 
Zealand but controlled by a non-resident where the debt to the corpo-
ration’s New Zealand assets exceeds the greater of: (i) 75 per cent, and 
(ii) 110 per cent of the worldwide debt percentage of the worldwide 
group. Deduction of interest on excess debt of a New Zealand–resident 
corporation is denied, with no distinction made between external debt 
and intra-group debt. Australia’s thin-capitalization regime generally 
follows the lead of the New Zealand regime in denying the deduction 
of interest on debt of an Australian-resident corporation controlled by 
a non-resident, to the extent that the amount of such debt exceeds the 
same 75 per cent debt-to-assets ratio.51 

Once conventional thin-capitalization legislation is extended to ex-
ternal debt, thereby becoming a comprehensive sourcing rule, it does 
not seem much of a conceptual leap to apply the same deductibility 
restrictions in the context of outbound direct investment. The unique 
genius of the Australian legislation is this simple conceptual leap. For a 
resident corporation that earns foreign-source income through a CFC, 
the legislation effectively limits the amount of debt that can be sourced 
domestically for interest-deductibility purposes to the greater of: (i) 75 
per cent of Australian assets, and (ii) 120 per cent of the leverage of 
the worldwide group. Although a matter of speculation only, it might 
be that an apparent congruence of the imperative to pursue the maxi-
mization of national welfare and the maintenance of an unrestricted 
interest-expense deduction in the context of outbound direct invest-
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ment explains the behaviour of policy-makers better than the lack of 
any ‘eureka moment’ necessary to make the conceptual connection 
with inbound direct investment. 

It is not just a matter of semantics in emphasizing that, as applied to 
the Australian legislative model, the term ‘thin capitalization’ is a mis-
nomer, at least as it is conventionally understood in international tax 
dialogue. By limiting the leverage of a resident corporation to that of 
the multinational group of which it is a member, these regimes, in real-
ity, are modifi ed asset apportionment formulas for the sourcing of in-
terest expense for deductibility purposes.52 The added feature of a fi xed 
safe-harbour leverage ratio provides the appearance of a conventional 
thin-capitalization regime and is used for many of the same reasons. 
That is, the safe harbour is used as a proxy for an arm’s-length capital 
structure within which the integrity of private law transactions can be 
respected for sourcing purposes.

The principal appeal of an Australian- or New Zealand–style thin-
capitalization-deductibility restriction probably lies, therefore, in its 
ability to combine the potential strictness of formulary apportionment 
as a bulwark against revenue erosion with the simplicity gains otherwise 
associated with a respect for the integrity of private law transactions as 
determinative of the sourcing of interest expense for deductibility pur-
poses. In other words, these legislative regimes impose an outer limit 
on the sourcing of interest expense, either indirectly through the use 
of intra-group debt or directly through the location of external debt, 
without all the administrative and compliance complexities associated 
with formulary apportionment or the use of anti-avoidance rules under 
a tracing regime. 

It is arguable, however, that the Australian and New Zealand legisla-
tive models should not be followed when it comes to specifi cation of a 
permissible leverage ratio. The available empirical evidence suggests 
that a 2:1 or even 1.5:1 ratio would provide a better proxy for a wide 
range of sectors (other than fi nancial and real estate), and could be seen 
to realize a more appropriate, albeit imprecise, balance between rev-
enue maintenance and realization of NON as a welfare benchmark.53 
Indeed, an overly generous leverage ratio provides the equivalent of an 
unrestricted deduction for all practical purposes, and is really nothing 
more than an elaborate signalling mechanism used by national policy-
makers to indicate a willingness to cooperate in the international tax 
arena while continuing to subsidize outbound direct investment. For 
this purpose, a thin-capitalization regime is hardly worth the bother, 
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and relatively weak restrictions that are based on tracing are probably 
just fi ne.

5.0 Conclusion
 

An Australian- or New Zealand–style thin-capitalization regime is far 
from perfect as a restriction on the deductibility of interest expense in 
the context of outbound direct investment. But it is better than any of 
the available alternatives, especially when it is unclear what a ‘perfect’ 
restriction would look like in any event. If suitably modifi ed to account 
for external debt, as well as intra-group debt, this type of restriction 
would serve as an outer limit on the sourcing of interest expense for 
deductibility purposes.

By otherwise accepting the private law integrity of transactions and, 
in particular, the sourcing results they realize, a thin-capitalization re-
gime might best refl ect the mixed state of the relevant empirical evi-
dence, which is bound up in disagreement over an appropriate welfare 
benchmark. Depending on the specifi c design details – particularly the 
specifi cation of a safe-harbour leverage ratio – such a regime is also 
likely to be more robust against taxpayer manipulation than tracing as 
a sourcing rule, yet it would avoid some of the complexity of formulary 
apportionment and, as a result, might be more administrable than this 
particular sourcing alternative. A thin-capitalization regime would also 
be more consistent with existing transfer-pricing practices, which can 
serve an important signalling function by national tax policy-makers 
who seek to maximize national welfare.
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5 Assessing the Foreign Direct Investment 
Response to Tax Reform and Tax 
Planning

w. steven clark*

1.0 Introduction

In a globalized world with heightened cross-border investments, mul-
tinational fi rms increasingly are engaging in sophisticated international 
tax-planning strategies to lower their global tax liabilities. Accordingly, 
studies that try to estimate the effect of tax on cross-border investment 
decision-making need to take this tax planning into account.

This chapter considers the use of ‘forward-looking’ effective tax rates 
to estimate the impact of corporate tax reform on fl ows of foreign direct 
investment (FDI), and signals the need to address increasingly common 
strategies multinationals use to minimize host- and home-country tax 
when attempting to model representative fi nancing and repatriation 
structures.1 The chapter develops average effective tax rate (AETR) and 
marginal effective tax rate (METR) formulas under a neoclassical (user 
cost of capital) framework extended to incorporate various corporate 
tax-planning strategies, and derives illustrative results to shed light on 
possible effects when moving away from standard fi nancing and repa-
triation assumptions.

The results suggest that AETRs/METRs based on standard assump-
tions need to be reconsidered in tax planning, as effective tax rate val-
ues might be signifi cantly lower in certain cases. A central question is 
whether investors take tax planning into account when making invest-
ment decisions. It might be that they account only for basic tax provi-
sions, with tax-minimizing strategies developed only after investment 
decisions are made, to maximize after-tax rates of return.2 Where this 
is generally the case, then effective tax rate measures exclusive of tax-
planning effects might be appropriate for empirical work estimating 
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the sensitivity of FDI to taxation. Effective tax rate measures exclusive of 
tax planning also might be suitable for empirical work if such measures 
are correlated with those inclusive of tax planning.3

Although the framework developed in this chapter illustrates the 
possible effects of tax planning on AETR and METR values, it does not 
provide formulas for ‘representative’ effective tax rates for different 
cases, as it remains unclear how prevalent various tax-planning strate-
gies are and how aggressively they are applied. In other words, much 
work remains to determine what tax measures investors tend to factor 
in when making their cross-border investment decisions. The analysis 
does, however, raise some concern that estimates of the inbound/out-
bound FDI response to tax policy reform based on standard approaches 
and measures might be less than reliable on account of both question-
able estimated tax-elasticity values and considerable uncertainty about 
the percentage change in AETRs that accompany tax reform, taking 
into account tax-planning considerations.

Studies by the Organisation for Economic Co-operation and Develop-
ment (OECD) and others that compute forward-looking effective tax 
rates have adopted fi nancing and repatriation assumptions that appear 
to be increasingly inconsistent with recent developments. These include 
the growing use of intermediary tax-haven fi nance subsidiaries and 
new fi nancial instruments that encourage reliance on inter-affi liate in-
terest, royalty, and other payments deductible at source as means to pay 
out active business income (see Chapter 1 in this volume).4 Unlike divi-
dends, these payments reduce the amount of host-country corporate tax 
and are particularly attractive where they attract no or minimal further 
income tax. Such is the case where the recipient is an intermediate af-
fi liate in a no- or low-tax jurisdiction, where the host country imposes 
no or low withholding tax on returns to the intermediary, and where 
the parent company is not subject to (or is able to avoid) anti-deferral or 
anti-exemption rules in the home country that would tax such income 
on a current basis. Even under a direct (non-intermediated) holding 
structure, home-country tax might be avoided on inter-affi liate interest 
where hybrid securities, rather than conventional debt, are used.

The next section begins with a review of the basic partial-equilibrium 
approach policy analysts use to assess the FDI response to corporate tax 
reform, paying particular attention to their fi nancing and repatriation 
assumptions. The review considers, as an example, an application of 
the United Kingdom’s APTAX model to estimate the response of in-
bound and outbound FDI to tax reform that lowers the statutory corpo-
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rate income tax rate. The example is representative of the ‘state of the 
art’ of AETR applications employed in OECD countries to assess tax 
policy effects on FDI fl ows.

The third section presents data that suggest the need to address tax-
planning opportunities when modelling after-tax returns on FDI. Un-
fortunately, information is limited on cross-border fi nancing structures, 
including data showing the use and growth of ‘triangular’ structures 
involving tax-haven fi nance affi liates, which might explain in large part 
why empirical studies of tax effects on FDI continue to assume conven-
tional fi nancial and repatriation policies. A growing literature, however, 
most notably from U.S. sources, provides insights into developments in 
this area.5 This section also presents data on the level and growth of 
earnings of controlled foreign companies in low-tax countries used by 
U.S. parent companies, which highlights the scale of offshore fi nancial 
intermediation in the U.S. case.

The fourth section presents results from an investigation of the impli-
cations of tax planning on AETR and METR measurement, under a styl-
ized set of tax and non-tax parameters chosen for illustrative purposes. 
The various tax-planning considerations addressed include thin capi-
talisation of high-taxed subsidiaries, ‘double-dip’ fi nancing and the use 
of hybrid securities in place of conventional debt, and the use of tax-
haven fi nance affi liates and hybrid instruments to avoid home-country 
corporate income tax. The tax-burden values are shown to be highly 
dependent on fi nancing and repatriation assumptions, with negligible 
AETR values and negative METR values under more aggressive forms 
of tax planning. The fi nding that AETR/METR results are sensitive to 
fi nancing assumptions is not new; what is perhaps striking is how dif-
ferent the values might be.

The fi nal section reconsiders the AETR analysis presented in the sec-
ond section, and discusses the sensitivity of results to fi nancing and re-
patriation assumptions. The possibility that AETR values and estimated 
investment responses to adjustments in AETRs following tax reform 
might be considerably different than predicted under a standard model 
(particularly when examining FDI from countries with dividend-credit 
systems) suggests that more work is required to assess the need to in-
corporate tax-planning implications into forward-looking effective tax 
rate measures that are used to infer the effects of tax reform on FDI. 
Such work could usefully draw on the insights and fi ndings of Harry 
Grubert, who analyses the effects on tax planning of backward-looking 
tax-burden measures.6
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2.0 The Basic Approach to Assessing the FDI Response to Tax 
Reform

The basic approach under a partial-equilibrium assessment of the FDI 
response to corporate tax reform is to combine an estimate of the sensi-
tivity (elasticity) of FDI to the AETR on returns on FDI with a measure 
of the change in the AETR resulting from tax reform.7 The basic ap-
proach can be represented as follows:

(1)

where subscripts 0 and 1 show pre- and post-reform values; FDI meas-
ures a bilateral FDI fl ow – say, from country A (the home country) to 
country B (the host country); AETR is a forward-looking average effec-
tive tax rate on FDI from country A to country B; and εs is a semi-elastic-
ity estimate of the percentage change in the FDI fl ow that accompanies 
a one percentage point increase in the AETR.8 Equation (1) applies at 
the bilateral level, with AETRs depending on country-specifi c host- and 
home-country tax rules in national legislation and (overriding) provi-
sions in a bilateral tax treaty agreement (if one exists) between country 
A and country B.

Applications of equation (1) include an assessment by policy-makers 
in a given (host) country B of the inbound FDI response to one or more 
corporate tax policy changes in country B that alter the AETR on in-
bound investment from country A as well as from other countries. For 
example, consider a corporate tax reform in country B that lowers the 
AETR on FDI into country B from country A from 30 per cent to 25 per 
cent. Application of a mean semi-elasticity εs value of –5.9 would pre-
dict that FDI into country B from country A would increase by 29.5 per 
cent.9 An assessment of the impact on total inbound FDI from all coun-
tries (not just country A) would require that this exercise be repeated 
for each (signifi cant) foreign country that invests in A, measuring in 
each bilateral case the applicable AETR.10

An example of this approach is the United Kingdom’s APTAX-in-
ternational model, which calculates AETRs/METRs for cross-border 
investment based on standard fi nancing and repatriation assumptions. 
In this model, as depicted in Figure 5.1, a parent company (denoted 
PCo) resident in country A raises capital through some combination of 
borrowed funds (third-party debt), retained earnings, and new equity, 

− = ε −1 0
1 0

0
( )sFDI FDI

x AETR AETR
FDI

,
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and invests the funds directly in a manufacturing subsidiary (OpCo) 
resident in country B, using some combination of inter-affi liate debt 
and new equity. The subsidiary uses the injected capital, plus its own 
retained earnings, to fi nance the purchase of productive (physical) cap-
ital. Furthermore, standard practice is to assume immediate payout of 
earnings and, thus, immediate application of home-country tax rules 
(that is, tax deferral is ignored).11

Results from an application of the APTAX model are presented in 
Table 5.1, which considers the estimated inbound FDI response of par-
ent companies in low-tax (LowTax) and high-tax (HighTax) countries 
to tax reform in a middle-tax (MiddleTax) host country that reduces 
the statutory corporate income tax (CIT) rate from 30 per cent to 25 per 
cent.12 Under the direct (non-intermediated) holding structure, foreign 
earnings are assumed to be distributed immediately to investors (that 
is, to the parent companies) as earned.

The table shows pre- and post-reform AETR values for FDI by a par-
ent company resident in LowTax, where the CIT rate is 15 per cent, 
and by a parent company resident in HighTax, where the CIT rate is 40 
per cent, considering both dividend-exemption- and dividend-credit-
system cases. Pre- and post-reform AETR values are applied to estimate 
the impact of the CIT rate cut in MiddleTax on inbound FDI using the 
estimating formula (1) and a semi-elasticity value for AETR of 5.9 per 
cent (εs = –5.9).

Figure 5.1. Standard-Financing Structure

PCo
(country A)

OpCo
(country B)

Inter-affiliate debt (33%)
Equity shares (33%)

Dividends
Interest

Retained earnings (33%)

Third-party debt (35%)
Retained earnings (55%)

Equity shares (10%)
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Consider, fi rst, the results for inbound FDI. Where both LowTax and 
HighTax operate dividend-exemption systems, MiddleTax (host-coun-
try) taxation of distributed profi t is fi nal, as dividends from MiddleTax 
are received tax free under exempt treatment. On the other hand, inter-
est paid on inter-affi liate loans is subject to home-country taxation, with 
a higher CIT rate applied to inter-affi liate interest received in HighTax. 
Thus, the AETR on FDI from HighTax is higher than that on FDI from 
LowTax (25.92 per cent versus 24.26 per cent).

As taxation at source of profi ts on FDI in MiddleTax is fi nal, the 
CIT rate reduction in MiddleTax lowers the AETR on inbound invest-
ment for investors from both LowTax and HighTax. For investors from 
LowTax, the CIT rate reduction lowers the AETR from 24.26 per cent to 
20.10 per cent, implying an increase of 24.54 per cent in inbound FDI 
from investors in LowTax. For investors from HighTax, the same CIT 
rate reduction lowers the AETR from 25.92 per cent to 21.78 per cent, 
implying an increase of 24.43 per cent in inbound FDI from investors in 
HighTax – about the same percentage change as predicted for investors 
in LowTax.

Consider, next, results for FDI from countries that operate a divi-
dend-credit system. For FDI from LowTax, the model fi nds unchanged 
results from the exemption-system case. This occurs as, once again, 
host-country taxation is fi nal, but for a different reason. In this case of 
excess foreign tax credit, investors in LowTax are able to fully offset 
home-country tax on foreign dividends using foreign tax credits. (With 

Table 5.1. Tax Reform Effects on Inbound FDI into MiddleTax

 Home- AETR Pre- AETR Post- % Change in
 Country Tax reform reform FDI into 
 System (CIT = 30%) (CIT = 25%) Middle Tax

  (per cent)
FDI from LowTax
 (CIT = 15%) exemption 24.26 20.10 24.54
FDI from HighTax
 (CIT = 40%) exemption 25.92 21.78 24.43
FDI from LowTax
 (CIT = 15%) credit 24.26 20.10 24.54
FDI from HighTax
 (CIT = 40%) credit 32.66 32.05  3.60

Source: United Kingdom, HM Revenue and Customs, APTAX model.
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the CIT rate in LowTax less than that in MiddleTax, creditable foreign 
tax is in excess of the amount required to offset LowTax tax liability on 
profi ts earned in MiddleTax.) Interest on inter-affi liate loans to Mid-
dleTax subsidiaries continues to be taxed at the 15 per cent LowTax CIT 
rate. The predicted effects of the tax reform are thus the same as in the 
dividend-exemption case (the CIT rate reduction lowers the AETR from 
24.26 per cent to 20.10 per cent, implying an increase of 24.54 per cent in 
inbound FDI from investors in LowTax).

However, a very different outcome is predicted when addressing 
inbound FDI from investors resident in HighTax where a dividend-
credit system. is applied In this case, home-country (HighTax), rather 
than host-country, tax rates determine the combined host- and home-
country tax burden on FDI, implying that the rate reduction in Mid-
dleTax has a muted effect. As the corporate tax burden in MiddleTax 
is relatively low, the foreign tax credit (pre- and post-reform) available 
to parent companies in HighTax matches and thus offsets the host-
country corporate tax burden (pre- and post-reform). Thus, the drop in 
the corporate tax rate in MiddleTax, while reducing corporate tax paid 
in MiddleTax, also reduces the available foreign tax credit for parent 
companies in HighTax, and thus increases the amount of corporate tax 
paid in HighTax – in effect, the home-country tax adjustment offsets the 
host-country tax reduction. As a result, the AETR on inbound invest-
ment from investors in HighTax is predicted to fall only marginally, 
from 32.66 per cent to 32.05 per cent, implying a model FDI increase of 
3.6 per cent.

One can also apply equation (1) in considering the outbound FDI re-
sponse to tax reform – for example, in certain cases, to gauge possibly 
higher outbound FDI by investors in MiddleTax following a reduction 
in the CIT rate from 30 per cent to 25 percent.13

Consider, fi rst, the results in Table 5.2, where MiddleTax is assumed 
to operate a dividend-exemption system. A lowering of the CIT rate in 
MiddleTax has no effect on the tax burden on dividends from LowTax 
or HighTax, with underlying profi ts subject to host-country taxation 
alone. However, the reform lowers the tax rate on interest received by a 
parent company in MiddleTax on loans to foreign affi liates. At the same 
time, the reform, by reducing the value of interest deductions, increases 
the after-tax cost of third-party debt capital raised by parent companies. 
Under the assumed fi nance weights, these effects – the fi rst tending to 
lower the AETR on outbound FDI and the second tending to increase 
it – cancel out, implying no predicted FDI response.
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Where MiddleTax instead operates a dividend-credit system, the 
AETR on FDI into HighTax is also unaffected by the MiddleTax CIT 
rate reduction. The reason is that there is, in effect, no home-country tax 
on foreign dividends from HighTax since such tax is fully offset by for-
eign tax credits, both pre- and post-reform. Underlying profi ts are thus 
taxed at the HighTax rate. The reduced CIT rate lowers the taxation of 
foreign earnings received as inter-affi liate interest, but also increases 
parent companies’ cost of debt fi nance. These effects offset one another, 
leaving FDI unchanged.

The one case where the MiddleTax CIT rate reduction is predicted to 
affect outbound investment is FDI into LowTax, where the parent is in 
an insuffi cient foreign-tax-credit position and the effective tax rate on 
foreign earnings is determined by the home-country tax rate. The fi ve 
percentage point CIT rate reduction is shown to lower the AETR from 
22.48 per cent to 18.98 per cent, leading to a 20.65 per cent increase in 
FDI outfl ows to LowTax. As reviewed below, this result might overstate 
the outbound FDI response where the effective tax rate on foreign profi t 
is determined more by host-country than by home-country tax rates 
under tax planning that limits home-country taxation.

3.0 Cross-border Financing Developments 

In this and the next sections, I refl ect on fi nancing and repatriation 
assumptions underlying the standard approach to estimating tax re-

Table 5.2. Tax Reform Effects on Outbound FDI from MiddleTax

    % Change in
 Middletax AETR Pre- AETR Post- Outbound FDI
 (Home-Country) reform reform from 
 TAx System (CIT = 30%) (CIT = 25%) Middle Tax

  (per cent)
FDI into LowTax
 (CIT = 15%) exemption 11.96 11.96     0
FDI into HighTax
 (CIT = 40%) exemption 32.02 32.02     0
FDI into LowTax
 (CIT = 15%) credit 22.48 18.98 20.65
FDI into HighTax
 (CIT = 40%) credit 32.02 32.02     0

Source: United Kingdom, HM Revenue and Customs, APTAX model.
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form effects on FDI, and consider possible departures consistent with 
strategies of multinationals to minimize host- and home-country tax. A 
central question raised in this context is how common it is for multina-
tionals to tax plan – for example, by using no- or low-tax jurisdictions 
as locations for fi nancial intermediaries. And is tax planning becoming 
increasingly common over time, as might be expected with reductions 
in associated costs and an apparent weakening (rather than tightening) 
of anti-deferral rules? Although there has been increased attention in 
policy circles and the media in recent years to the offshore ‘tax-haven’ 
activities of multinationals aiming to minimize their global corporate 
tax bill, unfortunately very little information is publicly available on 
the scale and growth of the corresponding fi nancial stocks and fl ows. 
This paucity of information refl ects in part the different approaches 
countries use to measure and report transactions with tax-haven fi -
nance affi liates (also referred to as ‘special purpose vehicles’).

Available data suggest, however, the need to attempt to account for 
tax-haven activities and, more generally, the tax-planning behaviour 
of multinational fi rms when assessing the tax burden on cross-border 
investment. Figure 5.2 shows growth in the scale of activities of con-
trolled foreign companies (CFCs) of U.S. parent companies in major 
low-tax countries over the period 1996–2000, as reported in Tax Notes 
International.14 The fi rst bar shows growth in total pre-tax earnings of all 
CFCs (in all foreign countries); the second bar shows growth in pre-tax 
earnings of CFCs in seven major low-tax countries used by U.S. parent 
companies: Bermuda, the Cayman Islands, Ireland, Luxembourg, the 
Netherlands, Singapore, and Switzerland. In 2000, total pre-tax earn-
ings of all CFCs stood at US$231 billion, of which earnings in the seven 

Figure 5.2 Growth Activity of CFCs of U.S. Parent Companies 
in Major Low-Tax Countries, 1996–2000
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low-tax countries accounted for US$86 billion, or 36 per cent. Over this 
period, dividends CFCs received in these countries grew by more than 
200 per cent, accounting for about one-third of the total pre-tax earn-
ings growth, with the remaining two-thirds refl ecting growth in other 
receipts connected to tax planning, as well as growth in real activity.

The third bar in Figure 5.2 shows growth in total tangible capital as-
sets (plant, equipment, plus inventories) of all CFCs, while the fourth 
bar shows growth in tangible capital assets in fi ve major holding com-
pany low-tax countries (Bermuda, the Cayman Islands, Luxembourg, 
the Netherlands, and Switzerland). By 2000, holding companies in these 
countries accounted for about 15 per cent of all capital held abroad by 
U.S. parents.

Much of the growth in capital assets in these low-tax countries is 
through hybrid structures, where, under U.S. ‘check-the-box’ rules, 
operating entities in high-tax countries are designated as branches of 
holding company CFCs in low-tax countries. Thus, real capital of these 
operating entities shows up as real capital of the consolidated group 
based in low-taxed countries. Payments to holding company CFCs un-
der the hybrid structure are ‘invisible’ for U.S. tax purposes.

To the extent these data refl ect a global trend, attempts are called for 
to account for tax planning in representative tax-burden measures.

4.0 Cross-border AETR/METR Analysis: A Focus on Tax-Planning 
Effects

This section explores the implications for cross-border AETR/METR 
measures of six tax-planning cases, including thin capitalization of 
high-taxed subsidiaries, ‘double-dip’ fi nancing and hybrid instru-
ments, and the use of tax-haven fi nance affi liates and hybrid structures 
to avoid home-country CIT.

The six cases refl ect a subset of fi nancing (and repatriation) policies 
that could be followed. The objective of the analysis is limited to signal-
ling the sensitivity of AETR/METR results to fi nancing assumptions 
and to suggesting the need to reconsider these in analytical work – 
in particular, whether they are representative of particular host- and 
home-country combinations.

The analysis derives AETR and METR measures for dividend-
exemption (territorial) and dividend-credit (worldwide) systems in 
a framework that considers the net present value of investment in a 
foreign subsidiary, with the present value of pre-tax economic profi t 
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assessed on the basis of an assumed average pre-tax rate of return on 
capital. In each case, the net present value of pre-tax economic profi t 
depends on the optimal capital stock, where the latter scale decision 
(the optimal amount to invest in a location) depends on an assessment 
of after-tax marginal costs and returns on investment, with reference 
to METRs. Where a parent company’s decision about where to locate 
subsidiary operations is based on a comparison of the net present value 
of investment across competing locations, scale decisions and location 
decisions are taken simultaneously.15 To make the model tractable, it is 
assumed that investment in a foreign subsidiary in a given location, if 
made, proceeds immediately to the optimal steady-state capital stock 
(K*) for that location (with the determination of K* based on an assess-
ment of marginal returns and costs).16

For each case examined, the fi rst step considers the net present value 
of investment under a given fi nancing and tax structure, expressed as a 
function of an assumed average pre-tax rate of return variable and op-
timal capital stock value. The next step considers the equilibrium con-
dition that determines the optimal capital stock and the corresponding 
METR value. The third step considers various measures of net present 
value – including expressed as a function of the AETR on investment – 
to illustrate the infl uence of taxation on net present value (and location 
choice).17

Table 5.3 gives the illustrative AETR and METR results for the six 
cases under a stylized set of tax and non-tax parameters (which can 
be varied within the model). The CIT rate in the home country is 30 
per cent, in the high-tax host country 40 per cent, and in the low-tax 
country 15 per cent. The pre-tax rate of return is set at 20 per cent, while 
the pre-tax rate of return on bonds (representing the opportunity cost 
of funds) is set at 10 per cent. A single homogeneous capital asset is 
assumed (although multiple capital assets can be built into the model), 
with tax depreciation set equal to true economic depreciation at a de-
clining-balance rate of 20 per cent. The non-resident withholding tax 
rate on interest and dividends is set at 5 per cent.

4.1 Base Case Results
 

Case 1, the base case, considers straight equity fi nancing, where a par-
ent company invests retained earnings in new equity shares of a foreign 
subsidiary that is assumed to distribute its after-tax earnings (net of 
replacement investment) in full at the end of each period.



Table 5.3. AETR/METR under Alternative Financing and Repatriation Assumptions

 AETR on FDI AETR on FDI METR on FDI METR on FDI
 into HighTax into LowTax into HighTax into LowTax
 (Host-Country (Host-Country (Host-Country (Host-Country
Home-Country CIT = 30% CIT = 40%) CIT = 15%) CIT = 40%) CIT = 15%)
  
 (per cent)
Dividend-credit system    
Case 1 (RE → NE) 42.3 30.0 42.2 30.0
Case 2 (RE → NE + BS) 35.7 30.0 33.2 30.0
Case 3 (BP → NE) 27.5 15.0 17.3 0
Case 4 (BP → NE + BS) 20.8 15.0 –2.4 0
Case 5 (BP → NE + HY) 20.8 15.0 –2.4 0
Case 6 (BP → NE → NE + BS) 18.0 0.5 –14.1 –29.2
    
Dividend-exemption system    
Case 1 (RE → NE) 42.3 19.0 42.2 18.8
Case 2 (RE → NE + BS) 40.1 19.0 39.4 18.8
Case 3 (BP → NE) 27.5 4.1 17.3 –16.0
Case 4 (BP → NE + BS) 25.2 4.1 11.5 –16.0
Case 5 (BP → NE + HY) 20.8 1.6 –2.4 –25.0
Case 6 (BP → NE → NE + BS) 18.0 0.5 –14.1 –29.2

Notes: RE = retained earnings; NE = new equity; BP = bond fi nance parent; BS = bond fi nance subsidiary; HY = hybrid instrument.
Cases 2 and 4: leverage parameters for sub β = 0; case 5: β = 0.35 for exemption, β = 0 for credit; case 6: β = 0.50.
Source: Author’s calculations from methodology derived in OECD, Tax Effects on Foreign Direct Investment, chap. 5.
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For FDI in the high-tax country, the AETR is shown as 42.3 per cent 
under both dividend-credit and dividend-exemption treatment (for a 
discussion of residence-based and exemption-tax systems, see Chap-
ter 4 in this volume). The AETR exceeds the 40 per cent host-country 
CIT rate on account of host-country withholding tax on dividends.18 No 
home-country tax is collected, and tax on dividends is offset by foreign 
tax credits in the dividend-credit system or, of course, exempt in the 
dividend-exemption system. For FDI in the low-tax country, the AETR 
of 30 per cent captures the additional home-country tax under a credit 
system on foreign dividends taxed at source at 15 per cent, under the 
standard assumption applied in AETR/METR analysis that the sub-
sidiary immediately pays out its after-tax earnings (the possibility of 
deferral is ignored). Under a dividend-exemption system, the AETR is 
only 19 per cent inclusive of dividend withholding tax.

4.2 Thin Capitalization of High-Taxed Subsidiaries

A central tax-planning consideration is tax savings from thinly capi-
talizing (leveraging) subsidiaries resident in countries with relatively 
high statutory corporate tax rates, where the amount of tax relief tied 
to a given interest deduction depends on the statutory tax rate applied 
to the relevant tax base. Considering inter-affi liate debt, the incentive 
of a parent that loans funds to capitalize a foreign subsidiary with debt 
rather than equity depends on the relative setting of statutory corporate 
tax rates in the home versus host country, the home-country tax treat-
ment of foreign dividends (credit versus exemption system) and inter-
est paid out of active business income, and possible pooling of income 
for the purposes of foreign tax credits (see Chapter 4 in this volume).

With a dividend-credit system that allows pooling of foreign divi-
dend and interest income paid out of active business income, ‘excess’ 
foreign tax credits on high-taxed foreign dividends – that is, credits in 
excess of an amount required to eliminate home-country tax on for-
eign dividends – may be used to shelter from home-country tax foreign 
interest (and royalty) income received from foreign affi liates. When 
taking this consideration into account, the tax burden on FDI under 
a dividend-credit system might be lower (not higher, as is often pre-
sumed) than that under a dividend-exemption system.

Case 2 allows for leveraging (inter-affi liate debt fi nancing) of a for-
eign subsidiary. Where the host-country corporate tax rate is relatively 
high, exceeding the home-country rate, leveraging is attractive under 
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an exemption system as it converts foreign dividend income taxed at a 
relatively high host-country rate into foreign interest income taxed at 
the relatively low home-country rate (free of host-country tax).19

Under a dividend-credit system, in contrast, reliance on inter-affi li-
ate loans is also generally attractive, but only at low leveraging values, 
where a parent company is able to shelter home-country tax on interest 
using excess foreign tax credits on dividend income. Once leveraging 
reaches a critical value such that the parent moves from an excess to 
an insuffi cient foreign tax credit position, increased leveraging reduces 
not only host-country tax but also the allowable foreign tax credit, im-
plying no tax savings overall. Therefore, where the host-country tax 
rate is relatively high, greater leveraging of a foreign subsidiary might 
be expected under a dividend-exemption system, despite the greater 
tax relief that initial leveraging can bring at low leverage values under 
a dividend-credit system.20

Partial leveraging of a foreign subsidiary (35 per cent debt, 65 per 
cent equity) in the high-tax country is shown to lower the AETR from 
42.3 per cent to 35.7 per cent under dividend-credit treatment. The re-
duction in the AETR to 35.7 per cent results from host-country tax relief 
from an interest deduction and no offsetting home-country tax, with 
inter-affi liate interest sheltered from home-country tax by excess for-
eign tax credits on dividend income. At a suffi ciently high (optimal) 
leverage value, foreign earnings paid out as interest would no longer be 
sheltered at the margin (with excess credits fully utilized). In general, 
the higher is the host-country corporate tax rate relative to the home-
country rate, the higher is the optimal leverage value.

With a dividend-exemption system and the same degree of leverag-
ing (35 per cent), the AETR also falls but not by as much, from 42.3 per 
cent to 40.1 per cent. The reduction is less, as tax relief from the inter-
est deduction in the host country is partially offset by increased home-
country tax, with foreign interest income subject to tax. (The AETR on 
FDI under an exemption system could be lowered further with lever-
age beyond 35 per cent, assuming an absence of, or ineffective, host-
country thin-capitalization rules, which increases the fraction of foreign 
earnings taxed at the relatively low home-country rate of 30 per cent.)

In the opposite case, where the host-country statutory tax rate is a 
relatively low 15 per cent, a parent company subject to a dividend-ex-
emption system would be expected to make very limited (if any) use of 
inter-affi liate debt to a foreign subsidiary held directly, given the low tax 
rate on earnings repatriated as dividends of 15 per cent (versus 30 per 
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cent on interest). Similarly, where a dividend-credit system applies, the 
parent is in an insuffi cient foreign tax credit position, and with foreign 
dividends taxed at a combined rate of 30 per cent (with host-country tax 
fully offset by foreign tax credits), reliance on inter-affi liate loans would 
be expected to be limited, based on tax considerations alone (with host-
country tax reductions from interest expense offset by reduced foreign 
tax credits in the home country).

As Table 5.3 shows, under a credit system, leveraging provides no 
overall tax savings where host-country tax relief from the interest 
deduction is simply offset by a reduced foreign tax credit. Under an 
exemption system, leveraging is unattractive as it converts dividend 
income taxed at the low host-country rate of 15 per cent into interest 
taxed at the relatively high home-country rate. With these considera-
tions in mind, the AETRs for case 2 assume no leveraging of the foreign 
subsidiary (that is, the leveraging parameter â is set to 0).

4.3 Double-Dip Financing

Another consideration is the mix of external and internal funds parent 
fi rms use to fund outbound FDI and whether the standard assump-
tion of a fi xed set of fi nancing weights for parents in different home 
countries and over time is representative. In some contexts, double-dip 
fi nancing – involving two interest deductions on funds that fi nance FDI 
– might be attractive and be used to lower effective tax rates on FDI 
dramatically (see also Chapter 4 in this volume).

Reliance by a parent company (or other affi liate) on third-party debt 
to fi nance FDI can reduce AETRs on FDI signifi cantly. At the same time, 
home-country rules might limit interest deductions on amounts bor-
rowed to fund outbound FDI (and that might generate little domestic 
tax revenue). Countries differ quite markedly in the restrictions they 
apply on interest deductions on amounts borrowed to fund FDI. Some 
rely on tracing rules, which allow such deductions to be made only 
against net domestic taxable income (if any) on FDI. Tracing rules can 
be circumvented, however, given the fungible nature of capital. Where 
tracing or similar rules do not apply, or where they do but are rou-
tinely circumvented, parent companies or other affi liates in high-tax 
countries might be expected to rely heavily on debt fi nance to fund 
outbound FDI. Other countries have interest-allocation rules that might 
be more effective in limiting the amount by which interest deductions 
on debt-fi nanced FDI offset domestic taxable income.21
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Case 3 illustrates how the AETR on FDI can be reduced signifi cantly 
in the absence of constraints on interest deductions on third-party debt 
fi nancing of outbound FDI. The illustration takes the limiting position 
where a parent company’s source of funds to fi nance a new equity in-
jection into a foreign subsidiary is entirely third-party debt fi nance. 
As in Case 1, possible leveraging of a foreign subsidiary is initially ig-
nored (double-dip fi nancing is examined in Case 4). Comparing the re-
sults of Cases 1 and 3, the AETR on FDI into the high-tax country falls 
from 42.3 per cent to 27.5 per cent under both credit and exemption 
systems. The AETR on FDI into the low-tax country falls by half (30 per 
cent to 15 per cent) where the home country operates a credit system. 
Where an exemption system applies, however, the AETR reduction is 
more pronounced (falling from 19 per cent to 4.1 per cent), as earnings 
are taxed at the low host-country CIT rate, while interest on the loan 
that fi nances the investment is written off at the relatively high home-
country rate.

Case 4 considers ‘double-dip’ fi nancing where two interest deduc-
tions are taken to fi nance FDI. The fi rst dip (interest deduction), result-
ing from borrowing by the parent company to fund FDI, reduces the 
AETR in both high- and low-tax countries and under both credit and 
exemption systems, as discussed in Case 3. A second dip, arising where 
the parent company loans some fraction of its borrowed capital to the 
subsidiary, is attractive in reducing tax on FDI into a high-tax country. 
As in Case 2, leveraging converts relatively high-taxed foreign dividend 
income into foreign interest income taxed at the relatively low home-
country tax rate under an exemption system. Under a credit system, 
returns in the form of interest are free of both home- and host-country 
tax up to some optimum leveraging position (at which point, taxation 
at the relatively low home-country rate would apply).

The results, with the foreign subsidiary leveraged with 35 per cent 
debt (65 per cent equity), show the AETR falling from 27.5 per cent in 
Case 3 to 25.2 per cent in Case 4 under an exemption system and to 20.8 
per cent under a credit system with excess credits sheltering interest. 
In contrast, a second dip does not result in tax savings when consider-
ing (direct) FDI into a low-tax country, for the reasons considered in 
Case 2 (reduced foreign tax credits under a dividend-credit system and 
replacement of exempt dividends with taxable interest under a divi-
dend-exemption system). Thus, the Case 3 results are repeated in Case 
4 where leveraging the subsidiary is an option but not one taken due to 
the negative tax consequences.
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4.4 A Hybrid-Instrument Financing Structure

Case 5 considers the use of a hybrid instrument, where double-dip ar-
rangements might be attractive in certain cases where conventional 
debt would not, with returns regarded by the home country as dividend 
income exempt from home-country tax. Similar results are obtained as 
with conventional debt where interest can be sheltered. Inclusion in the 
home-country tax base of interest income on an inter-affi liate loan to 
an operating subsidiary assumes the use of conventional debt, rather 
than a hybrid instrument, meaning a security that is regarded as con-
ventional debt by one country (that is, the host country of an operating 
subsidiary that issues the hybrid security) and as an equity security by 
another country (the home country of a parent company that purchases 
or invests in the security). This asymmetry achieves tax relief similar to 
that under a triangular or hybrid-entity structure, examined below.22

Consider a hybrid instrument issued by an operating company 
(OpCo) in country B to its parent (PCo) in country A. Payments on the 
hybrid instrument are treated by the host country B as interest expense 
and are thus deductible against the host (country B) tax base. With re-
turns on investment in a hybrid security treated by country A as divi-
dends, the returns would be exempt if the home country (country A) 
operates a dividend-exemption system or if the home country operates 
a dividend-credit system and the parent PCo is in an excess foreign tax 
credit position and is able to use foreign tax credits on dividends re-
ceived from OpCo to offset home-country tax on the hybrid instrument. 
In general, an excess foreign tax credit position would apply if the host-
country corporate tax rate on profi t is high relative to the home-country 
tax rate.23

The possible implications of hybrid instrument fi nancing are pre-
sented in Table 5.3 as Case 5, where the AETR, at 20.8 per cent when 
investing in the high-tax country under a credit system, is the same as 
that for Case 4 with conventional debt, where excess credits fully shel-
ter foreign interest on conventional debt from home-country tax. In this 
case, the hybrid offers no special tax advantages (with returns received 
tax free in both cases). However, a hybrid instrument is attractive rela-
tive to conventional debt under an exemption system that taxes interest 
on conventional debt as ordinary income while treating returns on the 
hybrid as exempt dividend income. With the foreign subsidiary lever-
aged 35 per cent by a hybrid security (65 per cent equity), the AETR 
falls from 25.2 per cent to 20.8 per cent under an exemption system.
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When capitalizing a foreign subsidiary in a low-tax country, a hy-
brid instrument once again holds no particular advantage if the home 
country operates a credit system and the foreign subsidiary is held di-
rectly. With the parent subject to home-country tax on pre-tax earnings, 
whether distributed as dividends on conventional equity, as interest, or 
as returns on a hybrid and with host-country tax and thus creditable 
foreign tax unchanged when a hybrid security is used as opposed to 
conventional debt, the AETR results are unchanged from Case 4. Again, 
however, the hybrid offers advantages under an exemption system, 
with returns on the hybrid, unlike returns on conventional debt, avoid-
ing home-country tax. The AETR in this case is a low 1.6 per cent.

4.5 A Triangular Financing Structure

Under a direct (non-intermediated) holding, interest, royalties, and 
certain other payments by a foreign subsidiary to its domestic parent 
are deductible, thereby reducing host-country tax. However, receipts of 
these amounts normally attract home-country tax, with possibly some 
scope under a dividend-credit system to shelter foreign interest and 
royalty income from home-country tax using excess credits on high-
taxed dividend income (assuming such pooling of income for foreign 
tax credit purposes).

Triangular structures involving an intermediate affi liate located in a 
tax haven, providing inter-affi liate fi nancing and possibly other con-
duit services, can fundamentally alter fi nancing and repatriation op-
tions and tax results. As noted above, capitalizing a foreign subsidiary 
held directly with an inter-affi liate loan is attractive as a tax-minimiz-
ing strategy if the host-country tax rate is relatively high. In such cases, 
replacing equity with an inter-affi liate loan converts the effective tax 
rate on foreign earnings from the host-country rate to the relatively low 
home-country rate, assuming the home country operates an exemp-
tion system. If, instead, the home country operates a dividend-credit 
system, reliance on inter-affi liate loans is even more attractive to the 
extent that interest income can be sheltered from home-country tax by 
excess foreign tax credits (for leveraging up to some optimal point). If, 
however, the host-country tax rate is relatively low, then in general re-
placing equity with an inter-affi liate loan offers no tax relief. Under an 
exemption system, leveraging converts the effective tax rate on foreign 
earnings to the relatively high home-country rate, while, under a credit 
system, host-country tax reductions resulting from interest deductions 
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on an inter-affi liate loan are fully offset by reductions in foreign tax 
credits.

With a triangular structure, as illustrated in Figure 5.3, fi nancing 
and repatriation strategies that reduce the host-country tax base are 
generally more attractive, with the taxpayer able to avoid offsetting 
home-country taxation. In the illustration, a parent company (PCo) in 
country A injects equity capital to establish a wholly owned intermedi-
ate subsidiary (IntCo) in a ‘tax haven’ (country C), to provide conduit 
fi nancing. The intermediary is capitalized by the parent with equity 
(rather than debt) to avoid home-country tax on interest income. IntCo 
invests the funds in an operating subsidiary (OpCo) in country B using 
a combination of equity shares and inter-affi liate loans, with the funds 
used to purchase plant, property, and equipment. IntoCo is also shown 
to license to OpCo intangible property (for example, a patent), which 
might have been transferred to IntCo under a cost-sharing arrangement 
where the ‘buy in’ for IntCo’s rights to the intangible refl ects only a 
fraction of the R&D cost used to create it.

The intermediated structure provides tax savings to PCo on its mul-
tinational operations where it enables the avoidance of home-country 
tax on foreign interest, royalty, and other payments deductible against 
the host-country corporate tax base, implying both host- and home-
country tax savings. As noted, under a direct-holding structure, while 
such payments are deductible at source, they may attract home-country 
tax. The intermediated structure also allows PCo, if resident in a coun-
try operating a dividend-credit system, to avoid home-country tax on 
low-tax foreign source dividend income.

Given these considerations, incentives are created to capitalize for-
eign operating subsidiaries more thinly using inter-affi liate loans 
provided by tax-haven fi nance intermediaries. The incentive to strip 
out earnings applies whether the home country operates a dividend-
exemption or a dividend-credit system, and regardless of the relative 
setting of statutory corporate tax rates in the home and host countries. 
Incentives are also created to overcharge (use non-arm’s-length prices) 
on interest and royalties paid to IntCo, to provide greater host-country 
tax savings. An important observation is that tax savings under the tri-
angular structure do not require the use of non-arm’s-length prices, as 
tax-base shifting from OpCo to IntCo is achieved even where arm’s-
length prices are used.24

Case 6 considers FDI fi nanced through a triangular structure, where 
a parent borrows funds to capitalize an offshore fi nance subsidiary 
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with equity, which is injected in an operating subsidiary using a com-
bination of inter-affi liate debt and new equity. To simplify the analysis 
and illustrate results possible with indefi nite deferral of home-country 
taxation, foreign operating earnings received by the tax-haven subsidi-
ary are assumed to be held offshore indefi nitely, invested in passive 
assets. The results, which assume the absence of anti-deferral/anti-ex-
emption provisions, serve to highlight possibly very low effective tax 
rates on FDI compared with possible effective tax rates on domestic 
investment.25 With no offsetting home-country tax effects (for example, 
no switching from an excess to an insuffi cient foreign tax credit position 
under a credit system), the foreign subsidiary is assumed to be lever-
aged 50 per cent with debt and 50 per cent with equity.

The most pronounced effects arise when considering investment in 
a low-tax country where the home country operates a credit system. 
(For FDI in a high-tax country where home-country tax does not apply, 
either under a credit or a dividend system, there is no home country 
tax to avoid). The avoidance of home-country tax, combined with ad-
ditional stripping of the host-country tax base, causes the AETR to fall 
from 15 per cent to 0.5 per cent. The same AETR value is shown under 
a dividend-exemption system. If home-country taxation of returns is 
removed from the equation, effective taxation under either a dividend-
credit or a dividend-exemption system is essentially the same.

Figure 5.3. Triangular Structure
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4.6 A Hybrid-Entity Financing Structure

Triangular structures facilitating tax avoidance on returns on FDI 
may be countered by CFC anti-deferral/anti-exemption legislation in 
the home country that attributes to resident companies certain types 
of income passively received by a tax-haven affi liate, including divi-
dends, interest, and royalties paid out by operating subsidiaries.26 In 
practice, however, the reach of CFC rules may be limited (for exam-
ple, due to international competitiveness concerns) to certain forms of 
passive income – in particular, returns on portfolio assets – and may 
exclude dividends, interest, royalties, and other amounts paid out of 
active business income of a foreign affi liate. Where such amounts are 
excluded, considerable scope remains to lower host-country profi t tax 
without offsetting home-country tax consequences. In other words, de-
pending on the scope of CFC legislation, it may or may not interfere 
with tax planning of the type reviewed in the preceding section with 
reference to Figure 5.3.

Even where CFC rules are in place with a broad reach that taxes PCo 
(in the previous example) on a current basis on foreign dividend, inter-
est, and royalties paid by OpCo and received by the tax-haven fi nance 
affi liate IntCo, so-called hybrid entities may be used to circumvent 
the application of the CFC rules.27 To take an example, CFC rules in 
the United States normally would tax PCo on a current basis on the 
dividend, interest, and royalty payments by OpCo to IntCo. With the 
introduction in 1998 of so-called check-the-box provisions, however, a 
U.S. parent may elect to have OpCo treated as a branch of IntCo for 
U.S. tax purposes. As a result of this designation, payments by OpCo 
(the hybrid entity) to the tax-haven fi nance subsidiary IntCo would be 
disregarded and OpCo and IntCo would be treated as a single corpo-
rate entity for U.S. tax purposes. OpCo is a ‘hybrid’ entity in the sense 
that, while it is regarded by the home country (country A) as a branch 
of IntCo, its articles of incorporation are such that OpCo is regarded 
by the host country (country B) as a separate legal entity (a subsidiary, 
rather than a branch, of IntCo). As a result, interest and royalty pay-
ments by OpCo to IntCo would be deductible in the computation of the 
country B corporate tax base. This treatment restores the tax savings 
described in the preceding section under the standard triangular struc-
ture free of CFC rules.

Aside from the possible application of CFC rules, a further consid-
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eration is that certain other provisions might be in place to safeguard 
host- and home-country tax bases from the base erosion depicted in 
Figure 5.3. The host country might have thin-capitalization rules that 
limit the degree of leveraging of OpCo by IntCo, and thereby protect 
the host-country tax base (depending on the design of the rules and the 
scope for tax planning to push the boundaries).

Additionally, the home country might have interest-allocation rules 
that limit interest deductions by PCo on funds borrowed to capitalize 
IntCo (see Chapter 4 in this volume). Such rules generally aim to limit 
interest deductions against domestic taxable income, where tax plan-
ning results in limited inclusion of foreign income in the home-country 
tax base. For example, certain countries allocate interest expense of 
resident companies between domestic and foreign income on a pro rata 
basis based on domestic and foreign assets. Other countries limit the 
offset to home-country tax by assigning on a pro rata basis some por-
tion of interest expense to deemed foreign income, so that the limita-
tion operates through foreign tax credit limitation calculations. Another 
approach that some countries follow is to rely on tracing rules that at-
tempt to identify the use of borrowed funds (which is diffi cult to prove, 
given the fungibility of capital) and assign interest expense on funds 
used to fi nance FDI to foreign income.

METR results (relevant to scale decisions) corresponding to the vari-
ous cases reviewed above are also presented in Table 5.3. METRs pro-
vide a measure of the tax distortion to the decision of how much to 
invest in a host country, should it be chosen as a location for FDI on the 
basis of a comparison across competing locations of the net present val-
ue of investment, where the relevant tax burden measure is the AETR. 
METR values, like AETR values, depend on the fi nancial structure of 
the investment. METR values are reduced or unchanged across the six 
fi nancing cases, for the reasons that the AETR values are reduced or 
unchanged, as discussed above.28 In Cases 1 and 2, the METR values 
in the four blocks of results (high-tax credit, high-tax exemption, low-
tax credit, low-tax exemption) are similar to the corresponding AETR 
values. Results diverge in the remaining cases, with negative METR 
values shown (indicating a tax distortion to invest more in a host coun-
try chosen as an investment location, relative to the no-tax case) in a 
number of cases, with the most pronounced tax distortions found un-
der triangular structures and also with the use of hybrid instruments, 
at least in certain cases.
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5.0 Factoring Tax Planning into Assessments of the FDI Response to 
Tax Reform

The illustrative results reviewed above should encourage policy ana-
lysts to consider whether, in principle, standard approaches to meas-
uring cross-border AETRs/METRs and assessing tax effects on FDI 
should be revised to take account of corporate tax planning. In par-
ticular, fi nancing and repatriation assumptions commonly used might 
be unrealistic, at least in certain cases, suggesting that further work 
is needed to determine when this is the case and how modelling ap-
proaches and applications in econometric work might be improved. 
Such work might improve estimates of the response of inbound/out-
bound FDI to domestic tax reform and tax reform in other countries.

When measuring AETRs/METRs on FDI, the standard modelling 
practice is to assume a direct (non-intermediated) holding structure, 
with immediate earnings payout to the parent (that is, with no scope 
for deferral or avoidance of home-country tax) and the use of con-
ventional types of fi nance with fi xed weights applied for all host- and 
home-country combinations. In light of some of the considerations ad-
dressed above, to what extent does this standard modelling practice, as 
represented by the results in Tables 5.1 and 5.2, hold?

A fi rst observation is that, for a given tax elasticity of FDI (εs), the 
standard approach might understate signifi cantly the inbound FDI re-
sponse to a corporate tax cut from investors resident in relatively high-
tax dividend-credit countries. In Table 5.1, the fi ve percentage point 
reduction in the CIT rate in MiddleTax is shown to have a relatively 
minor impact on the AETR on inbound FDI from HighTax operating a 
credit system, falling only slightly from 32.66 per cent to 32.05 per cent, 
with a corresponding 3.6 per cent increase in FDI.

This result rests on the assumption that foreign profi ts of parent com-
panies in HighTax effectively are taxed at the home-country (HighTax) 
rate, which is unchanged by tax reform in MiddleTax. The estimated 
FDI response would be much higher than that predicted – approxi-
mately seven times higher, at 24 per cent – if home-country taxation 
of foreign profi t is avoided. In other words, to the extent that, in prac-
tice, the home-country tax burden on FDI does not differ signifi cantly 
between dividend-credit and dividend-exemption countries when tak-
ing tax planning into account, a more pronounced AETR change and 
FDI response could be expected from investors in relatively high-tax 
dividend-credit countries.
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In other cases, the standard approach might overstate the FDI re-
sponse. With reference again to Table 5.1, the fi ve percentage point cor-
porate rate cut by MiddleTax is shown to reduce the estimated AETR 
on inbound FDI by four percentage points in the three cases where 
MiddleTax taxation of dividend income is fi nal (that is, the two exemp-
tion cases and the excess foreign tax credit case). But the estimated 
AETR reduction depends on the amount of profi t taxed at source by 
MiddleTax. To the extent that profi ts are stripped out free of corporate 
tax pre- and post-reform (for example, through the use of loans from a 
tax-haven fi nance affi liate, hybrid instruments, and/or other channels) 
implying a less pronounced AETR change, the smaller is the predicted 
FDI response.

While these considerations suggest that ‘true’ AETR and FDI effects 
of tax reform might differ from what is predicted under a standard mod-
elling approach, they do not point to a necessarily more accurate set 
of estimates for the various cases examined. Indeed, as the discussion 
of tax-planning considerations earlier in the paper suggests, there is a 
wide range of possible AETR values for a given host- and home-country 
combination (implying a wide range of possible FDI impact values), de-
pending on the underlying fi nancing and repatriation policies.

Even if one assumes that corporate tax planning largely eliminates 
home-country taxation of returns on FDI – so that only host-country 
taxation of returns on FDI matters – this does not mean that one can 
focus exclusively on host-country tax parameters. This follows from the 
fact that the tax burden on FDI depends on the tax treatment of the cost 
of fi nance, including interest on third-party debt raised by the parent 
company to fund FDI. Thus, even if one ignores home-country taxation 
of returns on FDI, it remains necessary to consider the percentage of 
FDI funded by external debt raised by foreign parent companies (or 
other foreign affi liates) and the foreign CIT rates at which the interest 
expense on that debt can be written off.

Moreover, without detailed information on fi nancing and repatria-
tion policies at the fi rm level, attempts to factor in tax planning might 
understate ‘true’ AETR values (as ignoring tax planning might overstate 
values). While, in principle, certain fi nancing and repatriation struc-
tures, if adopted, might largely eliminate host- and home-country tax, 
in practice such aggressive structures are only partly followed, based 
on an assessment of marginal benefi ts and marginal costs (such as pro-
fessional fees) of alternative structures. As these benefi ts and costs are 
fi rm specifi c and unknown to the modeller, so too is the (internal) so-
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lution to the optimal tax-planning structure at the fi rm and aggregate 
level. A further complication is that the relevance of tax planning to FDI 
decisions might vary (to an unknown degree) depending on the type of 
investment and the particular host country.29

Furthermore, even if a ‘typical’ fi nancing and repatriation structure 
is known, it might not be straightforward to model. To take an exam-
ple, in Table 5.1, exactly the same pre- and post-reform AETR values 
and FDI results are calculated for FDI into MiddleTax from LowTax 
both where LowTax operates a dividend-exemption system and where 
it operates a dividend-credit system. In both cases, the tax reform in 
MiddleTax reduces the AETR on inbound FDI from 24.26 per cent to 
20.10 per cent (and is predicted to increase inbound FDI by 24.54 per 
cent). The identical AETR values signal that interest on loans by par-
ents in LowTax to subsidiaries in MiddleTax are treated in the model 
as being taxed at the 15 per cent home-country rate. This treatment 
follows from the modelling approach taken to simplify calculations.30 
Simplifying approaches, however, might leave out certain aspects that 
are important to actual tax burdens. For example, in dividend-credit 
systems that allow pooling for foreign tax credit purposes of foreign 
dividend and interest income received from a foreign subsidiary, it is 
possible to partially shelter foreign interest using excess foreign tax 
credits on dividend income. This means that, where LowTax operates a 
credit system, a lower AETR results than under a dividend-exemption 
system. As well, the use in empirical work of AETR measures that sys-
tematically overstate (or understate) the AETR on FDI could tend to 
bias tax elasticity estimates (εs) and, thus, estimates of the FDI response 
to tax reform.31 To the extent that percentage differences in AETRs are 
also affected, so too would be estimated FDI response rates to tax re-
form.

The overall implication is that estimates of the FDI response to tax 
reform must be used with considerable care. The possibility that AETR 
values and estimated AETR adjustments following tax reform might 
be considerably different than are predicted under a standard model 
(particularly when examining FDI from countries with dividend-credit 
systems) suggests that more work is needed to investigate the implica-
tions of tax planning to forward-looking effective tax rate analysis that 
is used to infer tax reform effects on FDI. Such work usefully could 
draw on the insights of work that analyses the effects on tax planning 
of backward-looking tax-burden measures.32
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depreciation. Similarly, non-zero METR values do not refl ect differences 
between tax and economic depreciation.

19 Under a dividend-exemption system, foreign dividends are subject to 
host-country profi t tax alone, while earnings paid out as interest (deduct-
ible against the host-country base) are subject to home-country profi t tax. 
The analysis in this section, however, ignores possibly different rates of 
non-resident withholding tax on dividends and inter-affi liate interest (and 
royalties. This complication is addressed in the METR/AETR analysis, 
which considers optimal leveraging strategies under different host- and 
home-country tax-rate scenarios, and credit versus exemption systems.

20 Thin-capitalization (base-protection) rules in the host country might con-
strain the degree of leveraging of the foreign subsidiary in the dividend-
exemption (dividend-credit) case.

21 The United States, for example, uses interest-allocation rules that operate 
through foreign tax credit provisions. In particular, interest expense is al-
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located pro rata to foreign income (with regard to foreign versus domestic 
assets), which reduces the deemed amount of U.S. tax on foreign income, 
thereby limiting foreign tax credits.

22 While the use of a hybrid instrument, like the use of a tax-haven fi nance 
subsidiary, provides a means for a parent company to avoid home-country 
tax on inter-affi liate interest, it should be remembered that a tax-haven 
subsidiary enables avoidance across many income types (such as royalties 
and profi ts shifted offshore through transactions with a tax-haven subsidi-
ary at non-arm’s-length prices), not just interest.

23 As with conventional debt, at some leveraging of a foreign subsidiary 
using a hybrid, foreign tax credits on earnings distributed as dividends 
would be insuffi cient to fully offset home-country tax (at this point, in-
creased reliance on hybrid fi nancing offers no additional combined host- 
and home-country tax savings).

24 Overcharging OpCo on funds loaned to it and on intangibles licensed to it 
only adds to the amount of base shifting. Thus, transfer-pricing rules re-
quiring the application of arm’s-length prices on inter-affi liate transactions 
help contain – but by themselves do not eliminate – tax-base shifting.

25 It should be pointed out that the assumption that all foreign earnings of a 
foreign subsidiary are held offshore is unrealistic, given the costs associ-
ated with tax planning, as a result of which a multinational would be ex-
pected to retain earnings offshore up to the point where the savings at the 
margin from deferral (avoidance of repatriation tax) are not more than off-
set by the costs incurred at the margin in keeping funds offshore (implying 
that some fraction of foreign earnings may be repatriated). The analysis in 
case 6 takes the limiting case of no repatriation.

26 Many countries have not yet introduced CFC-type legislation. For those 
that have, the anti-avoidance rules may not apply to dividends or interest 
paid out of active business income, targeting instead income of foreign 
affi liates earned on portfolio holdings and possibly other (for example, 
foreign base company) income. Moreover, where active business income 
passively received by an intermediary is attributed to the parent, it may be 
taxed at a preferential rate, rather than the basic corporate tax rate. Finally, 
as elaborated in the main text, where CFC rules tax at full rates current 
interest and royalties paid out of active business income and passively 
received by a tax-haven affi liate, hybrid entities may enable avoidance of 
these rules.

27 The hybrid-entity structure is attractive in its treatment of interest and 
royalties. As an example of an application involving intangibles, con-



Foreign Direct Investment Response to Tax Reform and Planning 113

sider a U.S. parent company that wishes to employ a patent in a German 
manufacturing affi liate. The intangible may have been developed in the 
United States with the assistance of research and development tax credits. 
Selling the intangible to the manufacturing affi liate (or to an intermedi-
ary) would generate taxable domestic sales (export) income. Licensing 
the intangible directly to a foreign subsidiary generates taxable royalty 
income, possibly sheltered in part by excess foreign tax credits on high-tax 
dividend income. Tax planning could involve charging royalties for the 
use of the intangible that are above (below) an arm’s-length price where 
the host-country statutory corporate tax rate exceeds (is less than) the U.S. 
rate. An alternative structure achieving possibly considerably greater tax 
savings would be for the U.S. parent to establish a licensing company in a 
no- or low-tax country and to transfer the intangible to the intermediary, 
which then licenses the intangible to the German manufacturing affi liate 
designated as a hybrid entity under U.S. ‘check-the-box’ provisions. The 
advantage is avoidance of U.S. tax, while maintaining a royalty deduction 
in Germany.

28 The illustrative results presented in Table 5.3 assume that tax depreciation 
matches true economic depreciation and investment tax credits are not 
provided. Thus, non-zero METR values refl ect instances where the (com-
bined host- and home-country) effective tax rate on foreign earnings paid 
out as dividends and/or interest on related-party debt differs from the 
effective tax rate at which the cost of funds is deducted (the home-country 
tax rate in the case of FDI funded by third-party debt, a zero rate in the 
case of FDI funded by retained earnings of the parent).

29 Tax considerations including tax planning are likely to be more important 
to investment location decisions involving more geographically mobile 
business activities (that is, the less location specifi c is business profi t). 
Further, evidence of tax planning does not necessarily imply its relevance 
to location choice: a location decision might ignore tax planning (for exam-
ple, where host-country tax considerations are similar), with tax planning 
subsequently considered to achieve a tax-effi cient (tax-minimizing) result.

30 The APTAX AETR values reported in Tables 5.1 and 5.2 are an average of 
AETR values computed separately for each of the various fi nancing com-
binations arising from the assumed sources of fi nance, then weighted (at 
the foreign subsidiary level, 55 per cent retained earnings, 10 per cent new 
equity issued to the parent, and 35 per cent inter-affi liate loan from the 
parent; at the parent level, 55 per cent retained earnings, 10 per cent new 
equity issued to shareholders, and 35 per cent third-party debt). Given this 
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approach, where a foreign subsidiary is fi nanced by equity or inter-affi liate 
loans, foreign tax credit mixing possibilities for returns on equity and debt 
do not arise.

31 While the AETR level might be overstated signifi cantly by ignoring foreign 
tax credit mixing possibilities, estimates of the percentage change in the 
AETR might not be affected signifi cantly. Where it is not, this implies that 
the consideration raised in this paragraph (scope for pooling of dividend 
and interest income) tends to distort estimates of the FDI response to tax 
reform solely through a biased elasticity value.

32 See, for example, Grubert, ‘The Tax Burden on Direct Cross-Border Invest-
ment.’
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6 Improving Inter-nation Equity through 
Territorial Taxation and Tax Sparing

jinyan li*

There is no real agreement as to what would be a proper division of the 
[international] tax base, nor is there any obvious principle of fairness 
that can be invoked to justify any particular distribution of revenue. The 
present division has been a more or less accidental result of the attempt 
to eliminate double taxation, and is principally a product of the various 
model double taxation treaties that have been adopted over a period of 
some 60 years. Since the principal architects of these model treaties have 
been the major capital-exporting countries, it seems reasonable to suppose 
that, to the extent that the existing arrangements are inequitable, they op-
erate to the prejudice of countries that are primarily importers of capital 
… and as the great majority of lesser-developed countries fall into this cat-
egory, there is the further consideration that some redistribution in favour 
of source countries would on balance be desirable and would promote a 
form of vertical equity among nations.

– Alex Easson1

1.0 Introduction 

The current international tax system allocates the taxation of cross-bor-
der income by reference to the residence of the taxpayer and/or the 
source of income. The governing rules are contained in domestic tax 
laws and bilateral tax treaties. As noted by Alex Easson, the current re-
gime of allocation is not based on any real agreement between nations 
and cannot be rationalized by any ‘obvious principle of fairness.’ In 
fact, it is biased in favour of the capital-exporting nations that devised 
the rules of the game. In order to improve fairness, Easson considered 
it desirable to have some ‘redistribution’ in favour of less-developed, 
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net-capital-importing nations – indeed, he was one of the few legal 
scholars2 who have emphasized the importance of inter-nation equity. 
The international tax literature, however, recently has been preoccu-
pied with effi ciency and welfare maximization,3 predominantly from a 
one-country perspective.4 

This chapter joins Easson in his pursuit of inter-nation equity. The 
main argument is that inter-nation equity, in the sense of the fair allo-
cation of the tax base as well as international redistribution, should be 
taken seriously in future tax reforms. It aims to demonstrate, at a con-
ceptual level, that inter-nation equity can be improved through adopt-
ing a territorial system of taxing business income and redesigning the 
tax-sparing system whereby a credit for foreign taxes is deemed paid 
for the purposes of a taxpayer’s claiming foreign tax credit in the coun-
try of residence. The main goal of the chapter is to tease out the con-
ceptual challenge of identifying inter-nation equity without suggesting 
any specifi c mechanism or process by which it might conceivably be 
resolved. 

The chapter proceeds as follows. Part 2 provides a brief overview of 
the concept of inter-nation equity in terms of the allocation of the inter-
national tax base and a modest element of redistribution of the tax base 
among nations. Part 3 makes the case for taking inter-nation equity se-
riously in current international tax reforms. Part 4 demonstrates that a 
territorial system of taxing business profi t is more equitable in sharing 
the tax base between the source country and the residence country of 
the capital owner. It also demonstrates that a well-designed tax-spar-
ing system can function as a meaningful redistribution system among 
countries. The chapter ends with some general conclusions. 

2.0 Inter-nation Equity

2.1 The Concept

Peggy Musgrave adopted the term ‘inter-nation equity’ in her work 
published in the 1960s. In United States Taxation of Foreign Investment In-
come (1969)5 she writes that ‘international revenue sharing, as an aspect 
of the taxation of foreign investment, is a matter of inter-nation equity,’ 
and that ‘[a]lthough this problem is of little interest to the private in-
vestor, it is a major concern of the countries involved.’6 Over the years, 
inter-nation equity has been variously described by Peggy and/or 
Richard Musgrave as an ‘equitable division of the tax revenue between 
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countries,’7 ‘the problem of tax shares in international business,’8 and 
an equitable ‘allocation of national gain and loss.’9 For their part, legal 
scholars have described inter-nation equity as the ‘distribution among 
countries of the competence to tax,’10 and have noted that ‘[a] major 
goal of international tax rules should be to provide each country of the 
world with a fair share of the tax revenues available from income gen-
erated by transnational activities of domestic and foreign taxpayers.’11

As such, inter-nation equity differs from the other, and better known, 
notion of ‘equity’ in the sense of inter-individual equity based on the 
ability-to-pay principle. Inter-individual equity is concerned with the 
sharing of the tax burden among taxpayers in a country (which can 
be understood as ‘intra-nation equity’), whereas inter-nation equity is 
an international problem and is concerned with the sharing of the tax 
base among nations. Inter-nation equity also differs from international 
neutrality (capital-import or capital-export neutrality) and from inter-
national effi ciency (see Chapter 4 in this volume). Peggy Musgrave 
defi nes international tax neutrality toward investment as ‘a situation 
in which the pattern of taxation does not interfere with or affect the 
taxpayer’s choice between investing at home and investing in foreign 
countries’ and is ‘called for in the interests of world effi ciency in re-
source allocation.’12 Leaving aside patriotism, taxpayers are directly af-
fected by inter-individual equity and international neutrality, but not 
by inter-nation equity. 

2.2 Tax Entitlement and the Allocation of the International Tax Base

According to Peggy Musgrave, the notion of ‘national entitlements’ is 
the basis for inter-nation equity. In her early work, Musgrave regarded 
inter-nation equity between home and host countries in terms of an 
equitable division of national gain and loss.13 A taxpayer’s income from 
foreign investment is part of the home country’s national gain because 
the home country has an initial interest in all of its taxpayers’ capital 
and income. An income tax imposed by a host country thus results in 
a national loss to the home country. Whether the home country also 
experiences a loss of revenue or ‘treasury loss’ depends on the method 
it uses to prevent double taxation. If the home country uses the exemp-
tion method or credit method, the host country’s tax diminishes the 
home country’s treasury, thus resulting in a national loss. The home 
country’s national loss is a national gain to the host country.

Musgrave’s recent work focuses more on the tax entitlements of both 
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the residence country and the source country and the notion of sover-
eignty. In discussing the tax entitlement of the residence country, she 
states that ‘countries will wish to retain a degree of sovereignty over 
the tax treatment of the income-earning activities abroad of their resi-
dents.’14 She advances several principles in support of the residence 
country’s tax entitlements. One is economic allegiance: ‘residents are 
held to owe tax allegiance in return for the rights and privileges that 
they receive as residents.’ Another is the ability-to-pay principle: ‘ex-
ercise of tax sovereignty over foreign source income is also necessary 
to achieve equitable tax treatment of resident taxpayers by making all 
income, wherever earned, subject to tax, consistent with the accretion 
principle.’ A third is the benefi t principle: ‘as a payment for produc-
tivity-enhancing benefi ts provided by the country of residence to its 
own factors of production prior to transfer abroad and for the rights 
and privileges afforded the corporation by its country of registration.’15 
National interest also might be relevant in determining whether out-
fl ow of capital should be encouraged or discouraged. Ultimately, the 
residence country’s tax entitlement is only residual. As a residual tax-
ing authority, however, the residence country has control over the total 
tax burden of the foreign-source income of its resident taxpayers. An 
exemption system would leave the foreign income taxed solely by the 
source country, whereas a credit system could result in some tax pay-
able to the residence country if the foreign tax is lower. In the absence 
of cooperation, the principal consideration in making the choice is 
equitability. 

Source countries are entitled to tax income arising within their bor-
ders, including that accruing to foreign investors. Musgrave regards 
this entitlement to tax at source as ‘the bedrock of most international 
tax treaties.’16 A country is permitted ‘to share in the gains of foreign-
owned factors of production operating within its borders, gains that are 
generated in cooperation with its own inputs, whether they be natural 
resources, an educated or low-cost workforce, or proximity to a mar-
ket.’17 She rationalizes the source country’s entitlements on the basis of 
economic rent – the source country’s tax ‘may be thought of as a nation-
al return to the leasing of these complementary factors to nonresident 
investors or temporary workers.’ She also thinks of source-country tax 
in benefi t terms, as a quid pro quo payment for cost-reducing, profi t-
enhancing services provided by the source country.18 

Musgrave’s formulation of inter-nation equity suggests that source 
entitlement and residence entitlement stand on equal footing. Any 
inter-nation tax confl icts should be resolved through international co-
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ordination, as opposed to tax competition. Her primary issue in inter-
nation equity is the source country’s share of international income 
arising within its borders. 

2.3 Inter-nation Redistribution

The notion of inter-nation equity emphasizes fair allocation of the tax 
base among countries. The Musgraves did raise a concern, however, 
about distributional consequences: ‘[w]ith a highly unequal distribu-
tion of resource endowments and per capita income among countries 
and in the absence of an adequate method for dealing with the prob-
lem, an appropriate pattern of tax-imposed national gains and losses 
might be used to secure some degree of adjustment.’19 They suggested 
a mechanism for redistributing wealth internationally: an internation-
ally agreed rate schedule for corporate tax and withholding tax where-
in tax rates would relate inversely to per capita income in the source 
country and directly to per capita income in the residence country.20 

The Musgraves did not provide any theoretical foundation for inter-
nation redistribution but, in recent years, John Rawls’s theory of jus-
tice has been applied to inter-nation distributive justice despite Rawls’s 
own reticence in this regard. His central argument for domestic dis-
tributive justice is that individuals should not be disadvantaged on ac-
count of arbitrary factors such as their social class, natural endowment, 
or misfortune.21 Global egalitarians add that neither should individuals 
be at a disadvantage due to an accidental fact such as their country of 
birth.22 If distributive justice is motivated by the need to mitigate the 
effects of contingencies that are ‘arbitrary from a moral point of view’ 
on people’s life chances, this also presents a consideration for global 
distributive justice.23 Some legal scholars recognize that globalization 
has increased the need for inter-nation redistribution and argue that 
there appears to be no sound theoretical reason to restrict redistribution 
to members of any single tax jurisdiction.24 Others argue, however, that 
effective redistribution needs a world government;25 in the absence of 
such world government, however, a systematic redistribution is unlike-
ly.26 Nonetheless, redistribution among nations is becoming an increas-
ingly important concern, and the tax system has a role to play.

3.0 Why Should Equity Be Taken Seriously Now?

Inter-nation equity, in terms of allocating the international base in ac-
cordance with each country’s tax entitlements and redistributing na-
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tional income in accordance with distributive justice, should be taken 
seriously in international tax reforms for two main reasons. First, it pro-
vides an important, and perhaps superior, policy framework than the 
principle of neutralities to guide future reforms. Second, inequities in 
the international tax system are diffi cult to justify, let alone perpetuate, 
in the age of globalization. Inter-nation equity provides both a rationale 
and a goal for reforms to reduce such inequities. The beginning of the 
new millennium is the right time to act.

3.1 Important Policy Criteria

Tax equity has been an important policy objective in domestic income 
tax policy. However, recent proposals for reform of the international 
tax system coming from Australia, Canada, New Zealand, the United 
Kingdom, and the United States have focused on economic effi ciency, 
almost to the exclusion of all other values, as a criterion for internation-
al tax policy.27 For example, the Advisory Panel on Canada’s System of 
International Taxation suggests the policy framework should include 
attractiveness to foreign investment, competitiveness, simplicity, and 
fairness (see Chapter 1 in this volume). It recognizes that the theories 
of capital-export neutrality (CEN), capital-import neutrality (CIN), and 
capital-ownership neutrality (CON) might infl uence the choice be-
tween an exemption system and a foreign-tax-credit system (see also 
Chapters 2 and 5 in this volume). Recent debates about the two systems 
have been described as the ‘Battle of the Neutralities’;28 for its part, the 
Advisory Panel expresses a preference for the exemption system over 
the credit system, mainly on the grounds of CIN and CON.29

Relying on CEN, CIN, and CON as guiding principles for interna-
tional tax policy, however, suffers from several shortcomings. First, as 
the Advisory Panel recognizes, ‘fulfi lling the three neutrality standards 
with a single set of tax rules is impossible.’30 Either a credit system or an 
exemption system violates at least one of the principles.

Second, the confl icts between CEN and CIN/CON cannot be rec-
onciled in the absence of harmonization of every country’s tax rates. 
Canada’s 1966 Royal Commission on Taxation (the Carter Commission) 
argued that neutrality requires tax harmonization between nations so 
that each individual is unaffected, from a tax viewpoint, by citizenship, 
residence, and the locations of property, business, and employment.31 
Of course, such harmonization is possible only if all countries provide 
the same public expenditures mix, fi nance with the same taxes at the 
same rates, and adjust the taxes simultaneously. Since at least one of 
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these criteria is unlikely to be met in practice, international neutrality 
cannot be achieved. Even if tax harmonization were possible, the Com-
mission noted, tax revenues still must be allocated between source and 
destination countries, and in a world of other distortions international 
neutrality might not be a sensible goal.32 

Third, there are disagreements as to what is needed to satisfy CIN or 
CEN. Traditionally, CEN is considered satisfi ed by the accrual-taxation 
or deferral-plus-credit system,33 and CIN is satisfi ed by the exemption 
system. Recently, some scholars have argued that exclusive source-
based taxation (or territorial taxation) ‘seems to be a theoretically, prac-
tically, and politically superior means for achieving CEN.’ 34

Fourth, the practical implications of CIN and CEN are not as sig-
nifi cant as they appear. OECD countries generally impose some sort 
of accrual taxation of foreign portfolio income similar to Canada’s for-
eign-accrual-property-income (FAPI) system. The apparent difference 
between a deferral-plus-credit (CEN-based) system and an exemption 
(CIN-based) system results in little real difference if foreign business 
income earned through a foreign corporation is not repatriated – that 
is, if the deferral lasts long enough. In certain circumstances, because of 
the time value of money, the credit system produces tax results that are 
better than the exemption system.35 

Therefore, the neutrality principles justify almost any proposal of 
reform; as Edward Kleinbard notes, ‘every traditional discussion con-
cludes by asserting that whatever policy is being proposed represent a 
fair balance between those two irreconcilable objectives [CIN and CEN], 
in every case based largely on the author’s preexisting intentions.’36

In contrast, the ability-to-pay and tax-entitlement principles that un-
derlie inter-nation equity are more coherent internally and offer a more 
rational framework for the debate. For example, ability-to-pay has been 
accepted as a guiding principle in the development of personal income 
taxation, even though the level of progressivity might be controversial. 
Furthermore, tax entitlement (although much less debated in the tax 
literature) forms the bedrock of the current tax treaty network.37 At a 
minimum, the ability-to-pay and tax-entitlement principles should be 
considered. 

3.2 Equity as a Benchmark for Reducing International Tax Inequities

Inter-nation equity can function as a benchmark for measuring inequi-
ties in the current international tax system. These inequities have been 
well identifi ed in the literature – for example, Easson noted that the 
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tax treaty rules have been developed by the major capital-exporting 
countries and operate to the prejudice of capital-importing and devel-
oping countries.38 Indeed, the bias against capital-importing countries 
is evident in the history of the world’s tax treaties.39 Originally these 
treaties were developed – largely by OECD countries – primarily to 
eliminate double taxation in order to facilitate cross-border trade and 
investment. Treaty rules have the appearance of fairness because they 
are reciprocal, but between a developing and a developed country such 
reciprocity exists only in name, because the developing country is a net-
capital-importing country. As such, any limitation on source taxation 
reduces the capital-importing country’s tax base.40 In the case of busi-
ness income and income from real estate, where the tax entitlement of 
a source country is overwhelmingly strong, inter-nation equity would 
require exclusive taxation of such income in the source country. 

As Peggy Musgrave argues, some redistribution of income between 
countries is necessary in order to reduce the inequity that results from 
allocating the international tax base in accordance with tax entitlements 
because of the unequal natural endowments of, for example, resourc-
es.41 Indeed, the need for such international redistribution is increas-
ing because of the growing income gap between high- and low-income 
countries. International inequity is evidenced by the fact that 23 per 
cent of the world’s inhabitants absorb a whopping 82 per cent of the 
world’s wealth as measured by gross domestic product, leaving 77 per-
cent of the world to divide the remaining 18 percent of wealth.42 As 
Brian Barry notes, such inequity ‘dwarfs into relative insignifi cance’ 
the domestic distributive problem.43 Since income tax has been used 
as an effective instrument for redistributing income at a national level 
through progressive taxation and various social tax expenditures, inter-
national income tax policy could be used as a distributive instrument, 
albeit at a modest level. Tax treaties are able to redistribute the tax base 
through a high-income (residence) country’s transferring its jurisdic-
tion to tax to a low-income (source) country (by, for example, impos-
ing high withholding tax rates for investment income or granting a tax 
sparing). 

3.3 An Opportune Time

The wheels of international tax reform churn slowly. At the beginning 
of the new millennium, however, there appear to be forces that might 
speed up the reform. One force is the increasing infl uence of the OECD 
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as a de facto world tax organization.44 The OECD can play a signifi cant 
role in coordinating the domestic tax policies of its member countries, 
but its infl uence goes far beyond its membership. Through providing 
technical assistance to non-member countries (such as China), main-
taining and updating the OECD Model and Commentaries, developing 
transfer-pricing guidelines, and publishing policy papers, the OECD 
exerts a great deal of infl uence on the tax policies of non-member coun-
tries. Should the OECD recognize the importance of inter-nation equity, 
it could mobilize forces to do something about it.

Another force for change is domestic tax reform. Major reform initia-
tives in Canada and other OECD countries are likely to shift the system 
of taxing foreign business profi ts towards an exemption or territorial 
system, which, as discussed below, should have positive implications 
for inter-nation equity. Recent developments in corporate tax reform 
in the EU suggest that equity and fairness in sharing the international 
corporate tax base is being taken seriously.45 Moreover, tax reforms in 
low-income, capital-importing countries demonstrate a maturing of 
their international tax policy. For example, at the beginning of 2008, 
China abolished tax incentives that were designed in the 1980s and 
1990s to attract FDI and replaced them with general lower rates and 
tax incentives designed to promote sustainable economic development 
(see Chapter 3 in this volume).46 The new Chinese tax law also empha-
sizes the protection of the tax base through specifi c and general anti-
avoidance rules (including transfer pricing and thin capitalization) as 
well as defi ning the Chinese source of income on the basis of economic 
activities to refl ect the Chinese view of tax entitlement. 

There is also an emerging body of tax scholarship on inter-nation 
equity,47 where the principle has been applied to the analysis of inter-
national tax problems such as the taxation of corporate income,48 tax 
jurisdiction,49 tax sparing,50 and redistribution across borders.51 Some 
of these academic insights could be translated into reforms of domestic 
and or treaty law to achieve more equity.

4.0 Tax Reforms towards Inter-nation Equity 

4.1 The Role of High-Income Countries

Any improvement in inter-nation equity should be initiated and sup-
ported by capital-exporting countries because they have both the obli-
gation and the ability to do so. There is a growing awareness that the 
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North-South divide ‘lies at the heart of the rich world’s current trou-
bles, including terrorism, immigration pressures, and environmental 
threats.’52 These global problems cannot be resolved by the South alone. 
Indeed, United Nations members have agreed unanimously that ineq-
uities must be addressed internationally, and have pledged to achieve 
the UN’s Millennium Development Goals by 2015. Although devel-
oped countries have not fulfi lled their obligations, there is no denying 
that they recognize the need for global justice and intend to do some-
thing about it (see Chapter 8 in this volume); moreover, reducing ineq-
uity ultimately will serve their own interests as well. Many developed 
countries are sympathetic to the claim for more source-based taxation 
by developing countries and have adopted the provisions of the UN 
Model Convention to various degrees, including those on tax sparing. 

Low-income countries have not played any meaningful role in de-
veloping the current international tax system, and have no institution, 
such as the OECD, that can represent their tax interests effectively – the 
United Nations has not functioned as a world tax organization in any 
sense. Moreover, low-income countries compete with each other in of-
fering tax incentives to FDI,53 even if the effectiveness and effi ciency of 
many tax incentives are doubtful. It seems diffi cult for these countries, 
as a group, to end the race-to-the-bottom type of tax competition on 
their own. One bright note is the OECD’s initiative on harmful tax com-
petition, which, although motivated mostly out of the self-interest of its 
member countries, seems to have encouraged some tax-haven coun-
tries to cooperate with OECD member countries (see Chapters 2 and 7 
in this volume).54 In terms of actually implementing reforms, however, 
only developed countries have the capacity. As mentioned earlier, the 
OECD is the closest thing we have to an international tax organiza-
tion:55 OECD member countries provide homes for about three-quar-
ters of the world’s multinational enterprises and their citizens account 
for well over half of the world’s income and wealth. In short, ‘the rich 
hold the key to taxation reform.’56 

4.2 Territorial Taxation of Business Income

The current system of international taxation recognizes the tax entitle-
ment of the source country in respect of business profi ts derived from 
activities carried on in that country. Foreign business profi ts earned 
directly by a domestic corporation are taxable in the source country 
under bilateral treaties to the extent that they are attributable to a per-
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manent establishment in the source country.57 Whether such profi ts are 
taxed again in the residence country depends on that country’s domes-
tic tax law (see also Chapters 4 and 5 in this volume). In ‘credit’ coun-
tries (such as Australia, Canada, Japan, the United Kingdom, and the 
United States), the profi ts are taxable, subject to a foreign tax credit for 
the source country’s tax.58 In ‘exempt’ countries (mostly in continental 
Europe), such profi ts are exempt from domestic taxation. As a result, 
the only difference between the credit system and the exempt system is 
whether the residence claims ‘residual’ taxation over the foreign busi-
ness profi ts. Therefore, if the residence country adopts a credit system 
and limits the credit to the amount of domestic tax otherwise payable, it 
implicitly allows the source country to tax income at the ‘soak-up’ rate 
– that is, a rate equal to that in the residence country. If the residence 
country adopts an exemption system, it gives the source country exclu-
sive jurisdiction to tax. 

Where foreign business profi ts are earned through a foreign corpora-
tion owned by domestic residents, such profi ts are taxable solely in the 
source country. The residence country of the shareholder does not tax 
such profi ts on a current basis, irrespective of whether the country has 
a credit system or an exempt system. However, when the profi ts are 
repatriated to the shareholders by way of a dividend, the taxation of 
the dividend differs between a credit-system country and an exempt-
system country. The former would tax the dividends, subject to a direct 
and indirect foreign tax credit for the foreign dividend withholding 
tax and underlying corporate income tax. The latter would exempt the 
dividends from domestic taxation. Canada has a hybrid credit-and-ex-
emption system: the latter applies only to business profi ts earned in a 
treaty country. However, the credit or exempt treatment is limited to the 
corporate shareholder of the foreign corporation. When the domestic 
parent corporation distributes the dividends received from its foreign 
subsidiary to individual shareholders, the dividends are generally tax-
able under personal income tax. In this sense, both credit and exempt 
countries share the taxation of business profi ts, albeit on a deferred ba-
sis, by taxing individual shareholders on the repatriated profi ts. 

The exemption system is gaining support in economic literature 
and is a feature of many international tax reform recommendations 
in Australia, Canada, New Zealand, United Kingdom, and the United 
States (although more recent U.S. tax reforms recommend strengthen-
ing residence-based taxation; see Chapters 1 and 3 in this volume). In 
principle, the exemption system allows business profi ts to be subject to 
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territorial taxation, which is consistent with the tax-entitlement theory 
and promotes inter-nation equity. Business profi ts earned in the source 
country are taxed exclusively at source at the corporate level and again 
at the individual shareholder level in the residence country. Assum-
ing that the source rules and allocation rules are designed to refl ect the 
economic origin of business profi ts, the countries that are entitled to tax 
such profi ts (that is, the source country and the residence country of the 
individual investor) share the taxation of business profi ts. One draw-
back of a territorial tax system, however, is the risk of encouraging tax 
competition among source countries, because the level of corporate tax 
is determined exclusively by the source country.59 A territorial system 
allows the foreign investor to benefi t directly from the tax incentives 
granted by a source country, whereas a credit system ‘cancels’ the ben-
efi ts of tax incentives by taxing the business profi ts in the absence of a 
tax-sparing credit.

Although territorial taxation of business profi ts would promote inter-
nation equity, the same cannot be said of territorial taxation of invest-
ment income.60 The tax-entitlement claims of the source country over 
investment income are not nearly as strong as over business income – in 
fact, the residence country of the investor has a much stronger claim. 
The goal of inter-nation equity would be met, however, if the residence 
country has the dominant, if not exclusive, tax claim over international 
portfolio income. As such, the Canadian FAPI regime, the U.S. Subpart 
F regime, and similar anti-deferral or imputation systems of taxing for-
eign passive income earned by controlled foreign corporations do not 
violate inter-nation equity.61

4.3 Tax Sparing as a Mechanism of International Redistribution

As a credit for foreign taxes deemed paid for the purposes of claiming 
foreign tax credit in the residence country (see also Chapter 10 in this 
volume), a tax-sparing credit naturally is relevant only when the resi-
dence country adopts a credit system of taxing foreign income. If the 
residence country adopts a territorial system of taxation for business 
profi ts, the tax-sparing credit would be relevant only in the case of in-
ternational portfolio income. Otherwise, it would be relevant for both 
foreign business income and portfolio income.

The country that grants a tax-sparing credit recognizes the tax enti-
tlement of the source country and supports the use of tax incentives by 
forgoing its residual tax claim over the income that was exempt from tax 
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in the source country. In other words, this is a cross-border tax subsidy 
that explicitly benefi ts the taxpayer who invests in the source country, 
but implicitly benefi ts the source country by, in effect, subsidizing the 
investment. Because a tax-sparing credit is generally given by a high-
income capital-exporting country to a low-income capital-importing 
country through treaty negotiations, it can be viewed as international 
redistribution mechanism. 

There is a signifi cant debate about the merits of tax-sparing credits. 
The mechanism has been criticized for its lack of transparency and ac-
countability, the potential for abuse, and lack of a sunset clause.62 These 
criticisms, however, seem to point to technical design issues, not to the 
theoretical rationale. In fact, until an explicit international redistribu-
tion system is established, abolishing tax sparing would remove the 
only mechanism we have of international redistribution.63 Instead of 
abolishing tax sparing, capital-exporting countries should redesign the 
mechanism to deliver aid more effectively to ‘worthy’ countries in re-
spect of worthy investment activities.64 For example, tax sparing could 
be targeted at the incentives used to jump start an economy in the form 
of FDI or the transfer of technology. Such a mechanism would be an 
effective way of assisting developing countries without unduly encour-
aging harmful tax competition.

5.0 Conclusions

One can draw a number of conclusions from the discussion in this 
chapter. First, although inter-nation equity – in the sense of sharing the 
international tax base fairly – is the foundation of the current interna-
tional tax system, the system exhibits signifi cant inequities towards net-
capital-importing countries. Moreover, inter-nation equity in the sense 
of redistribution among nations has not been taken seriously. Second, 
inter-nation equity, in theory, does not adversely affect either the alloca-
tion of resources or investors’ behaviour; therefore, there appear to be 
no sound reasons to regard world tax effi ciency and world tax equity 
as mutually exclusive. Third, in the age of globalization, many inter-
national problems can be addressed effectively only by international 
efforts. To that end, as part of the international legal system, the tax 
system has a role to play. High-income countries have both the means 
and the obligation to affect changes to the international tax system – in-
cluding adopting a territorial system of taxation and the use of effective 
tax-sparing credits – that would help to achieve equity. 
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7 Harmonizing Corporate Income Taxes
in the United States and the European 
Union: Legislative, Judicial, Soft-Law, 
and Cooperative Approaches

charles e. mclure, jr*

1.0 Introduction

In an age of globalization, differences in national tax systems can dis-
tort cross-border investment decisions. This problem may be especially 
serious when countries are closely linked under regional economic in-
tegration. 

Indeed, the existence of 27 distinct national corporate tax systems 
based on separate accounting and the arm’s-length standard (SA/ALS) 
poses serious obstacles to the creation of a single market within the Eu-
ropean Union (EU). These include complexity, manifested especially – 
but not only – in the need to document and monitor transfer prices, the 
possibility of double taxation, and the general inability to offset losses 
incurred in one member state against income earned in another. Moreo-
ver, income can be shifted from member states where it would be taxed 
relatively heavily to others where it would be taxed more lightly.1 In 
addition, the European Court of Justice has found that, as implemented 
by some Member States, certain common features of Member State tax 
systems, including some often associated with SA/ALS (such as thin-
capitalization rules, imputation systems, and exit taxes) are inconsist-
ent with a single market.

To overcome these obstacles, the European Commission has suggest-
ed that EU Member States consider adopting a Common Consolidated 
Corporate Tax Base (CCCTB).2 Under the CCCTB, a group of related 
companies could opt to use a formula to divide the group’s consoli-
dated income among the Member States where the group operates in 
proportion to the fraction of the group’s economic activity occurring 
there. Taxable income, the consolidated group, and the apportionment 
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formula would be defi ned uniformly throughout the EU. Jurisdiction 
to tax is generally not addressed in discussions of the CCCTB, it ap-
parently being assumed, usually implicitly, that it would continue to 
be based on the existence of a permanent establishment. Tax harmo-
nization is not intended to encompass harmonization of statutory tax 
rates.3 It is widely assumed that it would be impossible to achieve the 
unanimous vote of all Member State representatives to the Council of 
the European Union required to adopt the CCCTB. Thus, the European 
Commission has suggested that a subset of Member States might adopt 
the CCCTB through ‘enhanced cooperation,’ which allows as few as 
nine Member States – eight before the Lisbon Treaty became effective in 
December 2009 – to agree formally to ‘go faster.’4 Some might wonder 
whether ‘soft-law’ approaches, which underlie some recent Commis-
sion tax initiatives, might be used to achieve harmonization. The next 
section examines the possibility of employing legislative, judicial, and 
soft-law approaches or enhanced cooperation to harmonize corporate 
income taxes in the EU.

In the United States, as in the Canadian provincial context, state 
taxation of most corporate income has long been based on formula ap-
portionment. The EU has thus looked to U.S. experience for lessons 
regarding how to structure the CCCTB.5 The feature of U.S. state cor-
porate income taxes that perhaps most surprises European observers 
– and one not to be emulated – is the extent to which these taxes are 
not harmonized. Section 3 describes whether and how legislative, ju-
dicial, and cooperative approaches have – or have not – been used to 
harmonize corporate income taxes.6 The fi nal section offers a summary 
comparison and commentary on the situation in the EU and the United 
States.

2.0 Corporate Tax Harmonization in the EU

2.1 Potential Means of Harmonization

Legislation. Under Article 94 of the Treaty Establishing European Com-
munity (EC Treaty), the Council of the European Union, in theory, could 
adopt directives that would harmonize the corporate income taxes of 
Member States. But, because that article requires unanimous agree-
ment on tax provisions to be applied throughout the EU and a number 
of Member States (notably Ireland and the United Kingdom, but also 
Cyprus, Latvia, Lithuania, Malta, and Slovakia) have expressed opposi-
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tion to the CCCTB, there is little hope that the Council would enact a 
directive mandating the CCCTB.

Judicial decisions. While the European Court of Justice has achieved a 
degree of proscriptive harmonization by outlawing certain tax prac-
tices, proscription can never create a truly harmonized system, as that 
would require the Court to legislate on the myriad details that comprise 
a tax code. Moreover, the Court reacts passively to cases brought before 
it; it does not take the initiative in harmonization. Thus, the European 
Commission has suggested resort to enhanced cooperation.

Soft law. Before turning to enhanced cooperation, it is convenient to dis-
pose of ‘soft law,’ usefully defi ned as ‘[r]ules of conduct that are laid 
down in instruments which have not been attributed legally binding 
force as such, but nevertheless may have certain (indirect) legal effects, 
and that are aimed at and may produce practical effects.’7 The best-
known example of soft law in the tax fi eld, the Code of Conduct on 
Business Taxation, involves proscriptive harmonization: the agreement 
of EU Member States not to engage in tax practices identifi ed as harm-
ful (see Chapter 2 in this volume). Soft law could not produce the detail 
and legal certainty required for the CCCTB, and Member States that 
oppose the CCCTB are unlikely to participate in a soft-law initiative to 
introduce it. Enhanced cooperation thus seems to offer the best – and 
perhaps the only – hope for introducing the CCCTB.

Enhanced cooperation. The European Commission has promised to pro-
duce a proposal for the CCCTB, but presumably does not expect the 
proposal to gain unanimous support. Thus, once the Council of the Eu-
ropean Union has rejected the proposal, the Commission presumably 
will propose that enhanced cooperation be used to start the CCCTB 
ball rolling – provided it is asked by at least nine Member States to do 
so and believes that it can muster the qualifi ed majority required to ap-
prove the exercise of enhanced cooperation. The Commission has creat-
ed the CCCTB Working Group, composed of tax experts from Member 
States, to assist it in ironing out the many details of the CCCTB, includ-
ing the crucial administrative details that economists seldom consider, 
and perhaps to build support for the CCCTB among member states. 
The Commission envisages use of the comitology procedure8 to deal 
with many details, especially of procedure.
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The role of the European Commission in tax policy. Under the EC Treaty, 
the Commission has sole responsibility for forwarding legislative pro-
posals, including those for enhanced cooperation, to the Council of the 
European Union (or, regarding most non-tax issues, to the Council and 
the European Parliament). As ‘guardian of the Treaties,’ the Commis-
sion initiates infringement cases before the European Court of Justice, 
and may support the position of other (Member State or private) liti-
gants. (It may argue that certain tax provisions violate the EC Treaty or 
that they constitute state aids.) The Commission has sometimes used 
this power to gain Member State support for initiatives or to induce 
harmonized solutions.

2.2 Prospects for Enhanced Cooperation

It is unclear whether nine or more Member States will favour adopting 
the CCCTB via enhanced cooperation and whether the required quali-
fi ed majority of Member States will vote to allow it. After all, enhanced 
cooperation does not produce soft law that lacks binding legal effect; 
for Member States that choose to participate, laws enacted under en-
hanced cooperation are binding in the same way as directives, and they 
will cast a long shadow, likely forming the basis for future harmoniza-
tion. Support may depend, inter alia, on the strength of business sup-
port for the CCCTB and the effects on revenues, output, and welfare 
that the various Member States expect to experience. These are likely 
to depend, in turn, on details such as the apportionment formula cho-
sen and, especially, on whether corporate participation in the CCCTB 
is mandatory or voluntary, as mandatory participation would limit 
opportunities for tax planning – an issue of concern to some Member 
States as well as to taxpayers.

2.2.1 Business Support
A recent survey of tax offi cials of 403 large corporations doing busi-
ness in more than one EU Member State suggests there is substantial 
business support for the CCCTB. Although details of the scheme have 
not been made public, 78 per cent of respondents favoured its adop-
tion. Even in Ireland, whose government is adamantly opposed to the 
CCCTB, half or respondents favoured adoption. Only 15 per cent of 
interviewees thought harmonization would never occur, 66 per cent 
thought the CCCTB would be in place by 2015, and 85 per cent expect-
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ed to see it by 2020.9 Of course, it is one thing to view positively a pig in 
a poke and another actually to buy it. Once the European Commission 
has introduced its proposal, business support could change.

2.2.2 Revenue and Other Effects
Several attempts have been made to estimate the revenue effects of 
replacing the present system with the CCCTB. Unfortunately, while 
results of these studies show some qualitative similarity, quantitative 
estimates of revenue effects vary widely because of differences in meth-
odologies, assumptions, and data. Moreover, for the most part, they 
attempt to estimate the revenue effects for each Member State and in 
the aggregate, assuming that all 27 participate. It would be more useful 
to know the revenue effects if only a limited number of Member States 
were to adopt the CCCTB via enhanced cooperation.

Using data on outbound foreign direct investment for German fi rms, 
employing an apportionment formula that accords equal weight to 
payroll, profi ts, and sales, and assuming mandatory corporate partici-
pation, one study estimates, for the 15 pre-2004 EU Member States, a 
20 per cent aggregate loss of corporate tax base of the multinational 
companies in its sample. Belgium, Ireland, and the Netherlands are big 
losers, presumably because the CCCTB would limit income shifting. 
Other Member States are estimated to lose substantial amounts of rev-
enue primarily because of the ability under the CCCTB to offset cross-
border losses.10

Another study, however, analysing data from a sample of more than 
400,000 EU companies, reaches quite different conclusions. It fi nds that 
aggregate revenues in 22 of the 25 pre-2007 Member States would fall 
by 2.5 per cent if corporate participation were voluntary and would 
increase by about 1 per cent if participation were mandatory.11 (If, as 
proposed, corporate participation is optional, Member States almost 
certainly will experience revenue losses.) Using a similar methodology, 
still another study estimates aggregate revenues would fall by 4.45 per 
cent in 23 of the pre-2007 Member States if participation were compul-
sory and by 4.57 per cent if it were optional.12

Estimates of the effects on aggregate revenue are relatively insensi-
tive to the choice of apportionment factors, but the estimated distribu-
tion of revenue changes among Member States is not – the inclusion 
of the number of employees in the apportionment formula being par-
ticularly important in this regard. Moreover, the estimated effects on 
the revenues of particular Member States, most notably Ireland and 
the Netherlands, depend crucially on whether corporate participation 
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is voluntary or mandatory. Under mandatory corporate participation, 
profi ts shifted to those Member States under SA/ALS would be appor-
tioned among all member states. Corporations that currently shift large 
amounts of profi ts to avoid taxes presumably would not participate 
in the CCCTB if it were voluntary. But making corporate participation 
optional, while perhaps necessary for political reasons, would substan-
tially reduce the benefi ts of the CCCTB, especially the reduction of in-
come shifting.

Using a sophisticated computable general equilibrium model to esti-
mate, for the 25 pre-2007 Member States, the effects on gross domestic 
product (GDP), welfare, and revenues of tax-base coordination with 
and without harmonization of tax rates, at either the weighted or un-
weighted average, one study fi nds that, in the aggregate, harmonization 
increases GDP and welfare, but, depending on the alternative exam-
ined, has a relatively small negative or insignifi cant effect on aggregate 
revenues.13 Of more relevance for present purposes, effects on GDP and 
welfare and on revenues of individual Member States move in oppo-
site directions, suggesting that it might be diffi cult for ‘winners’ (how-
ever defi ned) to compensate ‘losers.’ Unfortunately, these estimates are 
based on separate accounting and do not include the effects of consoli-
dation, including cross-border loss offset, or of formula apportionment. 
Thus, they might not be comparable to the other estimates reported 
here and might not accurately and fully indicate the expected effects of 
adopting the CCCTB. While cross-border loss offset might cause rev-
enues to be affected more negatively than estimated, the prevention of 
profi t shifting inherent in consolidation might reduce (or reverse) rev-
enue losses, except in Member States that currently benefi t from profi t 
shifting. Loss offsetting also might contribute to economic effi ciency 
and, thus, to GDP and welfare. As the study notes, coordination would 
reduce costs of compliance and administration, adding further to GDP 
and welfare; these costs savings, which the authors (like others) do not 
attempt to estimate, would be greater under consolidation. 

Since the CCCTB is unlikely to be adopted unanimously, especially 
in a compulsory form, the relevant question is whether nine or more 
Member States likely would want to participate in enhanced coopera-
tion. (A subsidiary issue, possibly crucial because of its precedential 
importance, is whether those pioneering Member States would make 
corporate participation mandatory.) That probably depends in part on 
the revenue effects they expect to experience if they were to partici-
pate. It is diffi cult, however, to infer much about this from the results 
mentioned above. It also seems senseless to analyse the revenue effects 
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of all possible combinations of nine or more Member States. The most 
promising approach might be to analyse the revenue effects for nine 
Member States with relatively similar economies (especially corporate 
profi tability, compared to payroll, profi ts, and sales) and tax systems 
(in terms of tax rates, existing provisions for cross-border loss offset, 
and absence of preferential regimes), taking due account of public an-
nouncements regarding the CCCTB – especially opposition to it – by 
political leaders. 

One study examines the revenue effects in the six original Members 
of the EC, plus Denmark and Austria, ‘two countries that already allow 
for international loss consolidation,’ if only those nine Member States 
were to engage in enhanced cooperation.14 With voluntary participa-
tion, there would be a 1.5 per cent reduction in aggregate revenues. By 
comparison, there would be a slight aggregate gain in revenue if par-
ticipation were mandatory, but, in that case, the Netherlands would ex-
perience a substantial loss in revenue. It seems unlikely, of course, that 
the Netherlands would engage in enhanced cooperation with manda-
tory corporate participation. Another study estimates the effects of tax 
harmonization on GDP, welfare, and revenues under enhanced coop-
eration among the euro group (and for the 15 pre-2004 member states 
of ‘old Europe’), and suggests that the dispersion of effects would be 
somewhat smaller than for the 25 pre-2007 Member States.15

2.2.3 The Dynamics of Enhanced Cooperation
The possibility of using enhanced cooperation to initiate harmoniza-
tion creates an interesting dynamic.16 EU Member States that oppose 
harmonization might not be able to prevent its being initiated via en-
hanced cooperation, but corporate tax harmonization begun in this 
way almost certainly would form the basis for future harmonization. 
Thus, even Member States that oppose the CCCTB have an incentive to 
participate in the CCCTB Working Group, if only to prevent the inclu-
sion of provisions (especially compulsory corporate participation) that 
they fi nd objectionable. Consistent with this conjecture, representatives 
of all 27 Member States have been participating in deliberations of the 
Working Group.

3.0 Corporate Tax Harmonization in the United States

State corporate income taxes in the United States resemble in broad out-
line the type of system that would make sense for the EU, but differ 
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from it in important respects.17 Moreover, reliance on legislative, judi-
cial, and cooperative approaches in the two unions differs substantially, 
sometimes only in theory but sometimes also in practice.

3.1 Substantive Issues18

Defi nition of income. The existence of federal income tax and the federal 
Internal Revenue Service (IRS) is an important force for tax harmoniza-
tion in the United States. Conformity of state corporate income taxes to 
the federal tax code contributes to uniformity, thereby reducing com-
pliance costs and the possibility of gaps and overlaps in the tax bases 
of the various states. State reliance on the IRS to take the ‘fi rst cut’ at 
tax administration contributes further to uniformity and cost reduction. 
The states’ adoption of the federal defi nition as their starting point in 
defi ning taxable income was the result of pressure from the business 
community, which decried the complexity of dealing with diverse defi -
nitions. Continued conformity is threatened, however, by the federal 
government’s tendency to modify its defi nition of taxable income sig-
nifi cantly from time to time without consulting the states, which might 
‘decouple’ for revenue reasons.

Consolidation. Although some states require groups of corporations in-
volved in a unitary business to fi le a combined report – the state equiv-
alent of consolidation – many do not.19 Moreover, the U.S. Supreme 
Court has ruled that there is no single defi nition of what constitutes 
a unitary business. There is thus little uniformity – and a substantial 
amount of litigation – regarding this aspect of state taxation.

Apportionment. The formulas the states use to apportion business in-
come are not uniform. In 1978, all but one state used a three-factor 
formula that placed equal weight on payroll, property, and sales; now, 
almost 80 per cent of states that tax corporate income assign at least half 
the weight to sales, nine states use only sales to apportion income, and 
an additional six states intend to phase in sales-only apportionment. 
Moreover, states do not treat sales other than those of tangible products 
consistently.

Jurisdiction to tax. A federal law, Public Law (P.L.) 86-272, prohibits 
states from taxing the income of potential taxpayers whose only ac-
tivity in the state is solicitation for sales of tangible products to be 
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delivered from outside the state. Of course, much of modern commerce 
does not involve tangible products. Since there are no federal or judicial 
guidelines for jurisdiction to tax in this crucial area, state practice exhib-
its substantial diversity. (The U.S. Supreme Court refused to hear a case 
where a decision would have provided guidance.)

3.2 Means of Coordination

Legislation. The Commerce Clause of the U.S. Constitution gives Con-
gress plenary power to regulate interstate commerce.20 Although states 
have no power to veto (or even to have a direct say in) federal leg-
islation affecting state taxation, they can attempt by political means 
to prevent or modify such legislation. In fact, only once has Congress 
enacted legislation (P.L. 86-272) that seriously restricts state corporate 
taxation.

Judicial decisions. Although the U.S. Constitution contains no provi-
sions equivalent to the ‘freedoms’ (of movement of people, goods, and 
capital and of establishment) found in the EC Treaty, the U.S. Supreme 
Court’s interpretation of the Commerce Clause creates essentially the 
same effect. While the Court has outlawed many specifi c details of state 
taxation, it has generally given the states considerable latitude regard-
ing big-picture issues such as the defi nition of income, consolidation, 
and formula apportionment. In particular, it has not required uniform-
ity, which would be tantamount to legislating from the bench.

Soft law. Soft law, as that concept is understood in the EU, does not ex-
ist in the United States; law that is not ‘hard’ – that is, legally binding, 
being enshrined in legislation or in court decisions – is not law. Even 
so, interstate cooperation sometimes takes on attributes of soft law, as 
defi ned above.

Interstate cooperation. The U.S. Constitution does not provide for any-
thing resembling enhanced cooperation. Rather, the Compact Clause 
authorizes states to enter into compacts of any kind with the consent 
of Congress, and states can join compacts, even without congressional 
consent, as long as doing so does not expand their powers at the ex-
pense of federal powers.

The states have rarely engaged voluntarily or successfully in coop-
erative efforts to harmonize their corporate income taxes. They gener-
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ally have acted only when faced with the prospect of federal legislation 
that would restrict their taxing powers. The states initially showed little 
interest in the most important such effort, the Uniform Division of In-
come for Tax Purposes Act (UDITPA), a model law drafted in 1957. When 
federal legislation was introduced in the mid-1960s that would have 
regulated state taxation of corporate income, a subset of states quickly 
created the Multistate Tax Compact, which incorporates UDITPA, and 
the Multistate Tax Commission (MTC). Among the stated purposes of 
the Compact is to ‘promote uniformity or compatibility in signifi cant 
components of tax systems.’21

UDITPA is not hard law; it is a model law that states can adopt or 
not – and repeal – as they wish. Although most income-tax states have 
adopted statutes that incorporate UDITPA or are patterned after it, 
many deviate from that model law in signifi cant ways. A key element 
of UDITPA, the equally weighted three-factor apportionment formula, 
has been seriously eroded by the increased (or exclusive) weight many 
states, including members of the Multistate Tax Compact, now place 
on sales. Moreover, as its name indicates, UDITPA deals only with the 
division of income; it does not address the defi nition of the income to 
be divided or the issues of jurisdiction to tax or combination. A recent 
effort to revise and modernize UDITPA was abandoned because of op-
position from both business and the states. The MTC subsequently took 
up this effort, but it seems unlikely that much progress will be made on 
the big-picture harmonization issues of jurisdiction to tax, combination, 
and the apportionment formula.

No ‘guardian of the Constitution.’ In the United States, no organization 
is the ‘guardian of the Constitution’ as the European Commission is 
the ‘guardian of the Treaties’ in the EU. That is, no U.S. governmental 
institution is charged with formulating and advocating legislation that 
is consistent with an internal market.

4.0 Summary Comparison and Commentary
 
Whereas the European Commission has urged EU Member States to re-
place their diverse corporate tax systems, which are based on SA/ALS, 
with a uniform system based on consolidation and formula apportion-
ment, U.S. states have long had apportionment-based systems, albeit 
systems that are defective and far from uniform in many important re-
spects (see Table 7.1 for a summary comparison of the two regimes). 
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Table 7.1. Comparison of the Legal Context for Corporate Tax Harmonization in the 
European Union and the United Sates

European Union United States

Historical status of EU 
Member States and U.S. 
states and their tax systems

Independent nations with 
tax systems typical thereof

State tax systems 
developed in a federal 
context

Legal framework for 
harmonization

EC Treaty, EU regulations 
and directives, and 
interpretations thereof by 
the European Court of 
Justice

U.S. Constitution, federal 
statutes, and U.S. Supreme 
Court interpretations 
thereof

Key provisions of EC Treaty 
and U.S. Constitution

Unanimity rule and 
enhanced cooperation; 
freedom of movement of 
people, capital, and goods 
and of establishment; 
role of the European 
Commission

Commerce Clause (for 
federal legislation) and 
negative Commerce Clause 
(for judicial decisions)
regarding state taxation

Ability of individual EU 
Member States and U.S. 
states to control EU and U.S. 
federal legislative initiatives 
limiting their taxing powers

Unanimity rule gives 
each member state veto 
power over EU tax policy 
initiatives

States have no direct 
control over federal 
legislation limiting their 
taxing power

Judicial infl uence over tax 
policies of EU Member 
States and U.S. states

In proactively defending 
EC Treaty freedoms 
(movement of people, 
capital, and trade and 
of establishment), the 
European Court of Justice 
outlaws many existing tax 
policies of Member States

U.S. Supreme Court 
outlaws many specifi c 
state infringements of the 
Commerce Clause, but 
takes a relatively hands-off 
stance toward major issues 
(such as the choice of 
apportionment formula and 
the defi nition of a unitary 
business)

Defender of the EC Treaty 
and the U.S. Constitution?

European Commission, 
as ‘guardian of the Treaty,’ 
proposes EU legislation 
and initiates infringement 
proceeding against 
member states

There is no ‘defender of the 
Constitution’
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The U.S. Congress has the constitutional power to legislate uniformity, 
but generally has not used it, in part because of the political opposition 
of both the states and business. While the EC Treaty confers similar 
legislative powers on the Council of the European Union, any Member 
State can veto the exercise of those powers. Enhanced cooperation, by 
as few as nine Member States, is thus the most likely mechanism for 
initiating the CCCTB.

The U.S. Supreme Court has accorded states wide latitude in the ex-
ercise of fi scal sovereignty over big issues in corporate taxation, while 
proscribing many specifi c practices that discriminate against interstate 
commerce. By comparison, the European Court of Justice has issued 
decisions that render certain tax practices off limits; of course, it has had 
no occasion to rule on the CCCTB. Enactment of the CCCTB by direc-
tive would make the Court’s job relatively straightforward, and its role 
would change dramatically, from a quasi-constitutional court interpret-
ing the freedoms to a supreme court making sure that directives are 
interpreted in a uniform manner throughout the EU. By comparison, 
initiation of the CCCTB via enhanced cooperation could raise thorny 
questions of compatibility with the EC Treaty, for example, because 
activities in participating and non-participating Member States would 
not be treated in the same way.

While interstate cooperation can and does occur in the United States, 
there is no concept in U.S. law similar to enhanced cooperation, which 
creates hard law that is binding on EU Member States that participate 
in it. Moreover, in the United States, no institution plays a role anal-
ogous to that of the European Commission as ‘guardian of the Trea-
ties.’ Of potentially great importance, the Commission champions the 
CCCTB. These two differences – plus the increasing cost that reliance 
on SA/ALS will impose on the economies of the EU as economic inte-
gration proceeds – seem conducive to, but do not guarantee, enactment 
of the CCCTB, if only by a subset of Member States. It seems likely 
that, if once created via enhanced cooperation, the ‘CCCTB club’ would 
gradually expand to produce a system that exhibits more uniformity 
than state corporate income taxes in the United States. It could be that 
broader international tax reform along the same lines will one day fol-
low suit as a way to address the pressure of globalization that encour-
ages heightened cross-border fl ows of investments that are increasingly 
sensitive to national tax differences.
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8 Missing Women: Gender-Impact Analysis 
and International Taxation

kathleen lahey

1.0 Finding Women in International and Tax Law
 

Tax law, like corporate, commercial, and regulatory law, speaks of ‘per-
sons,’ ‘corporations,’ ‘states,’ and ‘taxpayers’ – but, particularly in in-
ternational taxation, there are few real people anywhere in sight. Add 
to that the self-conscious gender neutrality of liberal legal discourse, 
and women merge conceptually with men in every legal category, be 
it ‘related persons,’ ‘spouses,’ or ‘parties not dealing at arm’s length.’1 
Because women continue to be disadvantaged in every country in the 
world,2 it has become urgent to break through genderless depictions of 
issues and policy options to grapple with the ways in which women’s 
continuing disadvantages are perpetuated.

But where to start? There are few women in lead roles in government 
international affairs departments or in the boardrooms of the multi-
national corporations that carry out the complex negotiations forming 
and engaging with international tax rules.3 The tax justice movement, 
which has gradually raised awareness of how existing international 
tax practices can exacerbate disparities between high- and low-income 
regions of the world, has focused more on the state level than on the 
human level.4 And in any event, there is considerable institutional op-
position to treating international tax rules as creating tax expenditures 
that should be scrutinized for their distributional effects (see also Chap-
ter 6 in this volume).5 Gender-based analysis of international transac-
tions and even of tax issues generally tends to focus on home-country 
questions, such as the gender impact of trade agreements or of domes-
tic tax rules.6

The purpose of this chapter is to identify the types of international 
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transactions that touch and concern women, whether directly or indi-
rectly, and to inquire into the data that are relevant to gender-impact 
analysis of this area of tax policy. Because all transnational transactions 
potentially affect women in each country involved, whether transactions 
are market based or carried out by governments, this chapter considers 
the gender impact of both overseas development and aid and foreign 
direct investment (FDI) transactions on women in all countries involved 
in such transfers. While many questions remain to be answered, this 
chapter tentatively concludes that, where women are found in interna-
tional taxation, available data suggest they may be marginalized and 
segregated in precarious positions compared with men.7

2.0 The Gender Impact of Overseas Development and Aid 
Programs

Government overseas development and aid is relatively small com-
pared with the sheer volume of FDI. For example, Canada’s total Offi -
cial Development Aid (ODA) for fi scal year 2004/05 came to just C$4.1 
billion, equivalent to just 1 per cent of the total overseas investment 
held that year by Canada’s corporate sector in foreign affi liates.8 None-
theless, aid expenditures still affects women in two ways. Most obvi-
ously, development and aid activity can either improve or detract from 
the status of women in aid-receiving countries. Less apparent is the 
effect on women in donor countries, who continue to earn, on average, 
signifi cantly less than men. From the perspective of women in such 
countries, overseas aid represents government revenues that could be 
allocated to meeting their needs but that is being redirected to those in 
developing countries or in situations of crisis for humanitarian purpos-
es. This raises questions of gender equity in both domestic and overseas 
development work.

In the context of overall governmental spending allocations, funding 
for overseas development raises questions about whether donor gov-
ernments are taking steps to ensure that, as a minimum, their overseas 
development and aid programs promote gender equality both at home 
and in client countries. Further, it should also be possible to inquire 
into how the operation of government aid agencies affects women as 
opposed to men in this sector of the public service, and how the method 
of funding development affects women in recipient countries. Finally, 
there are questions about the gender effi cacy of services delivery that 
uses the voluntary sector as a partner in governance. Funnelling assist-
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ance through tax-exempt voluntary organizations that also receive tax-
creditable charitable donations adds another layer of gender impact, as 
does giving multinational corporations tax credits for charitable con-
tributions that fund programs designed to complement their ongoing 
business operations and enhance their brand value.

2.1 Gender-Based Analysis in Development Programs

Compared to other international actors, national development agencies 
such as the Canadian International Development Agency (CIDA) set a 
high standard for explicit gender-based analysis of their transnational 
operations, in terms of both program design and accounting for pro-
gram outcomes. Historically, CIDA has been at the forefront of gender-
impact analysis as overseas assistance policy was reshaped to increase 
aid.9 Despite this, however, it might be surprising to learn that only a 
relatively small share of CIDA’s ODA actually goes to gender-equal or 
gender-integrated projects, and that projects do not necessarily have to 
be devoted exclusively to meeting the needs of women in order to be 
classifi ed as either ‘gender equal’ or ‘gender integrated.’10

Despite CIDA’s explicit and largely transparent gender-mainstream-
ing structures, it falls short in a number of ways. First, CIDA still does 
not have the administrative capacity to screen all of its programs for 
gender issues.11 And such screening as is done is on quite a superfi cial 
level, often by merely scanning for gender terms in project documents.

Second, only a small percentage of CIDA’s total ODA allocations are 
classifi ed as ‘gender-equality-specifi c programming,’ and even within 
that category most gender-related funding is allocated to the category 
of ‘integrated programming.’ Thus, in the six-year period ending in 
2005, gender-equal funding fell from a high of 1.8 per cent of all ODA 
gender-aware programs in 1999 to a low of 0.8 per cent by 2005. Dur-
ing the same period, CIDA’s gender-related funding (as a percentage of 
total ODA) fell from 4.7 per cent in 1999 to 4.1 per cent in 2005.12

Third, and possibly of greatest concern, CIDA’s use of gender-based 
analysis does not fully refl ect contemporary feminist research on the 
gender impact of tax laws and fi nancing vehicles. For example, Leba-
non received CIDA funding to implement a value-added tax system – 
a form of consumption taxation that might disproportionately burden 
women’s incomes compared with men’s.13

Finally, CIDA includes a number of microcredit fi nancing programs 
under the heading ‘reducing inequalities in access to and control over 
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the resources and benefi ts of development.’ This type of development 
support has been found to be particularly risky for women, who have 
more diffi culty paying off such debts when their businesses are not suc-
cessful.14

The latter two points are of particularly concern because, when fund-
ing for gender-equal or gender-integrated programming is so scarce to 
begin with, it is a serious policy error to use such funding for programs 
known to have negative gender effects all on their own.

2.2 Gender-Based Analysis in Private and Voluntary Development

Governmental development and aid programs often operate in tan-
dem with the corporate sector and with non-governmental voluntary 
organizations. Despite this close connection, the Canadian government 
does not require the same degree of transparency and accountability 
in its private sector and voluntary development activity. As they are 
not under the direct management and control of government agencies, 
and in the long-standing absence of direct government regulation re-
quiring gender equality in development operations, corporations and 
charitable organizations traditionally are less focused on gender than 
are government agencies. ‘Tying’ clauses are often used in develop-
ment funding agreements to lock recipient countries and organizations 
into binding contracts that require them to obtain material and serv-
ices from donor-country corporations or voluntary organizations. The 
charitable tax-exempt voluntary sector has long acted in partnership 
with governments, and even when government development and aid 
funding is not funnelled through such organizations, governments in-
directly fund them by extending tax deductions or credits to individual 
and corporate taxpayers that make contributions to their operations.

CIDA also has long-standing relationships with domestic and in-
ternational voluntary and private organizations through its Canadian 
Partnership Program. Moreover, the amount of funding it makes avail-
able for direct partnership allocations is much larger than that for all 
its gender-based program funding, despite the cross-cutting nature of 
gender issues, with the average share running from 8 per cent to 15 per 
cent of CIDA’s ODA in recent years. Voluntary and private organiza-
tions also receive funding through other CIDA programs and, within 
the category of gender-equal programming, they receive some 18 per 
cent of CIDA’s gender-focused funding.

Beginning in 2005, CIDA developed policy guidelines for its partner-
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ship program to provide detailed guidance in assessing gender results.15 
These guidelines incorporate by reference the gender-equality guide-
lines of the Development Cooperation Directorate of the Organisation 
for Economic Co-operation and Development (OECD). Although CIDA 
cannot monitor compliance with gender-based analysis by private and 
voluntary organizations to the same extent that it can assess its own 
program activities and results, many of the voluntary organizations 
with which CIDA partners – and many of the countries with which it 
deals directly – have developed their own policies and procedures with 
respect to gender-based analysis in response to the Beijing Platform for 
Action.16 Currently, the focus of gender-based analysis in these organi-
zations tends not to be concerned with sources and forms of fi nancing, 
but with the substantive missions of the organizations themselves.

On the positive side, these organizations operate within the same 
gender-aware structure as does CIDA and parallel CIDA’s gender pro-
gramming, which itself is more substantively focused on gender in 
development than on gender in fi nancing. This means that, if CIDA 
can maintain or expand its gender-equal capacity and programming, 
further development of gender-based analysis can be expected in the 
voluntary and charitable sector as well, even though the standard ap-
plied likely will not reach the same level as that applied to CIDA’s ODA 
funding.17

3.0 Domestic Taxation of Outward FDI

In 2005, Canadian-owned FDI was valued at C$465.1 billion,18 99 per 
cent of which was private sector FDI transactions. Because there are no 
actual ‘international taxes,’ international tax rules are found in the in-
terplay between domestic tax, corporate and investment laws, and var-
ious types of bilateral and multilateral agreements such as tax treaties 
and regional trade agreements. Multilateral organizations such as the 
OECD are also playing a growing role in norm setting in international 
taxation (see Chapter 2 in this volume). Domestic tax laws on both sides 
of transactions – in both investor and host countries – play an impor-
tant role in shaping FDI, trade, and employment arrangements. 

All these systems affect the international political economy of wom-
en. As with domestic women’s economies, the global female econo-
my is characterized by women’s continued under-representation in 
private and public decision-making, the realities of the ‘double day,’ 
unequal distribution of income between women and men, women’s 
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fragile attachment to well-paid work, unequal pay, their larger share 
of global poverty, and disproportionate responsibility for all types of 
caregiving.19 

In this context, changes to any element of domestic, transnational, 
and multinational laws and practices have a gender-specifi c impact 
on women. For example, reducing the domestic tax burden of resident 
owners of FDI reduces the fi scal capacity of governments in capital-
exporting countries to address gender issues and that of governments 
in other countries through a reduction of development and aid fund-
ing. At the same time, women in capital-importing countries might 
receive a disproportionately small share of the increased wealth asso-
ciated with new foreign investment activity. If host countries reward 
infl owing FDI with tax cuts and other fi scal benefi ts (see Chapter 3 in 
this volume), they might give up part of their fi scal capacity to meet the 
needs of women who live there in the expectation that everyone will be 
better off with any type of FDI.

Because most FDI takes place between non-state actors, there are, at 
present, no laws or policies requiring investors engaged in tax-favoured 
FDI and trade to carry out gender-based analysis of their projects or to 
account for the gender impact of their operations. Although the UN 
Millennium Development Goals and Financing for Development proc-
esses and the OECD aid effectiveness program have opened up many 
of these private sector issues for discussion,20 concrete expectations of 
gender-based analysis and gender budgeting in the taxation of FDI out-
fl ows are not likely to be put into place for some time to come.

3.1 Domestic Tax Benefi ts for Outward FDI

In the past, Canadian FDI has been driven by the quest for new mar-
kets, cheaper resources and labour, and geographic expansion, among 
other reasons. In the past two decades, however, tax competition – not 
just by ‘tax-haven’ countries but even by Canada itself – has given low 
tax rates a growing role in the calculation of potential profi ts from FDI. 
Thus, investors in countries such as Canada enjoy tax rules that tax FDI 
profi ts very lightly, if at all.

Corporations can avoid income tax liability on FDI profi ts in several 
different ways, but one of the most effective remaining techniques is to 
use a combination of foreign affi liates and tax havens to avoid domes-
tic corporate tax liability at every step of the way, and even to trigger 
eligibility for dividend tax credits for taxes assumed to have been paid 
on the ultimate distribution to Canadian shareholders. 
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These results can be obtained because Canada’s corporate tax rules 
are built around a series of interlocking legal fi ctions:

 
• all corporations pay taxes in their tax homes; 
• all countries impose similar rates of corporate taxes; 
• when corporate affi liates ‘repatriate’ profi ts, they are post-tax profi ts 

because the affi liate has already paid tax on them to the overseas 
country in which they were earned;21 and

• when the parent corporation passes those foreign affi liate profi ts 
on to their Canadian shareholders, the underlying corporate taxes 
assumed to have been borne by the parent corporation (in this situa-
tion, the taxes assumed to have originally been paid on those profi ts 
by the foreign affi liate) ought to be refl ected in dividend tax credits 
that those shareholders can claim.22 

These legal fi ctions have been developed over time as the view that 
‘double’ taxation of corporate-source profi ts unfairly penalizes private 
investors. In Canada, this perceived problem has been solved by per-
mitting foreign profi ts from foreign affi liates to be repatriated to the 
parent corporation as tax-exempt distributions and then to sharehold-
ers as creditable dividends. This approach ‘integrates’ the corporate tax 
system with the personal tax rates shareholders pay on income from 
non-corporate sources, and treats shareholders as having earned the 
profi ts directly themselves, in terms of eventual net tax liability on 
their share of profi ts. Foreign accrual property income (FAPI) rules 
in Canadian income tax legislation limit this treatment only to profi ts 
from bona fi de active business operations, and deny them to investment 
operations.23

In a sense, these legal fi ctions and the assumptions they refl ect are 
similar to those built into nominal concepts of gender equality: so long 
as all women/corporations are treated the same, the outcome will be 
‘equality.’ The problem with these fi ctions and assumptions is that cer-
tain ‘tax-haven’ countries have tax treaties with Canada but also have 
special low tax rates (sometimes as low as 1 per cent24) that enable af-
fi liate income to escape Canadian corporate income taxation almost 
completely.

Multinational corporations and their political supporters have suc-
cessfully staved off meaningful inquiry into the general fi scal impact 
of these policies. The Auditor General of Canada began expressing 
concern about the use of tax-avoidance arrangements by the corporate 
sector in 1986,25 and the following year, the Department of Finance 
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undertook to scrutinize tax avoidance in international corporate trans-
actions.26 By 1992, tax offi cials had concluded that overseas corporate 
operations were being used to generate ‘hundreds of millions of dol-
lars’ in corporate tax reductions through complicated offshore tax-
planning mechanisms,27 but neither the Auditor General nor the tax 
authorities had access to enough fi nancial data to calculate the cost of 
these arrangements in lost tax revenues. There was, however, every in-
dication that large chunks of potential corporate income tax revenue 
were indeed being lost. Information returns revealed that these tax-ha-
ven affi liates paid some C$600 million in dividends in 1990, all of which 
entered Canada on a tax-exempt basis and were then distributable to 
Canadian shareholders eligible for the full benefi t of the federal and 
provincial layers of the dividend tax credit, wiping out a great deal of 
income tax liability at the shareholder level.28 

In 1998, the OECD reported that, among just the G7 countries, the 
amount of FDI funnelled through tax-haven countries had increased 
500 per cent between 1985 and 1994.29 By that time, Canada had made 
some small adjustments to the FAPI rules to restrict the types of tax-ha-
ven profi ts eligible for tax-exempt repatriation,30 but as further reports 
by the Auditor General demonstrate, those changes have had no visible 
impact on the continued growth of haven-based FDI business organi-
zations. In 2000, the Canada Revenue Agency (CRA) found that for-
eign-affi liate investments had more than doubled (from C$200 billion 
to more than $450 billion) between 1996 and 2000, and that the value of 
dividends and interest received in Canada from those investments in 
2000 alone was C$3.1 billion – C$1.5 billion of which was received vir-
tually tax free as dividends from foreign affi liates located in Barbados 
and distributable to shareholders with full federal and provincial divi-
dend tax credits.31 The Auditor General was not able to calculate the 
revenue costs of such arrangements, but did cite a 1994 Technical Com-
mittee estimate that Canada’s total tax revenue shortfalls from overseas 
investments was on the order of C$3.5 billion.32

By 2001, the Canadian federal government had begun to investigate 
and challenge some of these offshore arrangements. In 2005, the CRA 
reported that more than 16,000 Canadian corporations reported trans-
actions with a foreign affi liate valued at more than C$1.5 trillion,33 but 
federal anti-avoidance activities had reached very little of the revenue 
that could have otherwise been raised through those transactions.34 In 
2007, the Auditor General concluded that lack of international coopera-
tion and Canada’s own privacy laws made it impossible for the federal 
government to obtain the data needed to evaluate the amount or rev-
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enue impact of FDI outfl ows in Canada.35 The Department of Finance 
continues to raise the technical objection that it cannot defi ne ‘normal’ 
taxation of FDI and thus cannot produce meaningful data even if those 
problems could be solved.36 

The cumulative effect of the OECD harmful tax competition project, 
recommendations of parliamentary committees,37 and the Auditor 
General’s repeated demands for data and new policy was the reluctant 
introduction in 2007 of a single limitation on tax-haven tax planning 
(concerning interest deductions, not the tax-free fl ow of distributions38) 
and the promise to begin placing constraints on tax treaty negotiations 
with countries that obviously are willing to impose tax rates as low as 
zero to accommodate overseas investors. These changes would have 
required any new tax treaties to include the new OECD standards with 
respect to exchange of information, to deem non-treaty countries that 
agree to these OECD standards to be treaty countries, and, in the mean-
time, to provide that income currently in the hands of the Canadian 
shareholders but earned by foreign affi liates in countries that neither 
have a tax treaty nor have agreed to exchange tax information with 
Canada will be taxed. This latter initiative would deny Canadian share-
holders the tax benefi t of deferral or exemption through accrual in the 
hands of foreign affi liates located in low- or no-tax countries.39

Following the recommendations of the Advisory Panel on Canada’s 
System of International Taxation, however, the 2009 Canadian feder-
al budget proposed new tax laws that would remove restrictions on 
domestic interest deductions that fund tax-exempt foreign projects as 
well as so-called double-dip fi nancial arrangements that often involve 
related fi nancing affi liates based in tax havens (see Chapter 4 in this 
volume). The Advisory Panel also recommended that Canada adopt a 
full-blown exemption system that would exempt from taxation all ac-
tive business profi ts derived by foreign affi liates irrespective of where 
they are located – that is, there would no longer be a need for a foreign 
affi liate based in a treaty partner or a country that has negotiated a tax-
information-exchange agreement with Canada (see Chapter 1 in this 
volume). 

While these changes inch their way through complex political and 
bilateral processes, all that can be said with any certainty is that the 
current tax treatment of outward FDI in Canada generates signifi cant 
tax reductions for Canadian residents with international investments. 
Moreover, tax laws permit cross-border structures that often reduce tax 
revenues in host countries – for example, the second ‘dip’ or interest 
rate deduction within a double-dip transaction is often taken in a for-
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eign (typically) high-tax country on the same (economically) item of 
income. With Canadian outward FDI in 2004 of some C$124.6 billion,40 
Canada and its host countries could well have forgone revenue of ap-
proximately C$1.9 billion in 2004, even on conservative estimates.41 
This represents a very large chunk of potential revenue by any measure.

3.2 The Gender Impact of Taxation of Outward FDI

One key commitment Canada made when it adopted the Beijing Plat-
form for Action was to develop detailed statistical data on women at 
all ages in order to analyse accurately the impact of all economic, tax, 
and fi nancial policies and programs on women on a continuing basis.42 
Despite this commitment, the federal government has taken no steps to 
identify male and female interests in FDI or the gender impact of FDI 
taxation.

In such a situation, gender-budgeting methods still can be used to 
identify probable gender impact along with some basis for assessing 
the rationale on which that policy choice is based. The goal of gender 
budgeting is to produce documentation that provides specifi c gender 
breakdowns for each line of the government’s usual budget, including 
details on the shares of projected spending expected to benefi t women 
as compared with men, allocation of revenues between women and 
men, and distributional impact by key demographic markers. Budget 
documents are also expected to provide analytic evidence-based infor-
mation on the logic behind major spending, revenue, and surplus/defi -
cit decisions,43 and the tax expenditures that are increasingly important 
elements of Canadian fi scal policy.44

The probable gender impact of the tax benefi ts Canada gives to 
owners of FDI can be approximated by using CRA income statistics 
to provide some indication of relative male and female ownership of 
corporate shares. While Canadian income tax law allows spouses/part-
ners to blur the boundaries of legal ownership of corporate shares, the 
raw data in taxation statistics suggest that, in 2004, men received nearly 
63 per cent of all taxable dividends.45 Assuming that untaxed or lightly 
taxed foreign-affi liate retained earnings make their way back to Canada 
as taxable dividends with full rights to dividend tax credits, then men’s 
share of the (estimated) C$1.9 billion tax expenditure that fl ows from 
the untaxed status of such payments would be roughly C$1.2 billion.

Is this the best use of C$1.9 billion in potential revenue? Particular-
ly because the international fi nancial community is starting to take a 
development approach to the taxation of international investment, a 
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gender-development approach might compare this FDI tax expendi-
ture with what Canada spends on ODA, which, in fi scal year 2004/05 
amounted to C$3.15 billion. The ‘gender’ share of this ODA allocation 
was just C$129 million (4.1 per cent of total ODA), while the allocation 
to gender-specifi c programs – primarily designed to improve the status 
of women overall – was just $25 million (0.8 per cent of total ODA).46

Another point of comparison can be made in the domestic spending 
context, where Canada continues to provide few tax expenditures to 
promote women’s equality. In fi scal year 2004/05, it spent C$1.2 billion 
on the dependent spouse/partner credit, which actually forms fi scal 
barriers to women’s paid work,47 but only C$0.6 billion on the child 
care expense deduction for women who need child care if they are to 
work for pay.48 

4.0 Developing-Country Taxation of Inward FDI

Not all developing countries are tax havens and not all tax havens are 
developing countries. As increasing numbers of developing and de-
veloped countries are pushed into competing via taxation for inward 
FDI,49 there continue to be little reliable data on the true costs of such 
tax competition, as is the case with the revenue costs of outward FDI. 
Commentators now posit the establishment of a global ‘shadow’ econ-
omy50 in which capital moves invisibly from one tax-favoured location 
to another, often leaving nothing but fi scal crisis in its wake as the only 
sign of movement. As focus on the harmful effects of international tax 
competition has begun to converge with international concern over ‘fi -
nancing for development’ in pursuit of the UN’s Millennium Devel-
opment Goals, there is growing interest in both qualitative analysis of 
developing-country tax concessions and quantitative measures of their 
fi scal impact. The search for the gender impact of international taxation, 
however, brings researchers right to the edge of scholarly studies, as lit-
tle work on this aspect of tax competition in developing countries has 
been published. Some of the directions this work is taking are sketched 
out in this chapter, but this analysis should be read more as an agenda 
for research than as anything more concrete.

4.1 Developing-Country Tax Benefi ts for Inward FDI

The most ambitious attempt to identify the revenue costs to developing 
countries of tax competition for inward FDI was carried out by Oxfam 
in 2000. Using fi gures from the United Nations Committee on Trade 
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and Development on developing-country FDI, which totalled US$1.2 
billion in 1998, Oxfam estimated that tax competition for inward FDI 
then cost developing countries some US$35 billion each year in for-
gone tax revenues.51 Adding this fi gure to the estimated US$15.4 billion 
lost to developing countries because of the trend toward not imposing 
withholding taxes on interest, Oxfam estimated that developing coun-
tries were losing some US$50 billion each year in tax revenues.52 Oxfam 
described this developing-country tax expenditure as ‘the develop-
ment impact’ of tax concessions for FDI. To put these tax expenditures 
into the development budgetary context, Oxfam compared them with 
the US$73 billion annual cost of providing health care for all low- and 
medium-income countries.53

4.2 The Gender Impact of Tax Benefi ts for Inward FDI

Without detailed country data showing the fi scal cost of tax conces-
sions to overseas investors and accurate data on domestic income and 
revenue, it is diffi cult to measure the gender impact of tax expenditures 
on inward FDI. Anecdotal reports, however, have reached conclusions 
that are consistent with the larger body of research on international 
taxation, trade agreements, and gender. At the very least, these studies 
make it clear that, while most development/tax analysis does not con-
sider gender impact, these tax concessions cannot be assumed to have 
the same effects on women as they do on men in developing countries.

One such study that includes data on the gender impact investigates 
the effects of tax competition in the East African fl ower industry.54 It 
fi nds that, with the encouragement of international fi nancial agencies, 
East African countries offered massive tax incentives to the fl oriculture 
industry, including ten-year holidays on corporate income taxes, with-
holding taxes on dividend and other overseas payments, perpetual ex-
emption from VAT and customs import duty on inputs and stamp duty, 
and subsidized loans.55 The study concludes that, although this new 
industry has produced some 50,000 new jobs and high levels of corpo-
rate profi ts,56 the ‘real winners’ have been the large foreign multina-
tional corporations that have been ‘reaping huge tax free profi ts’ while 
the countries in the region ‘bend over backwards’ to attract this invest-
ment. The study reports that these companies have used the threat of 
relocation to demand government subsidies once they have erased all 
tax liabilities, forcing countries in the region not just into a ‘race to the 
bottom,’ but into a ‘race at the bottom.’57 At the same time, the study 
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fi nds that, while labour negotiators lack access to fi nancial information 
that would enable them to make the case for fairer wages, local govern-
ments are strained by the infl ux of new workers and shrinking local tax 
revenues, little collateral or technological development has taken place, 
and environmental damage has escalated through lack of meaningful 
controls. The usual justifi cation for such heavy trade-offs is that pro-
viding new local employment improves the quality of life for workers 
and their families. However, the study fi nds no such effects, concluding 
instead that more than 75 per cent of new jobs were for casual labourers 
earning ‘33 cents above the one dollar per day poverty level margin.’ As 
women form more than 70 per cent of the casual labour pool, it appears 
that, in East Africa at least, FDI has reinforced and might even have 
intensifi ed gender hierarchies.58

5.0 Conclusions

Developing a comprehensive gender analysis of the impact of the taxa-
tion of international economic transactions on women is a long-term 
project that will require greater transparency at every level. This chap-
ter has discussed how (primarily Canadian) overseas development and 
aid programs, as well as traditional international tax rules on interna-
tional transactions, determine taxes collected by home and host coun-
tries and correspondingly impact large numbers of women. 

From the corporate actors that have captured growing shares of over-
seas development funding to the corporations that drive increasingly 
one-sided bargains with developing countries, the continuing male 
dominance of multinational corporations everywhere suggests that the 
corporate sector itself will not produce solutions to this overall problem. 
At the same time, the lack of data on gender impacts of transnational 
exchanges and the lack of political will to address in a meaningful way 
the complex gender effects of corporate taxation, international taxation, 
and, from host-country perspectives, domestic taxation of inward FDI, 
make it diffi cult for detailed gender-impact analysis or gender budget-
ing to be carried out.

 Similarly, the pro-poor movement in international development eco-
nomics and critiques of economic relations between investors and host 
countries often ignore the very real differences between women and 
men at every stage of the analysis. Initial research shows that the exist-
ing international tax regime and its treatment of international invest-
ments produce adverse effects on women. It is to be hoped that other 
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analysts will sharpen their focus on the gender impact and develop 
the data that are needed to question the way legal policy in this area is 
formulated and applied.
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9 Globalization and the Hong Kong 
Revenue Regime

richard cullen and antonietta wong*

1.0 Introduction

When one thinks about globalization, one tends to consider it a post–
World War Two phenomenon that has gathered truly signifi cant pace as 
the communications technology revolution has unfolded over the past 
two decades. This modern version of globalization has deep founda-
tions, however, within the type of integrated global economy that de-
veloped for well over a hundred years prior to World War One, during 
the colonial era. Primarily, the colonial era involved European-based 
colonizers and non-European colonized jurisdictions. In terms of scope 
and political and economic durability, the British Empire was the pre-
eminent product of this period of world development (notwithstanding 
the loss of most of Britain’s North American colonies in the American 
Revolutionary War). Today, apart from a handful of tiny territories such 
as Gibraltar, little of the former British Empire remains within the con-
trol of the United Kingdom. 

Until 1997, the Crown colony of Hong Kong also remained in British 
hands. On 1 July of that year, however, sovereignty over Hong Kong 
reverted to the People’s Republic of China (PRC) and the former Brit-
ish territory became the Hong Kong Special Administrative Region 
(HKSAR) of the PRC.1 The HKSAR acquired, at this time, a new consti-
tution, the Basic Law of the Hong Kong Special Administrative Region 
of the People’s Republic of China (hereafter referred to as the ‘Basic 
Law’).2

Prior to the arrival of the British in 1841, Hong Kong was home to 
a series of scattered Chinese fi shing and farming communities. For 
over 150 years, the British maintained Hong Kong as an enclave, 
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plainly separated from mainland China in many ways. It is now more 
than 12 years since Beijing resumed dominion over what is now the 
HKSAR, but notwithstanding Hong Kong’s return to the ‘Motherland,’ 
the bustling city at the mouth of the Pearl River remains a very separate 
enclave within China. Hong Kong today operates as a city-state within 
the most populous nation on Earth and within the largest one-party 
state the world has ever seen.3 As we shall see, the HKSAR today is 
even more fi scally separated from the Chinese mainland4 than Hong 
Kong was from the United Kingdom. 

Hong Kong has had to grapple with all manner of challenges over 
the past hundred-plus years, relying, for the greater part, on its own 
minimal local resources. The most striking of these, of course, is the 
large deepwater harbour that so attracted the British in the 1840s. Then 
there is Hong Kong’s geographical location: around 50 per cent of the 
world’s population resides within four hours’ fl ying time. Hong Kong’s 
most signifi cant asset, though, is its largely Chinese population.

Our aim in this chapter is to explain how the taxation regime in Hong 
Kong has developed over the course of its remarkable modern history. 
Throughout this history, the taxation regime has been notably shaped 
by the power of globalization, and this continues to be the case today.

 
2.0 The Evolution of Hong Kong’s Political Structure

2.1 Colonial Power within the British Empire

Following the loss of most of its American colonies, Britain’s political 
system progressively underwent a series of fundamental changes. The 
then still politically active monarchy was deeply discredited by defeat 
in America. After the ‘Glorious Revolution’ of 1688, Parliament had 
notably asserted itself at the expense of the monarchy, but in the eight-
eenth century, the monarch was still a key political actor, especially in 
foreign affairs, while Parliament remained a comparatively weak in-
stitution in many respects. The judiciary, however, was by then well 
established as an institution enjoying signifi cant independence.5

Over the decades following the defeat in America (and especially af-
ter the death of George III in 1820), power moved markedly from the 
monarchy to Parliament. More signifi cantly, it moved to the executive 
government within Parliament. Westminster, or parliamentary govern-
ment, thus emerged as the product of a remarkable ‘measured revolu-
tion’ as the new political model for the United Kingdom.
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Despite these radical developments within Britain itself, this new 
political model was not immediately exported throughout the British 
Empire. Instead, as its colonial governance template, Britain mostly re-
tained what might be termed the ‘George III model’: a powerful execu-
tive, a comparatively weak legislature, and a separate judiciary.

 
2.2 The Crown Colony of Hong Kong

Following Britain’s seizure of Hong Kong Island in 1841, Hong Kong 
became a Crown colony with a constitution provided in the Letters 
Patent (and Royal Instructions) issued through the Privy Council in 
London.6 This was the customary method the British used to provide 
constitutional underpinnings to such colonies, which remained subject 
to the operation of the direct application of UK law in certain circum-
stances, while their own law-making powers normally were limited 
to legislation that had effect only within the colony itself. Larger, usu-
ally ‘white’ colonies, such as those in Australia and Canada, eventually 
were given Westminster-enacted constitutions and full parliamentary 
systems of elected government, although their legislative powers long 
remained restricted. 

Notwithstanding the addition of a fair amount of modern political 
embroidery (especially after World War Two), the British retained the 
essence of this eighteenth-century system of governance in Hong Kong 
until the handover in 1997.7 The task of governing the colony remained 
in the hands of a London-appointed governor working with a civil 
service notable, particularly at its top layer, for its high level of political 
engagement.8 The fusion of politics and administration in the colonial 
model of government downplayed the importance of politics and po-
litical participation in policy-making. 

The governance system that ultimately evolved in Hong Kong under 
British rule was something of a hybrid: part presidential, part parlia-
mentary, and embedded in a colonial tradition. As in the United States, 
in British Hong Kong a great deal of power resided outside the legis-
lature – that is, in the hands of the governor. That said, the dominant 
infl uence was, and remains, the UK parliamentary tradition, which ex-
plains why Hong Kong’s Legislative Council (LegCo) has been able, 
over time, to build a de facto capacity to hold government to account in 
a partly parliamentary manner.

Despite the lack of democracy, Hong Kong was allowed, after World 
War Two, to develop under British rule into the freest society in East 
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Asia. The press and the media generally were able to fl ourish9 and the 
rule of law, implemented primarily through an independent judiciary, 
put down deep roots.10 

2.3 The Governance Structure of the HKSAR

Currently, the HKSAR has what might best be described as a US-style 
presidential system of government (with a separate executive and legis-
lature), heavily decorated with time-honoured colonial characteristics. 
Under the Basic Law, the HKSAR leader, the chief executive, is selected 
by an 800-member Election Committee rather than by universal suf-
frage. No members of this committee (all of whom must come from 
Hong Kong) are elected; all are appointed (as is the chief executive) by 
Beijing. For its part, LegCo consists of a single house with 60 members, 
half of whom are elected by universal suffrage and half by functional 
constituencies (FCs), another British inheritance. Several FC members 
stand unopposed in each LegCo election, due mainly to the extremely 
narrow franchise (below 500 voters) that applies in certain FC seats. For 
all FCs, the franchise is very small compared with that which applies to 
directly elected LegCo seats.11 

3.0 Revenue Regime Development in Hong Kong

3.1 The Initial Phase

The early development of what remains to this day a fundamental as-
pect of the operation of the Hong Kong Revenue Regime, land-transac-
tion revenues, derived from the assertion by the very fi rst Hong Kong 
government that it owned the superior title to all land.12 As Brown and 
Loh explain,

[a]t the outset, the administration decided that any interests in land sold 
to the private sector should be leasehold interests, rather than the freehold 
interests that could have been offered. The only practical way of releasing 
land was through auction and the fi rst auctions were held in the 1840’s. 
Commentators were already describing the frenetic bidding from the mer-
chants and volatility of the market. To prevent abuse, the leasehold inter-
ests were granted with terms attached limiting the types of usage, which 
eventually became the key determinant in assessing the economic value 
of a piece of land.13
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Almost from the outset, property rates were also imposed on the new 
property (leasehold) owners.14 Another early (and continuing) impost 
was stamp duty, introduced in Hong Kong in 1866.15 The collection of 
estate duty effectively came to an end in the HKSAR in early 2006, but 
prior to this it had applied (albeit just on property situated within Hong 
Kong) from fairly early in the twentieth century.16 Excise duties (for 
example, on hydrocarbon oil, alcoholic drinks, and tobacco products) 
have also been imposed in Hong Kong for a long time,17 while an en-
tertainments tax has applied since 1930. Hong Kong’s establishment as 
a free port, however, meant that there have never been any duties on 
goods entering the territory.18 

A further, rather grim source of revenue arose from fees and charges 
that applied to the opium trade. Indeed, it was primarily disputation 
with China about Britain’s right to export opium that led to the First 
Opium War and the seizure of Hong Kong Island in 1841.19 The Hong 
Kong government benefi ted from this trade for many decades – as late 
as 1917, up to one-third of all revenues in Hong Kong were related to 
opium-trading activities.20 

Another early source of revenue was taxes and fees related to gam-
bling. The Hong Kong Jockey Club was founded in 1884 to run and 
promote horse racing and came to acquire monopoly rights over all le-
gal gambling activities in the colony. Betting duties were introduced in 
1931 and, since World War Two, the club has become both Hong Kong’s 
biggest single taxpayer and most signifi cant charitable contributor.

3.2 Overview of the Current Revenue Regime

Hong Kong has long prided itself on its low and simple tax regime. 
Indeed, its direct taxes on business profi ts and earned income remain 
among the lowest in the developed world.21 Today, the tax regime en-
compasses the following key features:22

• a narrow taxation base;
• low taxation rates;
• separate schedules applying separately identifi ed taxes to different 

classes of income – no general income tax;
• no taxation of income derived from outside Hong Kong regardless 

of the residence status of the taxpayer (source-based taxation);
• virtually no taxation of capital gains;
• no general sales or consumption taxes;
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• no customs duties or tariffs and only limited excise duties;
• simple and relatively stable taxation laws;
• retention of stamp duties in the system; and
• almost no use of double taxation treaties.23

Moreover, the HKSAR has comparatively constrained government 
spending, very little government borrowing, infrequent (until recently) 
defi cit budgeting, and massive accumulated fi scal reserves.

Nearly a hundred years after the founding of British Hong Kong, 
a major change was introduced into the revenue regime: the colony’s 
fi rst income tax. It met with immense resistance from the business com-
munity, but a form of limited, schedule-based income tax was fi nally 
agreed to in 1940, driven by the threat of Japanese invasion. After the 
war, the need to fi nd a new revenue source to fund reconstruction of 
the ravaged colony meant that the income tax was retained, from 1947, 
in the form of the new Inland Revenue Ordinance. In both its guises, 
however, the income tax was designed to retain low rates and be quite 
limited in its application. Today, the main taxes imposed (Hong Kong 
source only, using separate schedules) are those on profi ts, salaries, and 
property.

Despite this low tax regime, Hong Kong still manages to provide 
public housing on a massive scale and to fi nance excellent transport 
and communications systems and comparatively sound education and 
health systems.24 At the same time, it has amassed public foreign cur-
rency reserves of over US$150 billion.25 

The explanation for this continuing, apparent fi scal miracle has a 
number of facets. First, the Hong Kong government has had access to 
a revenue source rarely available in the modern age to most govern-
ments: land. At around 1,000 square kilometres, Hong Kong is very 
small, and from the colony’s inception the British allowed virtually no 
sale of freehold land.26 Instead, land was normally made available on 
a long-term leasehold basis. Moreover, the practice grew of restricting 
the availability of land for development, which tended to drive up both 
the price of land and revenue receipts.27 Indeed, the reliance on land-
related revenues in Hong Kong followed a pattern the British estab-
lished by early in the nineteenth century. In essence, this system sought 
to fund the establishment of new colonies by relying signifi cantly on 
the disposal of appropriated or discount-purchased Crown land by co-
lonial governments.28

Second, the Hong Kong government has long taken a large fi scal bite 
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from many secondary market transactions. Strict usage conditions are 
stipulated in each government lease. If a developer purchases an old 
building with a view to replacing it with a higher structure, a varia-
tion on the purchased lease is required, for which the developer pays 
the government a substantial ‘land premium.’ Added to the profi ts tax 
paid by developers and all the others involved in construction, transac-
tion-based stamp duties, and salaries tax paid by those working in the 
sector, in recent years these land-transaction-based revenues have ac-
counted for about half of the HKSAR government’s income.29 The col-
lapse of property prices after the Asian fi nancial crisis of the late 1990s 
and the 2003 SARS health crisis, however, had a devastating impact on 
the revenue fl ow to the HKSAR government, which came to rely over a 
period of years (and for the fi rst time in living memory) on substantial 
defi cit fi nancing to meet current expenditures.30 Although mass mar-
ket residential property prices have recovered signifi cantly since the 
low point in 2003, it is now recognized that Hong Kong’s narrow, land-
revenue-related tax base is a serious systemic fi scal fl aw that eventually 
will have to be fi xed.31

The third aspect of Hong Kong’s apparent fi scal miracle is that, his-
torically, the government has been able to control expenditures quite 
effectively. Cultural-economic reasons provide an important part of the 
explanation for this. Briefl y, Hong Kong people have long relied heav-
ily on family and related networks to cope with a multitude of life’s 
exigencies. Moreover, from the 1960s until the 1990s, Hong Kong main-
tained high economic growth rates that sustained full employment. 
Also important was the long-established reluctance of the government 
to introduce more comprehensive programs to tackle endemic social 
justice defi ciencies.32 

This combination of factors meant that the Hong Kong government 
was under signifi cantly less pressure to develop a ‘welfare state’ of the 
complexity typically encountered in most other developed economies. 
Instead, what has evolved is a system described as a ‘residual welfare 
state.’33 

In short, for the fi rst hundred-odd years of its existence, British 
Hong Kong maintained a successful revenue system without any need 
to rely on income tax at all. Since 1947, Hong Kong has continued to 
maintain remarkable revenue reliance with the single key addition of 
a limited-impact, source-based, low-tax taxation regime originally de-
rived from the income tax system in place in the United Kingdom in the 
early 1800s. Furthermore, unlike most other developed jurisdictions, 
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Hong Kong imposes no tax on capital gains,34 only very limited taxes 
on fringe benefi ts,35 and no general tax on the provision of goods and 
services.36 A key reason Hong Kong has been able not only to fund pub-
lic spending, but also to put away substantial fi scal reserves, while rely-
ing on such a taxation system, has been the major revenue streams from 
land-related transactions, where the government has deliberately posi-
tioned itself as monopoly supplier of this vital ‘commodity.’ Moreover, 
in diffi cult years, such as those after 1997, when revenues have fallen 
short of spending, the government has been able to cover shortfalls by 
accessing accumulated reserves – a process that has not required LegCo 
spending approval.

Hong Kong has survived and, indeed, thrived into the twenty-fi rst 
century while relying on a revenue regime that would not have been 
out of place in the nineteenth century.

3.3 The Fiscal Firewall

One crucial role of the Basic Law is to provide for a high degree of sepa-
ration of the HKSAR from the Chinese mainland (the so-called Two 
Systems in One Country). Particular effort has been put into drafting 
provisions in the Basic Law designed to install a constitutional, ‘fi scal 
fi rewall’ between the two revenue regimes. Article 106 of the Basic Law 
provides that ‘[t]he Hong Kong Special Administrative Region shall 
have independent fi nances[,] ... shall use its fi nancial revenues exclu-
sively for its own purposes, and they shall not be handed over to the 
Central People’s Government. ... The Central People’s Government 
shall not levy taxes in the Hong Kong Special Administrative Region.’ 
Moreover, Article 108 of the Basic Law provides that ‘[t]he Hong Kong 
Special Administrative Region shall practise an independent taxation 
system [and] ... shall, taking the low tax policy previously pursued in 
Hong Kong as reference, enact laws on its own concerning types of 
taxes, tax rates, tax reductions, allowances and exemptions, and other 
matters of taxation.’ The Basic Law, in its Preamble, also stresses the 
need to preserve the prosperity and stability of Hong Kong.

4.0 Conclusion

Consider the Imperial British perspective in the mid-to-late eighteenth 
century: it was their Empire, so surely they could tax it as they wished. 
Most controversially, this attitude led to taxing the American colonies. 
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The long-distance taxes that London attempted to impose on the Amer-
ican colonies included stamp duties and other indirect taxes. Favour-
able (to the East India Company) arrangements related to the selling of 
tea were also imposed on the American colonies that proved to be no 
less infl ammatory to colonial political sentiment. War followed, leading 
to Britain’s consequent defeat.

By 1841, the British were well recovered from their Imperial humili-
ation in America, but they had learned lessons that were to have an 
important impact on the preferred form of revenue regime to be used 
in new British colonies. Most notable was the shunning of direct, Lon-
don-imposed taxation and an emphasis on creating stand-alone, locally 
anchored revenue regimes. A mainstay of this revised approach was, if 
at all possible, to place land sales, land-transaction charges, and land 
taxes at or close to the pivot of each new colonial fi nancing strategy.

When, in 1841, the British established on Hong Kong Island the foot-
hold adjacent to China they had long coveted, the attractions of a land-
focused revenue regime were amplifi ed by the decision, from the outset, 
to make Hong Kong a free port. This choice, however, denied Hong 
Kong access to customs duties, another traditional bastion of colonial 
fi nances. For the fi rst hundred years of British Hong Kong, the revenue 
regime installed during the colony’s founding years remained largely 
unchanged. In addition to income from land sales, property rates, and 
land-transaction imposts, the colony relied on a limited range of oth-
er funding sources, including certain fees and charges, excise duties, 
stamp duties, and opium-trade-related revenues. 

When one considers that, in the hundred years between 1841 and 
1940, the population grew a hundred-fold from under 8,000 to more 
than 800,000, to have maintained such a stable revenue regime was 
quite a feat. How was this managed? 

First, the total area comprising the Crown colony increased greatly, 
initially in 1860 and then in 1898. This expansion explains part of the 
population increase. A key explanatory factor of the durability of the 
early revenue regime was the land-as-commodity funding that was a 
central feature of the system. The expansion of Hong Kong increased 
the public ‘land bank’ greatly. 

A second key factor was the comparatively low cost of providing gov-
ernment services. Services were limited, in keeping with nineteenth-
century practice, but even more so given the remarkable self-reliance 
(repeated examples of dire poverty notwithstanding) of the majority 
Chinese population. Moreover, the signifi cant defence costs for Hong 
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Kong, an outpost far from London, were borne primarily by the British 
government.

A third factor was the remarkable economic success of the new free 
port. For many decades, a great deal of that success pivoted around the 
appalling industrial-scale shipment of opium to China by the British 
from India. The Hong Kong government benefi ted directly from this 
trade through licence fees and other charges. As late as 1917, the Colo-
nial Offi ce noted that up to one-third of all revenue in Hong Kong was 
derived from opium-trading activities.37 On these foundations, how-
ever, was built an extraordinarily successful trading economy that was 
not opium reliant.38 Hong Kong’s very high level of economic activity 
has been an important factor in maintaining suffi cient revenues using 
a minimalist taxing approach. That minimalist approach, in turn, has 
amplifi ed the attractiveness of Hong Kong as a trading centre.

One truly major change to the Hong Kong revenue regime was the 
introduction of income tax a hundred years after the colony’s founding. 
The tax was kept low and limited in its application, however, through 
the use of source-based, schedular taxation, laying the foundation for 
the modern approach. 

Although Hong Kong has been a First-World city-state for some 
decades, its revenue regime differs little from that which applied more 
than 60 years ago. It is genuinely diffi cult to think of many other de-
veloped jurisdictions where this is so. Moreover, once one removes in-
come tax from the frame, the structure of Hong Kong’s revenue regime 
retains a look that is not all that different from the basic structure of 
a hundred years ago. The HKSAR’s new-found interest in double tax 
treaties might modify the overall look of the revenue regime to a degree 
over the coming decades, but the impact of such changes is likely to be 
fairly marginal. A more drastic change that does look possible within a 
decade or two is the introduction of a general consumption tax – that is, 
a value-added tax or goods and services tax. 

As we consider the interaction between the phenomenon of globali-
zation and the shaping of national tax systems, Hong Kong presents a 
most interesting, though rather special, case. Distinctive factors related 
to Hong Kong include:

• the special viability (due to Hong Kong’s confi ned size) of the land-
as-commodity revenue scheme;

• the cross-generational, consistent, energy, hard work, intelligence, 
and remarkable self-reliance of the local population;39
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• the income-generating (and capital-wealth-building) role of decades 
of involvement in the opium trade;

• basically sound, long-term institutional development;
• the geographic location generally and proximity to China in par-

ticular; and
• Victoria Harbour.

 
Hong Kong, it turns out, also made the most of its ‘fi rst-mover advan-
tage’ as East Asia’s premier free trade port. Later trumpet players may 
emulate and even show notably greater technical skill than Louis Arm-
strong, but no matter how good they may be, only Louis Armstrong can 
be Louis Armstrong.

All of this suggests that any lessons Hong Kong might offer in terms 
of comprehensive tax policy development are limited. Some broad les-
sons are nevertheless suggested by the Hong Kong experience. First, 
long-term active and consistent engagement with a globalized world 
can be used to help drive remarkable local advantage. Next, this kind of 
engagement can assist in shaping and sustaining a durable, compara-
tively simple revenue regime. Another way of looking at this is to ask 
if there are any other modern jurisdictions demonstrating anything like 
the long-term, political-economy success of Hong Kong (absent sub-
stantial, readily exploitable natural resources) without being very open 
to international free trade. To the authors’ knowledge, there are none. 
International (free) trade was the lynchpin of British Hong Kong’s suc-
cess from the outset. One fundamental reason the revenue regime has 
been able to retain such a simple (almost primitive) structure is that 
trade has generated massive numbers of transactions per capita. The 
lesson that may be drawn from this is that where an economy facilitates 
many commercial transactions, even a simple, narrow-based, compara-
tively unchanging tax system might be able to generate suffi cient long-
term public revenue.

Finally, Hong Kong’s low tax-related transaction costs come at the 
expense of equity and revenue leakage, but, in the fi nal squaring of the 
ledger, the question is at least raised whether this approach might, in 
the long run, promote greater cost effectiveness (and, thus, arguably a 
certain level of enhanced fairness) than more modern, more complex 
systems. Tax systems such as those found in Canada and Australia, to 
take two examples, have been much developed in the quest to achieve 
improved equity and fairness. Yet, individual taxpayers in Hong Kong 
typically spend less than 5 per cent of the time and money devoted to 
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completing an annual tax return than is the case in Canada or Australia. 
And that is only if they pay tax! Around 60 per cent of wage and salary 
earners in Hong Kong encounter zero tax-transaction costs: they are 
liable for zero tax, because they do not earn enough to trigger any tax 
liability. True, the very well off do especially nicely in Hong Kong (no 
dividend tax is most helpful in this regard). But, on certain measures, 
the Hong Kong revenue regime is clearly more equitable for the least 
well off than regimes in Canada and Australia – and this is even before 
one factors in the serious, overall economic benefi ts of having a rev-
enue regime that applies such comparatively low tax-transaction costs 
on every conceivable form of regular enterprise.

Notes

 * This chapter draws from certain earlier works by Richard Cullen, and 
provides a précis of the longer, full paper presented at the Alex Easson 
Symposium held at Queen’s University on 29 February 2008. Copies of the 
full paper are available from Richard Cullen. We would like to thank Ms. 
D.W. Choy, Faculty of Law, The University of Hong Kong, for her editorial 
assistance.

 1 Hong Kong consists of Hong Kong Island, the Kowloon Peninsula situated 
on the mainland opposite Hong Kong Island, the New Territories compris-
ing the area north of Kowloon up to the Shenzhen River, and 235 islands.

 2 The Basic Law was adopted by the National People’s Congress of the PRC 
on 4 April 1990 and came into force on 1 July 1997. The Court of Final 
Appeal, the pinnacle of the judicial process in the HKSAR found in 1999 
that the Basic Law enjoys constitutional status within the HKSAR (Ng Kar 
Ling & Others v. Director of Immigration [1999] 1 Hong Kong Law Reports 
& Digest 315). See also Johannes M.M. Chan, H.L. Fu, and Yash Ghai, eds., 
Hong Kong’s Constitutional Debate: Confl ict over Interpretation (Hong Kong: 
Hong Kong University Press, 2000).

 3 The Chinese one-party state is still primarily organized politically accord-
ing to principles laid down by Lenin. Thus, only the Chinese Communist 
Party is permitted to exercise any meaningful political power. Economi-
cally, the PRC has abandoned, to a very large extent, Marxist principles of 
economic organization and regulation. For a review of this phenomenon, 
see J.A.G. Roberts, A History of China, 2nd ed. (Basingstoke: Palgrave-
MacMillan, 2006), chap. 7.

 4 We use the term ‘mainland’ to indicate the PRC, excluding the HKSAR, 
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the Macau SAR, and Taiwan. These four entities are sometimes collectively 
referred to as ‘Greater China.’ Both the HKSAR and the Macau SAR are 
recognized as component jurisdictions within the PRC enjoying a special 
level of autonomy within the unitary state. Taiwan has remained entirely 
separated from the PRC in an operational sense since the end of the Chi-
nese Civil War in 1949, although few nations recognize Taiwan as a sepa-
rate country at international law. Beijing regards Taiwan as a ‘renegade 
province’ of the PRC. For a short historical overview of the history of the 
Chinese unitary state and the relationship of the components of Greater 
China to that state, see Richard Cullen, ‘Political Reform in Hong Kong 
within Greater China’ (2007) 59 Politika Ann.J.

 5 See ‘Parliament of Great Britain’ in David M. Walker, ed., The Oxford Com-
panion to Law (Oxford: Clarendon Press, 1980).

 6 The history and important operational aspects of Hong Kong’s constitu-
tional documentation under British rule are explained well in Yash Ghai, 
Hong Kong’s New Constitutional Order, 2nd ed. (Hong Kong: Hong Kong 
University Press, 1999), chap. 1.

 7 This same system was used to form the primary HKSAR governance insti-
tutions that are embodied in the Basic Law.

 8 An alternative meaning given in the Chambers 21st Century Dictionary 
(Edinburgh: Chambers, 1996) for the term ‘bureaucracy’ is ‘a country gov-
erned by offi cials.’ Hong Kong was, and still largely is, a bureaucracy in 
this sense. For further discussion of the structure and operation of Hong 
Kong’s system of government, see Christine Loh and Richard Cullen, ‘Po-
litical Reform in Hong Kong: The Principal Offi cials Accountability System 
– The First Year (2002-2003)’ (2005) 14 J. Contemporary China 153.

 9 Michel Bonnin, ‘The Press in Hong Kong: Flourishing but Under Threat’ 
(1995) 1 China Perspectives 48.

10 See Yash Ghai, ‘Praise is not enough’ South China Morning Post (22 March 
1998); see also Carol Jones, ‘Politics Postponed’ in Kanishka Jayasuriya, 
ed., Law, Capitalism and Power in Asia (London: Routledge, 1999), chap. 3.

11 For a detailed overview of the operation of Hong Kong’s political system 
since 1997, see, for example, Carine Lai and Christine Loh, From Nowhere 
to Nowhere (Hong Kong: Civic Exchange, 2007). For a thorough review of 
the operation of the functional constituency system, see Christine Loh and 
Civic Exchange, eds., Functional Constituencies (Hong Kong: Hong Kong 
University Press, 2006); see also Richard Cullen, ‘Hong Kong: The Making 
of a Modern City-State’ (2006) 13 Murdoch E-Law J. 24, online: <http://
elaw.murdoch.edu.au/issues/2006/1/eLaw_Cullen_13_2006_03.pdf>.

12 Stephen Brown and Christine Loh, ‘Hong Kong: The Political Economy of 
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Land,’ online: Civic Exchange <http://www.civic-exchange.org/eng/
upload/fi les/200206_PoliticalEconomyofLand.pdf>.

13 Ibid. at 8.
14 Roger Nissim, Land Administration and Practice in Hong Kong, 2nd ed. 

(Hong Kong: Hong Kong University Press, 2008) at 11.
15 See Jianbo Lou, ‘Hong Kong: An Offshore Financial Centre in the Far East 

– Its Present and Future’ (1998) 52 Bulletin for Int’l Fiscal Documentation 
297.

16 This came in the form of the Estate Duty Ordinance (1932). See also Hong 
Kong, Inland Revenue Department, ‘Abolition of Estate Duty – Inland 
Revenue Department Press Release,’ online: Inland Revenue Department 
<http://www.ird.gov.hk/eng/ppr/archives/07042501.htm>.

17 See ‘Hong Kong: Customs Excise,’ online: Hong Kong – The Facts <http://
www.gov.hk/en/about/abouthk/factsheets/docs/customs.pdf>.

18 See Hong Kong Legislative Council, ‘Hong Kong Legislative Council 
Minutes, 27 March 1941,’ online: Hong Kong Legislative Council <http://
www.legco.gov.hk/1941/h410327.pdf>.

19 See Kristianna Tho’Mas, ‘Opium War of 1838–42: How Britain Stole Hong 
Kong from China’ Workers World (10 July 1997), online: Workers World 
Service <http://www.hartford-hwp.com/archives/55/044.html>.

20 Ellen N. La Motte, The Opium Monopoly (New York: MacMillan, 1920), 
chap. 7.

21 See Alan Reynolds, ‘Hong Kong’s Excellent Taxes’ Townhall.com (2 June 
2005), online: <http://www.cato.org/pub_display.php?pub_id=3793>.

22 This outline of the current Hong Kong revenue system summarizes and 
updates a more comprehensive review of the taxes applying in the HKSAR 
in Richard Cullen, ‘Revenue Law in Hong Kong: The Future’ in Raymond 
Wacks, ed., The New Legal Order in Hong Kong (Hong Kong: Hong Kong 
University Press, 1999), chap. 12.

23 Hong Kong’s approach to double taxation treaties has been changing since 
1997, however. The HKSAR government has signed a limited number of 
such treaties (not carrying active investigation and disclosure regimes) 
with, for example, Belgium and Thailand. The HKSAR has also signed a 
double tax arrangement with the PRC mainland.

24 Cullen, ‘Revenue Law in Hong Kong.’
25 ‘Foreign Reserves’ The Economist (24 January 2008), online: The Econo- 

mist <http://www.economist.com/markets/indicators/displaystory
.cfm?story_id=10568635>. These fi scal reserves are known offi cially as the 
Exchange Fund, which essentially comprises the fi scal reserves (money 
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government’s General Revenue Account (roughly 40 per cent of the Ex-
change Fund) and the balance of government foreign currency reserves 
that back the Hong Kong dollar (HKD) (roughly 60 per cent of the Ex-
change Fund). The Exchange Fund is managed by the Hong Kong Mon-
etary Authority, which also manages the quasi-currency board pegging of 
the HKD to the U.S. dollar. That part of the Exchange Fund that backs the 
HKD covers about 240 per cent of all HKD notes and coins in circulation 
plus certain other securities, but only about 30 per cent of all HKD deposits.

26 An exception is the Hong Kong Anglican Cathedral, which occupies free-
hold land. 

27 In fi scal year 1995/96, as the real estate bubble was approaching its peak 
during the last years of British rule, the Hong Kong government derived 
some 32 per cent of total revenues from land-related transactions (includ-
ing sales, lease modifi cation premiums, and stamp duties, but not profi ts 
tax or salaries tax arising directly from the real estate sector); see Christine 
Loh, ‘The Government’s High-Land-Price Policy: Can Hong Kong People 
Afford it?’ online: Citizens Party <http://www.citizensparty.org/
housing/landpric.html>.

28 See, for example, Keith C. Hooper, ‘Substance but not Form: Capital Taxa-
tion and Public Finance in New Zealand (1840–1859),’ online: <www.
fi ndarticles.com/p/articles/mi_qa3933/is_200311/ai_n9326384>; R. Cole 
Harris, Making Native Space: Colonialism, Resistance and Reserves in British 
Columbia (Vancouver: University of British Columbia Press, 2002), chap. 1.

29 Andrew Halkyard, ‘The Hong Kong Tax Paradox’ (1998) 8 Revenue L.J. 1.
30 Thomas Crampton, ‘Hong Kong moves to curb defi cit’ International Her-

ald Tribune (9 January 2003), online: International Herald Tribune <http://
www.iht.com/articles/2003/01/09/a7_6.php>. Note that this defi cit 
spending has been funded by relying on Hong Kong’s massive reserves 
rather than through borrowing, reducing any adverse credit-rating impact 
signifi cantly. For a full review of the onset and impact of the SARS crisis in 
Hong Kong, see Christine Loh and Civic Exchange, eds., At the Epicentre: 
Hong Kong and the SARS Outbreak (Hong Kong: Hong Kong University 
Press, 2004).

31 The HKSAR government acknowledges this problem in ‘The Economy: 
Public Finance: Need to Broaden Tax Base’ in Hong Kong Yearbook 2004, on-
line: <http://www.info.gov.hk/yearbook/2004/en/03_05.htm>. See also 
the proposals put forward by the British Chamber of Commerce in Hong 
Kong, online: The British Chamber of Commerce in Hong Kong <http://
www.britcham.com/asp/ArticleDetail.asp?ArticleId=259>; and Stephen 
Brown et al., ‘The Budget and Public Finance in Hong Kong,’ online: Civic 
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Exchange <http://www.civic-exchange.org/publications/2003/
BudgetReport.pdf>.

32 Leo F. Goodstadt, Uneasy Partners (Hong Kong: Hong Kong University 
Press, 2005).

33 Hong Kong has been characterized by a somewhat paradoxical combina-
tion of heavy public involvement in fi nancing and provision of direct 
public goods (for example, housing and general, educational, and health 
infrastructures) while at the same time maintaining comparatively low 
overall government spending (compared with revenues); see Eliza Wing-
Yee Lee, ‘The Politics of Welfare Developmentalism in Hong Kong,’ online: 
United Nations Research Institute for Social Development <http://www.
unrisd.org/unrisd/website/document.nsf/0/B764A113DEE628D4C12570
6D0032DA66?OpenDocument>.

34 Section 14 of the Inland Revenue Ordinance, which imposes profi ts tax, 
specifi cally excludes capital profi ts from assessment of that tax. It does tax 
‘trade,’ however, and the case law – and the Inland Revenue Ordinance 
defi nitions section (Section 2) – stipulate that this term includes ‘an adven-
ture in the nature of trade.’ Thus, one-off transactions can still be regarded 
as ‘trading’ in certain circumstances (normally fairly rapid reselling of real 
estate) and taxed accordingly. See Cullen, ‘Revenue Law in Hong Kong.’

35 Reduced taxes apply to the provision of employee housing and certain 
education and share benefi ts. Otherwise, the ‘cash-convertibility’ rule ap-
plies. This rule, which is based on old English case law, provides that, as 
long as an employee fringe benefi t is not paid in cash and cannot be con-
verted to cash by the employee, it will not be considered a perquisite that 
can be taxed as part of salary (see Cullen, ‘Revenue Law in Hong Kong’).

36 It is arguable that the Hong Kong government’s long-established, high-
land-price policy has imposed a de facto consumption tax on all con-
sumers in Hong Kong. Infl ated land prices (which have benefi ted the 
government most of all) have driven up the costs of doing almost every 
sort of business in Hong Kong because of high rents or high initial land-
purchase costs. These input costs have then been passed on to all consum-
ers in the setting of prices for goods and services.

37 See La Motte, The Opium Monopoly.
38 Against remarkable odds and as a product of an agreement between the 

United Kingdom and Qing Dynasty China, wholesale trade in opium to 
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10 Canada’s Evolving Tax Treaty Policy 
toward Low-Income Countries

kim brooks*

1.0 The Importance of Tax Treaty Design for Low-Income Countries 

International trade and international fl ows of investment have mush-
roomed in recent decades, and an extraordinary amount of the world’s 
goods and services and annual investment capital fl ows across inter-
national borders. The tax treatment of almost all of the income that 
results from these cross-border transactions is affected by tax treaties. 
Well over twenty-fi ve hundred bilateral tax treaties are now in force be-
tween the countries of the world; Canada alone has almost a hundred 
tax treaties in force. Tax treaties have thus become a major interest to 
legislators, tax practitioners, and tax scholars, and writing about them 
has become a cottage industry in large segments of the international 
tax community. As one indication of the interest they have generated, 
massive books are now being written about each article in these trea-
ties; for example, a 415-page book has been published about Article 13 
of the OECD (Organisation for Economic Co-operation and Develop-
ment) Model Convention, which deals with the taxation of capital gains 
and which is less than 20 lines of print long in the model treaty (see also 
Chapter 11 in this volume).1 

In part because tax treaties, like substantive tax law itself, are so 
important, examining the design of the treaties a country enters into 
should tell us a good deal about the balance of interest-group power 
in that country, the prevailing ideas, the ambitions of its politicians, 
the institutions of government, and other variables that infl uence pub-
lic policy-making in the country. Although the policy of tax treaties is 
thus multi-faceted and complex, this paper takes only one aspect of 
that larger picture – namely, Canada’s evolving tax treaty policy to-
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ward low-income countries – and examines it in some detail, for two 
reasons. First, this aspect of tax treaty policy is important in its own 
right. The revenue that low-income countries are able to raise from the 
income earned in their jurisdiction on cross border trade and invest-
ment fl ows is often signifi cant and critical for the development of their 
economy and for raising the standard of living of their impoverished 
residents. Second, and just as important for the purposes of a collection 
paying tribute to Alex Easson, it was a subject that greatly interested 
Alex. Throughout much of his career, he acted as a tax advisor to the 
governments of low-income countries, and he was keenly aware of the 
importance of the design of tax treaties for them. 

It is commonly asserted that the purpose of income tax treaties is 
to facilitate international trade and investment by providing for the 
avoidance of double taxation, where two countries seek to tax the same 
income, by avoiding excessive taxation at source, by prohibiting a coun-
try from discriminating against a business owned by residents of the 
other country, and by providing an effi cient mechanism for resolving 
disputes that might arise between tax administrators over the interpre-
tation of the treaty (see Chapters 11, 12, and 13 in this volume).2 How-
ever, although this is the generally advanced objective of tax treaties, in 
most treaties this objective is achieved in part by effectively reducing 
the tax base of the source country (usually the low-income country) and 
thus increasing the tax take of the residence country (usually the high-
income country).3 This is done primarily, fi rst, by reducing the scope 
for the source taxation of business income through changing the defi ni-
tion of a permanent establishment (the threshold for business taxation) 
and, second, by reducing the withholding tax rate on passive income 
earned in the source country. Some cynics have suggested that transfer-
ring revenues from low-income to high-income countries has not been 
an unintentional side effect of treaties but, rather, an unstated goal (see 
Chapters 2, 6, 8, and 11 in this volume).4 

The story of the development of modern tax treaties is a familiar 
one and does not need repeating here except to note that, in large part, 
the extent to which a country’s tax treaty policy favours low-income 
countries depends upon the extent to which the country is prepared 
to adopt provisions from the United Nations model treaty as opposed 
to the OECD model treaty.5 In 1963, the OECD published a draft mod-
el tax treaty (not published in an offi cial version until 1977) that was 
crafted by representatives of the major western industrialized coun-
tries. Since then, the model treaty has gone through a number of minor 
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iterations and is the one upon which almost all tax treaties are based. 
Concerned that the OECD model treaty resulted in too large a reduc-
tion in source-country tax, in 1980 an expert group assembled by the 
United Nations published an alternative model treaty. Although it is 
based upon the OECD model, the UN model retains much greater 
source-country taxation. When negotiating with low-income countries, 
many countries are prepared to adopt some provisions from the UN 
model, and the extent to which they are is some indication of their con-
cern that low-income countries be able to retain their tax base in cross-
border transactions. 

In examining Canada’s evolving tax treaty policy toward low-income 
countries, this chapter proceeds as follows. In 1988, Alex Easson pub-
lished a paper he had written for a conference, ‘The Royal Commission 
on Taxation: 20 Years Later,’ that he descriptively titled ‘The Evolution 
of Canada’s Tax Treaty Policy since the Royal Commission on Taxa-
tion.’6 The paper exemplifi es much of Easson’s work: it is well written, 
logically organized, and brings clarity to a broad area of tax law and 
policy; it provides a strong analytical foundation for the developments 
in tax treaty policy; it contains a good deal of pragmatism in its pre-
scriptions; and it refl ects Easson’s enthusiasm for design questions in 
tax treaties with low-income countries. Thus, to provide a baseline for 
examining the recent evolution of Canada’s tax treaty policy, the fol-
lowing section provides an overview of Easson’s paper, which, in ef-
fect, states the policy as of 1988.

The next part of the chapter examines three aspects of Canada’s tax 
treaties entered into since 1988 that might increase the scope for source-
based taxation. The fi rst aspect is the important ways in which the 
scope of source taxation of business income in treaties is increased – for 
example, by lowering the threshold for taxation of business profi ts, ex-
panding the scope of the profi t that should be allocated to an enterprise, 
allowing the taxation of technical or management fees with minimal 
connection to the source state, and permitting the taxation of gains on 
the alienation of real property. The second aspect is treaty provisions 
that limit withholding tax rates on passive investment income earned 
in the source country, including withholding tax rates on payments of 
interest, dividends, and royalties. The fi nal aspect is the accommoda-
tions Canada has made since 1988 through tax-sparing provisions for 
tax incentives enacted in low-income countries.

The fi nal part of the paper briefl y reviews the major changes to the 
Canada-United States income tax convention proposed in the Fifth 
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Protocol, signed on 21 September 2007, and raises the implications for 
Canada’s tax treaty policy toward low-income countries.

 
2.0 Alex Easson’s Assessment of Canada’s Tax Treaty Policies to 

1988

Although not focused only on Canada’s tax treaty policy with low-
income countries, Easson nevertheless devotes a signifi cant portion of 
‘The Evolution of Canada’s Tax Treaty Policy since the Royal Commis-
sion on Taxation’ to Canada’s tax treaties with developing countries 
and his observations more generally have particular applications for 
low-income country negotiations. He sets out the history of Canada’s 
tax treaty policy prior to the Royal Commission on Taxation (the Carter 
Commission), which reported in 1966. He then highlights the limited 
number of treaties Canada had negotiated and attempts to explain why 
Canada negotiated so few treaties around the time of the Carter Com-
mission and immediately following it. Finally, he provides an overview 
of changes to the domestic Canadian tax system that would have in-
fl uenced Canada’s tax treaty negotiations in the period following the 
release of the Carter Commission report.

A country’s domestic tax design inevitably infl uences its tax treaty 
negotiating position. For example, on the one hand, a low-income 
country that defi nes income for tax purposes broadly in its domestic 
legislation and that wishes to raise revenue from non-resident investors 
in the country undoubtedly will seek to ensure that its tax treaties do 
not detract signifi cantly from its ability to collect taxes on income with a 
source in its jurisdiction. On the other hand, low-income countries that 
provide generous exemptions from taxation for non-residents in their 
domestic legislation in the hope of attracting additional investment will 
try to use their tax treaties to secure protection for their tax incentives. 

In his 1988 piece, Easson reviews four major changes to Canada’s 
domestic tax regime following the release of the Carter Commission 
report, each of which would have had an impact on Canada’s tax treaty 
negotiating position with low-income countries. First, he discusses the 
introduction of foreign-affi liate rules, designed to tax the income of 
Canadian residents earned by investing in foreign corporations, which 
allowed Canadian corporations to receive dividends free from Cana-
dian tax if the foreign corporation was resident in a country with which 
Canada had a tax treaty. These rules would have created an incentive 
for low-income countries to enter into tax treaties with Canada. If, for 
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example, a low-income country offered either a low- or no-tax regime 
for business activities as a means of attracting foreign investment, that 
tax incentive would be preserved under these rules. The design of Can-
ada’s foreign-affi liate rules ensured that active business income earned 
through a foreign affi liate could be repatriated to Canada without any 
additional Canadian tax. 

Second, the increase in the statutory withholding tax rate on cross-
border investment income from 15 to 25 per cent also created an incen-
tive for low-income countries to enter into tax treaties with Canada. If 
a low-income country wanted to collect additional revenue from with-
holding, it might be able to convince Canada to agree to a withholding 
tax rate higher than 15 per cent. In the alternative, if the low-income 
country wanted a low withholding tax rate to encourage some forms of 
investment, it would need to enter into treaty negotiations with Canada 
to achieve a lower withholding tax rate in return.

Third, Easson discusses the introduction of a capital gains tax in Can-
ada in the years following the release of the Carter Commission report, 
which required a change in Canada’s tax treaty position to one that 
sought to preserve the source jurisdiction’s ability to tax capital gains. 
This change to Canada’s domestic tax rules would have been useful 
where the low-income country wanted to advocate for broad taxing 
scope for some capital investment, for example, in natural resources. 

Finally, the enhancement of Canada’s dividend tax credit, which al-
lowed Canadian resident shareholders to partially offset underlying 
corporate tax paid on corporate distributions, might have created addi-
tional bargaining power for all countries, including low-income coun-
tries. Canada has always refused to extend its dividend tax credit to 
non-resident investors and, as a consequence, it has been pressed to 
give other concessions to its treaty partners.

Although the domestic tax systems of the treaty partners informs 
many of the discussions about the way a tax treaty between them can 
be used to integrate the two countries’ systems, the form of the tax 
treaty itself, without question, is driven by the tax treaty designed and 
promoted by the OECD. At the time Easson published his paper, the 
1977 model treaty was the most recent version of the OECD model. 
Easson noted some of Canada’s reservations about that treaty, includ-
ing those on withholding tax rates (Canada reserved the right to im-
pose a higher rate of withholding tax than that proposed by the OECD 
model), capital gains (Canada reserved the right to tax a wider range 
of dispositions than the OECD model suggested), and pension income 
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(Canada reserved the right to tax pension income at source). Canada 
continues to have reservations on several articles of the current OECD 
model treaty – for example, it also now reserves the right to tax income 
from the alienation of real property (not just income from the real prop-
erty). Canada has removed its reservations, however, on the withhold-
ing tax rates that apply to dividends, interest, and royalties, and on 
capital gains and pensions. 

Despite Canada’s long-standing membership in the OECD and its 
general adherence to the OECD model tax treaty, since the Carter Com-
mission report in particular it has recognized that it has a role to play in 
ameliorating the capital-exporting bias of the OECD tax treaty in its tax 
treaties with low-income countries. Therefore, in addition to continu-
ing to register reservations about the OECD model treaty, Canada often 
negotiates tax treaties with low-income countries that follow parts of 
the UN model treaty. Although it follows the OECD model closely, in 
some regards the UN model allows greater source taxation, thus pro-
viding some additional taxing jurisdiction (relative to the OECD mod-
el) to capital-importing countries.

Generally speaking, as Easson recounts, entering into tax treaties 
with low-income countries requires three kinds of changes to the stand-
ard tax treaty Canada enters into with capital-exporting (high-income) 
countries. First, tax treaties with low-income countries often refl ect an 
enlargement of the source taxation of business income. Second, they 
increase the amount of tax that the source country is permitted to claim 
by withholding from passive investment income (relative to the source 
taxation permitted under the standard OECD model). Third, they often 
include tax-sparing provisions (which preserve the specifi c tax incen-
tives offered by capital-importing, typically low-income, countries). 

Easson reviews Canada’s concessions to low-income countries on 
each of these bases. In terms of enlarged source-country taxation, Cana-
da’s treaties in this period reveal a willingness to expand the defi nition 
of permanent establishment and to increase the rate of withholding tax 
for passive income. Easson also notes that, although prior to the Carter 
Commission report Canada had not granted any tax-sparing provi-
sions, after the release of that report Canada was willing to enter into 
such provisions with a number of low-income countries. 

The next part of this chapter reviews Canada’s tax treaty policy, par-
ticularly as it applies to middle- and low-income countries since 1988, 
building on Easson’s observations of Canada’s willingness to lower the 
threshold for source taxation, increase the rates of withholding tax, and 
protect tax incentives where its treaty partner is a low-income country.
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3.0 Canada’s Tax Treaty Policy toward Low-Income Countries 
since 1988

Over the past two decades, Canada’s tax treaty network has contin-
ued to expand, with the signing and bringing into force of 53 compre-
hensive tax treaties between 1988 and June 2008.7 These treaties have 
broadened the global reach of Canada’s tax treaties signifi cantly, with 
six signed with countries in Africa, 13 with countries in Asia, 26 with 
countries in Europe, fi ve with countries in South America, and three 
with North American countries. As Easson predicted, Canada has ex-
panded its reach to include former socialist countries, including Ar-
menia, Azerbaijan, Croatia, Kazakhstan, Kyrgyzstan, Moldova, and 
Uzbekistan.

Of these 53 treaties, 15 were signed with high-income countries 
(those with annual per capita gross domestic product, GDP, in excess of 
US$20,000 at 2005 purchase-power-parity rates), 17 were with middle-
income countries (per capita GDP of US$10,000–19,999), and 21 were 
with low-income countries (per capita GDP of less than US$10,000).8 

All 53 treaties were examined to determine the extent to which they 
expanded the scope for the source taxation of business income (if at 
all), the policy they refl ect on withholding tax rates on passive invest-
ment income, and their use of tax-sparing provisions. The results are 
described below. To spare the reader copious notes, and since these pro-
visions are numbered the same in almost every treaty, treaty articles 
have not been noted.9 

3.1 Expanding the Scope for Source Taxation of Business Income

3.1.1 Lowering the Threshold for a Permanent Establishment 
Easson noted that prior to 1988 Canada was willing to negotiate a tax 
treaty with a low-income country that lowered the threshold of activity 
required before a non-resident would be subject to tax on business ac-
tivities in that country. At least in theory, a country could decide to tax 
the profi ts earned by a non-resident enterprise simply because the en-
terprise sells goods and services in that country. No country, however, 
has managed to conclude a tax treaty that sets the threshold for taxation 
of business income so low, although when a group of experts met under 
the auspices of the United Nations to draft the UN Model Convention, 
they contemplated the possibility of such an approach.10 

Both the OECD Model Convention and the UN model employ the 
permanent-establishment concept to delineate the degree of contact a 



196 Kim Brooks

non-resident enterprise carrying on business in a jurisdiction requires 
before it is subject to tax there. The OECD model’s standard defi nition 
of a permanent establishment is based primarily on the idea of some 
physical presence and includes a place of management, a branch, an of-
fi ce, a factory, a workshop, a mine, an oil or gas well, a quarry or other 
place of extraction of natural resources, and a building site or construc-
tion or installation project that lasts more than twelve months. 

The OECD model also provides for some exclusions from the defi -
nition of permanent establishment. These exclusions are generally 
designed to remove from the scope of source-based taxation the use 
of facilities simply for storage or delivery, the maintenance of a stock 
of goods, and the maintenance of a fi xed place simply for purchasing 
goods or solely for a preparatory or auxiliary reason. In essence, these 
exclusions remove casual or temporary business activities from the 
scope of source-based taxation. 

The UN Model Convention departs from the OECD model’s defi ni-
tion largely by broadening the defi nition of activities that might be suf-
fi cient for an enterprise to be found to have a permanent establishment. 
Of the major departures from the OECD model, six are of interest here.

First, the UN model reduces the amount of time required for a build-
ing site or construction or assembly project to exist to be considered 
a permanent establishment. Engaging in a construction or assembly 
project in a country generally would be considered to be ‘carrying on 
business’ in a country and, therefore, under many countries’ domestic 
tax systems (including Canada’s), the enterprise would be subject to 
tax. According to the OECD model, such a project would be considered 
to be a permanent establishment only if it existed for more than twelve 
months, while under the UN model, the period is only six months. In 
negotiating with high-income treaty partners since 1988, Canada has 
agreed to the standard OECD term of twelve months before a building 
site, construction, or assembly project is considered to be a permanent 
establishment in thirteen cases and to a term of six months in only two. 
In negotiations with middle-income countries, Canada has agreed to a 
term of twelve months in seven treaties, six months in nine treaties, and 
three months in one treaty. In its treaties with low-income countries, 
Canada has agreed to the OECD period in only seven treaties, reduc-
ing the time to nine months in one treaty (with Armenia), six months 
in ten treaties (with Bulgaria, Ecuador, India, Jordan, Mongolia, Peru, 
Tanzania, Venezuela, Vietnam, and Zimbabwe), three months in two 
treaties (with Algeria and Nigeria), and no time in one treaty (with Sen-
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egal). Clearly, Canada is much more likely to grant a shorter period if 
the country is a middle- or low-income country than it is to deviate 
from the OECD’s suggested period of twelve months for high-income 
countries.

Second, the UN model expands the defi nition of permanent es-
tablishment to include the general furnishing of services, including 
consultancy services, by an enterprise through employees or other per-
sonnel where the activities continue for the same or a connected project 
within the country for more than six months, or a lesser period, within 
any twelve-month period. Under the OECD model, such activities 
alone would not necessarily constitute a permanent establishment. The 
rationale for this expansion of the permanent-establishment concept 
in the UN treaty was that such services were analogous to building 
site or other construction project activities.11 In contrast to its treaties 
with high-income countries (only two of which include the services 
provision), Canada has agreed to add this provision in eight treaties 
with middle-income countries and in twelve with low-income coun-
tries (Algeria, Armenia, Ecuador, India, Jordan, Kazakhstan, Mongolia, 
Peru, Senegal, Tanzania, Vietnam, and Zimbabwe). Generally speak-
ing, the period of time before the services constitute a permanent es-
tablishment ranges from three months (two treaties) to twelve months 
(also two treaties). Only one treaty (with Jordan) does not include a 
time period before the services are held to be a permanent establish-
ment, but only if the services are related to the exploitation of natural 
resources. 

Third, the OECD model lists six circumstances in which, even though 
the enterprise has a fi xed place of business, it is not a permanent es-
tablishment since the activities are preparatory or ancillary in nature. 
The UN model, in contrast, eliminates the ‘delivery of goods’ from this 
exclusion list. Under the OECD model, if an enterprise simply uses fa-
cilities for the delivery of goods or maintains a stock of goods in that ju-
risdiction for delivery, that activity alone is not suffi cient to constitute a 
permanent establishment. Under the UN model, the delivery-of-goods 
exclusion is not listed as an exception to the permanent establishment 
defi nition. For the most part, Canada has not agreed to exclude the 
mere delivery of goods or merchandise from the rule that deems such 
activities not to be a permanent establishment, but it has followed this 
UN-proposed change in its treaty with middle-income Oman and with 
six low-income countries (Algeria, Armenia, India, Senegal, Vietnam, 
and Zimbabwe).
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As an alternative to setting up an offi ce or other fi xed place of busi-
ness, an enterprise may conduct business in a country by sending an 
agent to act on its behalf. Whether or not that agent constitutes a per-
manent establishment depends largely on the agent’s degree of inde-
pendence. As a fourth change to the OECD defi nition of permanent 
establishment, the UN model expands the concept of a dependent 
agent. Under the OECD model, if an enterprise has a dependent agent 
who is able to exercise the authority to conclude contracts habitual-
ly in the name of the enterprise, that agent will constitute a perma-
nent establishment. Under the UN model, a dependent agent either 
concludes contracts on behalf of the developing-country enterprise or 
has no authority to conclude contracts but regularly delivers goods or 
merchandise on behalf of the enterprise. In other words, the UN model 
expands the defi nition of permanent establishment by including an 
agent who habitually maintains in the state a stock of goods or mer-
chandise from which he or she regularly delivers goods or merchan-
dise on behalf of the enterprise. Since 1988, Canada has followed the 
UN model in only one treaty with a high-income country (Kuwait)12 
and in two with middle-income countries (Lithuania and Trinidad and 
Tobago). In contrast, six of the 21 tax treaties it has negotiated with 
low-income countries (those with Armenia, India, Nigeria, Senegal, 
Viet nam, and Zimbabwe) include this expanded defi nition of perma-
nent establishment.

Fifth, the UN model considers an independent agent to be a perma-
nent establishment if the agent’s activities are wholly or almost wholly 
devoted to the enterprise and if the conditions of the agent’s relation-
ship differ from those that would have been made between independ-
ent enterprises. This provision is absent from the OECD model. Since 
1988, Canada has included this provision in tax treaties with two high-
income countries (Kuwait and the United Arab Emirates), eight mid-
dle-income countries, and six low-income countries (Azerbaijan, India, 
Jordan, Peru, Tanzania, and Vietnam).

Sixth, the UN model expands the defi nition of permanent establish-
ment to include insurance activities that would not constitute a per-
manent establishment under the OECD model, which taxes insurance 
premiums in the source country only if the insurance enterprise has an 
agent authorized to conclude contracts on its behalf. In contrast, the 
UN model provides that, if an insurance company collects premiums 
in a country or insures risks in the country through an employee or de-
pendent agent in that country, the insurance company is considered to 
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have a permanent establishment that may be subject to tax in that juris-
diction. Canada has included this provision in just one tax treaty with 
a high-income country (Belgium), in four with middle-income coun-
tries (Argentina, Chile, and in 2001 and 2006 treaties with Mexico), and 
in seven with low-income countries (Armenia, Azerbaijan, Moldova, 
Peru, Senegal, Tanzania, and Vietnam).

Thus, Canada has been willing to expand the concept of permanent 
establishment in many of its tax treaties with middle- and low-income 
countries but certainly not all. No larger trend is apparent over the two 
decades since Easson’s paper on Canada’s tax treaty policy, and no oth-
er generalization is possible about whether or not Canada will adopt 
some of the UN model’s modifi cations to the permanent-establishment 
concept.

 
3.1.2 Expanding the Profi t Allocated to Entities with a Permanent 

Establishment
In addition to defi ning the concept of permanent establishment, the 
OECD model provides the basis on which activities associated with a 
permanent establishment should be subject to tax. Generally speaking, 
the model suggests that an enterprise should be taxable in the source 
jurisdiction only on the profi ts it earns that relate to its permanent es-
tablishment, and those profi ts should be calculated in the same way 
they would be for domestic business activities – that is, income tax 
should be applied to the permanent establishment’s net profi ts.

In contrast, the UN model suggests two signifi cant changes to the 
calculation of the profi ts that should be subject to tax. First, it aligns 
more closely the calculation of the permanent establishment’s taxable 
income with the ‘force-of-attraction’ principle: once an enterprise has 
a permanent establishment in a jurisdiction, all income derived there 
should be subject to tax there. The UN model calculates the profi ts 
of the permanent establishment in the same way as the OECD mod-
el does, but it also includes (1) profi ts that are attributable to sales of 
goods or merchandise of the same or similar kind as those sold through 
the permanent establishment and (2) other business activities carried 
on of the same or similar kind as those carried on through that perma-
nent establishment. Two of Canada’s tax treaties with middle-income 
countries (Argentina and the 1991 treaty with Mexico) and six with 
low-income countries (India, Jordan, Kazakhstan, Nigeria, Tanzania, 
and Zimbabwe) include this expansion of the taxing jurisdiction of the 
source country. Since 1996, however, Canada seems to have become less 
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likely to grant this expansion, having agreed to it only in two treaties 
(with Armenia and Oman). 

Second, both the OECD and the UN models generally allow for the 
deduction from business profi ts of head-offi ce expenses incurred for the 
purpose of the business of the permanent establishment, including ex-
ecutive and general administrative expenses, even if they are incurred 
in the non-source state. The UN model, however, denies a deduction 
for head-offi ce expenses that are payments for royalties, fees, interest, 
and commissions for specifi c management services, thus signifi cantly 
expanding the taxation of business profi ts earned at source. Since 1988, 
Canada has granted this provision in more than half the treaties it has 
negotiated with low-income countries (those with Armenia, Algeria, 
India, Jordan, Kazakhstan, Moldova, Nigeria, Ukraine, Uzbekistan, 
Venezuela, and Vietnam). In contrast, Canada has granted the exten-
sion in only three treaties with middle-income countries (Chile and 
the 1991 and 2006 treaties with Mexico) and in one with a high-income 
country (Kuwait).

3.1.3 Allowing for the Taxation of Technical Fees
If business income escapes taxation as profi ts because the taxpayer lacks 
a permanent establishment, generally speaking the income is exempt 
from taxation at source. In some cases, however, Canada has negotiated 
a technical or management fees article that allows the source country to 
impose a withholding tax on technical or management fees even in the 
absence of a permanent establishment.13 The defi nition of a technical or 
management fee varies in the three tax treaties Canada has negotiated 
since 1988 that include such an article, but generally each permits the 
source country to charge a withholding tax if there is a payment of any 
kind to any person in consideration of any service of an administrative, 
technical, managerial, or consultancy nature. The treaties with Zimba-
bwe (1994) and Trinidad and Tobago (1995) set a maximum rate of 10 
per cent; in the treaty with Tanzania (1997), the rate is 20 per cent.

 
3.1.4 Allowing for Taxation on the Alienation of Real Property 
Since Easson’s paper, Canada has registered a reservation on the OECD 
model’s article that addresses the taxation of income from real property. 
The OECD model provides broad protections for source-based taxation 
of income (but not alienation) from real property, presumably on the 
basis that such property has a strong economic connection to the source 
state (see Chapter 11 in this volume). Therefore, the source state need 
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not demonstrate that the taxpayer has a permanent establishment in 
order to tax income from immovable property, including income from 
agriculture or forestry. The OECD model also provides that the article 
addressing the taxation of real property applies to income derived from 
the direct use, letting, or use in any other form of immovable property. 
Canada, however, reserves its right to tax not only the income derived 
from real property but also the gains on the alienation of that property 
under the real property article. Indeed, Canada preserved the ability 
to tax non-residents on the disposition of real property in 45 of the 53 
tax treaties it negotiated between 1988 and 2008. In short, Canada feels 
strongly enough about the ability to tax income from the alienation of 
real property in Canada that it has been willing to include expanded 
source taxation on this basis in its treaties regardless of the income sta-
tus of its negotiating partner.

 
3.2 Permitting Higher Withholding Tax Rates for Passive Income

Non-business forms of investment income – namely, interest, royalties, 
and dividends – are addressed in separate articles of the OECD and UN 
model tax treaties and in those Canada has negotiated. In most cases, 
however, the treatment of such income is the same: jurisdiction to tax 
the income is shared between the source country and the country of 
residence. The source country is permitted to tax this income using a 
withholding tax applied to the gross payment, limited to a particular 
rate, while the country of residence may tax the residual. In his 1988 
paper, Easson observed that Canada adhered to a 15-15-15 model – that 
is, 15 per cent withholding tax on each of interest, royalties, and port-
folio dividends. He also noted that Canada was often willing to permit 
a higher rate of withholding tax in treaties with low-income countries, 
an observation that remains true, although there appears to be a signifi -
cant trend toward lower withholding tax rates generally.

3.2.1 Interest Income
The OECD model proposes a withholding tax on interest of 10 per cent. 
The UN model does not set a particular rate but assumes that a higher 
rate might be appropriate where the treaty partner is a lower-income 
country. In its tax treaties since 1988, Canada has negotiated withhold-
ing tax at various rates, depending on the treaty partner. For all high-
income countries, the rate has been set at 10 per cent; in twelve treaties 
with low-income countries, the rate is 10 per cent, in one it is 12.5 per 
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cent, in seven it is 15 per cent, and in one (with Senegal) the rate is non-
reciprocal: Senegal can impose a withholding tax of 20 per cent on bons 
de caisse interest and 16 per cent on other interest, while Canada can set 
a rate of 15 per cent. 

In addition to low withholding rates, exemptions from the taxation 
of certain types of interest income also erode the tax revenues of source 
countries. Canada offers relatively few exemptions from withhold-
ing tax on interest in its tax treaties. All the treaties negotiated since 
1988 (except those with Chile, Croatia, and Peru) include an exemp-
tion for government-related interest payments. Treaties with high-in-
come countries also frequently include exemptions for pension-related 
entities, for credit sales of equipment and merchandise, and for late-
payment penalties. These exemptions are less common in the treaties 
negotiated with low-income countries. Aside from government-related 
interest payments, only four of Canada’s tax treaties with low-income 
countries (Moldova, Tanzania, Ukraine, and Zimbabwe) include an ex-
emption for interest income, in each case for pension-related entities. 
In contrast, eleven treaties with middle-income countries include an 
exemption for some type of interest payment (other than government-
related interest payments).

Over time, Canada’s rates of withholding on interest have been 
declining. The Third Protocol to the Canada-United States tax treaty, 
signed in 1995, marked the reduction of withholding tax rates on inter-
est to 10 per cent from the 15 per cent that was common at the time of 
Easson’s 1988 paper. In the 2007 federal budget, Canada announced its 
intention to remove altogether its domestic withholding tax on inter-
est payments to unrelated foreign lenders. This signifi cant change to 
Canada’s withholding tax policy came into force upon recent revisions 
to its tax treaty with the United States.14 That treaty includes the addi-
tional benefi t that non-arm’s-length lenders are also exempt, although 
participating debt interest is subject to the same withholding tax rate as 
portfolio dividends.

 
3.2.2 Royalties
The OECD model treaty proposes a zero rate of withholding on royalty 
payments, a position from which Canada has always deviated. Since 
1988, in all of Canada’s tax treaties with high-income countries and 
fourteen with low-income countries, the rate has been set at 10 per cent. 
In one treaty with a low-income country, the rate is 12.5 per cent, in fi ve 
it is 15 per cent, and in one (with Tanzania in 1995), the rate is 20 per 
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cent. Canada, in fact, has not granted a rate other than 10 per cent in 
any tax treaty since the one signed with Senegal in 2001. 

The articles on royalties in the tax treaties Canada has negotiated 
also often contain exemptions from withholding tax (or lower rates of 
tax), particularly with respect to cultural goods (such as literary works), 
patents, information concerning industrial, commercial, or scientifi c ex-
perience, and computer software. Treaty partners presumably request 
many of these exemptions because Canada grants them for these kinds 
of payments in its domestic tax law. Canada is much more likely to in-
clude exemptions from royalty withholding in its tax treaties when the 
treaty partner is a high-income country; only three treaties with high-
income countries contain no exemptions, compared with nine treaties 
with middle-income countries and 17 with low-income countries. Eight 
other treaties with low-income countries (Azerbaijan, Ecuador, Mongo-
lia, Trinidad and Tobago, Uzbekistan, Venezuela, Vietnam,15 and Zim-
babwe) include reductions from the standard withholding tax rate for 
some kinds of royalty payments, thereby reducing the tax revenues col-
lected by the source country from income from such payments.

3.2.3 Dividends
Both the OECD and UN model treaties provide for split rates of with-
holding tax for dividend payments. If the taxpayer has a signifi cant 
investment in the corporation paying the dividend, the withholding 
rate is typically lower than if the taxpayer is holding only a so-called 
portfolio investment. It is therefore necessary to distinguish between a 
signifi cant investment, to which the lower rate will apply, and a port-
folio investment. In making this distinction, the OECD model has a 
much higher ownership threshold (25 per cent) than the UN model (10 
per cent). Canada’s tax treaties usually set the threshold for portfolio 
dividend treatment at either 10 per cent (in ten tax treaties with high-
income countries, eight with middle-income countries, and ten with 
low-income countries) or 25 per cent (in two tax treaties with high-
income countries, eight with middle-income countries, and four with 
low-income countries). Its tax treaty with Vietnam, however, contains 
three possible rates (5 per cent when the taxpayer has more than 70 per 
cent of the voting shares, 10 per cent when the owner has between 25 
and 70 per cent of the shares, and 15 per cent when the owner has less 
than 25 per cent). In three treaties with low-income countries (Algeria, 
Kyrgyzstan, and Senegal), there is no differential rate – that is, the with-
holding tax rate is the same regardless of the share ownership. 
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In terms of withholding tax rates for signifi cant investments, Cana-
da is more likely to negotiate higher rates with low-income countries. 
Withholding tax rates of 5 per cent for such investments are in four-
teen treaties with high-income countries, nine with middle-income 
countries, and eight with low-income countries). A rate of 10 per cent 
applies in one treaty with a high-income country, in eight with middle-
income countries, and in six with low-income countries. In addition, 
a 12.5 per cent withholding tax rate applies in a single treaty with a 
low-income country, a 15 per cent rate applies in four treaties with low-
income countries), and a 20 per cent rate applies in Canada’s tax treaty 
with low-income Tanzania. 

In terms of withholding tax rates for portfolio investments, Canada 
traditionally has negotiated a rate of 15 per cent, except in four treaties 
with low-income countries where the rate was set at 16 per cent (Sen-
egal), 20 per cent (Zimbabwe), and 25 per cent (India and Tanzania). 
The treaty with Senegal, signed in 2001, is the most recent; the other 
three were signed in the early to mid-1990s, perhaps suggesting that 
Canada’s negotiators have moved to a fi rmer position on a 15 per cent 
maximum withholding tax rate for dividends. 

As was the case for interest payments, Canada has agreed in a few in-
stances to non-reciprocal withholding tax rates. In its treaty with Zim-
babwe, the rate is 15 per cent for payments from Canada and 20 per 
cent for payments from Zimbabwe; in the treaty with Senegal, the rate 
is 15 per cent for payments from Canada and 16 per cent for payments 
from Senegal.

Generally, no exemptions are provided from dividend withholding 
tax; however, the tax treaties with Denmark, Luxembourg, and Oman 
exempt shares owned by pension-related entities, while the treaty with 
Norway exempts shares held by governments. 

In an effort to ensure equality of treatment between branch opera-
tions and separately incorporated entities, Canada imposes a tax of 25 
per cent on unincorporated branches carrying on business in Canada.16 
Since the OECD model expressly prohibits taxes on undistributed prof-
its of a non-resident company, Canada has registered a reservation to 
the article on the taxation of dividends to preserve its ability to im-
pose the branch profi ts tax. Canada’s tax treaties reduce the rate of the 
branch profi ts tax to the lowest dividend rate, which means that, to the 
extent that the withholding tax rate on dividends has been declining 
for low-income countries, the withholding tax rate on branch taxes has 
been reduced as well. This is not likely signifi cant for low-income coun-
tries, since few of them presumably collect a branch profi ts tax.
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3.3 Preserving the Tax Incentives of Low-Income Countries

Easson was an international expert on the design of tax incentives, 
and his 1988 paper reviews Canada’s use of tax sparing to preserve 
the effectiveness of tax incentives offered by low-income countries (see 
Chapters 2 and 6 in this volume). Tax-sparing provisions require the 
high-income country to give a tax credit for the taxes that would have 
been paid had the incentive not been granted. In the absence of such a 
treaty provision, if a low-income country forgoes taxes on certain in-
come earned in its jurisdiction in an effort to attract foreign investment, 
the high-income country, if it taxes income earned by its residents on a 
world-wide basis, would simply tax its resident on the full amount of 
that income without having to provide any offsetting tax credit, thereby 
removing altogether the effect of the tax incentive offered by the low-
income country. 

Easson observed that, until 1988, Canada routinely granted tax-spar-
ing provisions to low-income countries. Since then, however, Canada 
has agreed to a tax-sparing provision in eleven tax treaties, four with 
middle-income countries and seven with low-income countries (Alge-
ria, Bulgaria, India, Mongolia, Nigeria, Tanzania, and Vietnam). In 1998 
the OECD released a report that urged countries to reconsider the use 
of tax-sparing provisions in their tax treaties, but did not outright ar-
gue that such provisions should be abandoned.17 On the basis of this 
report, in 2000, the OECD modifi ed its Commentary on tax sparing,18 
which now emphasizes that tax sparing is ‘very vulnerable to taxpayer 
abuse,’19 cautions that it might not be an effective means of promoting 
development, and underlines that tax-sparing provisions might facili-
tate the erosion of the tax bases of other countries. The Commentary 
also suggests that tax sparing only be used by countries whose eco-
nomic level is signifi cantly below that of the OECD tax treaty partner. 
Since the release of the 2000 Commentary, Canada has agreed to a tax-
sparing provision only once, in a 2002 treaty with Mongolia, and the 
scope of that provision preserved a discrete tax incentive for a limited 
period of time.

It might be noted, however, that the popularity of tax-sparing pro-
visions in Canada’s tax treaties prior to the release of the 2000 OECD 
Commentary is somewhat curious.20 As discussed above, Canada pro-
vides an exemption for dividends received from foreign affi liates if 
the dividend is paid from active business income earned in a country 
with which Canada has a tax treaty. Consequently, so long as a Ca-
nadian multinational carries on its foreign business activity through 
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a foreign affi liate and so long as the country in which the business in-
come is earned has a treaty with Canada, no Canadian tax is payable, 
and thus the effect of a tax incentive offered by a low-income coun-
try is preserved even without a tax-sparing provision. In addition, in 
the 2007 federal budget, Canada extended the exemption treatment 
of active business income earned in a non-treaty country if that coun-
try has a tax information exchange agreement with Canada, a change 
that could affect the negotiation of future comprehensive tax treaties. 
If an information exchange agreement is suffi cient to obtain exemp-
tion from Canadian tax, businesses or low-income countries might not 
press Canada to negotiate a comprehensive treaty. Instead, if a low-
income country offers a business tax incentive from which Canadian 
multinationals can benefi t, so long as the business is carried in that 
country through a foreign affi liate of the Canadian fi rm the incentive 
will be preserved if the country has a tax information exchange agree-
ment with Canada.

 
4.0 Future Directions in Canada’s Tax Treaty Policy toward 

Low-Income Countries 

Easson concluded his 1988 paper by forecasting issues that likely would 
infl uence future tax treaty negotiations. He predicted that

• countries would continue to expand their tax treaty networks, in-
cluding in Latin America and the Middle East;

• the number of multilateral treaties between clusters of countries 
would grow;

• concerns about tax treaty abuse would grow;
• countries would increase efforts to combat avoidance and evasion;
• interest in unitary taxation would grow; and
• domestic tax reforms would continue to infl uence the design of tax 

treaties.

In some respects Easson’s predictions have proven correct. Canada cer-
tainly has continued to expand its tax treaty network. Also, along with 
other OECD countries, it has become increasingly concerned about 
the use of tax treaties as a mechanism for avoidance, conscious of the 
importance of tax treaties as a means of facilitating information ex-
changes, and cognizant of the need for more effective means of dispute 
resolution. In other respects, however, Easson appears to have been too 
optimistic. Although many scholars have been enthusiastic about the 
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promise of unitary taxation, it does not appear to be any closer to reali-
zation than it was in 1988 (see Chapter 7 in this volume). Furthermore, 
the number of multilateral treaties has not grown signifi cantly over the 
past twenty years.

In this chapter, I am not so bold as to make predictions, as Easson did, 
but I would note that the 2007 Protocol to the Canada-United States 
Tax Convention (see Chapter 14 in this volume) could signal a change 
in Canada’s tax treaty policy that has signifi cant implications for low-
income countries. The Protocol, the fi fth since the Canada-United States 
treaty was signed in 1980, marks a signifi cant change in Canada’s tax 
treaty policy with the United States and, by implication, to Canada’s 
tax treaty policy generally. In particular, four changes, and their poten-
tial implications for low-income country treaty negotiations, should be 
highlighted.

First, the Protocol extends Canada’s newly enacted domestic with-
holding tax exemption on interest to non-arm’s-length interest pay-
ments. This change and its treaty extension could put downward 
pressure on withholding tax rates, making it increasingly diffi cult for 
low-income countries to raise tax revenues from non-business foreign 
investment. Different rates for interest, royalties, and dividend pay-
ments could also put pressure on the characterization of repatriations 
from low-income countries, although, in many cases, the rates imposed 
on these sources of income are already different. 

Second, some jurisdictions include provisions in their tax treaties 
that are designed to prevent individuals who are not bona fi de residents 
of one of the two treaty countries but of a third country from indirectly 
taking advantage of the benefi ts provided under the treaty. Unlike the 
United States, which usually negotiates a limitation-of-benefi ts provi-
sion in its tax treaties, Canada historically has taken the position that 
its general anti-avoidance rule should be suffi cient to combat tax-treaty 
shopping.21 That view, however, appears to be changing: in the past 
several years, Canada has included more limited provisions in the ‘mis-
cellaneous’ articles of its treaties that attempt to restrict the use of tax 
treaties where there are preferential tax regimes for non-residents.22 
More dramatically, the Fifth Protocol to the Canada-United States tax 
treaty includes Canada’s fi rst mutual limitation-of-benefi ts provision.23 
If such provisions become a norm in Canada’s tax treaty negotiations, 
low-income countries could see additional pressure on their tax admin-
istrations to police, for example, access-to-tax incentives that are pre-
served by treaty provisions or treaty design.

Third, the Protocol now deems services provided by individuals to 
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constitute a permanent establishment (see Chapter 14 in this volume). 
If an individual who performs services is not a permanent establish-
ment under the standard defi nition, the rule now deems the individ-
ual to have a permanent establishment if he or she performs services 
in the country for a period of 183 days or more in any twelve-month 
period and if, during that period, more than 50 per cent of the gross 
active business revenues of the enterprise consists of income derived 
from services performed in the country by the individual. The deem-
ing rule also applies if the services are provided for the same period of 
time with respect to the same or connected project for customers who 
are residents of, or maintain a permanent establishment in, the source 
country and the services are provided in respect of that permanent es-
tablishment.

Low-income countries might watch this development with interest 
given the importance of taxing business income and the diffi culty of 
establishing that an enterprise has a permanent establishment in the ju-
risdiction. In that sense, it is like the provisions in tax treaties with mid-
dle- or low-income countries that enable the taxation of an enterprise 
for which a dependent agent furnishes services. In many cases, the pe-
riod required for taxation under such provisions in Canada’s tax trea-
ties with low-income countries exceeds 183 days. Presumably the new 
Protocol suggests that Canada now may be willing to agree to services 
provisions more frequently and with shorter periods.

Finally, the Protocol requires that disputes between competent au-
thorities be resolved by compulsory arbitration. Tax treaties generally 
include either an article that addresses the resolution of disputes or a 
mutual agreement procedure. Although the OECD initially resisted ar-
bitration as a means of resolving disputes between competent authori-
ties and/or between competent authorities and taxpayers, throughout 
the 1980s and 1990s, pushed by the business community,24 its popular-
ity grew. In 1992, the OECD added commentary to the exchange-of-
information provision of its model treaty that recognized arbitration as 
an option for dispute resolution, and in 2007 the OECD Committee on 
Fiscal Affairs incorporated a mandatory and binding arbitration pro-
cedure.25 It is perhaps not surprising that such arbitration has grown 
since Easson’s 1988 paper. Indeed, Canada has included arbitration 
provisions in 12 treaties with high-income countries, 14 with middle-
income countries, and 17 with low-income countries. 

The Canada-United States Protocol is not the only signal of a change 
in Canada’s tax treaty policy. An advisory panel to review Canada’s 
system of international taxation (see Chapters 1 and 6 in this volume), 
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set up as part of the 2007 federal budget provisions, has released a 
consultation report indicating it is considering major changes in Cana-
da’s domestic legislation, which would have signifi cant consequences 
for tax treaty policy.26 For example, the panel has identifi ed inbound 
treaty shopping, expanding the exemption system for active business 
income, and broadening withholding tax exemptions as issues for con-
sideration.

Easson’s 1988 paper focused on the Carter Commission report as a 
marker for change in Canada’s tax treaty policy. It seems that, with the 
new Protocol to the Canada-United States tax treaty and the striking of 
the advisory panel on international taxation, Canada is embarking on a 
new period of tax treaty policy change. One hopes that, as it considers 
these changes, Canada will not ignore the special circumstances of low-
income countries or that critics will be given grounds to claim that the 
real purpose of the changes is simply to shift investment and revenue 
from low-income countries to Canada.27
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11 Tax Treaties and the Taxation of 
Non-residents’ Capital Gains

richard krever*

1.0 Introduction

One of the many signifi cant contributions Alex Easson made to tax 
thinking looking forward to the twenty-fi rst century was a renewal of 
skepticism of the benefi t of double tax treaties.1 He argued that if the 
key problem to be addressed in international taxation was, as the title 
of the treaties suggests, the avoidance of double taxation, the solution 
lay not in the treaties but in national tax legislation. Indeed, the treaties 
themselves were incapable of offering a direct solution – they could 
merely require signatories to provide relief by way of credit or exemp-
tion in domestic legislation. But this relief can be, and inevitably always 
is, offered in domestic legislation whether or not a treaty applies to in-
come. Treaties are wholly redundant in this aspect.

If the notional purpose of tax treaties – relief from double taxation 
– is largely a smokescreen, what is their real purpose? Their principal 
function is to allocate taxing rights, primarily in favour of residence 
countries over source countries.

Jurisdictions are willing to give up taxing rights over non-residents 
in treaties for a variety of reasons.2 In the case of capital-exporting 
countries, there will be a rough treaty reciprocity with other capital-ex-
porting jurisdictions, so abandoning taxing rights involves no revenue 
cost. The policy does come at a theoretical cost for capital-importing 
nations, but some might conclude there is no real revenue cost to volun-
tarily relinquishing taxing rights if administrative capacity is weak and 
the jurisdiction cannot actually tax non-residents effectively. Alterna-
tively, capital-importing jurisdictions might believe that surrendering 
taxing rights will attract more foreign investment or that trading off 



Taxation of Non-residents’ Capitals Gains 213

taxing rights will yield different non-tax strategic benefi ts from treaty 
partners. 

The model tax treaties of both the Organisation for Economic Co-
operation and Development (OECD) and the United Nations initially 
allocate the bulk of taxing rights to the residence country where a resi-
dent of one signatory derives income from a source in the other signa-
tory (see Chapters 6 and 10 in this volume). Subject to some important 
exceptions, Article 7 of the treaties gives the residence country the ex-
clusive right to tax profi ts of an enterprise sourced in the other country.3 
The terms ‘profi ts’ and ‘enterprise’ are interpreted broadly, the effect of 
which is to severely constrain the taxing rights of source countries over 
local profi ts derived by non-residents. For capital-importing nations, 
this initial allotment of taxing rights to the residence country places 
signifi cant pressure on the exceptions to the general rule found in sub-
sequent treaty articles. 

The exceptions allow source countries to retain two types of taxing 
rights. One is capped rights, which allow a source jurisdiction to impose 
a withholding tax up to a stipulated cap on interest, royalties, and divi-
dends. The other is wider rights that allow a source country to impose 
its domestic tax rules fully on some specifi ed types of income, includ-
ing employment income, income derived by a non-resident through a 
permanent establishment located in the source country, and gains from 
the disposal of real property in the jurisdiction. Tax concessions and 
investments to attract foreign investment often erode any taxing rights 
retained over business income derived by a non-resident through a 
permanent establishment. The retained taxing rights over gains on the 
disposal of real property, therefore, can be important to the remaining 
tax base, particularly for natural-resources-rich jurisdictions.

The model treaty provision that protects the full taxing rights of 
source countries over gains realized by non-residents on the disposal of 
local real property is Article 13 (see Chapter 12 in this volume). While 
all the articles in the model treaty raise a host of questions, Article 13 
seems to raise more than some others, and there is a wide divergence 
of views about the appropriate responses to those issues. As a conse-
quence, there is a broad spectrum of variations of Article 13 both in 
practice and in the domestic legislation that Article 13 is intended to 
protect. Article 13 stands out not only in terms of its diversity in prac-
tice from country to country but also in respect of any one country’s 
treaties – the norm is for a country to have different – sometimes greatly 
different – versions of the article in almost all its treaties. 
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An inappropriate form of Article 13 in a treaty can have signifi cant 
revenue implications for source jurisdictions. This is particularly true 
for developing and transitional jurisdictions not fully familiar with the 
many techniques residents of capital-exporting countries use to slip 
outside the scope of Article 13 and thus fall back into Article 7, which 
insulates them from local taxation. 

This chapter considers the diffi culties faced by jurisdictions that seek 
to retain in their tax treaties the right to tax gains related to the disposal 
of local real property. The next section reviews briefl y the reasons juris-
dictions seek to retain rights to tax these gains even when they abandon 
the power to tax non-residents on the disposal of other assets connected 
to the jurisdiction. The subsequent four sections explore some of the 
technical issues that should be considered by jurisdictions before agree-
ing to the wording of a proposed treaty Article 13. These deal with the 
type of gains subject to Article 13, the meaning of real property, what 
happens when real property is held through an interposed entity, and 
how older tax treaties might operate if the gains realized by non-resi-
dents on the disposal of real property are later brought into the domes-
tic tax base. 

Finding the optimal construction for Article 13 is a challenge, but 
anything less than optimal might eliminate a jurisdiction’s right to tax 
gains wholly attributable to real property in the country. This chapter 
could serve as a checklist of some key points that developing and tran-
sitional jurisdictions might wish to consider when reviewing proposed 
Article 13 drafts.

2.0 Why Land?

However strong the conceptual case might be for source-country tax-
ing rights over income generated in that country, practical issues can 
erect insurmountable barriers to assessment or collection of taxes. This 
explains in part the signifi cant retreat in many countries from full-
source taxation of active business income.4 Jurisdictions such as Cana-
da now make little or no attempt to collect tax from non-residents who 
derive business income in the country without access to a permanent 
establishment.5

These problems generally do not apply to real property. The transfer 
of property is completed only when the transaction is registered in a 
local government offi ce, so that there is a written record that can trig-
ger the assessment process. In the event of tax default, there is an as-
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set available for seizure to guarantee payment, particularly if the onus 
for remitting tax is transferred to the purchaser.6 And unlike the case 
of charges for the use of intangible assets or goods and services sup-
plied in the course of related-party business transactions, it is generally 
not diffi cult to establish an actual market value for real estate, thus by-
passing the risk that tax liability would in any case be avoided through 
transfer-pricing arrangements.

Nor can there be any conceptual confusion about the source of gain 
from the sale of real property. However diffi cult it might be to pinpoint 
the source of gain from cross-border sales of goods or services or exploi-
tation in a jurisdiction of intangible property rights created or owned in 
another state, there can be no doubt that a rise in the value of real prop-
erty must be attributable primarily to conditions in the state where the 
land is situated, whether the rise is due to improved infrastructure, in-
creased demand, infl ation, or any other factors. Foreign currency fl uc-
tuations might yield a gain or loss in the currency of the non-resident 
owner’s jurisdiction in respect of a price-stable asset, but changes in the 
value of the source country’s currency must be attributable to source-
country factors, reinforcing the theoretical case for source-country taxa-
tion of gains realized in respect of real estate.

At the same time, the customary rationale often advocated for lightly 
taxing foreign direct investment (see Chapter 2 in this volume) seems 
not to apply to investments in real property. Rightly or wrongly, there is 
a growing perception that taxes affect the level of foreign direct invest-
ment,7 and jurisdictions that wish to attract mobile capital that is not 
seeking location-specifi c rents increasingly are forgoing taxing rights 
over that income. The concern motivating concessions for capital-seek-
ing mobile rents cannot apply to real estate investments, inherently the 
most location-specifi c investments possible. 

All these factors help to explain why even jurisdictions that are con-
tent to exempt or lightly tax most types of investment income and busi-
ness income not associated with a local permanent establishment might 
choose to tax non-residents on gains they derive from the disposal of lo-
cal real property. They similarly explain why the OECD, with its strong 
bias towards residence-basis taxation, provides for the retention of that 
power in its model double tax agreement.

Do these rationales extend to gains on the disposal of any other assets 
owned by non-residents with a strong nexus to a jurisdiction? The in-
ternational view appears to be shifting slowly to ‘no.’ A number of Eu-
ropean countries, Canada, Japan, and other jurisdictions continue to tax 
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capital gains derived by non-residents on the disposal of other selected 
assets,8 such as shares in private companies, shares in public companies 
above a minimum ownership threshold, and capital interests in local 
trusts. There has been some retreat, however, from the broader tax base 
over the past decade.9 Australia, for example, followed the Canadian 
model in 1985 when it brought capital gains into the income tax base 
but in 2006 changed direction and narrowed the capital gains tax base 
for non-residents to gains on real property and interests in some land-
rich interposed entities as well as assets of permanent establishments.10 
Countries that assert a very broad jurisdiction to tax non-residents on 
gains realized on the disposal of local property other than real property 
could soon be seen as outliers from the norm.

One exception to this broad generalisation might be countries that 
do not provide for deemed dispositions upon emigration or that pro-
vide for deemed dispositions but defer the tax liability until the time 
of disposal. To protect the local tax base, these countries sometimes as-
sert a right to tax former residents on gains realized on disposals of 
substantial shareholdings in local companies, usually within a fi xed 
period such as fi ve years or even ten years after ceasing to be resident. 
These countries often negotiate an additional paragraph to Article 13 of 
double tax agreements to protect their domestic post-emigration taxing 
rights.11

The broad jurisdiction to tax claimed by countries such as Canada or 
Japan in their domestic law is, in many cases, hypothetical. At the prac-
tical level, there are obvious diffi culties in assessing non-residents in 
respect of gains realized on the disposal of assets that might have no con-
nection to any tangible property in these countries. Even larger impedi-
ments loom at the legal level, given these countries’ extensive tax treaty 
networks. Countries such as Canada and Japan that claim broad taxing 
rights in domestic law often fi nd they are able to negotiate only limited 
powers to tax capital gains under Article 13. Thus, while capital gains on 
assets other than real property and interests in entities deriving value 
from underlying real property might be taxable under domestic legisla-
tion, that power is negated by double tax treaties. The gains generally 
fall into the ‘profi ts’ basket of Article 7 and are immune from source-
country taxation unless the taxpayer derives them through a permanent 
establishment. Alternatively, if they are derived by individuals outside 
the context of an enterprise, they are treated as ‘other income’ within the 
meaning of Article 21, and the country of residence is given exclusive 
taxing rights over the gains (see further section 3.2, below).
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The legitimacy of attempts by source jurisdictions to assert broader 
taxing rights over gains on the disposal of assets apart from land with 
a connection to the jurisdiction is problematic given the diffi culty of 
establishing a nexus between the gains and the alleged source country. 
And, even if a theoretical case can be made for source-country taxation 
of gains derived by non-residents, for many developing and transition-
al countries, subjecting gains on the disposal of assets owned by non-
residents other than land to tax might fall into the too-hard basket. The 
focus for these countries at least should be on retaining effective taxing 
rights over gains from the disposal of real property. There are enough 
challenges to overcome with this more focused objective.

3.0 Gains and Capital Gains

Gains derived on the disposal of real property fall into three broad cat-
egories: gains from the sale by an enterprise of real property that is not 
inventory of the enterprise, gains from the sale by an enterprise of real 
property that is inventory of the business, and gains from the sale of 
real property by a person outside the context of any enterprise.

The application of the treaty to the fi rst type of gain is fairly straight-
forward. If the taxpayer derives a gain from the sale of real property, 
the property is owned through an enterprise but is not inventory of 
the enterprise, and the enterprise has no permanent establishment in 
the jurisdiction where the land is situated, Article 7 removes the source 
country’s right to tax the gain. The denial of taxing rights is contingent 
on no other articles applying to the gain, however, and Article 13, ap-
plying to gains realized on the disposal of real property, fully restores 
the source country’s right to tax the gain.

Slightly less straightforward is the case where the taxpayer disposes 
of property held through an enterprise where the property is inventory 
of the enterprise. Once again, Article 7 removes the source country’s 
right to tax the gain. There is a question, however, as to whether Arti-
cle 13 will always operate to restore the source country’s taxing rights 
in this case. Whether Article 13 can save the source country’s jurisdic-
tion to tax might depend on how the article is phrased – in particular, 
whether the ‘gains’ to which it applies include or exclude business prof-
its realized on the disposal of inventory.

Also less straightforward is the case where the taxpayer disposes of 
real property not held through an enterprise. In this case, Article 7 has 
no application to the gain. Instead, if the gain escapes the operation of 
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Article 13, it could fall under Article 21, which applies to ‘other income’ 
not addressed in previous articles. Article 21 grants the jurisdiction 
in which an investor is resident exclusive rights to tax income not ad-
dressed in a previous article. If gains realized on the sale of real prop-
erty outside the context of an enterprise slip outside the scope of Article 
13, the source jurisdiction could lose its right to tax the gain following 
the application of Article 21.

 
3.1 Sale of Real Estate Inventory

Unless it falls under Article 13, a gain derived by a non-resident enter-
prise with no permanent establishment in the jurisdiction is excluded 
from the local tax base by Article 7. That article applies to business 
‘profi ts’ of an enterprise, while Article 13, at least according to its title, 
applies to ‘capital gains.’ It is sometimes argued that capital gains are 
a special subset of business profi ts that does not include ordinary busi-
ness income from the sale of inventory. If it is true that Article 13 applies 
only to capital gains and capital gains do not include ordinary income 
from the sale of inventory, the article does not have the effect of restor-
ing the source country’s right to tax these gains. Capital gains realized 
on the sale of real property not held as inventory could be taxed in the 
jurisdiction in which the land is situated, but profi ts realized on the 
sale of real property held as inventory could not be taxed in the source 
country. 

Whether Article 13 can apply to gains realized on the disposal of 
real property inventory of an enterprise turns on two questions – fi rst, 
whether the article applies to all gains realized on the disposal of real 
property or, as the title indicates, only to a particular type of gain known 
as capital gains and, second, if it applies only to a particular type of gain 
known as capital gains, whether this category of gain can include busi-
ness profi ts from the sale of inventory.

What, then, are ‘capital gains’ and how do they differ from ‘gains’? 
The term was fi rst used in the context of the predecessor to the OECD 
treaty – a League of Nations model – by the chief U.S. treaty architect, 
who used the expression to describe gains realized on the alienation 
of what he referred to as ‘capital assets.’ Through its eventual incor-
poration into the OECD model treaty, it entered the international tax 
lexicon. The exact intended meaning of the term, however, remained 
uncertain.12

One reason for the uncertainty was the parallel import of the term 



Taxation of Non-residents’ Capitals Gains 219

‘capital gains’ into the tax terminology of continental Europe in juris-
dictions that had neither a statutory defi nition of capital gains (as in 
the United States) nor a meaning of capital gains derived from equity 
law and trust doctrines (as in other English common law jurisdictions). 
As a consequence, almost every continental jurisdiction that adopted 
the term had a different understanding of what it meant. For corporate 
taxpayers, the term was usually understood to refer to gains realized 
by a company on the alienation of shares or sometimes gains on the 
alienation of shares and immovable property. There were more varia-
tions in respect of what capital gains meant for natural persons. In some 
continental countries, it had a meaning similar to that applied to com-
panies. In some schedular countries, it came to mean gains derived by 
individuals that fell outside the statutory boundaries to the schedules. 
In another group of continental countries where the boundaries of the 
personal income tax schedules were set largely by reference to judicial 
concepts, the term was used to refer to gains derived by individuals 
that fell outside those judicial boundaries.

While there was no shared understanding of exactly what constitut-
ed capital gains, there was general agreement as to what was excluded 
from the concept – namely, trading gains from the alienation of inven-
tory. There remained differences as to the boundary between inventory 
and other business or investment assets, and the basic rule was subject 
to many variations, but references to capital gains were generally un-
derstood to exclude business income from the turnover of inventory 
held for sale. 

There is thus a plausible argument that, if Article 13 applies only to 
capital gains realized on the sale of real property, business profi ts de-
rived from the sale of real property inventory fall outside the scope of 
the article. In this case, a source-country signatory would lose all rights 
to tax gains on the sale of real property inventory by non-resident en-
terprises with no permanent establishments in the jurisdiction. But this 
argument is tenable only if it can be shown that Article 13 applies strict-
ly to capital gains and not to gains generally. This argument appears to 
rest primarily on the inclusion of the term ‘capital gains’ in the title to 
Article 13 in the OECD model treaty and in the title to the correspond-
ing articles in some, but not all, actual treaties. Some treaties have no 
headings at all to articles; others use different phrases. Somewhat ironi-
cally, the OECD ‘capital gains’ terminology is used in the title to Article 
13 in double tax agreements of many continental jurisdictions that have 
no domestic historical basis for the phrase,13 while some agreements 
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between jurisdictions that use the English common law/equity law le-
gal system from which the phrase originated deliberately avoid using 
the term.14 

Interestingly, the only reference to ‘capital gains’ in the OECD model 
treaty is found in the heading to Article 13; the text of the article it-
self speaks only of ‘gains.’ The clearest indication of the intention of 
treaty signatories to include all gains from the disposal of real property, 
whatever their legal character, in the scope of Article 13 is found in the 
few treaties between English common law jurisdictions in which capi-
tal gains are excluded from the judicial concept of income. To ensure 
that Article 13 applies to both trading gains from the sale of inventory 
(‘ordinary income’ in these jurisdictions) and gains realized on the dis-
posal of real property that is not inventory (capital gains), common law 
jurisdictions might replace the term ‘gains’ used in the OECD model 
treaty with the phrase ‘income, profi ts or gains’ from the disposal of 
real property.15 This construction assumes that the term ‘gains’ alone 
could be interpreted as applying to capital gains in the common law 
sense and thus exclude gains on the disposal of real estate inventory, 
which would fall under the umbrella of ordinary income rather than 
capital gains.

The scope of Article 13 is at best ambiguous. There is a plausible basis 
for taxpayers to argue that if the term ‘gains’ is used on its own in the 
body of the article, it is intended to mean ‘capital gains’ as is sometimes 
found in the title to the article. This argument appears to have traction 
even in English common law jurisdictions that deliberately adopt a dif-
ferent term in the title to the article. If taxpayers can argue that Article 
13 does not apply to ordinary business income or to profi ts from the 
disposal of real property inventory, a door is opened for avoiding lo-
cal taxation. Non-resident taxpayers merely have to argue they had the 
requisite purpose and method to make the property part of their inven-
tory, albeit long-term inventory in the case of lengthy holding periods. 

As noted, however, none of the various rationales for allocating all 
taxing rights in respect of business income to the residence country 
where there is no permanent establishment applies to gains realized 
on the disposal of real property that is physically situated in the source 
jurisdiction. Whether the land is held as inventory or as non-inventory 
investment property is simply not relevant to the policy rationale for 
source jurisdiction taxation. 

To avoid any risk that Article 13 might not apply to all gains on the 
disposal of real property, care should be taken to draft the article so that 
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it explicitly applies to all gains on the disposal of real property in the 
source jurisdiction. If there is any risk that local courts could exclude 
from ‘gains’ in Article 13 business profi ts on the sale of real estate in-
ventory, an alternative phrase that unambiguously includes inventory 
gains should be inserted.

3.2 Capital Gains That Are Not Business Profi ts of an Enterprise

The sale of real property by an enterprise raises the question whether, 
in Article 13, ‘gains’ means capital gains that exclude business profi ts 
from the sale of inventory. A different question arises if real property 
is sold outside the context of an enterprise. If the source country is not 
allocated taxing rights over the gain realized outside an enterprise by 
Article 13, the gain might fall under Article 21 and be taxable only in 
the residence country. 

An example of a gain that could fall outside the scope of Article 13 
is the gain realized by an individual who sells an interest in a second 
home that is held through a company. Gains on the sale of shares in an 
interposed entity holding a residential home most likely would not be 
considered business profi ts of an enterprise, so Article 7 has no applica-
tion. The only potentially relevant articles are Article 13, applying to 
gains on the disposal of real property, and Article 21, applying to other 
income.

Depending on its construction, Article 13, in fact, might not apply 
to the gains in this example, as explained below. Many versions of the 
article apply only to direct disposals of real property and not to indirect 
disposals by way of the sale of shares if the property is held through an 
interposed entity.

Article 21 is a sweep-up article, denying source countries any tax-
ing rights over income not covered by a previous article. On its face, 
a treaty containing Article 21 thus strips a source country from taxing 
rights related to gains on the disposal of real property that are not cov-
ered by Article 13. A saving argument, however, is that Article 21 might 
apply only to ‘income’ not described in previous articles, so it would 
not apply to gains from the disposal of property if those gains could be 
characterized as capital gains.16 The argument rests on the assumption 
that ‘income’ does not include a subset called ‘capital gains’; rather, 
capital gains are some sort of economic betterment wholly outside the 
scope of income.

This argument strikes many as peculiar – most European and all U.S. 
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observers intuitively respond to it by asserting that capital gains are, 
of course, a type of income, as ‘income’ is synonymous with profi t and 
gains in many Europeans’ minds and the term encompasses all real-
ized gains in U.S. concepts. At the same time, the argument that an 
income article cannot apply to capital gains sounds intuitively plausible 
to many from English common law jurisdictions other than the United 
States, where the judicial distinction between capital gains and income 
remains a foundation building block for tax concepts and principles.

The mystical and total segregation of capital gains and income in the 
tax concepts of these countries is a classic example of the transplanta-
tion of English common law doctrine. The distinction originally was 
developed in trust law to segregate gains derived by a trustee into those 
to which a trust life benefi ciary (known as an ‘income’ benefi ciary) was 
entitled and those gains to which the remainder or ‘capital’ benefi ci-
ary was entitled.17 Its transplantation into income tax law and, more 
importantly, the conclusion by judges that the ability-to-pay principle 
in income taxation was not intended to apply to gains of the type fl ow-
ing to a particular class of trust benefi ciary seems almost bizarre to ob-
servers from countries with other legal traditions. It is, however, a core 
principle of English common law tax concepts and one that legislatures 
in such jurisdictions followed when they eventually broadened their 
tax bases to assess capital gains. When capital gains were brought into 
the UK tax base, for example, Parliament enacted an entirely separate 
tax statute to tax these amounts. Australia included capital gains in its 
income tax base, but the part of the legislation that does so is known 
as the capital gains tax, not the capital gains portion of the income tax.

Based on the complete separation between capital gains and income 
gains in English common law, some commentators argue that an ‘in-
come’ article could not apply to capital gains.18 Others, however, con-
clude that the ‘better view’ is that capital gains are included within the 
ambit of the term ‘income’ for the purposes of Article 21, even if they 
fall outside the income concept for domestic tax purposes.19 

The issue is clearly a matter of debate. At the end of the day, however, 
despite their unwavering adherence to the mystical capital gains/in-
come divide for domestic tax purposes, courts in English common law 
jurisdictions are likely to interpret the term ‘income’ far more liberally 
in the context of a double tax agreement. Recognizing the importance 
of comity in international treaty law, they generally strive to interpret 
terms in treaties on the basis of their common international meaning.20 

It is very unlikely that tax authorities could convince such a court that 
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capital gains derived by individuals outside the context of an enterprise 
fall completely outside the scope of income under Article 21 and, as a 
result, outside international tax agreements in general, leaving them to 
be taxed under local law. 

It follows, therefore, that common law jurisdictions that wish to re-
tain the right to tax these gains must ensure they are brought within 
Article 13. This means care must be taken to avoid the pitfalls that allow 
non-resident taxpayers to escape the application of Article 13 – namely, 
inappropriate defi nitions of real property, inadequate defi nitions of in-
terests in interposed entities, and insuffi cient tracing powers for inter-
posed entities – if the taxing powers are to be retained.

4.0 Real Property

Article 13 of the OECD model treaty, using civil law terminology, 
speaks of gains realized from the alienation of ‘immoveable property.’ 
That term is defi ned for the purposes of the treaty in Article 6, which 
gives source countries full taxing powers over income from the use or 
exploitation (as opposed to disposal) of this type of property. The civil 
law terminology is often retained in treaties signed by common law 
countries, although many common law signatories prefer conventional 
common law ‘real property’ language.21

The defi nition of real (or immoveable) property in the OECD model 
treaty commences with a cross-reference to the meaning in national 
laws of a treaty’s signatories, followed by a slight expansion in Article 
6. This defi nition is often expanded further in actual treaties, sometimes 
directly in Article 6 and sometimes indirectly through the extension of 
Article 13 to gains on the disposal of assets that substitute for real prop-
erty such as interests in an interposed entity holding real property.

There are remarkably wide variances in the different defi nitions 
used, with some jurisdictions accepting a relatively narrow interpreta-
tion based on the OECD model and others expanding it signifi cant-
ly. As a general rule, civil law jurisdictions seem content to limit the 
meaning of immovable property, at its narrowest going little beyond 
actual tangible real estate, while natural-resources-rich common law 
countries have the broadest defi nitions. The narrowest defi nitions, 
therefore, tend to be in treaties between two civil law jurisdictions with 
limited resources while the broadest can be found in treaties between 
two common law jurisdictions both of which enjoy ample natural re-
sources. 
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Even the narrowest defi nitions have some deemed expansion, not to 
achieve a broader scope for taxing gains on the disposal of variations 
of real property, but because the defi nition was designed for another 
purpose – namely, the allocation under Article 6 of taxing rights over 
income generated by property retained (and not disposed of) by a tax-
payer. In the OECD model, immovable property is defi ned for Article 
6 purposes (and by cross-referencing Article 13 purposes as well) to 
include, inter alia, livestock and equipment used in agriculture and for-
estry and rights to variable or fi xed payments as consideration for the 
working of, or the right to work, mineral deposits, sources, and other 
natural resources. Income from the right to payments may be taxed in 
the source jurisdiction under Article 6, while the expanded defi nition 
leaves gains from the transfer of the underlying rights subject to poten-
tial taxation within the scope of Article 13. 

The potential scope of Article 13 with respect to interests in natural 
resources properties is naturally of relatively little concern for jurisdic-
tions with limited cross-border investment in this sector of the economy. 
Countries with signifi cant cross-border investment, by way of contrast, 
are well aware of how narrow the OECD defi nition sometimes used 
can be. This is particularly true of common law jurisdictions, where real 
property is not something that can be kicked or staked off with a fence 
but, rather, comprises a bundle of infi nitely divisible rights. The value 
of the property depends on just what rights are held, and natural-re-
sources-rich common law jurisdictions will try to ensure they retain full 
taxing rights over gains from the disposal of those rights. Key rights, 
such as the right to explore for natural resources, fall outside the OECD 
defi nition and that used by many countries with limited cross-border 
resources investment.

The extent to which the defi nition is broadened in other cases de-
pends on the relative bargaining power and sophistication of the treaty 
partners. Canadian treaty practice refl ects the impact of the latter fac-
tor in particular. Two years after the fall of communism in Mongolia, 
with Canadian mining companies anxious to invest in that country’s 
gold mines specifi cally and the mining sector more generally, Cana-
da entered into a double tax agreement with Mongolia that picked up 
the standard OECD defi nition of immovable property.22 Depending 
on how Mongolia structures its mining industry, the agreement could 
have the effect of denying the Mongolians, who had almost no experi-
ence in negotiating double tax treaties at that time, the right to tax gains 
from the disposal of many natural resources rights where the owners of 
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intangible rights are Canadian fi rms with no permanent establishments 
in Mongolia. 

By way of contrast, when dealing with common law jurisdictions that 
understand how the value of natural resources properties may be sliced, 
and particularly jurisdictions that attract Canadian investment, Canada 
has had to concede to its partners much broader taxing rights over gains 
from the disposal of ancillary property rights. The Canada-Australia 
treaty, for example, leaves Article 6 (addressing income from real prop-
erty) with a relatively narrow scope but then expands Article 13 so the 
source country retains the right to tax gains from the disposal of much 
broader ancillary property rights including exploration rights left out 
of the Canada-Mongolia treaty.23 Importantly, there is two-way mining 
and exploration investment between Canada and Australia, while in-
vestment is all in one direction in the case of Canada and Mongolia. In 
the former case, Canada had an interest in agreeing to the much broader 
defi nition; in the latter case, the narrow defi nition worked entirely to 
Canada’s advantage. The relative interests of the jurisdictions may ex-
plain why the treaty between Canada and Australia’s close neighbour 
New Zealand24 has a more limited defi nition of real property subject to 
Article 13 than that found in the Canada-Australia treaty.

The broad range of defi nitions of real property used in treaties re-
fl ects the diffi culty of capturing in words the sweep of property rights 
that comprise real property in the common law and, more important, 
the fl exibility all modern legal systems offer in terms of the ability to 
hold underlying economic interests through a raft of different legal ar-
rangements or instruments. Countries have attempted with some suc-
cess to address this problem in domestic legislation, extending the local 
tax base to encompass any and, the drafters hope, all types of rights that 
ultimately refl ect value in underlying real property.25 While there have 
been innovative expansions of the defi nition of real property in some 
tax treaties – for example, the United Kingdom-Spain treaty refers to 
time-share interests, in recognition of the extent to which UK residents 
have purchased time-shares in Spain – treaties often fail to operate as 
broadly as domestic legislation, and domestic legislation itself may 
struggle to keep up with new an innovative forms of de facto property 
owners, including the use of rights, options, or derivatives. Countries 
seeking to retain domestic taxing rights through Article 13 must ensure, 
fi rst, that domestic law is suffi ciently robust to capture all gains related 
to real property realized by resident and non-resident taxpayers and, 
second, that Article 13 in their tax treaties is equally broad.
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5.0 Interposed Entities

Jurisdictions that impose tax on gains realized by non-residents from 
the disposal of land within the jurisdiction commonly extend the defi -
nition of land or extend the scope of the charging provision to include 
interests in interposed entities owning land in the jurisdiction and, less 
commonly, to interests in rights that derive value from real property in 
the jurisdiction. 

Without the interposed entity extensions, non-resident taxpayers 
could easily avoid provisions that assess gains on the disposal of land 
by holding land through an interposed company or trust. In jurisdic-
tions in which departing partners are subject to tax on sales of partner-
ship interests, rather than their pro rata interest in partnership property, 
they could hold land through partnership interests to avoid taxation on 
the direct disposal of land. 

Somewhat surprisingly, until recently the OECD model treaty did 
not extend the reach of Article 13 from gains from the disposal of real 
property to gains on the sale of interests in interposed entities holding 
real property. The change to the model treaty in 2003 to include these 
derivative gains was largely a catch-up exercise, following in the foot-
steps of the model UN double tax agreement and a very large number 
of bilateral treaties that had moved well beyond the scope of the OECD 
model.

Unless Article 13 is extended to include gains on the disposal of in-
terests in interposed entities, treaty signatories wishing to impose tax 
on gains derived by non-residents on the sale of real property in their 
territory are truly impotent: a rule that limits taxing rights to gains on 
the direct alienation of land paves the path to avoidance. But attempts 
to widen the application of the treaty to capture gains on the disposal 
of interests in interposed entities are themselves fraught with diffi cul-
ties. One is the obvious diffi culty of enforcing a rule where interests in 
intangible assets such as ownership rights are traded offshore. Report-
ed cases show, however, that administrative challenges are not always 
insurmountable.26 Three legal issues may be more problematic. The 
fi rst is whether expanded rules can catch multiple tiers of interposed 
entities. The second is whether expanded rules can catch all forms of 
interposed arrangements and entities. The third is whether gains at-
tributable to the source jurisdiction can and should be segregated when 
an interest in an interposed entity is sold.
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5.1 Looking through Tiers

Surprisingly, many treaties entered into before the OECD model was 
broadened to include derivative gains failed to anticipate the possibility 
of multiple tiers and only referred to gains on the disposal of interests 
in an entity that directly held real property. The success of the Dutch 
taxpayer in the 1997 Australian Lamesa case27 alerted many tax authori-
ties to the importance of claiming taxing rights with respect to gains 
realized on the disposal of interests in higher-tier entities. In this case, 
the taxpayer had interests in Australian real property through a tier of 
companies and disposed of interests in a higher-tier company. The tax-
payer successfully resisted an Australian assessment on the basis that 
the wording used in the Netherlands-Australia treaty applied only to 
gains on the disposal of interests in companies that directly owned real 
property in Australia. 

Following Lamesa, many treaty negotiators looked for language that 
would extend Article 13 to interests in higher-tier companies. The 1980 
UN model treaty had already referred to interests in a company where 
the company’s property consisted ‘directly or indirectly principally of 
immovable property.’ The language was ambiguous, however, and it 
is not entirely clear that it included an interest in a company where the 
property of that company was shares in another company that, in turn, 
owned real property. A similar formulation was used in the 1999 revi-
sion of the UN model treaty. 

Until 2003, the OECD treaty had no look-through rule, but when it 
was revised to include such a rule, more logical language was used, 
with the OECD article referring to alienation of shares that derive ‘more 
than 50 per cent of their value directly or indirectly from immovable 
property (emphasis added)’ in a contracting state. The reference to 
shares that derive their value directly or indirectly from underlying im-
movable property is similar to the language used in the ‘interpretative 
provision’ (the Australian euphemism for a treaty override provision) 
that Australia adopted in 2000 to overcome the effect of Lamesa.

The Australian legislative amendment sought to avoid any ambigu-
ity by explicitly referring to the value of interests attributable directly or 
indirectly through one or more interposed companies or other entities to un-
derlying real property.28 This broad language, in turn, is derived from 
treaty precedents such as the 1980 Canada-Australia treaty, which even 
more explicitly referred to value derived ‘directly or indirectly (includ-
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ing through one or more interposed entities, such as, for example, through a 
chain of companies), from real property’ (emphasis added). 

It is now clear that the single-level interposed entity extensions in 
many older treaties are of little or no practical use given the ease with 
which taxpayers can slip outside the scope of these rules through a 
higher-tier company. Whether the language ‘more than 50 per cent of 
their value directly or indirectly’ found in the 2003 OECD model will be 
suffi cient to protect gains realized on the sale of interest in interposed 
entities in the taxing rights in newer treaties remains to be seen. 

Resources-rich countries with expanded defi nitions of land that hope 
to preserve their domestic taxing rights no doubt will try to reinforce 
any extension of Article 13 with broader look-through language. It is 
unusual for treaties to go as far as the Canadian approach and include 
a ‘for example’ clause, but this probably refl ects Canadian awareness 
of the ability of common law judges to frustrate intended policy out-
comes through literalist interpretations if the language is capable of a 
narrower construction.

 
5.2 Forms of Interposed Entities and Interest

Inserting an entity between an investor and ownership of real property 
is an obvious and simple way to avoid the application of a charging 
provision that subjects non-residents to tax on gains from the disposal 
of real property. Countries that wished to assess these gains not surpris-
ingly extended the charging provision to interests in land-rich inter-
posed entities, and the UN and later the OECD model treaties followed 
suit.

Neither model, however, extends taxing rights as far as the domestic 
law of resources-rich countries. Civil law lawyers tend to think of com-
panies when they think of interposed entities, and the OECD model is 
limited to gains on the alienation of shares. Many treaties go further 
and speak of gains on the disposal of shares or ‘comparable’ or ‘other’ 
interests in companies, broadening the scope of taxing rights slightly 
but still missing the obvious substitutes of partnerships and trusts. The 
UN model treaty goes still further and speaks of ‘an interest in a part-
nership, trust, or estate,’ although the reference to interests in compa-
nies is limited to ‘shares.’

However sympathetic a court may be to a state’s attempt to protect 
the integrity of the taxing powers it seeks to retain through Article 13, 
at the end of the day it must side with the taxpayer who successfully 
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manoeuvres ownership of land outside the terms of the article. It is not 
diffi cult for a taxpayer to note that there are plenty of examples of alter-
native constructions, so a national authority clearly would have had the 
capacity to seek a broader version if it wished to do so. The deliberate 
adoption of a narrower version, whatever the reason for accepting it, 
could be taken a signal of implicit acceptance of reduced taxing rights.

An effective Article 13, therefore, should anticipate the alternatives 
that investors might use to hold real property through an interposed 
entity. Attention should be paid to two issues: the types of entities or 
relationships that can be used and the types of interests in these entities 
or arrangements that might be held. A viable Article 13 should apply 
to all types of interposed entities and arrangements taking the form of 
legal persons (companies) and common law or civil law contractual or 
equitable arrangements such as partnerships and trusts. 

Equally important, Article 13 should reach all interests in an entity or 
arrangement that derive value from real property, whether directly or 
through any number of interposed entities or arrangements. Address-
ing one side of the equation but not the other opens a path to slide 
outside the coverage of Article 13. Thus, for example, extending the 
coverage to interests in companies, trusts, and partnerships but lim-
iting the type of interest in companies to shares invites taxpayers to 
hold land through interposed companies and to substitute other instru-
ments, such as convertible debt or options for direct share ownership.

The Canada-United States treaty provides an example of incomplete 
responses, on the one hand stretching Article 13 to include interests in 
partnerships and trusts as well as in companies, but on the other hand 
limiting designated interests in companies to direct share ownership. 
The Canada-Mexico treaty is slightly broader, applying to interests in 
partnerships and trusts and ‘shares, participations or other rights in 
the capital of a company,’ but it still misses many potential forms of 
indirect ownership. Even the widest formulation adopted in Canada’s 
treaties, such as the language employed in the Canada-Australia treaty, 
between two common law jurisdictions with courts that have periodi-
cally adopted strict and literal interpretation doctrines, may be insuf-
fi cient. That treaty speaks of ‘any shares or other interests in a company’ 
and ‘an interest of any kind in a partnership, trust, or other entity (em-
phasis added). It might be argued, however, that a convertible debt or 
option, for example, does not constitute an interest in a company, but 
merely a claim to a company’s property in the former case or a right 
over a shareholder or the company in the latter. These treaties are use-
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ful starting points, but broader language for Article 13 is needed to 
fully protect the interests of source countries.

5.3 Measuring Gains on the Disposal of an Interest in an 
Interposed Entity 

When a double tax agreement extends a state’s taxing rights over real 
property gains to include gains on the disposal of interests in inter-
posed entities, the question arises as to whether the gains should be 
pro rated when part is attributable to other assets of the interposed 
company. Most treaties that extend Article 13 coverage to interests in 
interposed entities adopt the approach used in both the OECD and UN 
model treaties and allow countries to assess gains from the alienation 
of shares where more than half the value of the shares is attributable to 
land in the contracting state regardless of the source of the gain on the 
shares. The result, some observers argue, may be wholly inappropriate 
if a taxpayer satisfi es the 50 per cent threshold test but the gains are at-
tributable to another jurisdiction or other assets.29

The problem can be illustrated with an extreme example of the inter-
posed company’s investment portfolio comprising two pieces of land 
with all appreciation taking place outside the jurisdiction that is given 
taxing rights under the treaty. Consider the case of a company owning 
two blocks of land, one worth $90 in country A and the other worth $10 
in country B. After a period, the value of land in country A has declined 
so the block is only worth $80 while the value of land in country B has 
risen so it is now worth $79. The value of the land portfolio (and the 
value of the shareholder’s interest in the company) has risen from $100 
to $159, but the gain is entirely due to appreciation in country B, where 
the land has risen in value by $69 while it has declined $10 in country A. 

It is arguable that country A’s taxing rights over the shareholder 
should be limited to the proportion of gain attributable to land in that 
country (zero in this case). There is no plausible rationale for allowing 
country A, which generated none of the increase in value of land or 
shares, to have full taxing rights over the gain realized by the share-
holder in this example. And yet, under the OECD model and all tax 
treaties using the threshold approach, this is precisely what tax treaties 
allow.

A variation of the proportionate approach has emerged recently, but 
rather than attribute taxing rights on the basis of where gains are gen-
erated, this approach attributes taxing rights on the basis of where the 
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total land value is found. The 2003 U.S.-Japan treaty is an example of 
this approach. If this treaty were applied to the facts set out above but 
the land was owned through a trust or partnership, country A, which 
accounts for 50.3 per cent of the value of the interposed entity, would be 
able to tax investors on 50.3 per cent of their gain even though all of the 
gain is attributable to land found in country B. In this particular exam-
ple, the outcome is marginally more acceptable than the fi rst-past-the-
post taxing-rights formula found in the OECD model, but still perverse 
in terms of conventional source analysis.

Importantly, the proportionate approach based on the relative value 
of land in the jurisdiction has been applied to interests in entities and 
arrangements other than companies. The U.S.-Japan treaty, for exam-
ple, applies this approach to interests in an interest in a partnership, 
trust, or estate, while retaining the conventional fi rst-past-the-post ap-
proach to interests in companies.

To date, calls for reform to the model treaty to restrict the taxing rights 
of a contracting country to gains attributable to property in that juris-
diction have generated relatively little interest. This might be because 
of the limited number of countries that actually assert these rights in 
domestic tax laws or the limited ability of jurisdictions that impose tax 
under domestic law and retain taxing rights under the treaty to enforce 
the domestic provisions on non-residents with interests in interposed 
entities. Alternatively, it might refl ect an international consensus that 
potential overtaxation by source countries in these circumstances will 
be sorted out in the international wash, which includes many invest-
ments in the other direction. Or, it could be that the treaty formula and 
the proportionate alternative described above are just plain wrong, in 
which case there is no persuasive reason for not reforming the treaty.

6.0 Applying Pre-capital Gains Treaties

Unless Article 13 applies to capital gains, the source country loses the 
right to tax those gains under Article 7 if they are business profi ts of a 
non-resident enterprise with no local permanent establishment or un-
der Article 21 for gains that are not business profi ts. 

However, a unique fallback argument regarding a source country’s 
right to tax capital gains outside the scope of Article 13 might be pos-
sible in common law jurisdictions that added capital gains taxation to 
their income tax systems after entering into tax treaties. These coun-
tries might be able to argue that the income tax treaties do not apply to 
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capital gains tax adopted after the treaties entered into effect. If capital 
gains fall outside a double tax treaty, they cannot be excluded from 
source-country taxation by either Article 7 or Article 21 – the treaty 
has no application at all on the source jurisdiction’s right to tax these 
gains. 

This argument largely turns on the effect of Article 2, which names 
the existing taxes to which the treaty applies. Normally, the article 
states that the treaty applies to ‘income taxes’ imposed under the cor-
rect name for each signatory’s income tax law. Under the convention-
al ambulatory approach to interpreting tax treaties, references to the 
treaty applying to the country’s ‘income tax’ law30 include the capital 
gains component of that law tax where the ‘capital gains tax’ is actually 
only a set of measures inserted into the income tax law after the treaty 
has come into effect. This is not the case, however, if the capital gains 
component of the income tax law is thought to impose a fundamentally 
different type of tax from an income tax. In that case, it could be argued 
that the parties could not possibly have been contemplating the appli-
cation of the treaty to the capital gains rules, whether they were imple-
mented by way of a discrete piece of legislation or measures inserted 
into an existing act. 

To an observer from outside the English common law world, it might 
seem odd that a tax authority would argue that a tax treaty applying 
to an income tax act could not possibly have been intended to apply to 
base-broadening amendments added to the act. Yet this position sounds 
plausible to an advocate from a common law jurisdiction imbued with 
the mysticism of the capital gains-income dichotomy.31 As noted earlier 
in the discussion on the scope of Article 21, the conceptual difference 
between capital gains and income remains as strong in the common law 
tradition outside the United States as it was prior to the inclusion of 
capital gains in the tax base. And, as also noted earlier, the resistance 
to regarding capital gains as an element of income was so great in the 
United Kingdom that legislators in that country could not bring them-
selves to include capital gains in the income tax law when capital gains 
were fi nally brought into the tax net in 1965. Instead, the gains were 
subject to tax under a separate capital gains tax. Canada in 1972, Aus-
tralia in 1985, and South Africa in 2000 partially added capital gains to 
the tax bases of their respective income tax laws, but in all three cases 
did so by way of discrete capital gains tax provisions in those laws, rein-
forcing the perception of a magical divide between capital receipts and 
income receipts.
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Certainly tax authorities have tried to raise the argument that tax 
treaties cannot apply to subsequently enacted capital gains rules32 and 
on this basis strip away the treaty shield. However, taxpayers who have 
adopted the contrary argument – that an ambulatory reading of pre-
capital gains tax treaties would lead to the application of these trea-
ties to subsequently enacted capital gains provisions where the capital 
gains rules were inserted in the main income tax act – have found tribu-
nals sympathetic to this view.33 It is a somewhat ironic outcome given 
the central role of the courts in establishing the distinction between 
capital gains and income in the fi rst place, but the case for the ambula-
tory reading is strong.34

The issue might be somewhat moot for most taxpayers with the 
retreat of jurisdictions from the taxation of gains realized by non-res-
idents on the disposal of assets apart from immovable property and 
assets associated with a permanent establishment.35 One of the few 
common law jurisdictions in which a tax authority might seek to argue 
that capital gains are not shielded by a tax treaty is Canada, which has 
retained broad taxing powers over capital gains. However, the capital 
gains provisions in the Canadian income tax legislation predate almost 
all relevant treaties, leaving almost no scope for this argument to be 
raised today in that country. It remains to be seen whether it re-emerges 
as an important issue if common law countries, such as New Zealand, 
that currently do not tax capital gains introduce capital gains rules with 
wide-ranging liabilities for non-residents.

 
7.0 Looking Forward

While many jurisdictions are retreating from the full imposition of local 
capital gains tax rules on non-resident investors, all countries appear 
anxious to retain taxing powers over gains on the disposal of real prop-
erty. The OECD model treaty generally strips away these taxing rights 
from source countries unless they are explicitly shielded by a carefully 
drafted Article 13. Secondary arguments raised by tax authorities seek-
ing to defl ect the application of Article 21 or the income tax treaties in 
general to capital gains are problematic; the most direct route to retain-
ing taxing powers is to ensure that Article 13 covers fully the right of 
source countries to assess gains on the disposal of real property. The 
article should extend to all ancillary rights deriving from real property 
and all forms of indirect ownership through interposed entities. Devel-
oped market economies with inbound foreign investment have gone 
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to great lengths to ensure their taxing rights are protected in treaties. 
Developing and transitional economies have fared less well in this re-
spect. In an era of globalization that has witnessed a rise in cross-bor-
der investments in real property, negotiators from these jurisdictions 
should devote greater attention to the terms of Article 13 in tax treaty 
negotiations. 
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1.0 Introduction

In a 2001 article,1 I put forward several proposals relating to a multi-
lateral tax treaty. In this chapter, I develop further one of the proposals 
– namely, a multilateral template for bilateral treaties.2 The template 
approach is designed to deal with several defi ciencies of the existing 
bilateral treaty network. Nevertheless, it represents a more modest ap-
proach than the proposal for a multilateral treaty since it contemplates 
maintaining the bilateral structure of double tax treaties. It represents 
a way to clean up, rationalize, and simplify the network of bilateral tax 
treaties, and provides a framework for subsequently and periodically 
updating these treaties. While the template approach does not have all 
the advantages of a multilateral treaty, it would deal with many of the 
same problems that the multilateral approach addresses, while at the 
same time being easier to achieve because it maintains the bilateral na-
ture of existing treaties. Consequently, all of the features of bilateral 
treaty negotiation are kept. The main difference is that the Organisation 
for Economic Co-operation and Development (OECD) and United Na-
tions  models would become a template and each bilateral treaty would 
state explicitly how it deviates from the template. Each pair of countries 
that negotiates a bilateral treaty would remain free to deviate from the 
template as it wished.

2.0 Problems with the Current Tax Treaty Network

The main problems with the current tax treaty network are well known 
(see also Chapters 6, 10, and 11 in this volume). The discussion below 
serves as a reminder.3
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2.1 Diffi culty of Amendment

Given the extensive network of treaties, it takes substantial time for 
updates made to the OECD model to be incorporated in treaties. As 
John Avery Jones and Philip Baker describe, ‘[o]ne of the most press-
ing problems in international tax practice at the present time is how to 
devise a simple system – consistent with the bilateral nature of existing 
DTCs [double taxation conventions] and the constitutional traditions 
of the many countries concerned – for amending the wording of large 
numbers of bilateral DTCs in a short period of time.’4 Every amend-
ment of existing treaties to conform to changes in the UN/OECD mod-
el takes effort and time and, in the interim (which can be decades), the 
existing treaties remain defi cient. This is simply not an acceptable way 
to run a tax system.

2.2 The Role of Commentary

As has been discussed at length in the literature, while there is some 
legal authority for use of the OECD Commentary to interpret tax trea-
ties, the ground is a bit shaky5 and it would be better to have a clear 
position that the commentary is applicable to interpret treaties, includ-
ing in cases where Commentary language is issued after a treaty has 
been concluded. Under current conditions, it might be diffi cult to fi nd 
acceptance for reliance on the Commentary, given that it is often used, 
in effect, to make substantive changes to the model. A further practical 
problem is that each treaty text differs somewhat from the model. Even 
if it is accepted that the Commentary should be authoritative as to trea-
ties that are identical to the model, the many differences in wording 
leave doubt as to how the Commentary should apply in interpreting 
specifi c treaties, all of which deviate from the model in some ways. 

2.3 Verbiage

Even though, in broad terms, the existing treaty network is based on 
the OECD model, if one reads existing treaties more carefully it be-
comes apparent that each is a separate legal instrument with its own 
language. The text of existing treaties is not user friendly: most are close 
to the model, but to ascertain the differences one must read each care-
fully, word for word. Somewhat related, one can question why it makes 
sense to have so many texts that are broadly similar, yet differ in many 
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details of wording. A more uniform wording for the existing treaties 
surely would be a benefi t for both governments and taxpayers.

The verbiage problem is not just one of readability but also of inter-
pretation. As noted above, the problems with using the model’s com-
mentary are compounded by the fact that existing treaties differ from 
the text of the model in numerous and minute ways.

 
3.0 A Possible Solution

3.1 Restatement

3.1.1 The General Approach
The proposed solution is simple in its basic outline. The existing net-
work of bilateral income tax treaties would be reformulated explicitly 
using a template that would serve as a point of reference for each in-
dividual treaty. The process of reformulating each treaty in terms of 
deviations from the template, in some cases, would be merely edito-
rial. However, even a purely editorial restatement would enable the 
features of each treaty to be quickly grasped, given that, in practice, 
most treaties are negotiated by starting with the OECD model and then 
changes are made to suit the treaty partners.

The idea of expressing each treaty as deviations from the model is 
an obvious one and has been identifi ed before. For example, in 1997, 
John Avery-Jones noted that ‘[p]ractitioners would save a lot of time if 
treaties were presented as variations to the Model Treaty; we would not 
need to read the rest to see whether it has been changed.’6 In addition, 
perhaps the main advantage of expressing each treaty as deviations 
from a template would be to facilitate the uniform interpretation of the 
template language and to make it easier to update treaties.

The process of expressing each existing treaty in terms of deviations 
from a template should go further than simply comparing documents 
in a word-processing program. If the treaty partners came explicitly to 
confront each instance in which a treaty deviates from the template, 
they might be able to agree to drop some of these deviations. Some, 
on refl ection, might seem obsolete, or no longer needed, or in any case 
not worth maintaining, given the countervailing interest in achieving 
as much international uniformity in treaty language as is realistically 
possible. Particularly in cases where an existing treaty is based on an 
earlier version of the model, the parties might readily agree that it made 
sense to substitute the most recent version.
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On the other hand, there would be many instances where the par-
ties would want to maintain provisions of existing treaties. In some 
cases, the parties might want to maintain existing language that has 
been subject to court interpretation or that has otherwise acquired a 
familiar meaning. Some provisions would have to refl ect peculiarities 
of the legal and tax systems of the partners or to embody policy choices. 
There would be no compulsion to change existing language if the par-
ties did not agree to do so; however, the exercise would be designed 
to put some pressure on the negotiators to eliminate deviations where 
there was no good reason for them.

What I envision, in other words, is a process of negotiation where 
existing treaty partners agree to restate their existing bilateral treaties as 
a template plus deviations, with a view to minimizing those deviations. 
As a formal matter, this would mean a restatement of the entire existing 
treaty network. One would expect that the extent of variation in treaty 
language that we see today would be substantially narrowed, even if 
many variations were maintained.

Calling this process a ‘restatement’ evokes the Restatements of the 
Law that have been prepared by the American Law Institute. These 
are efforts to state the common law as it is, but with a view to unifying 
and rationalizing precedents that have not been fully in harmony. The 
process of restatement, in other words, is a creative one that seeks to 
provide greater order and unity. The civil law analogue might be codi-
fi cation (common law lawyers tend to think of codifi cation as more 
of a clerical process where a law is published with all its intervening 
amendments, while the production of a civil law code is a much more 
fl exible and creative process). In the restatement, each treaty would be 
replaced by a new one that would have to undergo the normal ratifi ca-
tion process.

There would not necessarily be just one template choice for any giv-
en provision. In situations where treaty partners wished to maintain a 
deviation from the basic model, there might be a separate template for 
a particular variant. In other words, for a particular paragraph, there 
might be a version A and a version B. There would be nothing new 
here: the different versions would refl ect existing treaties, where, in 
practice, we can observe variations of this kind.

Key to the success of this approach would be preparation of an initial 
template (together with variations) by a small committee. This would 
greatly facilitate the bilateral work, giving everyone the same starting 
point. Periodically, the bilateral negotiators could come together to dis-
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cuss changes to the template in light of their experience with revising 
the individual treaties. 

The template itself need not have legal standing, but it would have to 
be the result of a working agreement among the negotiators on a con-
sensual basis. The template would be a common text for the set of bi-
lateral treaties and, accordingly, once ratifi ed, would be the core text of 
all the treaties. Future amendments to the template would be effected 
through a multilateral instrument, which would undergo ratifi cation 
by each signatory.

Once the restatement was completed, the UN and OECD models 
would become irrelevant, since the template would supersede them.

 
3.1.2 An Example
The process of restating treaties in template format can be illustrated by 
means of the following example. More or less picked at random, here 
is an extract (paragraphs 1–4 and 6–7) from an article of the Australia-
Mexico treaty. The question is how one might go about restating the 
extract in terms of deviations from the model. (For convenience, the cor-
responding text of the OECD model is reproduced below and the differ-
ences are highlighted in italics.)

 
Article 13
Alienation of Property

1. Income, profi ts, or gains derived by a resident of a Contracting State from 
the alienation of immovable (real) property ... situated in the other Con-
tracting State may be taxed in that other State. 
2. Income, profi ts, or gains derived by a resident of a Contracting State from the 
alienation of any shares or other interests in a company, or of an interest of any 
kind in a partnership, trust or other entity, where the value of the assets of such 
entity, whether they are held directly or indirectly (including through one or more 
interposed entities, such as, for example, through a chain of companies), is prin-
cipally attributable to real property situated in the other Contracting State, may 
be taxed in that other State. 
3. Income, profi ts, or gains from the alienation of ... property, other than im-
movable (real) property, that forms part of the business property of a perma-
nent establishment which an enterprise of a Contracting State has in the 
other Contracting State or ... pertains to a fi xed base available in that other 
State to a resident of the fi rst-mentioned State for the purpose of perform-
ing independent personal services, including income, profi ts, or gains from 
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the alienation of that permanent establishment (alone or with the whole 
enterprise) or of that fi xed base, may be taxed in that other State. 
4. Income, profi ts, or gains from the alienation of ships or aircraft operated 
in international traffi c, ... or ... property other than immovable (real) property 
pertaining to the operation of such ships or aircraft ... , shall be taxable 
only in the Contracting State in which the enterprise alienating those ships, 
aircraft, or property is a resident. 
…
6. In this Article, the term ‘immovable (real) property’ has the same meaning as it 
has in paragraph 2 of Article 6. 
7. The situation of immovable (real) property shall be determined for the 
purposes of this Article in accordance with paragraph 3 of Article 6. 

Article 13 (OECD Model)
Capital Gains

1. Gains derived by a resident of a Contracting State from the alienation 
of immovable property referred to in Article 6 and situated in the other 
Contracting State may be taxed in that other State.
2. Gains from the alienation of movable property forming part of the busi-
ness property of a permanent establishment which an enterprise of a Con-
tracting State has in the other Contracting State or of movable property 
pertaining to a fi xed base available to a resident of a Contracting State in 
the other Contracting State for the purpose of performing independent 
personal services, including such gains from the alienation of such perma-
nent establishment (alone or with the whole enterprise) or of such fi xed 
base, may be taxed in that other State. 
3. Gains from the alienation of ships or aircraft operated in international 
traffi c, boats engaged in inland waterways transport or movable property 
pertaining to the operation of such ships, aircraft, or boats, shall be taxable 
only in the Contracting State in which the place of effective management 
of the enterprise is situated.

The title of the article in the Australia-Mexico treaty, as noted above, 
is ‘Alienation of Property,’ while the title of the article in the OECD (and 
UN) models is ‘Capital Gains,’ not a great name since the article is not 
really about capital gains but about gains from the alienation of proper-
ty. So, one possibility would be to state the title of the template as ‘Gains 
from the Alienation of Property.’ Another possibility would be to keep 
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the title ‘Capital Gains’ and drop the deviation in the Australia-Mexico 
treaty on the basis that, since the title does not have legal signifi cance, 
the deviation should not be insisted on. Alternatively – and in the inter-
est of brevity – one could simply use ‘Gains’ as the title.

Paragraph 1 contains the expression ‘income, profi ts, or gains’ while 
the model refers only to ‘gains.’ The two terms appear to be synony-
mous. Therefore, it should be possible to restate the Australia-Mexico 
treaty by dropping the deviation and accepting the model.7

The other difference between paragraph 1 of the Australia-Mexico 
treaty and the model is in the form of the cross-reference to Article 6. In 
this respect, the Australia-Mexico treaty seems to be technically supe-
rior to the model in that it contains a separate paragraph 6 defi ning the 
term ‘immovable property’ for purposes of this article by reference to 
its meaning in paragraph 2 of Article 6. In this case, the template could 
be revised to conform to the Australia-Mexico treaty. Similarly, a deci-
sion could be made as to whether paragraph 7 was needed and should 
be included in the template.

Moving on to paragraph 2, there is again the issue of the expression 
‘income, profi ts, or gains,’ which should be resolved in the same way 
as for paragraph 1. Otherwise, paragraph 2 is not found in the OECD 
model. However, provisions of this kind are found in numerous trea-
ties. Therefore, in the process of restatement, it would make sense to 
draft a template paragraph and either make paragraph 2 conform to 
this paragraph or specify the deviations.8

Paragraph 3 corresponds to paragraph 2 of the model. Again, the 
expression ‘income, profi ts, or gains’ should be handled consistently 
with the decision on paragraph 1. Paragraph 3 also deviates from the 
model by using the expression ‘property, other than immovable (real) 
property’ in place of the model’s ‘movable property.’ The two terms are 
synonymous, and one would expect the negotiators to be able to agree 
to drop the deviation.

Next, ‘that forms part of’ is used instead of ‘forming.’ Assuming that 
the Australia-Mexico treaty were restated to use ‘movable property,’ 
it should also be possible to conform to the model by using ‘forming’ 
(‘that forms part of’ would reduce the awkwardness of the current 
treaty but it would no longer be needed if the shorter term ‘movable 
property’ were used).

Similarly, the parties should be able to agree to change ‘or pertains’ 
to conform to the model (‘or of movable property pertaining’), since 
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no substantive difference would be involved. The same holds for the 
rest of the language of the paragraph. That is to say, since paragraph 3 
of the Australia-Mexico treaty does not substantively differ from, or is 
not clearly better worded than, the text of the model, the restatement 
should be able to eliminate the deviations between this paragraph and 
paragraph 2 of the model.

Paragraph 4 of the treaty corresponds to paragraph 3 of the model; 
however, this paragraph contains two specifi c, substantive differences 
from the model. First, the treaty excludes the reference to boats en-
gaged in inland waterways. Second, the treaty confers taxation rights 
on the state of residence of the enterprise, while the model confers tax-
ing rights on the Contracting State in which the place of effective man-
agement of the enterprise is situated. If the parties wished to keep these 
deviations, the deviation from the template could be expressed as fol-
lows (assuming that ‘income, profi ts, or gains’ is changed throughout 
to conform to the model):

The following paragraph is substituted for Article 13, paragraph 4:
Gains from the alienation of ships or aircraft operated in international 
traffi c, boats engaged in inland waterways transport or movable property 
pertaining to the operation of such ships or aircraft or boats, shall be tax-
able only in the Contracting State in which the place of effective manage-
ment of the enterprise alienating those ships, aircraft, or property is a resident 
situated.

One could go further and redraft this provision something like this:

If an enterprise resident in one Contracting State alienates:
(a)  ships or aircraft operated in international traffi c; or
(b)  boats engaged in inland waterways transport; or
(c)  movable property pertaining to the operation of means of transport 

referred to in paragraphs (a) or (b),
gains from the alienation of property referred to in paragraph (a), (b), or 
(c) may not be taxed by the other Contracting State.

This restructured form would make it easy for parties that do not want 
to apply paragraph (b) to simply make a cross reference to this effect. 

Summarizing the results of the above discussion, the resulting text 
might be as follows:
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Article 13
Gains from the Alienation of Property

1. Gains derived by a resident of a Contracting State from the alienation 
of immovable property referred to in Article 6 and situated in the other 
Contracting State may be taxed in that other State.
2. Gains derived by a resident of a Contracting State from the alienation of 
any shares or other interests in a company, or of an interest of any kind in 
a partnership, trust, or other entity, where the value of the assets of such 
entity, whether they are held directly or indirectly (including through one 
or more interposed entities, such as, for example, through a chain of com-
panies), is principally attributable to immovable property situated in the 
other Contracting State, may be taxed in that other State. 
3. Gains from the alienation of movable property forming part of the busi-
ness property of a permanent establishment which an enterprise of a Con-
tracting State has in the other Contracting State or of movable property 
pertaining to a fi xed base available to a resident of a Contracting State in 
the other Contracting State for the purpose of performing independent 
personal services, including such gains from the alienation of such perma-
nent establishment (alone or with the whole enterprise) or of such fi xed 
base, may be taxed in that other State. 
4. If an enterprise resident in one Contracting State alienates:

 (a) ships or aircraft operated in international traffi c; or
 (b) boats engaged in inland waterways transport; or
 (c) movable property pertaining to the operation of means of transport 

referred to in paragraphs (a) or (b),
gains from the alienation of property referred to in paragraph (a), (b), or 
(c) may not be taxed by the other Contracting State.

...
6. In this Article, the term ‘immovable property’ has the same meaning as 
it has in paragraph 2 of Article 6. 
7. The situation of immovable property shall be determined for the pur-
poses of this Article in accordance with paragraph 3 of Article 6. 

Agreed deviation for Australia-Mexico:
Art. 13(4) applies without taking into account paragraph (b) thereof.

This example suggests the following. First, many of the deviations 
between the OECD/UN models and existing treaties are of little sub-
stance, so a restatement exercise should be able to eliminate many of 
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them, if there is were a good faith effort to achieve as much uniform-
ity as possible. Second, in some cases, the restatement should involve 
changes to the model – that is, where practical experience of treaty 
negotiation has resulted in language that is better drafted than in the 
model, then the model should be revised accordingly. To some extent, 
therefore, the restatement process should become a process of revision 
of the model. It would not necessarily be a revision from scratch; rather, 
it would be oriented to take into account the actual provisions of trea-
ties that have been negotiated.

Third, a number of existing treaties include similar provisions that 
are not in the model. To refl ect these, the template could be revised to 
incorporate them (if the consensus was that they refl ect best practice) or 
they could be recast in terms of the alternative wording of the template. 
While some might be disturbed by the possibility of alternatives, re-
member that the idea is just to refl ect the reality of the existing network. 
If this network already includes alternative provisions, then nothing 
would be lost by standardizing them. Finally, in cases of substantive 
differences between existing treaties and the model, the parties to each 
bilateral treaty would have to decide either to conform to the model or 
to keep their current provisions (or possibly vary them).

The existing model suffers from numerous well-known drafting 
short comings, but there is reluctance to fi x these problems, perhaps out 
of a feeling that doing so would upset the existing treaty network. The 
restatement exercise, therefore, could be a useful vehicle for facilitat-
ing the necessary redrafting. Given that all existing treaties would be 
revised, it should be possible to reach consensus on changes to the tem-
plate. Moreover, the need to reconcile the differing wording of existing 
treaties would provide an impetus for redrafting. A small example of 
this is paragraph 4 of Article 13 in the text above: the need to provide 
a handy way for countries to opt out of including boats engaged in 
inland waterways transport suggests redrafting the language by using 
paragraphing, which would have the incidental benefi t of making the 
text clearer and easier to read. 

The example also shows that the restatement exercise would involve 
a fair amount of work, but the end product – an updated and substan-
tially harmonized set of bilateral treaties – would be worthwhile.

3.1.3 Participation
Since most tax treaties are concluded among OECD countries, it is dif-
fi cult to envision a restatement exercise’s taking place without a collec-
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tive decision by the OECD countries to proceed in that way. It would be 
possible, of course, for OECD countries to proceed with a restatement 
exercise only in respect of the treaties they have signed with each other. 
Such an approach would make little sense, however, since it would be 
logical for each OECD country to include in its restatement exercise all 
its treaties – including those signed with non-OECD countries. In turn, 
the non-OECD countries probably would want to restate all their trea-
ties, a process that would quickly include all countries with double tax 
treaties (there is probably no country that has treaties only with part-
ners that do not in turn have at least one treaty with an OECD country).

Of course, participation should be voluntary, but most countries 
likely would sign up if the OECD countries themselves agreed to com-
mence a restatement exercise. This would not mean that treaties cur-
rently based on the UN model would be pushed to the OECD model. 
The restatement would have room for alternative choices in the tem-
plate, to the extent that they were needed to refl ect the diversity of the 
existing treaty network. To the extent that the UN model differs from 
the OECD model and provides a basis for existing treaties, its language 
should be included as a template alternative.

 
3.1.4 Language
Many current treaties are in English or have an English text in addition 
to text in one or more other  languages. It would be simplest, of course, 
if all bilateral treaties could be restated in English – analogous to mul-
tilateral treaties, which typically are just in English9 – although there is 
no reason that the text could not be translated into various languages.

A fallback position would be to restate each treaty in English and to 
have one or more alternative texts in other languages with equal legal 
validity. This would mean more work for the negotiators, but it would 
not pose a substantial problem for the uniformity of the system, since 
the basic principle would be that each bilateral treaty would have an 
offi cial version in English. This is all that would be required for uni-
formity of interpretation of the template language to be possible. The 
language position would be negotiated by the partners of each bilateral 
treaty in question, as it is today.

 
3.2 Future Amendments

Step two would be to set up a process for making future changes. Be-
cause each existing treaty would be expressed as a template plus devia-
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tions, amendments could be made to the template itself, which would 
automatically change each existing bilateral treaty. Participating coun-
tries wishing to change the template could do so by means of a multi-
lateral treaty, the effect of which would be to amend simultaneously 
each of the bilateral treaties affected by the template. This multilateral 
treaty would include a schedule containing conforming amendments 
to particular bilateral treaties if necessary.

The multilateral amending treaty would go into effect as a separate 
legal instrument, after signing and ratifi cation, between those parties 
that had approved it. Countries that disagreed with the amendment 
(or simply did not get around to agreeing with it) would not sign the 
multilateral treaty and they would continue to abide by their bilateral 
treaties with the old text. Obviously, it would be desirable to achieve 
unanimity on amendments to the template, but countries could go 
ahead without it if they chose.

3.3 Interpretation

Step three would be to deal with questions of how the template should 
be interpreted. Given that all the treaties would be restated and re-rati-
fi ed, it should be fairly straightforward for contracting parties to agree 
that the Commentary as it exists at the time of restatement would be 
used as a basis for interpreting the template text. (The Commentary, of 
course, would have to be revised to conform to the template.)

The main issue would be how to deal with questions of treaty inter-
pretation for the future. Under the existing regime, the OECD has tend-
ed to deal with many problems by revising the Commentary, rather 
than by amending the text of the model. One of the main purposes of 
restating the treaties in terms of deviations from the model would be to 
facilitate a process whereby future problems best dealt with as amend-
ments to the model text would be handled in that way. This should 
remove one of the problems of adopting an ambulatory use of the com-
mentary. Using the Commentary to fi x problems with the model text 
by adopting language that is possibly inconsistent with that text or that 
does not have much support in the text makes it problematic to ap-
ply the Commentary to treaties concluded earlier.10 If this practice were 
abandoned – in other words, if future changes to the Commentary were 
restricted to interpretation of the existing text – it should be much eas-
ier to secure agreement to apply the Commentary to previously signed 
treaties.
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From a legal point of view, the template could be established as a 
multilateral treaty with a process specifi ed for adoption of commentary 
that interpreted its text. A multilateral instrument could be drafted to 
give a legal basis for this interpretation process, but it would not be a 
necessary element of the proposal: the restatement could go forward 
without it.

3.4 Participation in Interpretation and Amendment

As discussed above, it would be desirable to include non-OECD mem-
bers in a restatement exercise. From an institutional point of view, this 
would not be problematic because the restatement would take the legal 
form of renegotiation of bilateral treaties. Thus, each replacement of an 
existing treaty by a restated treaty would be done by agreement of the 
two treaty partners.

From a practical point of view, however, the restatement would have 
to be a coordinated exercise, requiring all members of the group of 
countries involved to work together to avoid a chaotic result. This is 
because the restatement would involve the development of a template, 
an exercise that would have to be done by consensus. Out of this exer-
cise would emerge a de facto group of countries that are signatories to 
a restated network of treaties. But how would this group continue to 
collaborate in the event of questions about amendments to or the inter-
pretation of the template? It might be wise to leave this question open 
for the moment and simply begin the restatement exercise. By itself, the 
process – which presumably would take several years – would bring 
together representatives of countries that participate in the worldwide 
treaty network. Arrangements for the future might emerge out of this 
collaboration.

4.0 Conclusion

The proposal I have made here is similar to that of Avery Jones and 
Baker, who propose an amendment by multilateral instrument coupled 
with a bilateral declaration by each of the states for which the amend-
ment would enter into effect. The main difference between the two pro-
posals is with respect to the template approach. Avery Jones and Baker 
would not require a template as a prerequisite, but each amendment of 
the model would then require each pair of Contracting States to pre-
pare and agree on a declaration as to how to incorporate the amend-
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ment into each treaty. By contrast, my approach would require more 
up-front work by way of preparation of the template, thereby allow-
ing a more streamlined process for future amendments. In most cases, 
amendments to the template could be made with the multilateral in-
strument alone. It is only where conforming amendments would have 
to be made to individual treaties that bilateral instruments or schedules 
containing the text of those conforming amendments would be needed.

How useful the proposed approach would be in terms of facilitating 
the treaty update process depends very much on whether the exist-
ing approach of avoiding minor wording changes to the model contin-
ues. Under existing practice, only rarely are small changes made to the 
text of the model. Rather, problems of interpretation tend to be dealt 
with by amendments to the Commentary or by the wholesale replace-
ment of entire articles of the model or the addition of new articles or 
paragraphs. If this approach were changed in favour of more frequent 
textual amendments to the model, then the proposal presented in this 
chapter becomes much more compelling

Traditional international tax processes, including bilateral tax treaty 
negotiations based on model treaties, can be improved to address the 
fact that the interaction of different national tax systems might be caus-
ing problems in a globalized world that encourages heightened trade 
and investment ties. While the restatement of existing treaties would be 
a fair amount of work, it would have the benefi t of making more trans-
parent the existing treaty structure and of rationalizing those treaties, 
improving their drafting, and bringing them up to date. Restatement 
would facilitate the task of consistent interpretation of treaties. Restate-
ment of the existing treaties using the template approach is also needed 
for future amendments to work smoothly.
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13 Tax Discrimination and Trade in 
Services: Should the Non-discrimination 
Article in the OECD Model Treaty
Provide the Missing Link between Tax 
and Trade Agreements?

catherine brown

1.0 Overview

The importance of trade in services became a focal point in world trade 
in the 1990s. The evidence can be seen in the General Agreement on 
Trade in Services (GATS), in regional trade agreements such as the North 
American Free Trade Agreement (NAFTA), and in bilateral investment 
agreements (BITS).1 Signatory governments made signifi cant com-
mitments with respect to both national treatment and most-favoured-
nation (MFN) treatment, as well as a host of other measures designed 
to ensure the free movement of services and service providers across 
national borders. 

The potential benefi ts of these trade commitments to services pro-
viders, however, have been undercut signifi cantly by broad exceptions 
for direct taxation measures,2 including matters involving potential tax 
discrimination if a tax treaty is in place (see NAFTA, Article 2103; GATS, 
Articles XIV(d) and XXII(3). The result is that differences in tax treat-
ment between resident and non-resident service providers is entirely 
permissible under both tax and trade agreements, including measures 
that might negatively impact the cross-border service provider’s ability 
to compete. Further, and somewhat ironically, because of the manner in 
which tax and trade agreements interact, non-resident service provid-
ers from countries without tax treaties might receive a higher level of 
protection from tax discrimination than those from countries that share 
a tax treaty (GATS, Article XIV).

1.1 Why Did This Happen? 

Tax law and trade law historically were viewed as distinct (see Chapter 
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1 in this volume). Their parallel existence created few frictions, howev-
er, because each dealt with separate areas of taxation, tax treaties with 
direct tax (that is, income tax) matters and trade law primarily with 
indirect taxes and customs duties. These lines between tax and trade 
obligations could no longer be so clearly drawn in the case of trade in 
services.

It was therefore no surprise that the issue of tax discrimination be-
came controversial during the GATS negotiations. It was widely ac-
knowledged that tax measures could be used as a barrier to trade and 
could have just as deleterious effect on trade in services as many of the 
other non-tariff barriers under negotiation. Tax and trade experts simply 
could not agree on how the issue should best be managed. Tax experts 
were clear, however, that it should not be through trade agreements. 

The arguments by tax experts for excluding direct tax measures from 
the discipline of trade agreements were threefold. First, many of the 
countries that would join the World Trade Organization (WTO) had al-
ready entered bilateral tax agreements. It was unpalatable that bilateral 
concessions made under these tax treaties should extend to all WTO 
signatories under the MFN obligation. Second, the national treatment 
obligation was incompatible with important policy reasons for distin-
guishing between residents and non-residents in tax matters. Third, the 
issue of non-discrimination had already been addressed in tax treaties, 
leaving open the potential of jurisdictional confl ict between tax and 
trade agreements.

In the end, the GATS contained both a signifi cant carve-out from 
both the national treatment and MFN obligations for direct tax matters 
and an exclusion for tax issues relating to the national treatment obliga-
tion that fell ‘within the scope of an international agreement’ from the 
WTO’s consultation and dispute resolution procedures.3

This chapter poses two simple questions: If the matter of tax discrim-
ination in trade in services has been carved out of trade agreements in 
favour of tax agreements, should tax agreements take up the challenge 
and fully address tax discrimination in trade in services? If so, should 
the non-discrimination article in the model tax treaty of the Organisa-
tion for Economic Co-operation and Development (OECD) serve that 
role? 

The discussion focuses primarily on the GATS because it is the ma-
jor multilateral trade agreement governing trade in services and on the 
OECD model4 because it is the template for most bilateral tax treaties 
(see Chapters 6, 10, and 12 in this volume).5 Moreover, the discussion 
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is intended to be illustrative, not comprehensive. Similar issues arise 
under other regional trade agreements and BITS that also rely on the 
supremacy of tax treaties, although they are not discussed specifi cally 
here; however, the conclusions reached here could also apply to tax is-
sues arising under these trade agreements.

The chapter begins with an overview of the obligations assumed 
under the GATS, the tax carve-outs from the GATS, and the provi-
sions of the non-discrimination article in the OECD model tax treaty. 
The discussion makes obvious that there is no protection against tax 
discrimination, despite obligations assumed under the GATS, if the 
non-resident resides in country with a tax treaty with the source state. 
Further, the existence of a tax treaty will negate even the limited stand-
ard of protection anticipated by the GATS. The chapter’s main claim is 
that, if international agreements such as tax treaties are the designated 
vehicle to address the matter of tax non-discrimination in trade in serv-
ices, then the OECD model should acknowledge this important role by 
expanding the protection provided by the non-discrimination article. 
The chapter concludes with some proposed solutions. The analysis is 
timely because the OECD currently is re-examining the non-discrimi-
nation article, the Working Party having released a Draft Commentary 
in May 2007.6

 
2.0 Trade Agreements

2.1 The GATS 

The GATS created a new paradigm for international trade in services. It 
applies to all measures by members ‘affecting’ all trade in services (Ar-
ticle I(1)) and every possible mode of supply, including the cross-border 
supply and consumption of services and the cross-border movement of 
service suppliers through the establishment of a commercial presence 
or in person (Article 1(2).7 Additionally, the GATS contains a series of 
annexes and understandings that provide detailed rules with regard to 
various types of services, such as fi nancial, air transport, and maritime 
transport services, and access to telecommunications networks (Article 
XXIX).

Non-discrimination is one of the basic principles of the GATS and 
the foundation for the MFN and national treatment obligations gener-
ally incorporated into trade agreements. The MFN obligation requires 
that a host country tax foreign service providers from one country no 
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less favourably than those from another.8 The national treatment obli-
gation requires that the host country treat foreign service providers and 
domestic service providers similarly or comparably. In addition, some 
trade agreements, such as NAFTA, introduce as a minimum standard 
of treatment for investors ‘treatment in accordance with international 
law, including fair and equitable treatment’ (NAFTA, Article 1105(1)).

2.2 Most-Favoured-Nation Treatment
 

The GATS MFN obligation requires that Member countries ‘accord im-
mediately and unconditionally to services and service suppliers of any 
other Party, treatment no less favourable than that it accords to like 
services and service suppliers of any other country.’ Deviation from 
this standard is permitted only if the Member lists such measures in the 
annex on Article II Exemptions and provided the conditions for such 
exemptions are met. 

Member countries are also exempt from the MFN obligation with 
respect to direct tax matters9 if the obligation was assumed under an 
international agreement such as a tax treaty.10 However, members may 
not adopt and enforce treaty-based measures that are inconsistent with 
the MFN obligation if such measures are ‘applied in a manner that 
would constitute a means of arbitrary or unjustifi able discrimination 
between countries where like conditions prevail, or a disguised restric-
tion on trade’ (GATS, Article XIV).

The determination of whether the MFN obligation has been violated 
under this exception or under the domestic law of a Member State or 
whether the requirements for a specifi c claimed exemption under Ar-
ticle II have been met is through the WTO dispute resolution process. 
The same is not true of an alleged violation of the GATS national treat-
ment obligation.

2.3 National Treatment

The national treatment obligation applies to the extent of a Member’s 
listed commitments and is subject to the specifi ed conditions and quali-
fi cations. It requires that, in the sectors listed in a Member’s schedule 
of commitments, ‘like’ service providers of other Members are to be 
treated no less favourably than domestic ones (GATS, Article XVII.1). 
Treatment can be formally identical or formally different, but it will be 
considered less favourable ‘if it modifi es the conditions of competition’ 
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(Article XVII.3) in favour of services or service suppliers of the Member 
compared to like services or service suppliers of any other Member. 
There are a number of exceptions to this rule, including an exception 
for certain direct tax measures (Article XXVII (o)).11

Specifi cally, different and discriminatory tax treatment is permitted 
provided that the difference in treatment is aimed at ensuring the eq-
uitable or effective imposition or collection of direct taxes in respect 
of services or service suppliers in other Member countries (Article 
XIV(d)),12 and as long as the measure does not constitute ‘arbitrary or 
unjustifi able discrimination between countries where like conditions 
prevail, or a disguised restriction on trade in services.’ 

This exception to the national treatment obligation was critical to the 
successful negotiation of the GATS. It also recognizes important struc-
tural elements of a national tax system, particularly one that is source 
based. In order to protect the tax base, differences in tax treatment be-
tween residents and non-residents generally will be required.

Given the breadth of the exception, one might conclude that there 
are few tax measures that could violate the GATS national treatment 
obligation, but this is not the case. The obligation extends to all tax 
measures except as noted above or as listed in a country’s schedule of 
commitments.13 As a result, at least fi ve broad categories of tax meas-
ures could violate the GATS national treatment obligation.

• The domestic legislation might meet the exception in Article XIV 
but operate as a disguised restriction on trade in services; for exam-
ple, the host country might impose an excessive and arbitrary gross 
withholding tax. 

• The legislation might meet the exception in Article XIV but be ad-
ministered in a manner that is a disguised restriction on trade; for 
example, the requirements of the source country to obtain a refund 
of withholding tax on amounts that are exempt under the tax treaty 
might be arbitrary or unduly onerous.

• The measure might fall outside the permitted list of exceptions in 
Article XIV and might not be listed as a qualifi cation in the Member’s 
schedule of commitments; for example, the source state could pro-
vide an additional tax credit to a tax resident who purchases services 
from a resident but not from a non-resident service provider.

• The measure might be a disguised tax measure in the form of a pen-
alty, fee, or charge; for example, there might be additional fees asso-
ciated with non-resident fi lings or claims for refunds.
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• The measure might be in respect of indirect taxes; for example, the 
source country might impose different and discriminatory indirect 
taxes such as sales taxes, excise taxes, value-added taxes, and tariffs 
or other similar charges on non-resident service providers. 

If the non-resident service provider is from a Member State that lacks 
a tax treaty with the source state, the national treatment obligation is 
violated in any of these circumstances and a remedy may be sought 
under the WTO dispute resolution process. This is not the case if a tax 
treaty is in place. 

A Member may not invoke the consultation or dispute resolution 
mechanisms under the WTO in respect of the national treatment ob-
ligation if a measure of another Member ‘falls within the scope of a 
tax treaty.’ Put differently, the GATS national treatment obligation ef-
fectively is negated to the extent that the matter falls within the scope 
of a tax treaty.

Does the OECD model provide protection from tax discrimination to 
the non-resident service provider in any of the circumstances described 
above? The answer is, no it does not.

3.0 The Non-discrimination Article in the OECD Model 

The OECD model imposes minimum obligations with respect to non-
discrimination in respect of non-resident service suppliers. 

A modifi ed form of the national treatment obligation applies if the 
services are provided through a commercial presence. Specifi cally, a 
Contracting State cannot tax a permanent establishment located in that 
state less favourably than an enterprise of that state carrying on the 
same activities.14 

As well, foreign-controlled enterprises residing in the other Contract-
ing State cannot be subjected to any taxation or any requirement con-
nected therewith that is other or more burdensome than the taxation 
and connected requirements to which other similar enterprises of the 
other state are or may be subjected. 

Finally, there is an obligation to provide a deduction for interest, roy-
alties, and other disbursements paid by an enterprise of one state to a 
resident of the other; such amounts must be deductible in calculating 
taxable profi ts under the same conditions as if they had been paid to a 
resident of the same state (OECD model, Article 25(7)).15
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However, there is no applicable non-discrimination principle in the 
OECD model in respect of a non-resident service provider without a 
commercial presence. The remaining provision in Article 24 (leaving 
aside stateless persons) restricts its protection to nationals of a Contract-
ing State who reside in the other Contracting State. Specifi cally, such 
resident nationals cannot be subjected to taxation or related require-
ments that are other or more burdensome than those imposed taxes 
on nationals of that Contracting State (Article 25(1)).16 This means that 
non-residents who provide services described in the GATS as ‘through 
presence of natural persons of a Member in the territory of any other 
Member’ (GATS, Article 2(d)) receive no protection against tax discrim-
ination under the OECD model. 

This is not a surprising outcome in the context of the OECD model. 
As the Working Party points out, ‘[t]he provisions of Article 24 do not 
address all forms of possible discrimination: the provisions of Article 24 
cover certain specifi c situations. Apart from these specifi c cases, differ-
ent or less favourable treatment is possible. The broader rules against 
discrimination that are found in other types of conventions have there-
fore little relevance for purposes of the application and interpretation 
of Article 24.’17

Although the lack of protection from tax discrimination might not 
be a surprise in a tax treaty context, it is a surprise in the context of the 
GATS. The carve-out from the GATS national treatment obligation for 
direct taxes is subject to a minimum standard: the measure must not be 
arbitrary or a disguised restriction on trade. Further, there is no carve-
out in the GATS from the national treatment obligation with respect to 
indirect taxes.18 Both the minimum standard for direct taxes and the 
national treatment obligation in respect of indirect taxes effectively are 
nullifi ed if the matter falls within the scope of a tax treaty. The determi-
nation of scope is made by the Contracting States.19 

Does the selective nullifi cation of trade obligations through a tax trea-
ty matter in the global context? There are several reasons to suspect the 
answer is yes. First, expectations around national treatment and trade in 
services are short-circuited if the non-resident service provider resides 
in a country with a tax treaty with the source state. Second, it results in 
differing levels of protection from discrimination among non-resident 
service providers depending on what falls within the scope of the appli-
cable tax treaty. Finally, the outcome is that a tax treaty serves as an effec-
tive tool to circumvent obligations with respect to non-discrimination 
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against non-resident service providers, a role unworthy of the OECD 
model treaty. Each of these reasons is discussed in more detail below.

4.0 The Interaction of Tax and Trade Agreements:
The Bottom Line

4.1 Legitimate Expectations 

As signatories to the GATS, member countries are committed to pro-
viding national treatment to service providers in the sectors listed. 
These same service providers may receive no protection against tax 
discrimination in respect of either direct or indirect taxes if they are 
non-residents of the source state and a tax treaty based on the OECD 
model is in place. Even the minimum standard anticipated in the GATS 
– that the measure not be a disguised restriction on trade – is effectively 
negated by the model treaty. 

The OECD model also precludes a non-resident service provider 
from invoking the GATS national treatment obligation in respect of any 
other tax imposed by the source state, including indirect taxes such as 
excise, value-added, and sales taxes.20 But for a tax treaty, such taxes 
would be subject to the GATS national treatment obligation.

 
4.2 Differing Levels of Protection

The current interaction of tax and trade agreement results in different 
levels of protection from tax discrimination for non-resident service 
providers. The highest level of protection is reserved for non-resident 
service providers from countries that have no tax treaty with the source 
state. Such service providers may rely on the GATS national treatment 
obligation, and there is a potential remedy under the WTO dispute res-
olution process in the fi ve categories described above.

The next level of protection applies to non-resident service provid-
ers from countries with a tax treaty with the source state. At issue is 
whether the matter falls within the scope of a tax treaty. If not, the GATS 
national treatment obligation applies (see the discussion below). 

The least protection against tax discrimination is provided to non-
resident service providers from countries that have a tax treaty with the 
source state in which the signatories totally insulate themselves from 
any obligation with respect to discrimination in both direct and indirect 
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tax matters.21 This is achieved in the tax treaty by specifying that all 
matters relating to direct or indirect taxes fall within the scope of the 
treaty.22 Under such treaties, there is no remedy against tax discrimina-
tion in the fi ve categories described.

4.3 Does the Matter Fall within the Scope of a Tax Treaty?

As stated, whether a non-resident service provider may rely on the 
GATS national treatment obligation is determined by whether the 
matter falls within the scope of a tax treaty. This might not be an easy 
matter to resolve. As the OECD Commentaries point out, ‘the phrase 
“falls within the scope” is inherently ambiguous. While it is clear that 
a country could not argue in good faith that a measure relating to a tax 
to which no provision of a tax convention applied fell within the scope 
of that convention, it is unclear whether the phrase covers all measures 
that relate to taxes that are covered by all or only some of the provisions 
of the tax convention.’23 Some tax treaty partners, therefore, have taken 
steps to clarify their positions with respect to this issue.24 For those that 
have not, the diffi culty in determining whether a matter falls within 
the scope of a tax treaty should not be underestimated. This matter is 
explored below in two contexts: fi rst, the exception in Article XIV(d) 
of the GATS and, second, in the case of other direct tax measures that 
might violate the GATS national treatment obligation.

4.4 The Exception from the National Treatment Obligation in 
Article XIV(d) of the GATS

If the manner in which the source country applies its tax laws in respect 
of withholding ‘is arbitrary’ or ‘a disguised restriction on trade’ and 
therefore does not meet the GATS exception, this clearly violates the 
GATS national treatment obligation. Nonetheless some service provid-
ers might have no remedy.

At issue is whether the matter falls within the scope of the applicable 
tax treaty.25 If it does, then, despite the GATS, the offending tax measure 
is excluded from the consultation and dispute resolution process under 
the GATS (Article XXIII), unless the Contracting States agree otherwise, 
and is not in violation of the tax treaty. The reason for this conclusion 
is that the OECD model applies to persons who are residents of one 
or both of the Contracting States (Article 1), so that all aspects of non-
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discrimination with respect to such residents fall within the scope of 
the tax treaty and there is no obligation of non-discrimination in respect 
of a national who is a non-resident. The other less defensible view is 
that because the non-discrimination article does not address itself to the 
case of non-residents, the matter does not fall within the scope of a tax 
treaty. Non-residents therefore remain protected by the national treat-
ment obligation in the GATS.26 

Perhaps in anticipation of such an argument, some Contracting 
States have taken steps to remove any doubt about the scope of their tax 
treaties. For example, the Canada-United States treaty (Article 29(6)) 
provides that, for purposes of the GATS, the Contracting States agree 
that a measure falls within the scope of the Convention if the measure 
relates to a tax to which Article XXV (Non-Discrimination) applies. As 
the non-discrimination article in the treaty applies to all taxes imposed 
by a Contracting State, it is diffi cult to argue that a withholding tax on 
income also does not fall within the scope of the tax treaty.

4.5 Other Direct Tax Measures that Might Violate the National Treatment 
Obligation

Other direct tax measures also might offend the national treatment 
obligation. For example, the source state could provide an additional 
tax credit to a resident who purchases services from a resident, but not 
from a non-resident, service provider. Assuming the source state has 
not claimed an exemption in respect of the credit, the threshold ques-
tion in determining whether the measure violates the non-discrimina-
tion principle is again whether the measures fall within the scope of the 
relevant tax treaty. 

The OECD model non-discrimination article addresses the deduc-
tion of expenses by a resident enterprise (Article 24(5)). Specifi cally 
it provides that, for the purpose of determining the taxable profi ts of 
an enterprise, expenses are deductible under the same conditions as 
if they had been paid to a resident; however, the model does not ad-
dress a Contracting State’s obligation with respect to the use of other 
tax benefi ts, such as tax credits, in this context. Can one infer, therefore, 
that this measure falls within the scope of the tax treaty but that no 
non-discrimination principle applies? This would be the obvious con-
clusion under a treaty such as the Canada-United States treaty, because 
the measure relates to a tax to which the non-discrimination article in 
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that treaty applies. The answer is not as obvious, however, without this 
additional language in the tax treaty.

4.6 Circumventing Non-discrimination Obligations

The OECD model also might be used as a tool to circumvent trade 
obligations – indeed, as taxation is one of the last areas in which dis-
criminatory practices can be used as barriers to trade, this tool could 
prove signifi cant. Currently, there are few limitations on a country’s tax 
practices: customary international law provides virtually no protection 
against tax discrimination, and constitutional or national limitations on 
tax discrimination against non-residents are rare. The primary restraint 
against egregious tax practices is international goodwill or limitations 
imposed in integrated agreements, the obvious example being the trea-
ty establishing the European Community.27

5.0 Proposed Solution: Expand the Non-discrimination Article 

The signatories to the GATS effectively exorcised obligations with 
respect to non-discrimination and taxation in favour of tax treaties. 
Should the tax treaty regime respond to the new challenges posed by 
trade agreements in respect of trade in services? 

The answer to this question raises a more fundamental question: 
What role does the non-discrimination article in the OECD model play? 
Is it, as an international tax expert opines, to ‘refl ect the political choice 
of the contracting states to create as source countries a level playing 
fi eld for residents of the other country’?28 

Should the political choice be to match developments in the global 
trade in services? If so, the obvious place to do so is in the non-discrim-
ination article in the OECD model. At fi rst glance, this might seem an 
implausible idea. The non-discrimination article is fi rmly grounded in 
the principle that resident and non-resident taxpayers are different and 
that, in general, there is no expectation that non-residents will be pro-
tected against potentially discriminatory tax measures in the tax treaty.

The contrary view is that the principles in the non-discrimination ar-
ticle have continued to evolve since the initial OECD Draft Convention 
was introduced in 1963 and that they should continue to evolve. The 
current version has remained unchanged, however, since trade in serv-
ices was widely acknowledged as an important part of global trade. 
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With the exception of tax measures, machinery has been put in place to 
implement internationally recognized principles of non-discrimination 
in respect of trade in services. Perhaps it is time to consider expanding 
the OECD model non-discrimination principles to keep pace with these 
other global developments.

Were this to occur, what issues should be addressed? Initial consid-
erations include the economic actors to which an expanded principle 
should apply, the appropriate standard of treatment, dispute resolu-
tion, and grandfathering provisions.
 
5.1 Which Economic Actors?

Arguably, the non-discrimination principle should apply to all eco-
nomic actors and to all tax measures that affect their economic activi-
ties. This is unlikely to happen soon, however, given the complexities 
of the issues involved and the high level of consensus that would be 
required. A good starting point for the expansion of the non-discrimi-
nation principle is in respect of trade in services, one of most signifi cant 
areas where non-discrimination principles in tax and trade agreements 
remain uncoordinated.

As discussed, the exception to the national treatment obligation in 
the GATS is ‘measures to ensure the effective imposition or collection 
of taxes,’ and the accompanying footnotes to the GATS recognize im-
portant structural elements of a national tax system. Yet there is always 
an element of discrimination in the imposition of such measures. For 
instance, a gross withholding tax might exceed taxes on net income, 
lengthy administrative requirements or delays might affect refunds, or 
a source state might require withholding tax despite a treaty exemp-
tion. These are all expected realities in cross-border trade. The mis-
match between tax and trade agreements such as the GATS, however, 
is that the latter provides a minimum standard against which national 
tax legislation and its administration can be measured. That standard is 
‘arbitrary or unjustifi able discrimination between countries where like 
conditions prevail, or a disguised restriction on trade in services.’ 

The GATS standard might not be the appropriate standard to include 
in the OECD model’s non-discrimination article, but it is important to 
fi nd such a standard if for no other reason than to prevent the absurd 
result that non-resident service providers from countries without tax 
treaties currently often receive a better level of protection from tax dis-
crimination than those from countries with tax treaties.
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5.2 What Is the Appropriate Standard of Treatment?

Obtaining consensus on a general and appropriate standard of treat-
ment will not be an easy task. Historically, the non-discrimination prin-
ciple has been precise, rules based, and applicable only in carefully 
defi ned circumstances. There is also the practical reality that an end-
less number of approaches is possible, with predictable preferences by 
some contracting states for a standard that is already familiar in their 
domestic context.29 Nonetheless, some suggestions are provided below, 
including approaches that mirror the GATS or borrow from interna-
tional law.

5.2.1 The GATS Standard
One option is simply to mirror the GATS language. The obvious advan-
tage of such an option is that it would provide the narrowest approach 
to non-discrimination in trade and services but still meet the interna-
tionally expected minimum standard. Such a clause might appear as 
follows: ‘For purposes of Article XIV of the GATS, a Contracting State 
shall not apply any measure to ensure the effective imposition or collec-
tion of taxes in respect of trade in services that is arbitrary or unjustifi -
able discrimination between countries where like conditions prevail or 
a disguised restriction on trade.’ The commentary could further clarify 
that a measure would not be considered arbitrary or unreasonable if the 
difference in treatment was the result of a tax treaty.

5.2.2 Fair and Equitable Treatment
Another approach would be to introduce an internationally accepted 
minimum level of treatment such as ‘fair and equitable treatment.’30 Al-
though there is some disagreement about the precise meaning of this 
expression, it is a standard widely used in investment agreements and 
BITS and its interpretation is becoming well developed through arbitral 
decisions. Its scope and meaning also have been refi ned following a dec-
ade or more of experience under various trade agreements.31 The use of 
such a common standard would offer the advantage of consistency and 
avoid the further fragmentation of international law standards. The fair 
and equitable standard would also provide a framework for determin-
ing violations, and it is familiar in international arbitrations. 

Such a provision in the non-discrimination article might appear as 
follows: ‘Any measure applied by a Contracting State to ensure the ef-
fective imposition or collection of taxes as described in Article XIV of 
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the GATS shall be applied in a manner that is fair and equitable in the 
circumstances and in accordance with international law.’ Alternative-
ly: ‘Each Contracting State shall afford fair and equitable treatment to 
ensure the effective imposition of taxes as described in Article XIV of 
the GATS. In no case shall a Contracting State accord treatment less 
favourable than that required by customary international law.’ The 
Contracting States could also confi rm their shared understanding of 
the meaning of ‘customary international law.’32 

A more broadly drafted provision could apply to all tax measures 
applicable to non-resident service providers and might appear as fol-
lows: ‘Residents of a Contracting State who are not resident in the other 
Contracting State shall not be subjected in the other Contracting State 
to any taxation or connected requirement in the supply of a service (as 
defi ned in the GATS) that is not fair or equitable in the circumstances 
and in accordance with international law.’33

 
5.2.3 The Treaty Establishing the European Community 
A third approach would be to adopt principles developed under the 
treaty establishing the European Community (now the European Un-
ion). Because 19 of 30 OECD countries are signatories to that treaty, 
a standard based on non-discrimination principles developed in case 
law of the European Court of Justice has obvious appeal. Some have 
gone so far as to argue that, because so many OECD countries are also 
Members of the European Union, ‘it is not appropriate to put forward 
changes to the non-discrimination Article or the Commentary that 
would run contrary to the relevant decisions of the [European Court of 
Justice] in respect of the EU Treaty.’34 With respect this seems an incor-
rect approach, fi rst, because at least a third of the OECD countries are 
not bound by the commitment of an integrated trade block and, second, 
because many countries other than those in the OECD use the provi-
sions of the model treaty. EU Members can continue to rely on internal 
standards under the EU treaty with respect to obligations with other 
EU Members, as these take priority over tax treaties. Accordingly, EU 
law will apply where a Member’s tax laws create restrictions on trade 
in services with its EU partners and the provisions of the OECD model 
will apply with respect to non-member states.

5.2.4 A New Tax Treaty Standard
The Contracting States might prefer to seek consensus on a new and 
independent treaty standard. One option would be to describe the pro-
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hibited treatment as ‘arbitrary, unjustifi ed, or unreasonable’ and to add 
a requirement of transparency in both national legislation and its ad-
ministration.

5.3 Dispute Resolution

One of primary arguments against the addition of a new non-discrim-
ination obligation to the OECD model is its interpretation and applica-
tion. Non-resident taxpayers ordinarily have access to domestic courts 
for a determination of whether a violation of the non-discrimination 
has occurred. As a result, some observers conjecture that key structural 
elements of their national tax system could be struck down by overzeal-
ous judges who are not well schooled in tax matters. This is a plausible 
concern, but the resolution of issues relating to the proposed non-dis-
crimination provision could be restricted to the competent authorities 
of the Contracting States concerned. Practically, this would require that 
the tax administration of the country of residence of the complaining 
taxpayer support the taxpayer’s claim against the other country. This 
approach would also provide symmetry with trade obligations.35

Would such a restriction of the dispute resolution process result in 
any real change in the current position of non-resident service provid-
ers under the tax treaty? In my view, the answer is yes. First, it would 
introduce a minimum standard in the tax treatment of non-resident 
service providers. Second, it would require the competent authority to 
examine closely complaints against its own revenue-collection arm to 
ensure that, in administering tax measures, a minimum standard was 
met. Third, it would invite closer examination of national measures 
against an internationally accepted standard.

Unless the competent authorities of both Contracting States con-
curred that the relevant measure was not in violation of the non-dis-
crimination provision of the tax treaty, the matter would end. In case 
of disagreement, the Contracting States could consider the option of 
binding arbitration under the proposed OECD Mutual Agreement pro-
cedure.36 The possibility of binding arbitration is also a reason to adopt 
an internationally recognized standard such as ‘fair and equitable treat-
ment,’ which is familiar in arbitration proceedings.

5.4 Grandfathering Provisions
 

No doubt it would be necessary to include a grandfathering rule, as 
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Contracting States likely would not be willing to subject current tax 
measures to new scrutiny.37

 
6.0 Other Reasons Not to Expand the Non-discrimination Article 

There are many other arguments against expanding the non-discrimina-
tion article, notwithstanding the challenges posed by trade agreements. 
One is that tax and trade agreements are based on different principles 
and serve different purposes; therefore, there is no need for tax treaties 
to address new issues relating to the taxation of non-residents.

Another argument is that the introduction of a non-discrimination 
principle tied to trade or investment law would create uncertainty in 
the tax treaty. For example, what is the meaning of the ‘equitable or 
effective administration of tax’? What is a ‘disguised restriction on 
trade’? Is the competent authority able to make this determination in 
the context of direct tax measures?38 The ‘fair and equitable’ standard is 
not rules based, and it would introduce a standard not currently found 
in the OECD model or in the GATS in relation to the taxation of non-
residents. Therefore, it would be diffi cult to interpret and apply.

A third argument is that a non-discrimination principle in respect 
of trade in services would open a fl oodgate of demands for a much 
broader non-discrimination principle. For example, why should other 
non-residents, such as an investor who earns interest and dividend in-
come, not be provided with similar protection in the non-discrimina-
tion article?39 

A fourth argument is that some countries might not adopt the new 
provision, further fragmenting the international tax treaty system. In 
particular, because the EC treaty already provides a minimum standard 
of treatment, the issue might not be viewed as an important EU prob-
lem other than in the context of forum shopping between the protec-
tions provide under the non-discrimination article in the tax treaty and 
EU law.40

7.0 Conclusions

This chapter has considered whether an expanded non-discrimination 
article in the OECD model treaty could, and should, provide the miss-
ing link between tax and trade agreements. It has considered this is-
sue in the context of the challenges that result from enhanced global 
trade (and global investment that encourages more cross-border trade 
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in services). In the race to insulate tax issues from trade obligations, we 
might be overlooking an important opportunity to expand the prin-
ciple of non-discrimination and tax ‘fairness’ in tax treaties. For these 
reasons, it is time to consider introducing a new non-discrimination 
standard in the OECD model treaty.

In fact, the model treaty’s non-discrimination article has remained 
virtually unchanged for three decades. Its provisions are specifi c and 
rules based and do not address the domestic use of discriminatory tax 
measures in a wide range of circumstances – particularly those affect-
ing non-resident service providers. Historically, this has not been a sig-
nifi cant issue. Yet, because of the primacy of tax treaties in many trade 
agreements, tax treaties can now be used as a tool to circumvent in-
ternational obligations not to discriminate against non-resident service 
providers. Further, a non-resident service provider from a country with 
no tax treaty with the source state often receives better protection from 
tax discrimination than one from a country with a tax treaty in place.

One outcome of this state of affairs is that tax discourages the provi-
sion of cross-border services and investment in industries that provide 
these services, inhibiting global welfare. These are not desirable results. 
Tax treaties should respond to the challenges posed by trade agree-
ments and provide a minimum level of protection to service providers, 
including those who are non-residents of the source state. Ideally, this 
means adding an overarching principle of non-discrimination and fair-
ness – or at least non-arbitrariness – to the non-discrimination rules of 
the OECD model treaty. While this likely remains only a distant pos-
sibility, a good starting point would be the addition of a non-discrimi-
nation principle that, at a minimum, mirrors internationally recognized 
obligations of non-discrimination in trade in services.

Notes

 1 See United Nations Conference on Trade and Development, ‘Country List 
of Bilateral Investment Treaties, online: UNCTAD <http://www.unctadxi
.org/templates/DocSearch____779.aspx>.

 2 In this paper, direct taxes include all taxes on income and capital, such as 
personal or individual income taxes, corporate income taxes, capital gains 
taxes, and wealth taxes. Other taxes, such as taxes on the supply of goods, 
sales, turnover taxes, or excise duties (indirect taxes) also affect cross-bor-
der service suppliers.

http://www.unctadxi.org/templates/DocSearch____779.aspx
http://www.unctadxi.org/templates/DocSearch____779.aspx
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 3 Tax carve-outs can also be found in most BITS; see Australia, Department 
of Foreign Affairs and Trade, ‘Australia-United States Free Trade Agree-
ment, Articles 22.1 and 22.3,’ online: Australia, Department of Foreign 
Affairs and Trade <http://www.dfat.gov.au/trade/negotiations/us_fta/
fi nal-text/index.html>.

 4 The OECD model treaty was introduced in 1977, revised in 1992, and up-
dated in 1994 and 1995. See OECD, Committee on Fiscal Affairs, Model Tax 
Convention on Income and on Capital (Paris: OECD, 2005) (loose-leaf).

 5 This comment is not intended to detract from the importance of UN model 
treaty.

 6 OECD, ‘Application and Interpretation of Article 24 (Non-Discrimination): 
Public Discussion Draft,’ online: OECD <http://www.oecd.org/
dataoecd/59/30/38516170.pdf>. The commentary to the OECD model 
treaty does not form part of the treaty itself but is widely used to interpret 
bilateral tax treaties with articles that derive from the OECD model’s 
provisions.

 7 Article 1(2)(a)–(d) defi nes four modes for trade in services.
 8 I do not argue that MFN should extend to service providers.
 9 GATS, Article XXVIII(9). This article defi nes the meaning of direct taxes 

within the GATS as ‘all taxes on income, on total capital or on elements 
of income or of capital, including taxes on gains from the alienation of 
property, taxes on estates, inheritances and gifts, and taxes on the total 
amounts of ages or salaries paid by enterprises, as well as taxes on capital 
appreciation.’

10 GATS, Article XIV(e) (‘or any other international agreement or arrange-
ment by which the Member is bound’).

11 ‘Direct taxes’ comprise all taxes on total income, total capital, or elements 
of income or of capital, including taxes on gains from the alienation of 
property, taxes on estates, inheritances and gifts, and taxes on the total 
amounts of wages or salaries paid by enterprises, as well as taxes on capi-
tal appreciation.

12 A footnote to Article XIV(d) clarifi es that ‘equitable or effective imposition 
of taxes’ includes certain specifi ed measures taken by a member under its 
taxation system.

13 See Canada’s Schedule of Commitments, online: <http://tsdb.wto.org/
wto/public.nsf/FSetReportPredifi nedAffi ch?OpenFrameSet&Frame
=F_Predefi nedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38
p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6
tbdcln780_>.

14 This is a narrower standard than that found in the GATS, which applies to 
‘like’ services and service providers.

http://www.dfat.gov.au/trade/negotiations/us_fta/final-text/index.html
http://www.dfat.gov.au/trade/negotiations/us_fta/final-text/index.html
http://www.oecd.org/dataoecd/59/30/38516170.pdf
http://www.oecd.org/dataoecd/59/30/38516170.pdf
http://tsdb.wto.org/wto/public.nsf/FSetReportPredifinedAffich?OpenFrameSet&Frame=F_PredefinedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6tbdcln780_
http://tsdb.wto.org/wto/public.nsf/FSetReportPredifinedAffich?OpenFrameSet&Frame=F_PredefinedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6tbdcln780_
http://tsdb.wto.org/wto/public.nsf/FSetReportPredifinedAffich?OpenFrameSet&Frame=F_PredefinedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6tbdcln780_
http://tsdb.wto.org/wto/public.nsf/FSetReportPredifinedAffich?OpenFrameSet&Frame=F_PredefinedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6tbdcln780_
http://tsdb.wto.org/wto/public.nsf/FSetReportPredifinedAffich?OpenFrameSet&Frame=F_PredefinedReport&Src=_o5trn8rpfe1qm4r39ccn6ssr65so2uo9lcph38p366komcphm74o66p3364p3adj6cdgj0c1n60p6ac9m7t2m8qbk8hnm6tbdcln780_
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15 See also Article 25(8), which permits thin-capitalization rules, a clear de-
parture from the national treatment obligation.

16 In general, neither the Canadian nor the U.S. tax system discriminates on 
the basis of nationality or citizenship, but on the basis of residence or loca-
tion of activities.

17 OECD, ‘Application and Interpretation of Article 24’ at 4.
18 Under the GATS (Article XVII), a country could claim an exception in its 

schedule of commitments.
19 A footnote to Article XXII(3) of the GATS further provides that, if there 

is disagreement about whether the matter falls within the scope of a tax 
treaty and the tax treaty was in existence at the time the WTO agreement 
entered into force, one country cannot unilaterally challenge the issue of 
the treaty’s scope under WTO procedures. Both parties to the existing tax 
treaty must consent if the WTO dispute resolution procedures (rather than 
tax treaty procedures) are to be used. However, if future tax treaties are 
silent on the issue, either tax treaty partner may unilaterally bring a tax 
dispute based on the jurisdictional issue before the Council for Trade in 
Services, which may then refer the matter to binding arbitration.

20 This result follows because all taxes fall within ‘the scope of a tax treaty.’ 
Although the tax treaty generally applies only to income and capital taxes, 
paragraph 6 of the non-discrimination article provides that, notwithstand-
ing, it applies to taxes of every kind and description. A note in the Com-
mentary further clarifi es this point; see OECD Commentary, Article 24, 
para. 60.

21 See, for example, Article 25 of the Convention between the United States 
of America and Canada with Respect to Taxes on Income and Capital, 26 
September 1980, U.S.-Can., T.I.A.S. No. 11,087; Protocol Amending the 
1980 Tax Convention, 14 June 1983, T.I.A.S. No. 11,087; Protocol Amend-
ing the 1980 Tax Convention, 28 March 1984, U.S.-Can., reprinted in 1 Tax 
Treaties (CCH) P 1942; Protocol Amending the 1980 Tax Convention, 17 
March 1995, U.S.-Can., reprinted in 1 Tax Treaties (CCH) P 1946; Protocol 
Amending the 1980 Tax Convention, 29 July 1997, U.S.-Can., reprinted in 1 
Tax Treaties (CCH) P 1949A. A Fifth Protocol was signed on 21 September 
2007.

22 The 2006 U.S. model tax treaty further limits the applicability of the GATS 
as follows:

 Notwithstanding the provisions of subparagraph b) of paragraph 2 of 
this Article:

 i) for purposes of paragraph 3 of Article XXII (Consultation) of the 
[GATS, which allows signatories to refer unresolved questions to ar-
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bitration], the Contracting States agree that any question arising as to 
the interpretation or application of this Convention and, in particular, 
whether a taxation measure is within the scope of this Convention, 
shall be determined exclusively in accordance with the provisions of 
Article 25 (Mutual Agreement Procedure) of this Convention; and

 ii) the provisions of Article XVII of the [GATS, providing for national 
treatment] shall not apply to a taxation measure unless the competent 
authorities agree that the measure is not within the scope of Article 24 
(Non-Discrimination) of this Convention.

23 OECD, ‘Model Tax Convention on Income and Capital (Condensed Ver-
sion)’ (Paris: OECD, July 2005) at 310.

24 See Canada-United States Tax Treaty, Article XXIX(6).
25 Article XXIII of the GATS requires that resolution of this must be directed 

fi rst to the competent authority under the relevant tax treaty. The OECD 
Commentary to Article 25 at para. 44.5 includes the following discussion 
of the scope of a tax treaty: ‘the phrase “falls within the scope” is inher-
ently ambiguous, as indicated by the inclusion in paragraph 3 of Article 
XXII of the GATS both an arbitration procedure and a clause exempting 
pre-existing conventions from its application in order to deal with disa-
greements related to its meaning.’

26 In the Canada-United States treaty, this argument appears to have been 
anticipated and quashed. Article 29(6) provides: ‘For purposes of para-
graph 3 of Article XXII (Consultation) of the General Agreement on Trade 
in Services, the Contracting States agree that (a) a measure falls within the 
scope of the Convention if the measure relates to a tax to which Article 
XXV (Non-Discrimination) of the Convention applies. As the Non-discrim-
ination Article applies to all taxes imposed by a Contracting State it is dif-
fi cult to argue that withholding tax does not fall within the scope of a tax 
treaty.’

27 The same is not true for countries governed by the treaty establishing the 
European Community. The obligations of member states with respect to 
direct taxation take priority over obligations in tax treaties or the GATS 
with other EU Members. Accordingly, EU law will apply where a Mem-
ber’s tax laws create restrictions on trade in services with EU partners. As 
more than two-thirds of OECD countries are also Members of the EU, this 
could be one reason there has been no widespread clamour to coordinate 
the tax treaty non-discrimination article with trade obligations. For the rest 
of the OECD countries and other countries that adopt the OECD model, 
the issue remains an important one.
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28 Kees Van Raad, ‘Non-discrimination in Taxation of Cross Border Income 
under the OECD Model and EC Treaty Rules: A Concise Comparison and 
Assessment’ (2005) 59 Int’l Bulletin of Fiscal Documentation 137.

29 See, for example, the General Report of the 2008 Congress on Non-Dis-
crimination at the Crossroads of International Taxation, Brussels, where 
the general reporters, all EU Members, propose a new version of Article 
24 based in part on the European Court of Justice interpretation of EU 
non-discrimination principles. Description found at IFA – Scientifi c Pro-
gramme, online: IFA <http://ifa-belgium.4your.net/Scientifi cProgramme
.html>.

30 Fair and equitable treatment has been described as ‘an “absolute”, “non-
contingent” standard of treatment, i.e. a standard that states the treatment 
to be accorded in terms whose exact meaning has to be determined, by 
reference to specifi c circumstances of application, as opposed to the “rela-
tive” standards embodied in “national treatment” and “most favoured 
nation” principles which defi ne the required treatment by reference to 
the treatment accorded to other investment’; see OECD, Directorate for 
Financial and Enterprise Affairs, ‘Fair and Equitable Treatment Standard 
in International Investment Law’ OECD Working Papers on International 
Investment 2004/3 (Paris: OECD, September 2004), online: OECD <http://
www.oecd.org/dataoecd/22/53/33776498.pdf>.

31 The following provides one example: ‘1. Each Party shall accord to ... 
treatment in accordance with the customary international law minimum 
standard of treatment of aliens, including fair and equitable treatment and 
full protection and security.’ See also Australia-United States Free Trade 
Agreement, Article 11.5, which reads: ‘For greater certainty, the concepts 
of “fair and equitable treatment” and “full protection and security” do not 
require treatment in addition to or beyond that which is required by that 
standard, and do not create additional substantive rights’; see Australia, 
‘Australia-United States Free Trade Agreement,’ online: Australian Gov-
ernment <http://www.fta.gov.au/default.aspx?FolderID=246&Article
ID=193>.

32 For example, ‘The Contracting States confi rm their shared understanding 
that “customary international law” generally and as specifi cally referenced 
in Article 24 results from a general and consistent practice of States that 
they follow from a sense of legal obligation. With regard to Article 24, the 
customary international law minimum standard of treatment of aliens re-
fers to all customary international law principles that protect the economic 
rights and interests of aliens.’ Adapted from Australia-United States Free 
Trade Agreement, Article 11.5.

http://www.oecd.org/dataoecd/22/53/33776498.pdf
http://www.oecd.org/dataoecd/22/53/33776498.pdf
http://www.fta.gov.au/default.aspx?FolderID=246&ArticleID=193
http://www.fta.gov.au/default.aspx?FolderID=246&ArticleID=193
http://ifa-belgium.4your.net/ScientificProgramme.html
http://ifa-belgium.4your.net/ScientificProgramme.html
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33 Under the GATS, Member countries may list qualifi cations and excep-
tions to the national treatment obligation. These frequently include tax 
measures. In order to avoid ambiguity about the application of this clause 
to those excepted measures an additional sentence could be added: ‘For 
greater certainly nothing in this Article shall affect the rights and obliga-
tions of any Party under any trade agreement.’ Alternatively, a paragraph 
could be added to the commentary to further clarify that differences in tax 
treatment based on listed exceptions to the national treatment obligation 
in a trade agreement provide circumstances where the tax treatment is fair 
and equitable.

34 OECD, ‘Written Response Submitted on 5 July 2007 by the ICAEW Tax 
Faculty Relating to the Public Discussion Draft on the Non-Discrimination 
Article in the OECD Model Convention Issued by OECD (3 May 2007)’, 
online: OECD <http://www.oecd.org/dataoecd/58/56/39450236.pdf>.

35 Service providers or recipients under the GATS can request their national 
government to take action against another WTO Member government 
only if they consider they are being discriminated against contrary to the 
GATS; they may not take direct action on their own behalf in any dispute 
resolution process.

36 It is proposed that a new paragraph 5 be added to Article 25 (Mutual 
Agreement Procedure) of the OECD model that would provide for manda-
tory arbitration of issues arising from cases that the states are unable to 
resolve within 24 months.

37 This is a simple addition that might appear as follows:

 The provisions of paragraph ... shall not affect the operation of any pro-
vision of the taxation laws of a Contracting State:

 (a) relating to the effective imposition or collection of taxes which is in 
force on the date of signature of this Convention (including any subse-
quent modifi cation of such provisions that does not change the general 
nature thereof); or

 b) adopted after such date by a Contracting State and which is designed 
to ensure that a person who is not a resident of that State does not enjoy, 
under the laws of that State, a tax treatment that is more favourable than 
that enjoyed by residents of that State.

38 There is a substantial body of case law with respect to indirect taxes 
and trade; see World Trade Organization, ‘Dispute Settlement: Index of 
Dispute Issues,’ online: WTO <http://www.wto.org/english/tratop_e/
dispu_e/dispu_subjects_index_e.htm#tax>.

http://www.oecd.org/dataoecd/58/56/39450236.pdf
http://www.wto.org/english/tratop_e/dispu_e/dispu_subjects_index_e.htm#tax
http://www.wto.org/english/tratop_e/dispu_e/dispu_subjects_index_e.htm#tax
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39 The question is a good one. However, unlike the case with trade in serv-
ices, there has been no global pretence at protecting non-resident investors 
from discrimination in the WTO agreement. In a perfect world, protection 
against tax discrimination would also extend to investment income, to 
business income, or to income from any source. The case is not nearly as 
compelling as one that can be made for trade in services.

40 If individual countries did not want to introduce a general non-discrim-
ination article into their tax treaty they would be free not to do so. The 
alternative would be to introduce a non-discrimination article with a clear 
indication of when it would be acceptable to introduce exceptions.



14 The New Services Permanent 
Establishment Rule in the Canada-
United States Tax Treaty
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1.0 Introduction
 

Canada and the United States enjoy highly integrated economies: in-
vestors from the United States, for instance, provide roughly two-thirds 
of the total investment in Canada. For this reason, changes to the tax 
treaty between the two countries can have important revenue and other 
consequences. The Fifth Protocol that amends the 1980 Tax Convention 
between Canada and the United States was signed on 21 September 
2007 after many years of negotiations.1 As taxpayers and their advisers 
had widely anticipated, the Protocol deals with hybrid entities and real 
estate investment trusts, eliminates the withholding tax on cross-border 
payments of interest, reduces the withholding tax on direct dividends 
to 5 per cent, and introduces an arbitration provision (see also Chapter 
10 in this volume). 

The Protocol also contains some surprises, perhaps the biggest of 
which was Canada’s agreeing to the reciprocal application of the limi-
tation on benefi ts provision (Article XXIXA), which, since 1984, had ap-
plied only in respect of the United States. The other surprise, at least to 
me, was the amendment of the defi nition of a permanent establishment 
(PE) to deem services provided by a resident of one country to be a PE 
in the other country in certain circumstances where the resident does 
not otherwise have a PE there – that is, does not have a fi xed place of 
business there or a dependent agent with authority to contract on be-
half of the resident. 

A more basic services PE rule, as I refer to it here, is contained in the 
United Nations Model Double Tax Convention (hereafter referred to as 
the ‘UN model’),2 and both Canada and the United States have treaties 
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with developing countries that contain such provisions.3 However, a 
services PE rule is not a feature of U.S. tax treaty policy – it is not found 
in the U.S. model treaty issued in 20064 – nor is it typically found in 
Canadian tax treaties, except in those with developing countries and 
presumably at the insistence of those countries.

It is clear that Canada, rather than the United States, wanted the 
new services PE rule in the Fifth Protocol.5 The Canadian tax authori-
ties were not pleased with the results in the Dudney6 and Wolf 7 cases. 
In Dudney, a U.S. consultant worked at his Canadian client’s premises 
for almost a full year and yet was found not to have a fi xed place of 
business PE in Canada. In Wolf, a U.S. engineer worked full time at 
the same location in Canada for fi ve years but was held not to be resi-
dent in Canada, not to be employed in Canada, and not to have a PE 
in Canada. U.S. consultants working in Canada for more than 183 days 
in any twelve-month period will be subject to Canadian tax under the 
new services PE rule in the Fifth Protocol. 

This chapter examines the new services PE rule, describes the scope 
of its coverage, and identifi es some interpretive problems. As part of 
the analysis, the services PE rule in the Fifth Protocol is compared 
to the services PE rule in the 2008 update to the model treaty of the 
Organisation for Economic Co-operation and Development (OECD) 
(hereafter referred to as the ‘OECD services PE rule’)8 and to the serv-
ices PE rule of the UN model treaty (referred to as the ‘UN services PE 
rule’). The new OECD services PE rule does not involve any change 
to the OECD model treaty.9 Instead, it involves the addition to the 
Commentary on Article 5 of an alternative treaty article that countries 
wishing to expand their taxation of income from services are free to 
adopt.

 
2.0 The Services PE Rules in the UN and OECD Model 

Conventions 

In order to facilitate subsequent comparisons with the services PE rule 
in the Fifth Protocol, the UN services PE rule and the OECD services PE 
provision in the Commentary on Article 5 of the OECD model are set 
out here. For the sake of completeness, Article 14(1)(b) of the UN model 
is also mentioned. 

Under Article 5(3)(b) of the UN model, a PE encompasses ‘[t]he fur-
nishing of services, including consultancy services, by an enterprise 
through employees or other personnel engaged by the enterprise for 
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such purpose, but only if activities of that nature continue (for the same 
or a connected project) within a Contracting State for a period or peri-
ods aggregating more than six months in any twelve-month period.’

In addition, under Article 14 of the UN model, income from profes-
sional and other independent services performed by a resident of one 
country in the other country may be taxed in the other country if the 
resident has a ‘fi xed base’ in the other country or if the resident’s ‘stay 
in the other Contracting State is for a period or periods amounting to 
or exceeding in the aggregate 183 days in any twelve-month period 
commencing or ending in the fi scal year concerned.’ Obviously there 
is some overlap between Articles 5(3)(b) and 14(1)(b) of the UN model, 
which causes some troublesome issues of interpretation that are beyond 
the scope of this chapter.10 This overlap does not occur in the OECD 
model because Article 14 of that model was deleted in 2000, but even 
before its deletion the article applied only if the services were provided 
through a fi xed base in the source country.

In the changes to the Commentary on Article 5 contained in the 
2008 update, the OECD includes the following provision as an alter-
native services PE rule that Member States may include in their tax 
treaties:

Notwithstanding the provisions of paragraphs 1, 2 and 3, where an en-
terprise of a Contracting State performs services in the other Contracting 
State

a) through an individual who is present in that other State for a period 
or periods exceeding in the aggregate 183 days in any twelve-month 
period, and more than 50 per cent of the gross revenues attributable 
to active business activities of the enterprise during this period or 
periods are derived from the services performed in that other State 
through that individual, or

b) for a period or periods exceeding in the aggregate 183 days in any 
twelve-month period, and these services are performed for the same 
project or for connected projects through one or more individuals 
who are present and performing such services in that other State,

the activities carried on in that other State in performing these services 
shall be deemed to be carried on through a permanent establishment of 
the enterprise situated in that other State, unless these services are limited 
to those mentioned in paragraph 4 which, if performed through a fi xed 
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place of business, would not make this fi xed place of business a perma-
nent establishment under the provisions of that paragraph. For the pur-
poses of this paragraph, services performed by an individual on behalf 
of one enterprise shall not be considered to be performed by another en-
terprise through that individual unless that other enterprise supervises, 
directs or controls the manner in which these services are performed by 
the individual.11

3.0 Article V(9) of the Fifth Protocol

3.1 General Comments
 

The services PE rule of the Fifth Protocol is contained in Article V(9), 
which reads as follows:

 
Subject to paragraph 3, where an enterprise of a Contracting State pro-
vides services in the other Contracting State, if that enterprise is found 
not to have a permanent establishment in that other State by virtue of the 
preceding paragraphs of this Article, that enterprise shall be deemed to 
provide those services through a permanent establishment in that other 
State if and only if:

a) Those services are performed in that other State by an individual 
who is present in that other State for a period or periods aggregat-
ing 183 days or more in any twelve-month period, and, during that 
period or periods, more than 50 percent of the gross active business 
revenues of the enterprise consists of income derived from the serv-
ices performed in that other State by that individual; or

b) The services are performed in that other State for an aggregate of 183 
days or more in any twelve-month period with respect to the same 
or connected project for customers who are either residents of that 
other State or who maintain a permanent establishment in that other 
State and the services are provided in respect of that permanent es-
tablishment.

The striking similarity between Article V(9) and the OECD services 
PE rule clearly indicates that Article V(9) was based on and strongly 
infl uenced by the OECD rule.12 As a result, it is appropriate to inter-
pret Article V(9) by reference to the Commentary in connection with 
the OECD services PE rule, at least to the extent that Article V(9) does 
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not deviate from the OECD provision and to the extent that the OECD 
Commentary does not differ from the original version issued in Decem-
ber 2006 on which Article V(9) is based.13

Article V(9) applies if an enterprise of one Contracting State provides 
services in the other Contracting State and the enterprise does not have 
a PE by virtue of the other provisions of Article V. Thus, the services PE 
rule applies only if a taxpayer does not have a fi xed place of business 
PE under Article V(1) or an agency PE under Article V(5). If Article V(9) 
applies, the services are deemed to have been provided through a PE 
in the other country and the profi ts attributable to the PE are taxable by 
that country in accordance with the provisions of Article VII.

Article V(9) requires the services to be provided in the other country. 
Generally, under the tax laws of both Canada and the United States, 
income from services is considered to be derived from the place where 
the service provider is present and providing services. Therefore, if a 
resident of one country is present in the other country and performing 
services there, the income is considered to be derived from that other 
country. The question arises whether services can be performed in a 
country when the service provider is not present in that country. Such 
situations are likely to be rare in practice, although they might arise 
more frequently with technological advances.14 The important point is 
that the rule operates on the basis of where the services are performed, 
not where the services are consumed or used.15

Further, the services must be performed for other persons, not for the 
enterprise itself. For example, if a U.S. enterprise has employees who 
perform services in Canada for the enterprise for more than 183 days, 
the U.S. enterprise is not deemed to have a PE in Canada under the new 
rule. Although this point is not obvious from the wording of Article 
V(9) itself, the Commentary on the OECD rule makes it explicit.16 The 
rationale for the limitation of the new rule to services performed for 
other persons is straightforward. Articles 5 and 7 deal with the taxation 
of business profi ts derived by a resident of one country from the other 
country. Where services are provided by and for the same person, no 
business profi ts arise, although they may represent an economic benefi t 
to the person. 

Curiously, Article V(9) refers to ‘an enterprise of a Contracting State.’ 
This is the phrase used throughout the OECD model, and both the 
phrase and the term ‘enterprise’ are defi ned for purposes of the model 
(Articles 3(1)(c) and (d)). In contrast, the Canada-United States Conven-
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tion uses the terms ‘resident’ and ‘resident of a Contracting State.’17 
Since none of the other provisions of the Fifth Protocol or the conven-
tion uses the term ‘enterprise,’ it would appear that the reference to 
‘enterprise’ and ‘enterprise of a Contracting State’ in Article V(9) is a 
mistake, which could cause problems in interpreting and applying the 
rule.18 This mistake inadvertently refl ects the extent to which Article 
V(9) is based on the OECD services PE rule.

Article V(9) is subject to the same exception in Article V(6) for prepar-
atory and auxiliary activities that applies to the other PE rules.19 This 
result occurs under both the OECD and UN rules.20 Many of the activi-
ties specifi ed to be preparatory or auxiliary, however, are not applicable 
to services and, given that services provided by an enterprise to itself 
are not covered by Article V(9), the exemption for preparatory and aux-
iliary activities is probably not necessary with respect to services.

3.2 The Relationship between the Services PE Rule and the Construction 
Site PE Provision

Article V(9) is explicitly ‘subject to paragraph 3.’ As a result, the new 
services PE rule will not apply to construction sites and installation 
projects that involve the performance of services.21 The OECD has 
taken the opposite approach with respect to its alternative services PE 
rule, which applies ‘notwithstanding the provisions of paragraphs 1, 2 
and 3.’ Under the OECD rule, an enterprise may have a PE under the 
services PE rule even though there would be no PE under the construc-
tion site rule.22 The OECD acknowledges, however, that some coun-
tries might wish to have the construction site provision prevail over the 
services PE rule, and it indicates that they are free to do so.

The potential confl ict between the construction site provision in 
Article V(3) and the new services PE rule in Article V(9) is obvious 
because of the different time thresholds in the two provisions. A con-
struction site is a PE if it lasts for at least twelve months whereas under 
the new services PE rule the performance of services in a country for 
183 days or more can result in a PE.23 Consider, for example, a U.S. 
enterprise engaged in a construction project at a particular location in 
Canada that lasted for less than twelve months. In this situation, no 
PE would be considered to exist under Article V(3) because the mini-
mum threshold of twelve months would not have been met. If, how-
ever, the enterprise had employees or subcontractors working at the 
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site for more than 183 days, a PE would be deemed to exist under Ar-
ticle V(9) (assuming that the construction services were provided to 
another person, not to the enterprise itself) but for the fact that Article 
V(9) is subject to Article V(3). In contrast, under the OECD alternative 
provision, the services PE rule would trump the construction site rule. 
Whichever provision is considered to prevail, it would seem to make 
sense to minimize potential confl icts by using the same time threshold 
for both purposes.24

Even though Article V(9) is subject to Article V(3), does this mean 
that any services performed at a construction site cannot be taken into 
account for purposes of Article V(9)? For example, if an individual is 
present and performing services in the other country for 200 days dur-
ing a year but for 40 of those days the services were performed at a 
construction site in the other country, does the individual have a PE in 
that country? It is unclear in this situation whether the phrase ‘subject 
to paragraph (3)’ precludes taking the 40 days at the construction site 
into account for purposes of Article V(9), although that appears to be 
the intended result.25 In this regard it is not necessary to distinguish 
between construction and other services. It is the location where the 
services are performed that is important. Any services performed at a 
construction site (assuming that they have some connection to that site) 
are governed by the construction site provision.

3.3 The Two Aspects of Article V(9)

If an enterprise of one country provides services in the other country, 
the enterprise is deemed to provide the services through a PE in the 
other country in two circumstances:

 
• the services are performed in the other country by a single individ-

ual who is resident there for 183 days or more and a gross revenue 
test is satisfi ed; and

• the services are performed in the other country by one or more per-
sons for 183 days or more with respect to the same project or con-
nected projects for customers who are residents of the other country 
or non-residents who have PEs there. 

The structure of the OECD alternative provision is fundamentally the 
same. These two aspects of the rule are analysed in turn below.
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3.3.1 Services Performed by a Single Individual: Article V(9)(a)
Although it is not apparent from its literal wording, proposed Article 
V(9)(a) (and paragraph (a) of the OECD services PE rule) applies in two 
situations. First, if the enterprise is carried on by the individual per-
forming the services, the enterprise is deemed to have a PE if the indi-
vidual performs services in the other country and is physically present 
there for 183 days or more. In this situation, the gross revenue test will 
almost inevitably be satisfi ed. That test requires that more than 50 per 
cent of the enterprise’s gross active business revenue for the period 
during which the individual is present in the other country consists of 
income from services performed in the other country by the individual. 
The assumption seems to be that the income derived from services per-
formed by the individual in the other country for the period in which 
the individual is present there will represent most or all of the gross 
business revenue of the individual for that period.26 Note that for the 
purposes of this rule it does not matter whether the individual per-
forms services for a single client or several clients, whether the services 
are performed with respect to the same project or a connected project, 
or whether the services are performed for residents or non-residents. 

In effect, any U.S.- or Canadian-resident individual who is present 
in the other country for 183 days or more and performs any services 
in that country as a sole proprietor (or, as discussed below, on behalf 
of a personal services corporation) is deemed to provide those serv-
ices through a PE in that country. In this situation the existence of a PE 
is essentially based on physical presence. For example, assume that a 
resident of Canada spends half the year in Canada (180 days) and half 
(the winter) in the United States (185 days). While in the United States 
the individual performs services for a few days for one of his Canadian-
resident clients but does not perform any other services in the United 
States. In this situation the Canadian resident is deemed to have a PE in 
the United States because:

• the Canadian-resident individual performs services in the United 
States;

• the Canadian-resident individual is present in the United States for 
183 days or more; and

• more than 50 per cent of the individual’s gross active business 
revenue for the time spent in the United States is derived from the 
services performed in the United States.
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Based as it is on physical presence, the application of this aspect of the 
services PE rule is quite certain: an individual is either present in the 
other country or not. Presumably, the physical presence test will be in-
terpreted on the same basis as the presence test in Article 15(2) of the 
OECD model treaty. As a result, all days of presence are counted except 
days on which the taxpayer intended to leave but was prevented from 
doing so by accident or illness.27

It might be questionable as a matter of tax policy for one country to 
tax a resident of the other country on services income just because the 
individual is physically present in the country for 183 days or more. 
However, Article 15 of both the OECD model and the Canada-United 
States Convention dealing with employees and the new services PE 
rule dealing with independent contractors are consistent in this regard. 
Under Article 15, the source country is entitled to tax any income from 
employment derived by a resident of the other country from employ-
ment exercised in the source country if the resident is present there for 
183 days or more, and in the case of Article XV(2) of the Canada-United 
States Convention, the remuneration exceeds $10,000.28 Similarly, un-
der the new services PE rule, the source country is entitled to tax any in-
come from services performed in the country by an individual resident 
in the other country as long as the individual is present for 183 days or 
more. The difference between the two provisions is that Article 15 al-
lows the source country to tax income from employment derived by a 
resident of the other country even if the resident is present for less than 
183 days, in situations where the remuneration is paid by a resident of 
the source country or is borne by a PE of a non-resident in the source 
country (that is, the remuneration erodes the source country’s tax base). 
There is no similar provision in paragraph (a) of the new services PE 
rule, although there is a base erosion test with respect to paragraph (b) 
of the rule, as discussed below.

The second situation in which paragraph (a) of the new services PE 
rule applies is where the individual performs the services on behalf of a 
corporation, partnership or sole proprietorship. The gross revenue test 
is important in this context. In the absence of this aspect of the services 
PE rule, the full impact of the rule could be avoided by individuals who 
provide their services in the other country as employees of personal 
corporations, as partners of partnerships, or as employees of sole pro-
prietorships. For example, if A, an individual resident in Canada, forms 
a corporation, ACo, under the laws of Canada and ACo provides serv-
ices in the United States through A’s acting as an employee of ACo for 
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more than 183 days, the United States would be entitled to tax A on the 
employment income but would not be entitled to tax ACo on its income 
from the services provided in the United States unless ACo had a PE in 
the United States. A’s employment income could be set at an amount 
signifi cantly less than the full amount of the revenue derived from the 
services performed by A in the United States. Under the new services 
PE rule, ACo (the enterprise) would be deemed to provide the serv-
ices performed by A in the United States through a PE there because 
the services are performed by an individual (A) who is present in the 
United States for 183 days or more and more than 50 per cent of ACo’s 
gross revenue from active business for the period that A is present in 
the United States is attributable to the services performed in the United 
States by A. As a result, the United States would be entitled to tax A 
on the employment income and ACo on its income from services per-
formed in the United States by A.

Although the new rule appears to be targeted primarily at personal 
service corporations performing services in the other country, literally 
it applies to any resident enterprise of one of the countries perform-
ing services in the other country. As a result, it applies to any person 
resident in one of the countries who performs services in the other 
country if the services are provided by an individual. Further, it is ir-
relevant whether the individual who performs the services is a resi-
dent of the country in which the services are provided, the country in 
which the enterprise is resident, or a third country. The services PE 
rule gives the source country the right to tax the enterprise deriving 
income from services provided in the source country if the services 
are performed by any individual who is present there for 183 days or 
more. Further, it is irrelevant whether the individual who performs the 
services is an employee of the enterprise or an independent contrac-
tor.29 For example, if Canco, a company resident in Canada, hires a 
U.S.-resident individual to perform services in the United Sates on its 
behalf, Canco is deemed to provide those services through a PE in the 
United States (assuming, of course, that the U.S. individual is present 
in the United States for at least 183 days) unless less than 50 per cent of 
its gross revenue for the relevant period is attributable to the services 
performed in the United States by that U.S. resident. Therefore, if the 
income derived from the U.S.-resident individual’s services represents 
more than half of the enterprise’s gross active business revenue, the 
source country (in this example, the United States) is entitled to tax the 
enterprise.
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3.3.2 The Gross Revenue Test in Article V(9)(a)
Several points may be noted about the wording and operation of the 
gross revenue test. First, the fundamental idea underlying the test is 
to restrict the application of the rule to enterprises that derive most of 
their business revenues from the provision of services.30

Second, the relevant period for the application of the test is the time 
during which the individual who performs the services is present in the 
source country. This period must be at least 183 days because otherwise 
the services PE rule does not apply.31 The period of presence may be 
longer than the period during which services are provided and rev-
enue derived. It is unclear, however, whether the period for purposes 
of the gross revenue test is the total period during which the individual 
is present in the other country or any period of 183 days. The words 
‘that period or periods’ in Article V(9)(a) could refer to either period.32 
The former interpretation seems to be a more natural construction and 
would prevent the tax authorities from selecting any period of 183 
days. On the other hand, if a minimum period or periods of presence 
of 183 days is suffi cient to trigger the application of the provision, it 
would seem logical for the gross revenue test to apply on the basis of 
the same period. Assuming on the facts of the previous example that 
the U.S. resident was present in the United States for the entire year, the 
issue is whether the relevant period for the gross revenue test would be 
the entire year or any period of 183 days during that year. If the relevant 
period is the entire year, the rule would apply only if more than 50 per 
cent of Canco’s gross revenue for the entire year is attributable to the 
services performed by the U.S. resident. If, however, the relevant pe-
riod is any period of 183 days in the year, the rule would apply if more 
than 50 per cent of Canco’s gross revenue for any such period is attrib-
utable to the U.S. resident’s services. For example, if the U.S. resident 
performed services for Canco for only part of the year, the days during 
which services were not provided could be excluded so that the gross 
revenue test would be more likely to be met.

Third, only the enterprise’s gross business revenues, not its total 
gross revenue, is taken into account. The term ‘gross active business 
revenues’ is not defi ned in the treaty, so presumably the term has its do-
mestic law meaning under Article 3(2) unless the context of the treaty 
requires a different meaning. Under Canadian tax law, the term has a 
reasonably well-defi ned meaning. The general effect is to exclude in-
vestment income from the gross revenue test. However, business in-
come derived from activities other than services is taken into account.
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It is unclear from the terms of the proposed services PE rule how 
the gross revenues or active business income from services are to be 
computed. In general, profi ts from a business for purposes of Article 
7 are determined in accordance with domestic law.33 Therefore, in the 
absence of any explicit words in the treaty, it would appear that both 
gross active business revenues and income from services for purposes 
of proposed Article V(9) should be calculated in accordance with the 
domestic law of the country in which the services are performed. How-
ever, the draft OECD Commentary with respect to the alternative serv-
ices PE rule indicates that gross revenues from active business should 
be the amounts charged by the enterprise irrespective of the date the 
amounts are billed or domestic tax rules as to the timing of recognition 
of the revenues.34

Fourth, the wording of the gross revenue test is peculiar.35 Literally, 
the test requires a determination of the percentage that the income de-
rived by the enterprise from the services performed by the particular 
individual is of the enterprise’s gross revenue from active business. This 
appears at fi rst glance to be a comparison of apples (income) and orang-
es (gross revenue). Using gross revenue derived by the enterprise from 
the individual’s services rather than income, as is done in the OECD 
provision, would appear to be much simpler and more appropriate.36

The income derived by an enterprise from the services performed 
by an individual as an employee of the enterprise would presumably 
be the gross revenue from the services less the expenses incurred in 
rendering the services. In most cases the largest expense incurred in 
rendering the services would be the employee’s salary. The smaller the 
employee’s salary, the greater the income derived by the enterprise 
from the services and the more likely it is that that income will repre-
sent more than 50 per cent of the enterprise’s gross revenue. For exam-
ple, assume that Canco provides services in the United States through 
its sole shareholder and employee, who is present in the United States 
for more than 183 days. The gross fee charged by Canco for the serv-
ices is $100,000. If the employee’s salary is less than $50,000 (assuming 
that is the only expense incurred by Canco in earning the revenue), 
then Canco’s income from the services will be more than $50,000, the 
gross revenue test will be met and Canco will be deemed to render the 
services through a PE in the United States. If, on the other hand, the em-
ployee’s salary is more than $50,000, then Canco’s income derived from 
the services will be less than $50,000 and the gross revenue test will not 
be met. It is questionable whether this result makes sense. Although the 
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United States would be entitled to tax the employee’s salary, in these 
circumstances there is no apparent reason why it should not be entitled 
to tax the entire income derived in the United States by Canco. How-
ever, the reference to income and gross revenue is so clear and contrasts 
so sharply with the wording of the OECD services PE rule, which refers 
exclusively to gross revenue, that it seems unlikely that the reference to 
income was unintentional.37

It may be that Canada and the United States decided that, if the in-
come derived by an enterprise resident in one country from the services 
performed by an individual in the other country is less than 50 per cent 
of the enterprise’s gross revenue from those services, the tax should 
be shared between the two countries: the source country taxing the in-
dividual’s employment income and the residence country taxing the 
enterprise’s income. However, if the income derived from the services 
is more than 50 per cent of the enterprise’s gross revenue, the source 
country is entitled to tax both the individual’s employment income and 
the income derived by the resident of the other country from the serv-
ices performed in the source country.

Finally, in situations other than those involving one-person corpora-
tions, it might be diffi cult to determine the percentage of an enterprise’s 
gross revenue that is derived from services performed by a particular 
individual. The gross revenue of a business is typically derived from a 
combination of its assets (tangible and intangible, including goodwill) 
and its personnel (employees and other personnel). Determining how 
much revenue should be considered to be derived from the assets and 
how much from the employees or other personnel would be diffi cult 
in many cases. However, under Article V(9) it is also necessary to de-
termine how much income is derived from the services performed by 
a particular individual for a particular period. These diffi culties per-
haps indicate that the new services PE rule is intended to apply only to 
closely held personal service corporations. 

The gross revenue/income test in the new services PE rule of the 
Canada-United States Convention is different in this regard from the 
gross revenue test in the OECD services PE rule, which involves a com-
parison of the gross revenue derived by the enterprise from the services 
performed by the individual and the total gross revenue from active 
business derived by the enterprise. Therefore, on the facts of the pre-
ceding example, under the OECD provision, the source country would 
be entitled to tax both the individual and the enterprise even if the em-
ployee’s salary is more than $50,000.
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The need to calculate income derived by an enterprise from services 
performed by any particular individual makes the new services PE rule 
in the Canada-United States Convention considerably more diffi cult to 
apply than the OECD rule.

3.3.3 Services Generally: Article V(9)(b)
The second aspect (paragraph (b)) of the new services PE rule is broad-
ly similar to Article 5(3)(b) of the UN model. Under Article V(9)(b), an 
enterprise of one country is deemed to provide services through a PE 
in the other country if services are provided for 183 days or more in 
any twelve-month period with respect to the same project or connect-
ed projects. The new rule applies on a project-by-project basis except 
that for this purpose connected projects are aggregated. Moreover, the 
services must be provided to customers who are residents of the other 
country or non-residents who have a PE in the other country, and the 
services must be provided in respect of that PE.

The 183-day threshold period for paragraph (b) of the new services PE 
rule is fundamentally different from the 183-day period for paragraph 
(a) discussed above. For paragraph (a) any day during which an indi-
vidual is present in the other state is counted, whereas for paragraph 
(b) only the days on which services are provided are counted.38 A test 
based on the number of days of physical presence has the advantage of 
certainty because an individual is either present or not. In contrast, it 
is more diffi cult to determine the days on which an individual is actu-
ally providing services. For example, an enterprise may provide serv-
ices in the other country by sending employees there. The employees 
may be present in the other country on weekends and holidays during 
which they may or may not work. If an employee or an independent 
contractor works on a project even for part of a day, that day should be 
counted as a day on which the enterprise provides services in the other 
country.39 For some employees, payroll records may provide evidence 
as to the days on which services are rendered. For other employees and 
independent contractors, it may be diffi cult for the tax authorities to 
apply the 183-day threshold with much precision.40 The Commentary 
on Article 5 in the draft 2008 update indicates that days on which per-
sonnel are available on standby should be taken into account as days 
on which services are performed if the enterprise charges standby fees 
(paragraph 42.42).

For purposes of Article V(9)(b), it is not necessary for the same indi-
vidual to provide services for the entire 183-day period. All that is nec-
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essary is that some individuals, employees, or other personnel provide 
services for the enterprise in the other country for 183 days or more in 
the aggregate. The fact that no particular individual performs services 
in the country for at least 183 days is irrelevant. By the same token, if 
multiple individuals are performing services for the enterprise on any 
particular day, that counts only as one day that the enterprise is per-
forming services.41

Like both the UN and OECD services PE rules, Article V(9)(b) of the 
Fifth Protocol requires not only that the services be provided in the 
country for at least 183 days, but also that the services be provided for 
‘the same or connected project.’ The use of the singular in ‘project’ in 
this regard is a bit puzzling.42 The use of the plural, as in the OECD 
rule and Article 5(3) of the UN model (‘for the same project or for con-
nected projects’), would seem to be more natural, particularly when 
the provision goes on to refer to ‘customers.’ As a result of this con-
nected-project requirement, the provision cannot be applied simply by 
aggregating the number of days that an enterprise provides services 
in the country. Thus, an enterprise may perform services in the other 
country for 180 days for one project and an additional 180 days in the 
same twelve-month period on a different project without having a PE. 
In short, the 183-day threshold must be applied on a project-by-project 
basis in the same way that the six-month minimum time threshold set 
out in the Commentary on Article 5(1) must be applied to each fi xed 
place of business.43

There is no defi nition of the term ‘project’ or the more troubling ‘con-
nected project.’ Presumably, the term ‘project’ has its ordinary meaning 
in this context.44 The Commentary on Article 5(3) of the OECD model 
suggests that a construction site should be considered to be single place 
even if it involves several contracts ‘provided that it forms a coherent 
whole commercially and geographically,’ and it gives the example of 
the construction of a row of houses for different buyers (paragraph 18). 
In addition, the Commentary indicates that construction projects, such 
as roadwork, that involve the periodic relocation of activities should be 
regarded as a single site (paragraph 20). The Commentary on Article 
5(3)(b) of the UN model simply indicates that the purpose of the refer-
ence to connected projects is to avoid aggregating unrelated projects; 
however, the UN Commentary does not indicate how to determine 
whether projects are connected.45 The Commentary on Article 5 in the 
draft 2008 update indicates that connected projects must have commer-
cial coherence, but does not mention geographical coherence.46 It seems 
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inevitable, as the OECD Commentary indicates, that whether services 
are provided for the same or a connected project or for separate projects 
must be determined based on the circumstances of each case.47 Factors 
that are important, but not determinative, in this regard include:

• whether the services are provided by the same individuals;
• whether the services are provided under the same or different 

contracts;
• whether the services are provided for the same or related enter-

prises; 
• whether the nature of the services provided is the same or different; 
• whether the services are provided at the same or different locations; 

and
• whether the services are provided continuously or at different 

times.48

Given the uncertainty, it seems likely that taxpayers will try to structure 
their affairs to have separate projects of less than 183 days’ duration.

An exchange of diplomatic notes in connection with the Fifth Proto-
col indicates that ‘projects shall be considered to be connected if they 
constitute a coherent whole, commercially and geographically.’49 This 
test is used in the existing Commentary on Article 5 of the OECD model 
to determine whether business activities carried on in neighbouring lo-
cations can be considered a single place of business.50 It is not at all 
clear, however, why geographical coherence, which is obviously rel-
evant for purposes of Article 5(1) because of the reference to a ‘fi xed 
place of business,’ is relevant (or how it is relevant) for purposes of 
determining whether service projects are connected, especially in light 
of the implicit rejection by the OECD Commentary of any requirement 
for geographical coherence.

Consider the example given in the Commentary on Article 5 of 
the OECD model of a non-resident consultant who provides training 
services pursuant to a single contract at various branches of a bank.51 
According to the Commentary, each branch must be considered as a 
separate geographical place of business, although the project is a coher-
ent whole from a commercial perspective. Initially it would seem that, 
under new Article V(9)(b), there is a PE in these circumstances because 
the training of the bank’s employees, despite taking place at different 
locations, constitutes a single project (one contract with the same client) 
or connected projects (multiple contracts for similar services with the 



296 Brian J. Arnold

same client).52 If, however, the projects must have geographical coher-
ence, as specifi ed in the Exchange of Notes, then presumably the result 
would be the same as for a fi xed place of business (that is, there is no 
PE because the services are performed at different locations).53 If geo-
graphical coherence is required, the scope of the inclusion of connected 
projects is quite narrow. Moreover, as noted above, if geographical co-
herence is also required for a project, then Article V(9)(b) as a whole is 
much less important than it otherwise would be. 

Many other important questions, which could and should be clari-
fi ed, arise in connection with this aspect of Article V(9)(b). Is the exist-
ence of a project to be determined from the perspective of the service 
provider or the client?54 Can services provided pursuant to contracts 
with a related person be considered to be part of the same project or a 
connected project? The use of the plural term ‘customers’ in Article V(9)
(b) suggests that a single project or connected project can be conducted 
with multiple clients whether or not they are related. The Commentary 
on Article 5 in the 2008 update points to ‘different contracts ... conclud-
ed with the same person or with related persons’ as one of the factors 
to be considered in determining if projects are connected (paragraph 
42.41).

Finally, can services provided by a related person be considered to be 
part of the same project or a connected project? In general, the activi-
ties of related persons are not aggregated for purposes of determining 
the existence of a PE under Article 5 of the OECD model. For example, 
therefore, if two related enterprises have fi xed places of business in a 
country for less than six months, neither enterprise is considered to 
have a PE in the country even if, taken together, they have fi xed places 
of business in the country for more than six months. Similarly, if the 
activities of an enterprise qualify for the exemption for preparatory or 
auxiliary activities under Article 5(4) of the OECD model, that exemp-
tion is not lost if those activities would not be preparatory and auxiliary 
if aggregated with the activities of a related enterprise. As a result, split-
ting service contracts among related entities may be a relatively simple 
means of avoiding a PE under Article V(9)(b) in some circumstances. 
The OECD Commentary explicitly refers to this problem and suggests 
that countries can either rely on their domestic anti-avoidance rules to 
prevent this type of abuse or insert a specifi c provision in the treaty.55 

Unlike the OECD services PE rule, Article V(9)(b) specifi es that the 
services must be provided for customers who are residents of the other 
country or non-residents with a PE in the other country, in which case 
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the services must be provided in connection with the PE. This aspect of 
Article V(9)(b) demonstrates a concern about the erosion of the tax base 
similar to that refl ected in Article 15(2) of both the OECD model and 
the Canada-United States Convention. If the services are provided to 
a resident of the other country or to a non-resident in connection with 
the non-resident’s PE in the other country, the amount paid or payable 
for the services presumably will be deductible by the resident or non-
resident in computing income under the other country’s tax law. Since 
the source country’s tax base is eroded by the service fees, it is appro-
priate for the source country to tax those fees if the other requirements 
of Article V(9)(b) are met. On the other hand, if the services are pro-
vided to other customers (that is, non-residents who do not have a PE 
in the other country), the source country does not have the right to tax 
the service fees even if the other requirements of Article V(9)(b) are met, 
because those fees presumably will not be deductible by those non-
residents for purposes of the source country’s tax base.56 In contrast, 
under the OECD rule, in these circumstances a PE would be deemed to 
exist and the source country would be entitled to tax the profi ts from 
the services even though there would be no erosion of its tax base. The 
difference between the OECD provision and Article V(9)(b) appears to 
refl ect concern by Canada and the United States to restrict their source-
country taxing rights with respect to services to situations in which the 
source country’s tax base would otherwise be eroded.57

The restriction of Article V(9)(b) to services provided to residents 
of the other country or non-residents with a PE in the other country 
raises two interpretive issues. First, how is the existence of a PE to be 
determined for this purpose? For example, if a U.S. resident performs 
services in Canada for a resident of, say, Germany, Article V(9)(b) gives 
Canada the right to tax the U.S. resident only if the resident of Germany 
has a PE in Canada. Is this determination made under the Canada-Ger-
many treaty or the Canada-United States treaty? The former approach 
would raise some diffi cult issues, so fortunately, Article V(10) of the 
Fifth Protocol (previously Article V(9)) provides explicitly that the pro-
visions of Article V apply for purposes of determining whether any 
person has a PE in any state. Second, the services must be provided ‘in 
respect of’ the non-resident’s PE. It is curious why such vague language 
is used. As discussed earlier, the intent seems to be to allow the source 
country to tax only if the amount payable for the services is deductible 
in computing the profi ts attributable to the PE under Article 7. As a 
result, language similar to that of Article 15(2) (‘borne by a permanent 
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establishment,’ which, by virtue of the Commentary, clearly means de-
ductible in computing the profi ts of the PE) would have been clearer.

As noted earlier, Article V(9)(b) applies to both services provided by 
employees of an enterprise and by independent contractors hired by 
the enterprise. The OECD rule is the same in this respect. The UN serv-
ices PE rule refers to services provided through ‘employees or other 
personnel engaged by the enterprise for such purpose.’ Although it is 
obviously appropriate to eliminate any incentive for non-residents to 
provide services through independent contractors rather than employ-
ees, it is questionable whether the days spent by independent contrac-
tors providing services in a country under contract with a non-resident 
should, in all circumstances, be counted as days in which the non-resi-
dent is considered to be providing services in the source country.58 The 
OECD rule explicitly provides that services performed by a subcon-
tractor are not taken into account unless the subcontractor is working 
under the supervision, direction, or control of the non-resident enter-
prise.59 Only if the independent contractor is effectively a substitute 
for an employee should the services it provides be attributed to the 
non-resident enterprise.

 
4.0 Conclusion

In a globalized world that encourages enhanced cross-border services, 
governments are struggling to develop appropriate tax rules that will 
not inhibit the provision of these services while ensuring there is a fair 
division of tax revenues resulting from taxing them. The addition of a 
services PE rule to the Canada-United States Convention is a signifi cant 
development with respect to tax treaties. Previously, such rules were 
restricted to treaties with developing countries. However, in 2008, the 
OECD added an alternative services PE provision to the Commentary 
so that member countries wishing to include such a provision in their 
treaties would have a model provision to follow.

The United States opposes the inclusion of a services PE rule in the 
Commentary on the OECD model. Despite the U.S. opposition, the 
OECD action and the inclusion of a services PE rule in the Canada-
United States Convention legitimizes the use of such provisions by de-
veloped countries and can be expected to encourage other developed 
countries to consider including similar provisions in their tax treaties. 
The U.S. opposition to the OECD provision is ironic given that the new 
services PE rule in the Canada-United States Convention is based so 
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closely on the OECD provision. Moreover, where the new services PE 
rule in the Canada-United States Convention differs from the OECD 
rule, the Canada-United States version of the rule appears to suffer in 
comparison. I will refrain from expressing any opinion on what the 
new services PE rule would have looked like without any OECD model 
provision to follow.
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(referred to here as ‘Technical Explanation to Article V(9)’). The Canadian 
Department of Finance accepted the U.S. Technical Explanation as also 
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25 The Technical Explanation to Article V(9) does not mention the relation-
ship between Article V(9) and Article V(3).
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26 An individual can be in only one place at any particular time, so that, 
while an individual is in the other country performing services, he or she 
cannot be elsewhere producing gross revenue. Note, however, that, as dis-
cussed below, income is net of expenses while gross revenue is not.

27 Paragraph 5 of the Commentary on Article 15. Paragraph 42.36 of the Com-
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29 Paragraph 42.32 of the Commentary on Article 5.
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does the Technical Explanation to Article V(9).
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model.

34 Paragraph 42.37 of the Commentary on Article 5.
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only to gross revenue.
36 Surprisingly, the Technical Explanation to Article V(9) does not attempt to 

explain this issue; however, in an example, it assumes that ‘income’ refers 
to gross revenue derived by the enterprise from the individual’s services.

37 In light of the Technical Explanation to Article V(9), however, the conclu-
sion is more likely that this is simply another mistake.

38 The December 2006 version of the OECD rule also counted days on which 
an individual is present in a country for the purpose of providing serv-
ices, although no services are actually provided. The OECD was revised 
to count only those days on which an individual is present and provides 
services.

39 An argument can be made that a day should be taken into account only if 
the individual works for what is customarily considered to be a full work-
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ing day (seven to eight hours). Such an interpretation would be inconsist-
ent with the presence test in Article V(9)(a) and Article XV(2), under which 
presence for any part of a day counts as a day.

40 Paragraph 42.42 of the Commentary on Article 5 does not provide much 
help in this respect. It suggests that the 183-day threshold should be based 
on the number of working days. The Technical Explanation to Article V(9) 
is similarly unhelpful.

41 Paragraph 42.39 of the Commentary on Article 5. The Technical Explana-
tion to Article V(9) takes the same position.

42 The Exchange of Notes between the two governments, discussed below, 
refers to ‘projects.’ Also, the Canadian Interpretation Act, R.S.C. 1985, c. I-21 
as amended, section 33(3) provides that terms in the singular include the 
plural and vice versa.

43 Paragraph 6 of the Commentary on Article 5 of the OECD model.
44 The Shorter Oxford English Dictionary defi nes ‘project’ very broadly as ‘a 

planned or proposed undertaking; a scheme.’
45 Paragraph 12 of the Commentary on Article 5 of the OECD model.
46 Paragraph 42.41 of the Commentary on Article 5.
47 Technical Explanation to Article V(9).
48 Paragraph 42.41 of the Commentary on Article 5. The last two factors are 

not mentioned in the Commentary.
49 Canada, ‘Diplomatic Notes: Annex B to the Convention (September 21, 

2007), online: Canada <www.fi n.gc.ca/treaties/U.S._AnnexBe.html>.
50 Commentary on Article 5, paragraphs 5.1–5.4, 18, and 20.
51 Paragraph 5.4; the same example is used in the Technical Explanation to 

Article V(9).
52 Assuming, of course, that the consultant performs services in the other 

country for 183 days or more in the aggregate.
53 The Exchange of Notes deals exclusively with the concept of connected 

projects. Therefore, it is possible to argue that it is not necessary to have 
geographical coherence for a single project. In other words, a single project 
can include services performed at different locations as long as there is 
commercial coherence. In this regard, reference might be made to para-
graph 20 of the Commentary on Article 5 of the OECD model, which treats 
the assembly of parts of a large structure at various locations and fi nal as-
sembly at a different location as a single project. However, to require geo-
graphical coherence for multiple projects but not for a single project seems 
to be a very strange and inconsistent interpretive approach.

54 The Technical Explanation to Article V(9) makes it clear that the issue must 
be determined ‘from the point of view of the enterprise (not that of the 
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customer).’ Paragraph 42.40 of the Commentary on Article 5 indicates that 
‘the same project’ should be interpreted from the perspective of the service 
provider, not that of the client. In the December 2006 version of the Com-
mentary, the same interpretive approach applied to the issue of connected 
projects. The reference to connected projects was deleted from paragraph 
42.40.

55 Paragraph 42.45 of the Commentary on Article 5, which contains a sample 
anti-avoidance provision. The Technical Explanation to Article V(9) is si-
lent on this issue.

56 Assuming that the non-resident is resident in a country with which the 
source country has a treaty, the non-resident would not taxable by the 
source country on its business profi ts because it does not have a PE in the 
source country. If, however, there is no applicable tax treaty, it is possible 
that a non-resident could be taxable in Canada or the United States and the 
service fees would be deductible even where the non-resident did not have 
a PE in either Canada or the United States. This is because neither country 
uses the PE concept in its domestic law to determine if non-residents are 
taxable on business profi ts.

57 The Technical Explanation to Article V(9) states that ‘the intent of this re-
quirement is to reinforce the concept that unless there is a customer in the 
other State, such enterprise will not be deemed as participating suffi ciently 
in the economic life of that other State to warrant being deemed to have a 
permanent establishment.’

58 See B.J. Arnold, ‘Threshold Requirements for Taxing Business Profi ts 
under Tax Treaties’ in B.J. Arnold, J. Sasseville, and E.M. Zolt, eds., The 
Taxation of Business Profi ts under Tax Treaties (Toronto: Canadian Tax Foun-
dation, 2004) 55 at 88–9.

59 This point was clarifi ed in the fi nal version of the Commentary on Article 
5 added in the 2008 update.
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border Trade in Services in an Age of 
Globalization

walter hellerstein*

1.0 Introduction

In an era of heightened cross-border fl ows of investment and trade, the 
conceptual foundation is being laid for the rules on value-added tax 
(VAT) or, as in Canada’s case, goods and services tax (GST) that govern 
the tax treatment of cross-border trade in goods and services. These 
rules generally permit governments to apply their VAT or GST to goods 
and services that are ‘consumed’ within their borders, on the princi-
ple that consumption should be taxed where it occurs.1 This seemingly 
self-evident proposition is widely accepted with respect to the proper 
place of consumption taxation of cross-border trade. Thus, in explicat-
ing the fundamental precepts that should inform consumption taxa-
tion,2 the Committee on Fiscal Affairs of the Organisation for Economic 
Co-operation and Development (OECD) has declared that ‘[r]ules for 
the consumption taxation of cross-border trade should result in taxa-
tion in the jurisdiction where consumption takes place.’3 Likewise, in 
describing the rules for where taxation of supplies of services under the 
European Union’s VAT should take place, the EU Council observes that 
‘the place of taxation should, in principle, be the place where the actual 
consumption takes place.’4 

What might seem self-evident as a matter of principle, however, can 
be diffi cult to implement as a matter of practice. Suppose, for example, 
that I were to drive from the United States to a symposium in Canada 
and fi ll my car’s gas tank immediately prior to crossing the Canada-
U.S. border. Clearly, as a matter of principle, my consumption of the 
gasoline purchased in the United States should be taxed in Canada, 
because Canada is the ‘jurisdiction where consumption takes place.’ 
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Just as clearly, as a matter of practice, we know that the gasoline will 
be taxed in the United States, because that is the only practical place of 
taxation for a tax on gasoline purchased at the pump, at least in a typi-
cal business-to-consumer transaction.5 

This simple example illustrates a fundamental feature of consump-
tion taxes involving cross-border trade (and one to which most of this 
chapter is devoted) – namely, that consumption taxes necessarily rely 
on proxies for determining where consumption occurs in assigning 
the appropriate place of taxation for transactions involving cross-bor-
der trade.6 Although these proxies often refl ect our ‘best guess’ about 
where consumption is likely to occur, they nevertheless disavow the 
quest for a theoretically ‘pure’ consumption tax that seeks to tax con-
sumption where it actually occurs and instead adopt a more practical 
approach to determining the place of consumption. Identifying the ap-
propriate place of consumption taxation by the use of proxies for where 
consumption occurs typically involves a balancing of practical and the-
oretical concerns. As a practical matter, it is easier to administer a con-
sumption tax by imposing the tax at a place where one can effectively 
require the vendor or the purchaser to remit it. As a theoretical matter, 
however, that place might not be where consumption is likely to occur 
(as in the case of my purchase of gasoline at the Canada-U.S. border). 

Moreover, whatever might be the challenge of identifying the appro-
priate place of taxation with respect to cross-border trade in goods (like 
gasoline), the challenge of identifying the appropriate place of taxation 
with respect to cross-border trade in services is considerably more com-
plex.7 The complexity is due in large part to the enormous growth in 
recent years in cross-border trade in services, driven by forces of glo-
balization and facilitated by technological change. The traditional rule 
for determining the place of taxation of services under consumption 
taxes – the place of performance – made sense in an era when services 
were a much smaller fraction of economic activity and most services 
were consumed where they were performed. However, it is ill-suited 
to a world in which consumption and performance increasingly are 
disconnected from each other in a territorial sense and the place of per-
formance is not even clear, as when the extended service warranty for 
my computer is fulfi lled by a technician in Bangalore who takes con-
trol of my laptop in Athens, Georgia, and resolves the problem through 
keystrokes performed 8,000 miles away. 

This chapter examines recent initiatives to determine the appropriate 
place of consumption taxation of services in our increasingly globalized 
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and service-oriented economies. This issue has signifi cant implications 
for the continuing growth of cross-border trade in services, because in-
consistent consumption tax rules can result in substantial tax burdens 
for business and serious impediments to international trade. It is thus 
a particularly fi tting topic for a symposium devoted to the work of 
Professor Alex Easson, not only because of his extensive work on the 
impact of taxation on international trade, but also because of his invalu-
able scholarship on the world’s most signifi cant consumption tax, the 
EU’s VAT.8

In substance, this chapter delineates efforts to implement the basic 
principle that consumption should be taxed where consumption occurs 
in the context of contemporary cross-border trade in services. By way 
of background, the second section briefl y considers the treatment of the 
analogous issue in the context of cross-border trade in goods. The third 
section explores initiatives that the OECD’s Committee on Fiscal Af-
fairs and EU Commission have undertaken on behalf of their respective 
member states to establish the appropriate rules for international trade 
in services. Section 4 concludes the chapter.

2.0 Taxation of Goods
 

Implementing the principle that consumption should be taxed where 
consumption occurs is relatively straightforward with respect to the 
taxation of cross-border trade in goods. It is generally recognized that 
this principle can best be achieved by taxing goods at destination,9 be-
cause ‘it is reasonable to assume that goods … are consumed at the 
place of their destination.’10 The crucial advantage of such a system, 
as Easson pointed out, is that ‘competition between domestic and im-
ported goods is not distorted by differences in national tax rates.’11

Accordingly, when the seller of goods is in one jurisdiction and the 
purchaser is in another, the goods generally are taxed where they are 
delivered. To accomplish this goal, exported goods are zero rated12 or 
exempted13 and imported goods are taxed at the border.14 For the most 
part, border controls provide an effective mechanism for assuring col-
lection of consumption taxes on cross-border supplies of goods at their 
destination.15 In addition, the destination principle is often implement-
ed in the business-to-business context, by ‘reverse charge’ mechanisms 
pursuant to which registered business purchasers, which are subject to 
control and audit by taxing authorities at destination, self-assess the 
consumption tax.
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This is not to suggest that the destination principle as applied to 
goods creates no diffi culties. Zero rating of exports can lead to fraud,16 
causing a loss of revenue when goods that are purportedly exported are 
in fact sold locally and traders claim input tax refunds on the purported 
exports.17 If border controls are not airtight, and sometimes even if they 
are, individual consumers can avoid the destination principle through 
cross-border shopping, particularly with respect to high-value, easily 
transported goods, which they illegally (or legally) bring back across 
the border.18 And, in circumstances in which there are effectively no 
borders – or, at least, no fi scal frontiers – between different taxing units, 
as between member states of the European Union since 1993,19 U.S. 
states (and local jurisdictions), and Canadian provinces, one needs to 
develop other mechanisms for assuring consumption taxes of goods 
are collected at destination or (in effect) to allow substantial amounts of 
cross-border trade to go untaxed, at least in the business-to-consumer 
context.20

Despite these diffi culties, the destination rule for cross-border trade 
in goods is a workable, if imperfect, mechanism for taxing consump-
tion by a widely accepted and well understood proxy for where con-
sumption occurs. The same cannot be said for services, which brings 
me to the main focus of this chapter.

3.0 Taxation of Services

3.1 The Problem

Implementing the principle that consumption should be taxed where 
consumption occurs is more complicated with respect to the taxation of 
cross-border trade in services than with respect to cross-border trade in 
goods. Part of the problem is simply historical: until relatively recently, 
most services, in fact, were consumed where they were performed.21 
Consequently, the general rule in many jurisdictions – that services 
should be taxed where the service provider is established22 – although 
technically an origin-based rule, functioned satisfactorily as a rule that 
taxed consumption where it occurred. 

But the problem of taxing cross-border trade in services is more than 
a matter of recognizing that many services (such as downloading music 
from the Internet) are performed in one jurisdiction and consumed in 
another and simply changing the place of taxation from origin to desti-
nation, although that is certainly a problem that needs to be addressed. 



Consumption Taxation of Cross-border Trade in Services 309

The more fundamental problem is that the enormous growth in serv-
ices involving suppliers in one jurisdiction and customers in another 
often involves services that are intangible in nature, making it more 
diffi cult both to determine the appropriate proxy for where consump-
tion occurs and to enforce the tax on the basis of that determination. 
Such intangible services, which might be somewhat circularly defi ned 
as services ‘where the place of consumption may be uncertain,’23 in-
clude ‘consultancy, accountancy, legal and other “intellectual” services; 
banking and fi nancial transactions; advertising; transfers of copyright; 
provision of information; data processing; broadcasting; and telecom-
munications.’24 The challenge, then, for contemporary consumption tax 
regimes is to identify the appropriate proxies for where consumption 
of services occurs when, in contrast to cross-border trade in goods, the 
place of such consumption cannot be readily identifi ed by reference to 
physical fl ows.

3.2 Approaches to the Problem

3.2.1 OECD E-Commerce Initiatives
The OECD Committee on Fiscal Affairs and its technical advisory 
groups25 have been in the forefront of efforts to develop conceptual and 
practical guidance for the application of consumption taxes to inter-
national trade in services.26 These efforts were spawned by concerns 
over the impact of electronic commerce (e-commerce) on international 
cross-border taxation, both direct and indirect, which culminated in a 
1998 conference in Ottawa and a seminal OECD report, Taxation and 
Electronic Commerce.27 Among other things, this report delineated the 
overarching principles that should inform consumption taxes in the 
electronic age:

• Rules for the consumption taxation of cross-border trade should 
result in taxation in the jurisdiction where consumption takes 
place and an international consensus should be sought on the cir-
cumstances under which supplies are held to be consumed in a 
jurisdiction.

• For the purposes of consumption taxes, the supply of digitized 
products should not be treated as a supply of goods.

• Where businesses and other organizations within a country acquire 
services and intangible property from suppliers outside the country, 
countries should examine the use of the reverse charge, self-assess-
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ment, or other equivalent mechanisms where this would give im-
mediate protection of their revenue base and of the competitiveness 
of domestic suppliers.28

The fi rst concrete guidelines based on these principles were issued 
in 2001.29 Beyond reiterating the basic principles set forth above and 
emphasizing that their purpose was to prevent double taxation and un-
intentional non-taxation, the guidelines took the fi rst step in putting 
some meat on the bones of the rule that consumption should be taxed 
where consumption occurs in the context of cross-border trade in ‘in-
tangible services,’ which the guidelines now defi ned a bit more precise-
ly as ‘cross-border supplies of services and intangible property that are 
capable of delivery from a remote location.’30 (For ease of exposition, I 
will continue to refer to these simply as ‘intangible services.’)

Business-to-business transactions. In delineating the operational rules 
for taxing cross-border supplies of intangible services at the place of 
consumption, the OECD guidelines treated business-to-business and 
business-to-consumer transactions differently, in recognition of the 
different practical considerations that bear on the application of these 
rules in the two contexts. With regard to business-to-business transac-
tions, the guidelines’ basic proxy for determining where consumption 
(and hence taxation) occurs was ‘the jurisdiction in which the recipi-
ent has located its business presence.’31 ‘Business presence’ was fur-
ther defi ned ‘in principle’ as ‘the establishment … of the recipient to 
which the supply is made.’ The guidelines nevertheless recognized that 
‘[i]n certain circumstances, countries may … use a different criterion 
to determine the actual place of consumption,’ when application of the 
basic proxy ‘would lead to a distortion of competition or avoidance 
of tax.’32 In accordance with the Ottawa Framework Conditions, the 
guidelines also recommended the application of a self-assessment or 
reverse charge mechanism (when consistent with overall design of the 
national consumption tax system) in circumstances when the supply-
ing business was not registered or required to be registered for con-
sumption tax in the country of the recipient business.33

Business-to-consumer transactions. For business-to-consumer transac-
tions, the OECD guidelines’ basic proxy for determining where con-
sumption (and taxation) of cross-border supplies of intangibles occurs 
was ‘the jurisdiction in which the recipient has their usual residence.’34 
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This is analogous to the ‘business presence’ rule for business-to-busi-
ness transactions. The guidelines explicitly recognized that the rule it 
was adopting was not designed to determine where consumption actu-
ally occurred, but was a convenient proxy for such a determination that 
was dictated by administrative concerns.35 

The principal problem with this rule, as the guidelines also recog-
nized, was effective enforcement, at least when the jurisdiction where 
the recipient has his or her usual residence is not one in which the sup-
plier is registered or, under existing jurisdiction-to-tax rules, can be 
compelled to register.36 In contrast to business-to-business transactions, 
where absence of effective power to require the remote vendor to col-
lect the consumption tax can be addressed by shifting that requirement 
to the customer, who will ordinarily be registered in ‘the jurisdiction in 
which the recipient has located its business presence,’37 in the business-
to-consumer context, when there is no power in the jurisdiction of the 
private recipient’s usual residence to compel the supplier to collect the 
tax, relying on private consumers to remit tax on their purchases is no-
toriously ineffective and, where it is effective, amounts essentially to a 
‘tax on honesty.’38 To address this problem, the guidelines suggested a 
variety of short-, medium-, and long-term options, including simplifi ed 
registration systems, technology-based solutions, and enhanced inter-
national administrative cooperation.

The need for more comprehensive guidance. Notwithstanding the signifi -
cance of the OECD’s initial, pioneering steps in articulating guidelines 
for taxing services at the place of consumption, it was plain from the 
outset that they represented only the beginning of the process of ad-
dressing the issues involved. First, the guidelines themselves were 
explicitly confi ned to intangible services supplied in the context of 
e-commerce, leaving unaddressed the supply of services (tangible 
and intangible) in other contexts. Second, particularly in the context 
of business-to-consumer transactions, perhaps more questions were 
raised than resolved by settling on a rule that taxed consumption in 
the jurisdiction of the recipient’s usual residence, because of enforce-
ment concerns. Finally, even within the business-to-business context, 
where enforcement of a rule taxing consumption where it occurs might 
raise fewer enforcement issues, the guidelines left numerous questions 
unanswered. For example, while taxing consumption at the establish-
ment of the recipient ‘to which the supply is made’ presumably would 
lead to taxation at the place of consumption, the location of a recipient’s 



312 Walter Hellerstein

establishment to which a supply of global services is made is hardly 
self-defi ning. Moreover, the exception for a different criterion better re-
fl ecting ‘the actual place of consumption’ when the main proxy leads to 
‘distortion of competition or avoidance of tax’ without further refi ne-
ment leaves more uncertainty regarding the scope of the main rule and 
the exception than might be desirable for tax compliance and adminis-
tration purposes. 

Recognizing that the problem of providing guidance for consumption 
taxation of international trade in intangible services in the e-commerce 
context was simply one facet of the broader problem of consumption 
taxation of international trade in services generally, the OECD Commit-
tee on Fiscal Affairs undertook the task of providing broad guidance 
through the development of international VAT/GST guidelines.39 This 
task is a work in progress that at this writing is – and, for the immedi-
ate future, will continue to be – the focus of considerable effort on the 
part of the committee.40 The work builds on the framework principles 
for applying consumption taxes to international trade in services and 
takes account of the specifi c problems identifi ed by business and gov-
ernments in implementing these principles in the context of VATs and 
GSTs. The current status and future direction of this work are described 
briefl y below.

3.2.2 The OECD’s International VAT/GST Guidelines
The initial version of the OECD’s international VAT/GST guidelines, 
promulgated in early 2006, incorporated the results of the OECD’s ear-
lier work and provided a roadmap for future work. The fi rst chapter 
of the guidelines sets forth the basic principles refl ected in the Ottawa 
Framework Conditions. However, these principles are now explicitly 
expanded beyond the e-commerce context for which they were origi-
nally designed to the taxation of services generally.41 At the same time, 
the principles are more explicitly directed to VATs (and GSTs) as distin-
guished from retail sales taxes (RSTs).42 Thus, in addition to reiterating 
the fundamental principle that ‘[f]or consumption tax purposes inter-
nationally traded services and intangibles should be taxed according to 
the rules of the jurisdiction of consumption,’43 the guidelines now give 
another fundamental principle equal billing – namely, that ‘the burden 
of value added taxes themselves should not lie on taxable businesses 
except where explicitly provided for in legislation.’44 The latter princi-
ple could not be articulated as categorically if it were intended to apply 
to RSTs as well as VATs. Future work on the initial chapter will consider 



Consumption Taxation of Cross-border Trade in Services 313

the interaction of VAT/GST with sales, excise, and other transactional 
taxes.

The VAT/GST guidelines also incorporate (verbatim), as part of 
an anticipated chapter on taxation of services in specifi c sectors, the 
guidelines the OECD developed in the e-commerce context for interna-
tional trade in intangible services.45 Perhaps of greatest importance, the 
VAT/GST guidelines provide a roadmap to the OECD’s future work 
in this area. Although the roadmap is not graven in stone, it does offer 
valuable insights into the direction that the OECD’s work is likely to 
take. Chapter II will focus on the application of place-of-consumption 
principles to services in both the business-to-business and business-to-
consumer contexts, defi ning the place of consumption through the use 
of various proxies (such as customer location and performance); ad-
dressing tax collection methods; and considering services characteriza-
tion issues (such as mixed and bundled supplies). Chapter III will deal 
with taxation of services in specifi c sectors, among them telecommu-
nications, fi nancial services, international transport, and gambling (in 
addition to the work already done on e-commerce). Chapters IV and 
V will consider, respectively, time of supply and value of supply rules. 
Chapter VI will address compliance issues, including automated tax 
collection, simplifi ed administrative procedures, and international tax 
cooperation. Finally, Chapter VII will focus on the avoidance of double 
taxation through refund mechanisms, dispute resolution, exchange of 
information, and the possible instruments to accomplish these goals.

Work on application of place-of-taxation principles in the business-
to-business context is now well under way, and the OECD Commit-
tee on Fiscal Affairs issued an initial paper for public consultation on 
‘Emerging Concepts on Place of Taxation’ in early 2008.46 The purpose 
of the paper was not to propose specifi c VAT/GST guidelines as such, 
but to explore the application of the fundamental principles, which the 
OECD had adopted in its earlier work, to a fairly simple set of hypo-
thetical examples in an effort to assure there was broad consensus on 
how these principles would apply in practice. In short, the goal was a 
means of informing the committee as it seeks ways of minimizing dou-
ble taxation and avoiding unintentional non-taxation, particularly as 
applied to complex business models.47

In implementing the principle that consumption should be taxed 
where consumption occurs, the consultation paper adopts as its basic 
proxy the rule that ‘the place of consumption should be deemed to be 
the jurisdiction where the customer is located (the ‘main rule’).’48 After 
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making a number of simplifying assumptions,49 the paper then elabo-
rates on the main rule that the place of taxation should be based on cus-
tomer location by declaring: ‘The identity and the jurisdiction where 
the customer to which the supply is made is located will then normally 
be supported by the relevant business agreement, as it is expected that 
business agreements generally refl ect the underlying transactions and 
fi nancial fl ows. Only in specifi ed or exceptional circumstances should 
the place of taxation vary from the main rule.’50

‘Business agreement’ is further defi ned as ‘any agreement, regardless 
of form, between persons acting in a business capacity that underlies 
the provision of a supply. (In most cases, documentation will refl ect the 
existence of the business agreement.)’51 

In short, the principal focus from a practical standpoint for deter-
mining the location of the customer to which the supply is made – and 
hence the jurisdiction of consumption and taxation – will normally be 
the business agreement. The examples in the paper proceed to illustrate 
how various business agreements determine the customer to whom the 
supply is made and, consequently, the appropriate place of taxation. 
These agreements include those not only between unrelated suppliers 
and customers, but also those (whether explicit or implicit) between af-
fi liates of the respective unrelated suppliers and customers, who might 
be involved in the provision or receipt of the supply. One of the key 
simplifying assumptions is that all of the agreements in question – even 
those between related entities – are supported by legitimate and bona 
fi de economic substance.

The basic conclusion that the business agreement ordinarily will be 
the focus for determining the customer location to which the supply is 
made is extremely signifi cant, even though this conclusion is admitted-
ly preliminary, conditioned on a number of simplifying assumptions, 
and subject to variance in ‘specifi ed’ and ‘exceptional’ circumstances. It 
suggests that, at end of the day, the determination of where consump-
tion of business-to-business services occurs will look to the bona fi de 
agreements among the parties, not to other possible indicia of where 
consumption occurs, such as the physical fl ows of services between 
suppliers and customers.

For example, suppose that a consulting fi rm in country A enters into 
an agreement to provide advice to a retailer in country B, but arranges 
with its subsidiary in B (which is more familiar with market conditions 
there) to render the advice to the retailer.52 Figure 15.1 represents the 
contractual services and physical fl ows. There are two separate busi-
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ness agreements, each leading to the supply of services for a consid-
eration. Consulting company A is the supplier and the retailer is the 
customer under one of the agreements (service 1), and consulting com-
pany B is the supplier and consulting company A is the customer under 
the other agreement (service 2). The place of taxation will be decided 
for each supply individually. In accordance with the main rule, the 
place of supply for service 1 will be country B because that is where 
the customer (the retailer) is located. The place of supply for service 2 
will be country A because that is where the customer (consulting com-
pany A) is located. The place of taxation is thus determined by the busi-
ness agreements, not by reference to where or to whom the services are 
physically rendered.

Although this is only the fi rst step in a long journey toward mature 
international VAT/GST guidelines, it is an important step that might 
provide a template for addressing more complex issues, such as a mul-
tinational corporation’s purchase (through a centralized purchasing 
company) of global auditing services provided by an international ac-
counting fi rm. In other words, if we can determine the place of consump-
tion by carefully analysing the relevant business agreement at issue for 

Figure 15.1. An Example of Cross-border Consulting Services
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simple examples involving international trade in services, as the consul-
tation paper suggests we can, perhaps we can also do the same thing for 
more complex arrangements, which, ultimately, can be ‘deconstructed’ 
into a series of business agreements that permit us to identify the cus-
tomer to whom the supply is being made and its location.

3.2.3 The EU’s Response to Increased Cross-border Trade in Services

Piecemeal measures. The basic place-of-taxation rule for supplies of serv-
ices in the EU historically has been the location of the supplier.53 Al-
though it has long been recognized that, as a matter principle, taxation 
of services should take place in the member state of consumption, it 
has likewise been recognized that systematically defi ning the place of 
consumption as the place of taxation would lead to serious practical 
problems in some circumstances.54 Moreover, as noted above, despite 
the theoretical objections to taxing services at the supplier’s location if 
one’s objective is to tax consumption where consumption occurs, that 
approach works reasonably well to achieve that objective in a universe 
where most services are consumed where they are provided, as was the 
case when the basic rule was initially embraced. Accordingly, for many 
years, the EU (and its predecessor, the European Community) main-
tained the basic rule, while adopting a number of exceptions for taxing 
specifi c services at the customer’s (rather than the supplier’s) location 
with the aim of assuring that such services would be taxed where they 
were consumed.55 

The most recent example of the EU’s piecemeal approach to the 
problem of taxing international trade in services was its adoption in 
2002 of the so-called E-Commerce Directive,56 which modifi ed the then-
prevailing Sixth Directive for certain electronically provided services 
– from non-EU suppliers to EU customers and from EU suppliers to 
non-EU customers57 – to bring the place-of-supply rules in line with the 
principle that consumption should be taxed where consumption takes 
place. The E-Commerce Directive maintained the pre-existing reverse 
charge system for business-to-business transactions, which ensured the 
correct tax treatment of most such transactions, but imposed a simpli-
fi ed registration and payment obligation for non-EU suppliers engaged 
in business-to-consumer transactions with private EU consumers.58 At 
the same time, the directive made clear that EU suppliers to non-EU 
customers would not be saddled with a VAT, which would place them 
at a competitive advantage to non-EU suppliers.
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The 2007 VAT package. The European Commission, however, came to 
recognize that piecemeal changes to the place-of-supply rules for cross-
border trade in services to provide, in specifi ed circumstances, for 
taxation at the place of consumption did not adequately address the 
‘enormous changes in the volume and pattern in trade in services’ that 
‘globalisation, deregulation and technology change have all combined 
to create.’ Observing that ‘[i]t is increasingly possible for a number of 
services to be supplied at a distance,’ the Commission declared its in-
tention to undertake a ‘more general and thorough review governing 
the place of supply of services in totality.’59 In so doing, it announced 
that the E-Commerce Directive would be the last individual change to 
its VAT Directive.

After an effort that lasted fi ve years (in part because of internal EU 
political wrangling that delayed the achievement of the necessary 
unanimous support for a change in the VAT rules), the Council of the 
European Union reached political agreement in December 2007 on a 
so-called VAT package designed to ‘ensure that VAT on services ac-
crues to the country where consumption occurs, and to prevent distor-
tions of competition between member states operating different VAT 
rates.’60 Effective 1 January 2010, the VAT package changed the basic 
place-of-supply rule for business-to-business supplies of services from 
the supplier’s location to the location of the customer. For business-
to-consumer supplies of services, the place of taxation continues to be 
where the supplier is established. In both the business-to-business and 
business-to-consumer contexts, specifi ed rules for particular types of 
supplies were adopted to refl ect the principle of taxation at the place of 
consumption, when the general rules are inappropriate.61 

The overarching principles informing the VAT package are (unsur-
prisingly) quite similar to those informing the OECD’s parallel efforts to 
design guidelines for international trade in services that ensure taxation 
at the place of consumption. The preamble to the directive62 declares 
that, ‘[f]or all supplies of services, the place of taxation should, in prin-
ciple, be the place where actual consumption takes place.’ It then identi-
fi es the basic proxy for business-to-business supplies of services as ‘the 
place where the recipient is established, rather than where the supplier 
is established.’ With respect to business-to-consumer supplies of servic-
es, by contrast, the directive states that ‘the general rule should continue 
to be that the place of supply of services is the place where the supplier 
has established his business.’ Although this clearly deviates from the 
theoretical norm articulated above, the inconsistency might be justifi ed 
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by administrative concerns, namely, the diffi culty of systematically en-
forcing a tax on services at a customer’s location, thus obviating any de-
fence on the merits of the rule. Nevertheless, it is worth observing that 
there may well be less to this apparent deviation from the basic principle 
than meets the eye. Indeed, as described below, the directive provides 
for exceptions to the general rule ‘based on existing criteria’ that ‘refl ect 
the principle of taxation at the place of consumption, while not impos-
ing disproportionate administrative burdens upon certain traders.’63 

First, in many instances, services provided to private consumers will 
be consumed in the same jurisdiction in which the supplier is located, 
so there is no deviation from the rule that consumption should be taxed 
where it occurs as a matter of substance, even though the directive con-
tinues to use the supplier’s (rather than the customer’s) location as the 
general place-of-supply rule. Second, the specifi c place-of-supply rules 
for services such as sporting events and restaurant services generally 
ensure that these services will be taxed where they are consumed. Fi-
nally, with respect to what may be the most signifi cant categories of 
business-to-consumer cross-border trade in services – namely, electron-
ically supplied services, telecommunications services, and radio and 
television broadcasting services – the VAT package does embrace place-
of-supply rules that generally look to the customer’s, rather than the 
supplier’s, location. With respect to trade that crosses the EU’s borders, 
the VAT package essentially continues the pre-existing customer-based 
place-of-supply rules with regard to both business-to-business and 
business-to-consumer trade that are embodied in the E-Commerce Di-
rective.64 Moreover, effective 1 January 2015, intra-EU business-to-con-
sumer cross-border supplies (as well as extra-EU business-to-consumer 
cross-border supplies) of these services will be taxable under a general 
rule establishing the place of supply as the place where the non-taxable 
person is established.65 To simplify VAT administration for such serv-
ices, the VAT package adopts a ‘one-stop-shop’ system to enable service 
providers to fulfi ll in their home member state a single set of obliga-
tions for tax registrations, declarations, and payments, including those 
for taxes on services provided in other member states where they are 
not established.66 VAT revenue will then be transferred from the coun-
try where the supplier is located to that where the customer is situated.

4.0 Conclusion

If the preceding discussion accomplishes nothing else, it demonstrates 
that consumption taxation of cross-border trade in services is an issue 
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of great and growing signifi cance to tax administrations around the 
globe. The initiatives of the OECD and the EU to address the challenges 
of taxing services that can be provided remotely reveal the challenges 
facing tax administrations as they seek to fi nd an approach to taxing 
such services in a manner that is consistent with basic consumption tax 
principles and yet capable of practical and effective implementation. 
Whatever may be the uncertainties as to how these challenges are ulti-
mately addressed, one thing for certain is that they will command the 
attention of those concerned with tax policy and tax administration for 
some time to come. 
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chase of gasoline at the U.S.-Canadian border) is unproblematic, whatever 
theoretical diffi culties the choice may raise. Nevertheless, tangible services 
can raise thorny cross-border tax issues. Analysing the example of services 
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tions between these countries.’ See OECD, Taxation and Electronic Commerce 
at 45; and idem, International VAT/GST Guidelines at chap. 1, note 8. Simi-
larly, because some OECD members have subnational taxing jurisdictions 
whose consumption taxes operate under ‘federal’ rules governing the 
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International VAT/GST Guidelines at chap. 1, note 9).

27 OECD, Taxation and Electronic Commerce at 10; the report is set out at 228–
34.

28 Ibid. at 231.
29 OECD, Committee on Fiscal Affairs, ‘Consumption Taxation of Cross-

Border Services and Intangible Property in the Context of E-Commerce’ 
reproduced in OECD, Taxation and Electronic Commerce at 44–7 [hereinafter 
cited as OECD, ‘E-Commerce Guidelines’].

30 Ibid. at 44. The guidelines explicitly excluded ‘tangible’ services from their 
application, see supra note  24, which the guidelines described as including  
‘services which are not capable of direct delivery from a remote location’ 
(for example, hotel accommodation and vehicle rental); ‘circumstances 
where the place of consumption may be readily ascertained, as is the case 
where a service is performed in the physical presence of both the service 
provider and the customer’ (for example, hairdressing); and circumstances 
‘when the place of consumption can more appropriately be determined by 
reference to a particular criterion’ (for example, services related to particu-
lar immovable property or goods); see ibid. at 45.

31 Ibid. at 44.
32 Ibid. at 45.
33 Ibid. at 46.
34 Ibid.
35 Ibid. at 45, note 5 (‘implementing this Guideline will not always result in 

taxation in the actual place of consumption ... However … to apply a pure 
place of consumption test would lead to a signifi cant compliance burden 
for vendors’).

36 Ibid. at 47; see also Hellerstein, ‘Jurisdiction to Tax Income’ at 51–70.
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37 OECD, ‘E-Commerce Guidelines’ at 44.
38 Hellerstein, ‘Jurisdiction to Tax’ at 23.
39 OECD, International VAT/GST Guidelines; idem, ‘Consumption Taxation.’
40 The committee’s work is currently being taken forward in part by a TAG.
41 OECD, International VAT/GST Guidelines at chap. 1, para. 6.
42 While recognizing that VATs and RSTs share some common features, such 

as the general aim of taxing consumption and the broad goal of remain-
ing neutral towards cross-border trade, the VAT/GST guidelines observe 
that there are signifi cant differences as well – namely, that RSTs tend to 
tax fewer services and that, under RSTs, ‘businesses do incur irrecover-
able sales tax’ (ibid. at par. 4). The exclusion of RSTs from the scope of the 
VAT/GST guidelines is made even more explicit in subsequent OECD 
consultation documents. See OECD, ‘Applying VAT/GST to Cross-Border 
Trade in Services and Intangibles, Emerging Concepts for Defi ning Place 
of Taxation (Invitation for Comments) (Paris: OECD, January 2008) at para. 
2 (‘The scope of this paper is limited to VAT/GST taxation of international 
trade in services and intangibles ... It does not cover other forms of con-
sumption taxes such as sales taxes’).

43 OECD, International VAT/GST Guidelines at chap. 1, para. 9. The careful 
reader will note a slight semantic variation from the original articulation 
of this principle in the Ottawa Framework Conditions, to wit, that ‘[r]ules 
for the consumption taxation of cross-border trade should result in taxa-
tion in the jurisdiction where consumption takes place’ (OECD, Taxation 
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International VAT/GST Guidelines at chap. 1, para. 7.

44 OECD, International VAT/GST Guidelines at chap. 1, para. 9.
45 Ibid. at chap. 3.
46 OECD, ‘Applying VAT/GST to Cross-Border Trade’; the work is being 

carried forward in part by a TAG. The committee has subsequently issued 
additional documents for public consultation. See OECD, ‘Applying VAT/
GST to Cross-Border Trade in Services and Intangibles, Emerging Concepts 
for Defi ning Place of Taxation – Second Consultation Document (Invitation 
for Comments) (Paris: OECD, June 2008); OECD, ‘“OECD International 
VAT/GST Guidelines,” “International Trade in Services and Intangibles,” 



326 Walter Hellerstein

“Public Consultation on Draft Guidelines for Customer Location”’ (Paris: 
OECD, 1 February to 30 June 2010). One can reasonably anticipate a con-
tinuing stream of such documents over the next few years.

47 Ibid. (explanatory cover note).
48 Ibid. at para. 4.
49 The paper recognizes that ‘in order to ensure common understanding and 

agreement there are limitations on complexity that need to be observed at 
this stage’ (ibid. at para. 6). These conditions include the following: only 
business-to-business supplies are considered, all examples refl ect legiti-
mate and bona fi de economic substance, and all transactions are between 
separate legal entities (ibid.).

50 Ibid. at para. 9.
51 Ibid. at note 3.
52 This example roughly tracks the example in ibid. at 11.
53 EU, ‘Sixth Council Directive 77/388/EEC of 17 May 1977 on the harmoni-

zation of the laws of the Member States relating to turnover taxes – com-
mon system of value added tax; uniform basis of assessment’ at art. 9.1 
(O.J. L. 145, 11.06.1977, p. 1); EU, ‘VAT Package Directive’ at art. 43; Com-
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European Commission, ‘Amended VAT Proposal Explanation’].
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service providers in the business-to-consumer context; see European Com-
mission, ‘Amended VAT Proposal Explanation’ at 7–8.

55 EU, ‘Sixth Council Directive’ at art. 9.2(e) (O.J. L. 145, 11.06.1977, p. 1) 
(providing customer-based place-of-supply rules for certain services per-
formed for customers established outside the EU or for taxable persons es-
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services, based on effective use and enjoyment of services, when modifi ca-
tion of normal rule is necessary to avoid double taxation, non-taxation, or 



Consumption Taxation of Cross-border Trade in Services 327
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Package Directive’ at arts. 56, 58.

56 EU, ‘Council Directive 2002/38/EC of May 7, 2002 amending temporarily 
Directive 77/338/EEC as regards the VAT arrangements applicable to radio 
and television broadcasting services and certain electronically supplied 
services; Council Regulation 792/2002, amending temporarily Regulation 
(EEC), No. 218/92 on administrative cooperation in the fi eld of indirect tax-
ation (VAT) as regards additional measures regarding electronic commerce’ 
(O.J. L. 128, 15.05.2002) [hereinafter cited as EU, ‘E-Commerce Directive’].

57 The directive did not affect wholly intra-EU transactions.
58 Specifi cally, a non-EU supplier making online supplies of digital deliveries 

to fi nal consumers is required to register, collect, and remit VAT to the rele-
vant EU country under the simplifi ed administrative procedures. Needless 
to say, serious questions remain regarding the level of compliance with 
this regime.

59 European Commission, ‘VAT Proposal Explanation’ at 2.
60 Council of the European Union, Press Release, 2836th Council meeting, 

Economic and Financial Affairs (Brussels, 4 December 2007).
61 See EU, ‘VAT Package Directive’ at art. 47 (place of supply of services con-

nected with immovable property is location of property); art. 52 (place 
of supply of sporting, entertainment, and similar services is place where 
events take place); art. 53 (place of supply of restaurant and catering serv-
ices is place where services are physically carried out).

62 The VAT package, in fact, consists of two directives and a regulation, deal-
ing with various aspects of the VAT package. A directive is binding, as to 
the result to be achieved, upon each member state, but leaves the choice 
and form of methods to the national authorities; a regulation is binding 
and directly applicable in all member states; see Treaty Establishing the 
European Community at art. 249. The references in the text to the directive 
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63 Ibid. at 6.
64 Thus, the place of supply of telecommunications services, radio and televi-

sion broadcasting services, and electronically supplied services to non-
taxable persons established outside the EU is the customer’s location (EU, 
‘VAT Package Directive’ at art. 59, effective 1 January 2010). Likewise, the 
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sons in the EU is the customer’s location; see ibid. at art. 58 (electronically 
supplied services) and art. 59b (telecommunications and broadcasting 
services), effective 1 January 2010.
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65 Ibid. at art 58, effective 1 January 2015. Prior to that date, the place of sup-
ply for intra-EU business-to-consumer trade in such services continues to 
be the supplier’s location.

66 In effect, this extends the ‘one-stop-shop’ system originally introduced in 
connection with the E-Commerce Directive with respect to business-to-
consumer supplies from non-EU suppliers to EU customers.
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