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Synopsis

The centra hypotheses of thisthesis are:

that globa formulary apportionment is the most gppropriate method for the taxation of
transnational corporations (TNCs) in lieu of the present syslem commonly referred to
as the separate accounting/arm’ s length method; and

that it is essentid, in order to implement the proposed globa formulary modd, to
cregie an internationd organisation which would fulfil, in the taxation field, a role
equivalent to that of the World Trade Organisation (WTO) in internationa trade.

The world economy is fast integrating and is increesingly dominated by the activities of
transnational enterprises. These activities create a dud tax problem for various revenue
authorities seeking to tax gains derived thereon:

Firgtly, when two or more countries entertain conflicting tax claims on the same base,
there arises what is commonly referred to as a double taxation problem.

Secondly, an dlocation problem arises when different jurisdictions seek to determine
the quantum of the gains to be alocated to each jurisdiction for taxation purposes.

The traditiona regime for solving both the double taxation and the dlocation problem is
enshrined in a series of bilaterd tresties Sgned between various nations. These are, in generd,
based on the Organisation for Economic Co-operation and Development (OECD) Model
Treaty.l It is submitted, in this thess tha while highly successful in an environment
characterised by the coexistence of various nationd taxation systems, the traditiond regime
lacks the essentid attributes suitable to the emerging ‘ borderless world'.

The centra theme of this thesis is the dlocation problem. The OECD Modd attempts to dedl
with this issue on a bilatera basis. Currently, the alocation problem is resolved through the
application of Articles 7 and 9 of the OECD Modd. In both instances the solution is based on
the * separate enterprise’ standard, aso known as the separate entity theory.

1 OECD, Model Double Taxation Convention on Income and on Capital (Paris: OECD, 1992), looseleaf, last
updated 2000.
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This separate accountsarm’s length system was articulated in the 1930s when international
trade condsted of flows of raw materials and other naturd products as well as flows of
finished manufactured goods. Such trede is highly vusible and may be adequately valued both
at the port of departure or a the port of entry in a country. It follows that within this particular
system of internationd trade the gpplication of the arm’s length principle was relatively easy
and proved to be extremely important in resolving both the double taxation and apportionment
problems.

Today, however, the conditions under which internationd trade is conducted are substantiadly
different from those that prevailed until the 1960s.

Firgly, apart from the dgnificant increase in the volume of traditionaly traded goods,
trade in services now forms the bulk of internationd exchanges. In addition, the advent
of the information age has dramaticadly increased the importance of specidised
information whose vaue is notorioudy difficult to ascertain for taxation purposes.

Secondly, the globaisation phenomenon which gathered momentum over the last two
decades has enabled existing TNCs to extend their globa operations and has favoured
the emergence of new trarenaiond firms. Thus, intrafirm trade conducted outside
market conditions accounts for a substantia part of internationd trade.

Thirdly, further economic integration has been achieved following the end of the Cold
Wa and the accderation of the globdisation phenomenon. In this new world
economic order only TNCs have the necessary resources to take advantage of
emerging opportunities.

The very essence of a TNC is ‘its ability to achieve higher revenues (or lower cogts) from its
different subsidiaries as a whole compared to the results that would be achieved under
separate management on an arm's length basis’2 Y e, the prevailing system for the taxation of
TNCs overlooks this critical characteristic and is therefore incgpable of fully capturing, for
taxation purposes, the aggregate gains of TNCs. The potentia revenue loss arising from the
inability of the present system to account for and to dlocate synergy gainsis substantia.

It follows that the perenniad questions of internationa taxation can no bnger be addressed
within the condraints of the separate entity theory and a narrow definition of nationd
sovereignty. Indeed, in order to mirror the developments occurring in the economic field,
taxation needs to move from anationa to an internationa level.

Moreover, a profound reform of the system is imperative in order to avoid harmful tax
competition between nations and enhance compliance from TNCs. Such a new internationa

2 R.M. Bird, ‘ The Interjurisdictiona Allocation of Income’, (1986) 3 Australian Tax Forum 333, at 334.

Vii
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tax sysem needs to satidfy the test of smplicity, equity, efficiency, and administrative ease. To
achieve these objectives internationa cooperation is essentid. The hadlmark of internationd
cooperation has been the emergence, after World War 1, of a range of internationa
organisations designed to facilitate the achievement of certain goads deemed essentia by
various nations. The need for an organisation to ded specificaly with taxation matters is now
overwheming.

Consequently, this thess recommends the creation of an international organisation to
adminigter the proposed syslem. The main objective of this internationa organisation would be
to initiate and coordinate the multilatera gpplication of a formulary apportionment system
which, it is suggested, would ded in a more redisic way with ‘the difficult problems of
determining the tax base and dlocating it appropriately between jurisdictions .3

The globd formulary apportionment methodology is derived from the unitary entity theory. The
unitary theory consders a TNC as a single business which, for convenience, is divided into
‘purdly forma, separatey-incorporated subsidiaries 4 Under the unitary theory the globa
income of TNCs needs to be computed, then such income is apportioned between the various
component parts of the enterprise by way of a formula which reflects the economic
contribution of each part to the derivation of profits.

The question that arises is whether the world of internationd taxation is ready for such a
paradigm shift. It is arguable that this shift has dready occurred dbeit cautioudy and in very
subtle ways. Thus, the latest of the OECD Guiddines on the transfer pricing question provides
that ‘MNE [Multinational Enterprise] groups retain the freedom to gpply methods not
described in this Report to establish prices provided those prices sdidfy the am's length
principle in accordance with these Guiddines’5 Arguably, the globdisation process has
created ‘the specific Stuation’ dlowed for by the OECD. This thesis, therefore, explores the
relative obsolescence of the hilateral approachto the taxation of TNCs and then suggests that
amultilatera system is better adapted to the emerging globaised economy.

The fundamenta building blocks of the model proposad in this thes's are the following:

First, the administration and coordination of the proposed system is to be achieved by
the creation of a speciaised tax organisation, caled Intertax, to which member
countries would devolve alimited part of their fiscd sovereignty.

3 |d,a33

4 Note, ‘Multinational Corporations and Income Allocations Under Section 482 of the IRC’, (1976) 89 Harv
L.R. 1202, at 1204.

5 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators (Paris. OECD,
1995) at I-27 para. 1.68.
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Second, in order to enable the centrdised calculation of TNC's profits, the proposed
system requires the formulation of harmonised methods for the measurement of the
globa profits of TNCs. Therefore, the efforts of the Internationd Accounting
Standards Committee (IASC) to produce international accounting standards and
harmonised consolidation rules must be recognised and, if needs be, refined and
ultimately implemented.

Third, the mgor function of Intertax would be to determine the commercid profits of
TNCs on a standardised basis and to apportion the latter to relevant countries by way
of an gppropriate formulaformulas.

Once this is achieved, each country would be free, sarting from its share of commerciad
profits, to determine the taxable income in accordance with the particular tax base that it
adopts and, ultimatey, the tax payable within its jurisdiction. In the proposed system,
therefore, a particular country would be able to independently set whatever depreciation
schedules or investment tax credits it chooses, and adopt whatever tax accounting rules it
deemsfit relative to its policy objectives.

Moreover, this thes's argues that the globa formulary gpportionment modd it proposes is not
dramatically opposed to the arm’s length principle. Indeed, it suggests that the constant
assumption to the contrary, even with regard to the usud formulary agpportionment
methodology, is extravagant because both methodologies are based on a common endeavour,
that is, to give asubstantialy correct reflex of a TNC' strue profits.

It has often been objected that global formulary apportionment is arbitrary and ignores market
conditions. This thes's addresses such concerns by reecting the application of a single dl-
purpose formula Rether, it recognises that TNCs operaing in different indudtries require
different tretment and, therefore, suggests the adoption of different formulas to satisfy specific
industry requirements. For example, the formula applicable to a financid indtitution would be
different to that applicable to the pharmaceutica industry. Each formula reeds to be based on
the fundamental necessity to capture the functions, taking into consideration assets used, and
risks assumed within that industry. In addition, if the need arises, each formula should be able
to be fine-tuned to fit pecific Stuations. Moreover, it is aso pertinent to note that the OECD
aready accepts ‘the sdlected application of aformula developed by both tax adminigtrationsin
cooperaion with a specific taxpayer or MNE group...such as it might be used in a mutua

agreement procedure, advance transfer pricing agreement, or other bilaterd or multilatera

determination.’¢ The system proposed in this thess can thus be easly reconciled with the
separate accounting/arm’s length which the OECD so vehemently advocates. Both models

6 |d. atI11-20 para 3.60.
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have the same preoccupations so that what is herein proposed may smply be characterised as
an inditutiondised version of the system advocated by the OECD.

Multilaterd formulary apportionment addresses both the double taxation and the alocation
problemsin internationd taxation. It resolves the gpportionment question ‘without depending
on an extraordinary degree of goodwill or compliance from taxpayers’7 It is therefore
submitted thet, if goplied on a multilatera basis with a minimum of centra coordination, it dso
serioudy addresses the double taxation problem. Indeed, it is a flexible method given that
different formulas may be devised to suit the needs of TNCs operating in different sectors.
Consequently, formulary apportionment understood in this sense, is aredigtic dternative to the
limitations of the present system.

7 Bird, supra note 2, at 333.
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PART I
SLICING A SHADOW:
THE PROBLEM OF INTERNATIONAL
TAXATION




INTRODUCTION

This thess is concerned with the taxation of transnationd corporations (referred to as TNCs).
TNCs are not smply firms engaged in internationd operations. An enterprise which merely
takes foreign orders for its products and exports the required goods is not a TNC. It only
trades with a foreign country. Conversdly, a TNC is an enterprise which establishes aforeign
presence and thus trades within rather than with aforeign country.*

On the internationd levd the activities of TNCs creste adud internationa tax problem. Firgly,
the country where the TNC is consgdered to be resdent may clam a right to tax any gain
derived from the worldwide activities of the enterprise. However, countries where those
activities are carried out may also clam aright to tax such gains on account of their being
sourced there, If these conflicting claims are not reconciled, then the gains of asingle enterprise
are likely to be taxed twice. Secondly, because the activities of a TNC are carried out in more
than one country, a second problem arises in the determination of the quantum of the gains to
be alocated to each jurisdiction for taxation purposes.

The traditiona regime for solving both the double taxation and the dlocation problem is
endhrined in a series of bilaterd tregties signed between various naions and based on the
Organisation for Economic Co-operation and Development (OECD) Modd Treaty.? The
double taxation problem is resolved by granting the source country the right to tax business
profits arisng from the activities of a permanent establishment (PE) of a TNC within its
jurisdiction, while the residence country is required to provide the TNC with either a credit or
an exemption for source country taxes. Moreover, the OECD Modd imposes a limit on the
source country tax by targeting exclusvely business profits attributable to a PE. A residud

right to tax such business profits is then granted to the resdence country. In generd, a PE is
defined as any fixed place of business or an agency relationship which is characterised by a
certain degree of permanence. The taxation regime of subsidiary companies, because of their
separate legd persondity, is determined by the law applicable to corporate entities in their
respective country of residence unless they are consdered to be PEs of their parent company.

! See Grainger & Sons v. Gough [1896] AC 325. See dso JD. Adams & R.J. Whalley, The International
Taxation of Multinational Enterprises in Developed Countries (London: The Institute of Fiscal Studies, 1977).
Adams and Whalley use the expression ‘multinational enterprises’. For the present purposes the expression
‘transnational corporation’ rather than ‘multinational enterprise’ seems more appropriate. The latter expression
connotes allegiance to several states when in redlity such allegiance transcends national boundaries and vests
solely with the parent.

OECD, Model Double Taxation Convention on Income and on Capital (Paris. OECD, 1992), looseledf, last
updated 2000.
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The second aspect of the internationd taxation problem arising from the operation of TNCs is
the proper adlocation of income generated by multijurisdictiona operations. This problem,
referred to as the ‘dlocation problem’, forms the central theme of this thesis. The OECD
Mode deds with the dlocation problem on a bilaterd basis. Article 7 provides for the
methods of gpportioning profits derived by PES operating in different jurisdictions. Article 9,
for its pat, dlows the taxaion authorities of a country to re-write the accounts of an
associated enterprise of a TNC in order to show the true profits arising within that country. In
both instances the solution is based on the ‘separate enterprise’ standard dso known as the

separate entity theory.
Thistheory is based on two hypotheses:

Firdt, it assumes that the components of a TNC, regardless of ther legd form, act asif
they are not related to each other. It is thus assumed that members of a TNC compete
with each other as if they were separate and independent parties each attempting to
maximise its own profits.

Second, as aresult of this competition hypothess, transactions entered into by various
members of the group must be comparable to those which would have been
negotiated between unrdated parties deding at arm’s length.

The OECD Modd, therefore, requires that the price agreed upon by related parties for a
particular good should equate that which unrdlated parties would have negotiated for the same,
or smilar good, under the same conditions and circumstances. Since arm'’s length prices are
charged, or are deemed to be charged, between parties dedling with each other at arm’s
length, then, notwithstanding their relationship, the profits that are shown in the separate books
of the rdlated parties must necessxily reflect the exact commercid Sgnificance of the
operdion. It is that commercid result (profit or loss), sourced in a particular country and
adjusted if necessary to reflect an arm’s length Situation, which forms the tax base upon which
that country may assess. In certain jurisdictions, however, further adjustments are necessary to
the commercia profitsin order to satisfy tax accounting principles.

This separate accounts/arm’s length method was articulated in the 1930s and has been highly
successful in achieving some coherence in internationa taxation. However, with the advent of
the so-cdled ‘new economy’ based on services and information exchanges in increasingly
dobalised markets, it is doubtful whether the present system could endure further stretching to
accommodate these innovations. Indeed, the globaisation phenomenon of the last two
decades has enabled existing TNCs to extend their globa operations and has favoured the

N)Y
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emergence of new transnationd firms2 In addition, the end of the Cold War, the implosion of
the former USSR and the embrace of the market economy by former East European countries
and China have opened vast markets in which TNCs can now operate. Furthermore, the
remova of trade barriers through multilatera trade negotiations under the General Agreement
on Taiff and Trade (GATT), now the World Trade Organisation (WTO), the crestion of
extensve integrated economic zones, for example the European Union (EU), the North
American Free Trade Association (NAFTA), Ada-Pecific Economic Cooperation (APEC),
and the Indian Ocean Rim Association for Regiond Co-operation, have again opened new
markets. In most cases only TNCs have the necessary resources to take advantage of the
emerging opportunities. On the taxation front these conditions have irrevocably dtered the
equilibrium between the interests of the source and the residence country. Indeed, they have
even blurred the traditiond dichotomy between capitd exporting and capitd importing
countries.

The very essence of a TNC is ‘its ability to achieve higher revenues (or lower costs) from its
different subsidiaries as a whole compared to the results that would be achieved under
separate management an an am’s length basis’#4 The prevailing sysem for the taxation of
TNCs ignores this criticd characteristic. Consequently, the separate entity/arm’s length
principle is reldively ineffective in capturing, for taxation purposes, the aggregate gans of
TNCs. Since TNCs are now the mgjor proponents of internationa trade, the amount of
revenue loss arising from the inability of the present system to account for synergy gains is
subgtantia. Therefore, the perennia questions of internationd taxation can no longer be
addressed within the narrow congtraints of the separate entity theory. Moreover, if the current
provincidism of taxaion authorities based on the principle of fiscd sovereignty remans
unchecked, then these problems are likely to remain unresolved. A profound reform of the
system is imperative in order to avoid tax competition between nations which could lead to
wha Thomas Menck has described as a ‘star wars between finance administrations'.®
Cooperation in solving internationa problems of any magnitude is crucid. This objective can
be achieved efficiently through various internationd organisations endowed with a clear
mandate and appropriate powers.

In the internationd taxation fidd there is no internationa organisation to fulfil an equivdent role
to that of the WTO in internationd trade. An internationa organisation needs to be set up to
initiate and to coordinate the multilatera gpplication of dternative taxation principlesin lieu of
the actud prectice by various nations. The major purpose of an eventud internationa

8 The United Nations believes that in 1995 there were 39,000 TNCs with 270,000 foreign affiliates representing a
total investment of $2.7 trillion; see United Nations Conference on Trade and Development, World Investment
Report 1996: Overview (New York & Geneva: United Nations, 1996), at 2.

4 R.M. Bird, ‘ The Interjurisdictional Allocation of Income’, (1986) 3 Australian Tax Forum 333, at 334.
5 T. Menck, ‘West Germany’, (August 1986) Tax Notes 583, at 585.
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organisation in the taxation field is therefore to ded in an dternative way with ‘the difficult
problems of determining the tax base and alocating it appropriately between jurisdictions’ 8

An dternative method for the determination and alocation of the tax base to different
jurisdictions is the unitary entity theory. This theory considers a TNC as a single business
which, for convenience, is divided into ‘purely forma, separately-incorporated subsidiaries'.”
Under the unitary theory, the globa income of TNCsisfirst determined. It is then gpportioned
between the various component parts of the enterprise by way of a formula reflecting the
economic contribution of each part the enterprise to the derivation of the aggregated profits.

Globa formulary gpportionment is not a radically new proposition. The method, or variants
thereof, was used by various European dates a the beginning of the century. It is ill
predominant in the U.S. a the State leve. In addition, athough the arm’s length principle was
adopted by the League of Nations as the primary method of gpportionment, the formulary

gpportionment aternative was not totaly rejected. Its retention by the League of Nations is
echoed by the OECD, which 4ill provides that it is gpplicable pursuant to article 7(4) of the
OECD Modd or ‘in specific...Stuations where other methods give rise to serious difficulties
and...the countries concerned are able to adopt a common approach and the necessary

information be made available’ 8 Moreover, the latest of the OECD Guidelines on the transfer
pricing question provides that ‘MNE [Multinationa Enterprises| groups retain the freedom to
apply methods not described in this Report to establish prices provided those prices saisy the
am's length principle in accordance with these Guiddines’® Furthermore, as far as the
selection of a proper method for determining transfer prices is concerned, the 1995 Guiddines
provides that ‘generdly it will be possble to sdect one method that is gpt to provide the best
edimation of the arm’s length price”’

It then goes on to recommend the use of ‘aflexible approach’ provided that:

an attempt [is made] to reach a conclusion consistent with the arm’s length principle that is
satisfactory from a practical viewpoint to all the parties involved, taking into account the facts and
circumstances of the case, the mix of evidence available, and the relative reliability of the various
methods under consideration.”’

This thess is based on the hypothesis that the globalisation process has crested ‘the specific
stuation’ alowed for by the OECD. It further suggests that formulary gpportionment is not

6 Bird, supra note 4, at 333.

7 Note, ‘Multinational Corporations and Income Allocations Under Section 482 of the IRC’, (1976) 89 Harv
L.R 1202, at 1204.

8 OECD, Committee on Fiscal Affairs, Transfer Pricing and Multinational Enterprises (Paris; OECD, 1979), at
para. 14.

i OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators (Paris. OECD,
1995), at | -27 para. 1.68.

1 \d., at1-27 para. 1.69.
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dramatically opposed to the arm’s length principle. Indeed, the congtant assumption to the
contrary is extravagant because in many instances retall prices are often set by merely dlowing
acertain percentage mark- up of awholesde price.

Globd formulary apportionment addresses both the double taxation and the dlocation
problems in internationa taxation. It resolves the apportionment question ‘without depending
on an extraordinary degree of goodwill or compliance from taxpayers’! It is therefore
submitted thet, if gpplied on a multilaterad basis with a certain form of centra coordination
through a specialised tax organisation, it serioudy addresses the double taxation problem and
is, consequently, aredidtic dternative to the limitations of the present system.

This sudy is devoted to the systematic gpplication of the formulary system on a worldwide
basis with emphasis on the globd financid industry. Part | is concerned with the mgor
problems of the present internationa tax system. Chapter 1 describes the origins of the basic
principles of internationd taxation. Chapter 2 discusses the limitaions of the prevailing system.
Chapter 3 studies the proposals for reform that have been suggested to enhance the present
system. Part 11 is concerned with the practical application of formulary gpportionment for the
taxation of TNCs in a globa economy. Chapter 4 is an historicd account of the unitary
method. Chapter 5 argues for a multilatera approach to the problem of internationa taxation
and proposes the creation of an internationd tax organisation. Chapter 6 is concerned with the
adminigrative functions of such an organisation, for example, the inditution itsdf, the
promotion of international accounting standards, and the caculation of the tax base. Chapter 7
focuses on the gpplication of various possible formulas by the internationd organisation, their
judtification and their limitations. Finaly, Chapter 8 applies the modd that has emerged to the
globd financid industry.

1 Bird, supra note 4, at 333.

(2]



Chapter

The Origins of the General Principles of
1 International Taxation

The difficulties of alocating income among various countries has been described as bearing
‘some resemblance..to dicing a shadow’.! A first atempt to address the issue on an
international basis was carried out by the League of Nationsin the 1920s?

Section | of this chapter reviews the search for a theoreticd rationde linking the stat€' s power
to tax with the concept of jurisdiction to tax. Section Il analyses the efforts of the League of
Nations to ded with the problem of internationa double taxation. Findly, Section |11 consders
the problem reative to the proper dlocation of multijurisdictiona businessincome.

Section| Development of Rationales for International
Jurisdiction to Tax

A fundamenta question relative to taxation is the determination of the relaionship between a
state’s power to tax and that of its jurisdiction to tax.® Early theoretica studies of this question
conceded that mere power to collect tax does not justify the indiscriminate use of that power.
In order to satisfy customary internationd fisca law, a country must have what is cdled
jurisdiction to tax.#

Per Brennan J. in Container Corp v Franchise Tax Board (1983) 463 U.S. 159, 192.

According to Picciotto, sinceits foundation, the International Chamber of Commerce (ICC) was preoccupied with the
question of international double taxation. In 1920 it held an international financial conference, and on its
recommendation, the League of Nations took on the task of coordinating the efforts to find a solution to the problem
of international business taxation. See S. Picciotto, International Business Taxation (London: Weidenfeld 7 Nicholson,
1992), at 15. A history of the ICC's involvement with the efforts to solve the problem of double taxation is to be
found in Ke Chin Wang, ‘International Double Taxation of Income: Relief through International Agreement 1921-
1945', (1945) 59 Harv L.R. 73, at 97ff.

The concepts of power to tax and right to tax is explored in A.L. Harding, Double Taxation of Property and Income
(Cambridge: Harvard University Press, 1933), at 24ff.

The question as to whether there is in fact a coherent body of international rules that may be termed customary
international fiscal law is examined in A.H. Qureshi, The Public International Law of Taxation: Text, Cases and
Materials (London: Graham & Trotman Limited, 1994), at 2ff. Qureshi uses the expression ‘public international law
of taxation’ to describe that branch of public international law which provides an ‘international normative framework
in fiscal matters’. See also A. Knechtle, Basic Problemsin International Fiscal Law (HFL Publishers Ltd, 1979); and
R.S. AviYonah, ‘The Structure of International Taxation’, (1996) 74 Texas Law Review 1301, at 1305, where
Professor Avi-Y onah argues that the international tax regime can be regarded as customary international law.



Chapter 1 The Origins of the General Principles of International Taxation

1 The Earlier Approach

Attempts to reconcile the power and jurisdiction to tax date as far back asthe Middle Ages.®
However, a comprehensive doctrine dedling with the issue in relaion to business income
originated towards the end of the nineteenth century with the gradud spread of business
taxation.® This initial approach was based on the doctrine of palitica dlegiance and on the so-
called equivaence or exchange theory.

A The Doctrine of Political Allegiance

Until the end of the last century, palitical dlegiance, that is, nationdity for physica persons and
incorporation for lega persons, was widdly considered as a reasonable connecting factor or
nexus between a taxable subject and a taxing state.” Nationdity confers palitica rights and
certain obligations to its holders. Consequently, nationdity has been regarded as creeting the
necessary nexus enabling a country to tax. Thus, the United States (U.S.) taxes American
citizens on their property and income even if derived and held abroad.®

Political dlegiance is, however, an imperfect connecting factor. Apart from the difficulties
associated with the enforcement of any tax ligbility based on nationdity, it often results in the
double taxation of the citizen in the absence of adequate relief measures. Moreover, ‘the

E. Sdigman, Double Taxation and International Fiscal Cooperation (New Y ork: The Macmillan Company, 1928), at
1-16.

According to Rofessor Klaus Vogel, two of the most influential authors on the question of the taxation of foreign
income are Adolph Wagner and Georg von Schanz. Thus, Henry Simons, author of Personal Income Taxation (The
University of Chicago Press, 1938), (Midway Reprints), honours Georg von Schanz for originally developing the
ideas that form the basis for his definition of income. See K. Vogel, ‘Worldwide vs. Source Taxation of IncomeA
Review and Re-evaluation of Arguments’, (Part 1) [1988/8-9] Intertax 216, at 218-19. (Part |1 [1988/10] Intertax 310,
Part 111 [1988/11] Intertax393.)

Thisis the so-called nexus question. Nexus ‘ describes the amount and degree of business activity that must be present
before a state can tax an entity’s income’; see at <http://wwwai cpa.org/members/div/tax/nexus.htm>. This question
will be explored fully in later chapters. Moreover, authors such as Hobbes, Rousseau, Bentham, Duguit, and Austin,
to quote but a few, have explored the philosophical basis for taxation. Two schools of thought have emerged. The first
makes a clear distinction between sovereign and subject, between ruler and ruled. It then holds that the sovereign or
the state is supreme over al and answerable to none. In this view, the state may tax anything, any person, or any act
within the reach of its powers. The second school presents a different notion and character of the state. It is based on
the conception that individuals or groups of individuals form a state either from choice or from a ‘social instinct’ or
from physical necessity. Pursuant to that theory, man establishes a state for definite purposes such as for protection
against externa aggression or internal strife or to gain for themselves advantages flowing from the creation of a‘critical
mass'. It follows that the state exists for the satisfaction of human wants and that the right for the state to exist is
conditional upon it being able to satisfy these wants. To fund its mission thus stated, the state has a right to tax; see
Harding, supra note 3, at 35ff.

See Cook v Tait (1924) 265 U.S. 47. For adiscussion of citizenship as a criterion of income tax liability, see P. Gann,
‘The Concept of an Independent Treaty Foreign Tax Credit’ (1982/83) 38 Tax Law Review 58.

/
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natura ingtinct of every country’ is to ignore the nationdity of any foreigner resding within its
territory and to tax that person’s income when derived from sources within the country.®

B The Exchange or Equivalence Theory

Tax jurisdiction may further be explained through the equivaence or exchange theory which is
expressed in two forms. the cost theory and the benefit theory. The cost theory rests on the
premise that taxes represent the cost of services performed by the government. The benefit
theory, for its part, holds that taxes are payable in consderation for the benefits conferred by
the government on an individud. Basicdly, the equivalence theory podiulates that a taxpayer
should pay taxes equivadent to ether the cods that he or she causes to the government of a
country, or the benefit that he or she derives through the use of the infrastructure of a
country. 0

At the internationa level the exchange or equivalence theory has some significance in thet it
mainly supports source countries fisca aspirations. Indeed, governments, in a bid to attract
foreign investors, often engage in heavy public expenses designed to finance additions or
enhancements to the country’s infrastructure. These facilities are then used by foreign
businesses in the course of carrying out their activities. Arguably, atax on these activities may
be levied by the source country in exchange for the expenses it incurs to facilitate business
operations. !

As progressive as it may sound, the exchange or equivaence theory exhibits serious practical
weakneses, epecidly at the nationa level. These flaws were addressed by what may be
referred to as the ‘modern’ approach to the question of jurisdiction to tax.

While retaining citizenship as the basic criterion for taxability, the U.S. makes substantial exceptions and concessions
to economic and residentia allegiance both for its own citizens and for foreigners. See A.A. Skaar, Permanent
Establishments (Kluwer Law International, 1991), at 22.

Id, at 24.

Transnational companies (TNCs) are increasingly involved in infrastructure development as a result of the
privatisation of government facilities following the failure of expropriation and nationalisation polices implemented
after World War Il. Thus, such schemes as Build-own-operate (BOO), Built-operate-transfer (BOT), or Built-
transfer-operate (BTO), or any variants thereon, may be viewed as indirectly satisfying the benefit theory. Indeed,
infrastructure investments are risky and the involvement of TNCs shifts the risks involved from governments to those
enterprises. The compensation paid to those enterprises in the form of profits from the operation of the facilities is
meant to compensate for those risks. In other words, the benefit that TNCs derive is increased by a profit element
calculated on market conditions; see United Nations Conference on Trade and Development, World Investment Report
1996 (New York & Geneva: United Nations, 1996), at 18ff.

&
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2 The Modern Approach

The modern approach is characterised by the increasing intervention of economists and their
andyticd methods in an area which, until then, had been the precinct of lavyers.'? At the
internationd levd, the trend was inaugurated in the 1920s when the Academic Experts of the
League of Nations investigated the question. '3 They concluded that the ability to pay, or the
faculty theory, was superior to the earlier theories as a basis for the internationa alocation of
tax jurigdiction.*

A. The Principle of Ability to Pay

The underlying idea of the ahility to pay (or the faculty theory) is that the possession of ability
is of itsdf a sufficient condition to judtify the imposition of tax upon a taxpayer. Ability to pay
assumes that if a person can pay, then that person should pay.™ It is dso premised on the
principle of equal sacrifice. Indeed, the payment of taxes involves the sacrifice by ataxpayer of
the enjoyment of that part of hisher property used to effect payment. A greater sacrifice is
required from a person that has greater ability compared to one whose ability isinferior.

Arguably, faculty does not atach to things athough many taxes known as red or impersond
taxes, as opposed to persond taxes, are imposed on things or objects. Ultimately, however,
as the Academic Experts noted, al taxes are paid by persons. Taxes, therefore, shape the
economic daus of dl individuds including their ability to pay. If persons are ultimatey
responsible for paying taxes, then the rights and obligations associated with personaity acquire
subgtantia importance in the quest for an acceptable judtification for exercising tax jurisdiction.
The question of persondlity is closdy linked to the idea of persond political dlegiance or
nationality. However, most countries no longer favour netiondity as a badis for taxation.

Residence then emerged as an acceptable connecting factor.® Mere temporary residence,
however, does not create a sufficiently enduring relationship between a person and a particular

Vogd, supra note 6, at 216.

A sub-committee of the Financial Committee (Doc. E. F. S. 253 fixed the terms of reference of these four expertsin
March 1922. A. 152) as disclosed in the League of Nations, Report on Double Taxation Submitted to the Financial
Committee by Professors Bruins, Einaudi, Sdigman and Sr Josiah Samp (The Academic Experts) League of Nations
Documents E. F. S. 73. F. 19, (5 April 1923) in Legidative History of United States Tax Conventions, Volume 4:
Model Tax Conventions (Washington D.C.: U.S. Government Printing Office, 1962), 4003, at 4006.

See Vogd, supra note 6, who traces the paternity of these concepts to Adolph Wagner and Georg von Schanz.
G.S. Cooper, ‘ The Benefit Theory of Taxation’, (1994) Australian Tax Forum (No. 4) 397, at 417.

The emergence of the concept of residence as a fundamental principle of the modern international tax regime may be

attributed to a very large extent to Edwin Seligman who was the leading economist among the Academic Experts. A
C
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jurisdiction to judtify the taxation of that person on the whole of his or her wedlth. A stronger
nexus is afforded when a person is domiciled in a paticular jurisdiction or has his or her
permanent residence therein. Thus, residence came to be defined as the place where wealth or
income is habitudly or permanently consumed or utilised.’” In essence, therefore, residence
taxation is a doctrine pursuant to which those who habitudly reside in a particular place must
be required to contribute to the expenses incurred for the upkeep of that place.

While the residence criterion appears to be acceptable it till lacks certain attributes that would
fecilitate its universa application. Resdents as well as non-resdents may own property in a
particular jurisdiction. To rely on taxes levied on resdents done in order to finance the
protection of the whole mass of property located in a particular jurisdiction may not only be
insufficient, but it is dso dearly inequiteble. Indeed, non-residents may own some of that
property. If costsincurred to protect that property is recouped from residents exclusively, then
non-residents would have derived a benefit without incurring any corresponding cost. Clearly,
non-residents must have certain obligations to the place where some of their property is
located or where their income is derived. Conversely, the revenue of some of the residents of
a particular country may be derived from sources outside their jurisdiction of residence, for
example, from businesses conducted abroad. If the jurisdiction of residence were to be
exclusvely dlowed to tax such foreign income, then taxation would be achieved at the expense
of the source jurisdiction, asolution unacceptable to capital-importing countries.

In practice, tax authorities rely on both the principle of domicile (henceforth the residence
principle), and that of location or origin (henceforth the source principle), to articulate their
right to tax. Both the resdence and source principles are the expresson of a broader
prindple—that of economic interest or economic dlegiance. Therefore, an individud is required
to share between each of the competing authorities to which he or she owes economic
alegiance the total sum which he or she is required to pay as taxes according to his or her
ability, that is, according to the total of his or her economic resources. It is convenient to note
that the ability to pay theory aso expresses the idea of progressivity in taxation.

Once the question of who pays is resolved, the next issue is the determination of the quantum
payable to each competing jurisdiction.

serious rivalry arose between Seligman and Thomas Sewall Adams, the U.S. representative on the Expanded Technical
Experts Committee (see infra Section I, 1, A) who favoured source-based taxation. See M.J. Graetz & M. O'Hear,
‘The“Origina Intent” of U.S. Internationa Taxation’, (1997) 46 Duke L.J. 1021, at 1075 n 215.

This must be contrasted with the common law concept of ‘domicile’ which includes the place where a person
exercises his or her political rights. It therefore expresses a kind of connection related to both nationality and
residence.

10
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B. The Doctrine of Economic Allegiance

The determination of the quantum of tax that an individud is required to pay to each competing
juridiction is dosdly linked to ascertaining where the true economic interests of that individua
areto be found. In the words of the Academic Experts:

[t is only after an analysis of the constituent elements of this economic allegiance that we shall be
able to determine where a person ought to be taxed or how the division ought to be made as
between the various sovereignties that impose tax.*®

The theory of economic dlegiance provides the necessary intellectud basis for both residence
and source taxation. What then is economic allegiance? Georg von Schanz firdt articulated the
concept in 18921° To Schanz, a person owes what he calls economic alegiance to a state
when that person profits from a sate’s provisons of services. Economic alegiance to a Sate
can be based on ether consumption, or business activities, including investments. A date is
entitled to tax a person if that person derives an economic advantage or benefit by utilisng the
services provided by that state? If economic alegiance is based on consumption, then Schanz
agrees that residence conditutes a suitable criterion for tax jurisdiction. However, when
economic dlegiance arises from a business activity caried out by a non-resident, or that non-

resdent derives income in a date as a result of his or her activities there, then economic
dlegiance is owed to both states. Consequently, the latter must agree to share the revenue
arigng from atax on these activities. The criterion for achieving this is the benefit test. A non-

resdent does not get the full benefit of a da€'s activities. It would therefore be unfair,

according to Schanz, if the state where the income is derived were to tax a nonresident in the
same way as aresident who enjoys the full benefit of a state's stock of public goods. Taxation
of non-residents, he argued, should be commensurate with the benefits derived by the latter.
Moreover, in Schanz's view, the primary right to tax accrues to the state where income is
produced. He therefore grants three fourths of the revenue to that state. As for the resdence
gate, where presumably the foreign income would be consumed, it is given the resdud right to
tax, that is, one-fourth of the revenue.?*

League of Nations (1923), supranote 13, at 4024.
G. Schanz, ‘ Zur Frange der Steuerpflicht’, 9 11 Finanzarchiv 1, 4 (1882), in Vogel, supra note 6, at 219 n 23.

The most important of those benefits are security, economic stability, infrastructures and direct subsidies. Other state
activities, such as the level of public health or education, or even the extent of public satisfaction, benefit the investor
indirectly. See Vogd, supra note 6, at 313.

Schanz argues that the benefit test does not ignore the question of progressivity in taxation. Progressivity isrelated to
tax rates whereas the benefit test relates to tax basis. See Vogel, supranote 6, at 219.

n
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The Academic Experts reviewed al these questions. They consdered a number of issues
induding the following:

1 Whereiswedth produced?

Wedth is produced as aresult of a series of economic functions culminating to the point where
a product is ready to be acquired for the purposes of accumulation or consumption. These
various economic steps may be carried out in different jurisdictions. If a person carries out
these different functions in different jurisdictions, then it may be said that he or she owes some
economic alegiance to each of these jurisdictions.

2 Whereiswedth owned?

The possession of wedth is that intermediary stage between its production and its disposition.
Ownership of wedth arises from a range of functions, for example, establishing title to the
wedlth, preserving it and, if needs be, enforcing the lega rights thus created. Again, a person
owes economic alegiance to that jurisdiction which enables him or her to enforce his or her
property rights over the wedth in his or her possession.

3. Where isweslth disposed of ?

The dispostion of wedth occurs a that stage where it has reached its find owner who may
use or dispose of it as he or she thinks fit. The law of the land where the find owner resides
normaly determines his or her action involving his or her wedth. For ingance, if he or she
decides to invest it, then he or she mugt abide by the law of where he or she resides. Again,
therefore, he or she owes economic dlegiance to this particular jurisdiction.

The Academic Experts?? found that four factors ultimately bear some incidence on the sharing
of the tax base, namdy:

the principle of production or acquisition corresponding to the place of origin of the
wedth;

the principle of location, thet is, the Situs of the wedth;

the principle of legd rights assmilated to the place of enforcement of the rights to the
wedth; and

the principle of consumption or gopropriation or disposition of wedth which is the
place of residence or domicile of the ultimate owner.

League of Nations (1923), supra note 13, at 4027.
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The most impoartant of these four factors for the determination of internationa tax competence
are, according to the Academic Experts, the origin of wedth and the residence or domicile of

the owner who consumes the wedth. Therefore, an equitable sharing of tax jurisdiction
requires the gpportioning of economic alegiance between origin (source) and domicile
(residence). This reasoning is smilar to that put forward by Schanz as mentioned earlier.

However, the solution recommended by the Academic Experts for sharing tax competenceis
the opposite of that proposed by Schanz. Instead of a proper sharing of jurisdiction to tax, the
proposed solution required that states reciprocally exempt non residents from income taxation
effectively yidding such jurisdiction to the state of residence.®

Still under the aegis of the League of Nations, a second group of experts, the Technical

Expets, were dso required to condder these questions. They were adminigtrative
practitioners representing various European governments, in generd capita-importing
countries. Ther practical experience most obvioudy would have required them to recognise
the importance that worldwide taxation of income had achieved for some of the most powerful
capital-exporting countries. A compromise between the interests of capitd exporting and
capital importing countries was inevitable. Indeed, the Technical Experts concluded that the
most ‘reasonableé or ‘genuin€ connecting factors are concurrently the residence of the
taxpayer and the source of the income. Consequently, these were considered as determinative
of economic alegiance.

The Technica Experts dso held the view that source taxation could not be fully premised on
the benefit theory. In their opinion, source taxation finds its judtification in the economic
connection between the source country and the income arising within its borders® Moreover,
according to the Technical Experts, resdence taxation is aso a consequence of the economic
alegiance theory. It arises because of the economic contacts, which occur when an individud
lives in a particular jurisdiction. The League eventudly subscribed to these principles. In
generd, therefore, until the advent of the globdisation process, which has irremediably
changed the environment in which busness is caried out, the jurisdictional basis for
internationa taxation premised on residence and source has remained unchallenged.

Voge, supra note 6, at 220. The primacy of residence taxation in the Academic Experts' report is ascribed to
Seligman; see Graetz & O'Hear, supra note 16, at 1076. As Vogel points out, starting from the same theory of
economic allegiance as Schanz, Seligman comes to the opposite conclusion when he advises for an exclusive residence
taxation system.

Itisarguable, however, that the Economic Experts retained a benefit-like component and its corollary: the cost theory.
See League of Nations (1923), supranote 13, at 4022.

13
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C The Neutrality Theory

Until recently, the sysem of internationdl taxation put forward by the League of Nations
system was congdered as achieving an equitable sharing of the tax base between resdence
and source countries. In the 1960s, however, the issue of the proper alocation of taxing
power resurfaced relative to the question of the influence of residence-state or source-state
taxation upon the inter-nation alocation of economic resources?®

Inter-nation equity is a term used by Professor Peggy Musgrave® to describe the distribution
of competence to tax among different countries. The term is not used relative to the amounts of
tax paid by individud taxpayers to ther respective governments but rether, reative to the
digtribution of the tax base as between competing jurisdictions. In other words, a diginction is
made between inter-individud equity, thet is, justice in the nationd context, and inter- nation
equity, that is, justice in the international context.2’

The Musgraves’® view the question of inter-nation equity in terms of the equitable dlocation of
nationa gain and loss, that is, revenue sharing, between the country of resdence and the
country of source. In their opinion, red efficiency in capitd movements in achieved in the
presence of this equitable sharing of the tax pie. Thus defined, the question that arises is

Inter-nation equity is related to the question of capital import and capital export neutrality. Nonetheless, it is
submitted that inter-nation equity poses the question of why countries should consent to tax in a particular way. It is
asearch for the optimum achievable system. It thus relates to the jurisdictional question, but at ahigher level, givenits
emphasis on the idea of fairness. See A. Easson, ‘ Taxing International Income’, in R. Krever, ed., Tax Conversations;
A Guide to Key Issues in the Tax Reform Debate (Kluwer Law International, 1997), at 419ff. Capital import and
capital export neutrality are raised in connection to how countries should tax within a prevailing system in order to
achieve the most efficient allocation of resources. The concepts therefore do not relate directly to the jurisdiction
question discussed in this chapter. See, however, Chapter 2, Section |, 1, B, ii, at 48ff.

P. Brewer-Richman (now Musgrave), Taxation of Foreign Investment Income- An Economic Analysis (John Hopkins
Press, 1963).

R.B. Musgrave & P.G. Musgrave, ‘Inter-nation Equity’, in R.M. Bird & J.G. Head, eds, Modern Fiscal Issues:
Essays in Honour of Carl Shoup (University of Toronto Press, 1972), at 63. According to VVogel, the term equity
cannot be defined, athough it connotes the idea of justice and is an attempt to bridge the distance between ethics and
thelaw. See Vogd, supra note 6, at 393.

Ibid. The value of the concept of inter-nation equity has been questioned. The principles underlying revenue sharing
as agreed on through bilateral treaty negotiations reflect an overall balance of advantage that exists between contracting
parties and is not based on any concept of each party obtaining its fair share of the tax pie. Indeed, it is difficult to
measure each country’s fair share. Even if that were possible, the system wrought out to achieve apportionment of
that fair share would need to be constantly revised in order to adjust each country’s position as its share of world
trade changes; see M. Gammie, ‘ The Taxation of Inward Direct Investment in North America Following the Free
Trade Agreement’, (1994) 49 Tax Law Review 615, at 631 n 62. See also H.J. Ault, ‘Corporate Integration, Tax
Treaties and the Division of the International Tax Base: Principles and Practices’, (1992) 47 Tax Law Review 565, at
577, where Professor Ault also maintains that inter-nation equity ‘ignores the interaction between the tax system of
two countries and their simultaneous roles as residence and source country and, if taken seriously, has obvious
implications for the evaluation of treaty policy asit affectsintegration.’
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whether inter-nation equity is achieved under the present principles of internationd taxation.
The badic thrust of the Musgraves argument is that if a system of benefit taxation had been in
place, that is, one where each jurisdiction charges for the services it has rendered, then inter-
netion equity ‘would be sdf-implementing’.2° To the Musgraves, however, the fact is that most
taxes are not imposed on a benfit bass. It is therefore necessary to find another alocation
rule to dedl with genera non benefit taxation. The solution proposed isto implement a benfit-
based system whereby gains would be alocated among nations commensurate to the cost of
public services which each jurisdiction would have provided to the foreign investor.

The Musgraves theory is premised on the assumption that the country of resdence of the
investor has aresdud interest in dl of the latter’s income. This right is based inter dia on the
idea that the residence country ‘owns the capita and would have been entitled to tax any
income it produces (or accretion thereon) had it not been invested abroad. This view is in
contrast with that of the Academic Experts who held that the ownership of the income-
producing capitd is not rdevant per se given tha their focus is on where that income-
producing capitd is employed. If the economic alegiance theory were to be imported in the
inter- nation equity paradigm, then the residence country’s taxation rights would be dependent
on the extent of the taxpayer’ s economic interest in the source country. Indeed, the latter often
determines the quantum of tax he or she is required to pay in the jurisdiction where such
interests are located. Therefore, as Voge suggests® taxation by the source state dways
affects the residence sate because it reduces income that the taxpayer may dispose of in the
resdence gtate. If the source state were to forgo its taxation rights, then the tax base of the
residence country would be restored. However, given that the source state had provided the
economic opportunities for the income to arise, it would be unreasonable to require it to
accept such a sacrifice. The resdence state, however, having provided nothing comparable to
the source State for the derivation of that income, on equity grounds, it should be rewarded on
aresidual bass. In other words, the bendfit theory remains the only vdid legitimation even in
the context of the principles of inter- nation equity.

Musgrave & Musgrave, supra note 27, at 71.
Voge, supranote 6 (Part I11), at 398.

For a further analysis of the question involving, inter alia, the rate of source country taxation, see P.A. Harris,
Corporate Shareholder Income Taxation and Allocating Taxing Rights Between Countries (Amsterdam: IBFD
Publication BV, 1996).
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D The Integration Theory

This thes's proposes a system of globa formulary gpportionment for the taxation of TNCs.
The question that arises, therefore, is that of the relation of the proposed system to the above
theories. It is crucid to understand, though, that globa formulary gpportionment relates only
marginaly to the concept of source as generaly concelved.? Globa formulary apportionment
alocates income to a country where the factors that contribute to the profitability of a business
are located. It matters little whether the alocated income is sourced in that country or is
foreign-sourced.® A positive return on the factors of production in a particular jurisdiction
demondtrates that a business has made a profitable use of the benefits provided by the State
where these factors are located. Thus, pursuant to the benefit theory, tax liability which is
dependent upon an economic relaion between the business and the state where it is located?
isfully incurred in the state where the factors are located. In generd, such income will have its
source in the jurisdiction where the factors are Stuated. However, globa formulary
gpportionment also alocates to the country where the factors are present income that may be
considered as foreign sourced. As such, it may be argued that the system ignores the accepted
juridictiona threshold rules of a link, a nexus, or connection between the income and the
taxing jurisdiction.

It is submitted, however, that the required connection between that income and the taxing
jurisdiction prevails. Only factors of production produce income as a result of certain
economic activities, as will be examined in nore detail in Chapter 5 of this thesis. For the
moment, what needs to be noted is that when the total income of a TNC is alocated to
various factors, and if in the aggregete that income turns out to be higher than what would have
been dlocated through the traditiona separate accounting/armi’s length standard, then the
excess of income thus dlocated is ill income produced by such factors. This additiond

income, known as synergy gains or undlocated profits® arises as a result of factors of

production being efficiently integrated in a worldwide income- producing system and located at
a soecific place. Under the current system those synergy gains escape alocation and,

See R.D. Pomp, ‘Issues in the Design of Formulary Apportionment in the Context of NAFTA’, (1994) 49 Tax Law
Review 795, at 801. There is some confusion as to what the concept of source really means. This question will be
studied in more detail in later chapters, but see Vogel, supranote 6, at 233ff.

See M.J. Mclntyre, ‘The Design of Tax Rules for the North American Free Trade Alliance’, (1994) 49 Tax Law
Review 769, at 776.

See Schanz as studied in VVogel, supra note 6, at 219.

See M.J. Mclntyre, The International Income Tax Rules of The United States, (Massachusetts: Butterworths, 1989),
at5-34 § 5/D1b.
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therefore, taxation. In other words, formulary apportionment manages to dlocate the true
amount of income produced by factors located a a particular situs regardless as to where that
income is sourced.

The quegtion of how synergy gains can be related to the factors of production located in a
particular jurisdiction needs further andysis. In this regard, the integration theory of taxation
expounded by Harding in the context of American dates taxation provides the necessary
connecting link with the taxing jurisdiction. Pursuant to the integration theory of taxation, a
dae may tax dl the factors of production which have become identified with the economic
structure of the state. Therefore:

[A]s amatter of jurisdiction, it would seem to follow that every such place of integration may claim

the right to tax the income which has been made possible through the economic activity within its
borders.*®

In Harding’'s mind, the state in which the property yielding the income is located ‘in the direct
manner has jurisdiction to tax the whole of such income 37 It follows that a stat€ sright to tax
is not restricted to income that is sourced within that state but extends to any gains that may be
imputed to the factors of production located within it regardless as to whether that income is
sourced outsde its jurisdiction. The whole of such income must necessarily comprise the
synergy gains that are not accounted for under the traditional separate accounting/arm’s length
standard.

Section Il The League’s First Compromise: The Allocation
of Taxing Rights

As early as the 1920s, international business strongly objected to double taxation which arose
with the steady expansion of business taxation worldwide. It campaigned through the newly
founded Internationd Chamber of Commerce (ICC) for its dimination.® In 1920 the ICC
held an internationd financia conference which recommended that the League of Nations
coordinate the efforts to find a solution to the problem.® The League agreed to do so and

See Harding, supranote 3, at 42.
Supranote 3, at 159.

Picciotto, supra note 2, at 15. Until 1925, the ICC effectively exercised primary leadership in the movement against
international double taxation. However, because of dissension among its members, it relinquished that role to the
League of Nations and endorsed the L eague’ s work without any innovative input in the debate. See Graetz & O’ Hear,
supranote 16, at 1073-74.

Sdigman, supranote 5, at 115.
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entrusted that task to its Financid Committee. As dready mentioned, four economists (the
Academic Experts) were gppointed to study the theoretical aspects of double taxation and to
come up with a solution.*® In March 1923 the Academic Experts reported to the Financia
Committee®

1 The Birth of Modern Double Taxation Agreements

One of the fundamenta questions in internationd taxation is the alocation of taxing jurisdiction
between competing countries. A country’s right to tax is theoreticaly unlimited. However, this
right is condrained by the country’s ahility to enforce it. Enforcement of tax ligbility is
fadilitated when the potentiad taxpayer, or property to be taxed, is closdy linked to the
jurisdiction seeking to tax. It is generaly agreed that the term ‘residence’ is used to describe a
person’s closest economic connection with a country. The closest direct economic connection
of income is, in normd circumstances, the country where it originates, that is, the source
country. 42 Since a person may reside in one country and derive income in another, there arises
a conflict of interest between the residence and the source countries. Thus, the interaction of
both countries' right to tax may lead to double taxation.

In order ‘to avoid or solve the problem of double taxation’ ** the Academic Experts were
required to ded with two fundamental questions. Firs, there wes the problem of dlocating
taxing rights between different states, and second, the gpportionment of cross-border business
income had to be satisfactorily achieved. To resolve these questions on a sound basis, the
Academic Experts explored the theoretical rationae underlying countries’ jurisdiction to tax.

A The Search for a Solution

The Academic Experts were unable to propose one generd principle applicable to
internationa taxation. However, ‘three great principles...shaped the [Academic Experts]
1923 Report’: 44

League of Nations (1923), supra note 13, at 4003.
Supra note 13, at 4003-55.

See V. Krishna, ‘International Income Taxation of Electronic Commerce’, (January 1999) 9 Canadian Current Tax
(No. 4) 33, at 35.

League of Nations (1923), supra note 13, at 4022.

See Graetz & O'Hear, supra note 16, at 1076.
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The classfication and assgnment of specific categories of income to source or
residence should be determined by an objective test based on ‘economic alegiance'.
The purpose of the test is to weigh the various contributions made by different sates
to the production and enjoyment of income;

Exigting tax practices across the globe tended to underestimate the contribution of
residence and to reflect the misguided belief in the naturalness and rightness of source-
based taxation; and

Progressive taxes on globa income were fundamentally different from other taxes and
ought to be the unique province of residence based taxation.

The report identified four possible methods of reconciling the different conflicting approaches
to the taxation of internationa income. These methods were al premised on the existence of an
unequivocd distinction between taxes on globa income and dl other taxes. Thus, the state of
resdence would have the primary right to impose globd taxes on the income of its resdents
while dl other taxes were to be shared between the country of residence and the country of
source. In addition, the Academic Experts held that returns on investments, such as interests
and dividends, should be taxed in the country of residence of the recipient.

Prior to obtaining the Academic Experts report, the League of Nations set up a second
committee of experts, the Technicd Experts, who reported to the Financid Committee in
February 1925.4° The Technica Experts, concurring with the Academic Experts, found thet it
was impossible to propose a single system of internationd taxation that would be equitable and
tha would prevent double taxation.®® Contrary to the Academic Experts, the Technica
Experts were not much concerned by theoreticd niceties ‘[T]he divison we have
established...has been made for purdly practical purposes and no inference in regard to
economic theory or doctrine should be drawn from this fact.*’ Ingeed, following the
dassfication of exiging taxes into impdts réel or schedular taxes, imposed on things or
objects, and imp6ts personnel or generd or persona taxes on income, they suggested that

See League of Nations, Report and Resolutions Submitted by the Technical Experts to the Financial Committee of the
League of Nations League of Nations Document, C 115. M 55 1925 (F. 212), (7 February 1925), in Legislative
History of United Sates Tax Conventions, Volume 4. Model Tax Conventions; seesupra note 13, at 4057ff.

Supranote 13, at 4074.

Supranote 13, at 4075.
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the first category of taxes be applied by the state where the source of income is Stuated, while
the state of residence be given preference to levy the second category of taxes.®

In 1925, the Financid Committee appointed an expanded committee composed of 12
members, and later 13, when a U.S. expert, Thomas Sewall Adams, was agppointed to the
Expanded Committee of Technical Experts with doserver status, given that the U.S. was not a
member of the League. The Expanded Committee of Technica Experts was required to
condder the posshbility of drawing up preiminary draft conventions on the basis of the
February 1925 Resolutions adopted by the Technica Experts.

In June 1927 the Expanded Committee of Technica Experts issued its report together with a
draft model convention which was transmitted to al member nations for comments® By
August 1928 the League had received a certain number of observations® A Generd Meeting
of Government Experts was then convened in Geneva in October 1928 for the purposes of
discussng the report and designing an international modd.

B. The Contents of the Earlier Models

The Genera Medting hosted by the League n October 1928 was attended by government
experts from 27 countries. It endorsed the principles adopted by the Financid Committee
following the report of the Technical Experts submitted in 1927. These were enshrined in three
separate draft models:

Draft 1a, the origind draft drawn up by the Technica Experts, was geared towards
countries such as France, Itay and Belgium.

Drafts Ib and Ic sought to accommodate different tax systems in more specific ways.

In this regard it is interesting to note that the Academic Experts followed the principles found in existing double tax
treaty practice and in particular the Czechoslovakia/ltaly Double Tax Treaty of 1 March 1924. The Italian negotiation
team was comprised of the Italian Director of Taxes who was aso involved with the work of the League of Nations.
Presumably, there would have been, in this instance, a degree of mutual influence. See Harris, supra note 31, at 299,
302.

League of Nations Report Presented by the Committee of Technical Experts on Double Taxation and Tax Evasion
League of Nations Document, C. 216. M. 85. (1927), chap. Il, in Legislative History of United Sates Tax
Conventions, Volume 4: Model Tax Conventions; see supra note 13, at 4111ff.

See SUmmary of the Observations Received by August 30th, 1928, From the Governments on the Report Presented by
the Committee of Technical Experts on Double Taxation and Tax Evasion, League of Nations Document, C. 495. M.
147. (1928) chap. I1, in S. Langbein, ‘ The Unitary Method and the Myth of Arm’s Length’, (17 February 1986) 30
Tax Notes 625.

2



51

52

53

54

55

56

Chapter 1 The Origins of the General Principles of International Taxation

In generd, however, the three drafts ‘were essentidly amilar in form and in the concepts
employed but differed in the methods used to give double tax rdlief.’>? They may be
consdered as an attempt at reconciling different tax systems. Indeed, the drafts refined the
distinction between persond and impasond taxes®? Persond taxes were defined as ‘taxes
imposed on persons as such or on persons in relation to wedth.”>® Income tax was classified
as aform of persond tax. Impersond taxes, the earliest form of taxation, were considered to
be the ordinary indirect taxes levied on commodities and transactions.

The solution proposed by the Committee of Technical Experts, based on the digtinction
between persona and impersond taxes, was not acceptable to the U.S. whose aim was to
protect its ability to tax ron-residents on U.S.-sourced income> The British too were not
satisfied with the digtinction, as they sought to redtrict as far as possible the source country’s
right to tax foreign-owned business. A compromise was eventually reached. It conceded to
the source ate, pursuant to the benefit theory, the right to tax business profits derived through
a PE. The date of resdence, in line with the ability to pay concept, was dlowed to tax the
returns on investments. Source, in this context, gpplies to income arisng within the geographic
borders of the country levying the tax, whereas residence taxation gpplies to the income of a
resident of the country imposing the tax. 5

To prevent double taxation, the residence country was required to yield tax jurisdiction to the
source country, either unilateraly by virtue of a provison in its domestic tax laws, or bilaterdly
through atax tresty.®

See D.R. Davies, Principles of International Double Taxation Relief (London: Sweet & Maxwell, 1985), at 34 para.
3.9. For the Models, see League of Nations, Report Presented by the General Meeting of Government Experts on
Double Taxation and Tax Evasion, (League of Nations Document C. 562. M. 178. 1928 Il, (October 1928) in
Legidative History of United Sates Tax Conventions, Volume 4: Model Tax Conventions, see supra note 13, at
4155ff.

Sdigman, supranote 5, at 69.
Supranote 5, at 59.

M.B. Carroll, ‘International Tax Law. Benefit for American Investors and Enterprises Abroad’, (1965) 2 The
International Lawyer 692.

N.H. Kaufman, ‘Fairness and the Taxation of International Income’, (1998) 29 Law and Poalicy in International
Business 145, at 146-47.

Typically, the system that hes evolved consists of the residence country exempting residents from taxation on their
foreign source income, or at least on certain types of foreign source income-the exemption system; or it may grant
residents a tax credit applied against domestic taxes imposed on foreign source income for the amount of foreign taxes
paid-the credit system. See R.A. Green, ‘The Future of Source-Based Taxation of the Income of Multinational
Enterprises’, (1993) 79 Cornell Law Review 18, at 23.

2l



57

58

Chapter 1 The Origins of the General Principles of International Taxation

With regard to business taxation, a generd definition of the permanent establishment (PE)
concept was achieved. It inditutiondised the trade-off between residence and source based
taxation. The PE concept is founded on the dud idea that a country may tax business income if
an enterprise trades in (or within) rather than with a country and to the extent that such
profits are attributable to the PE. To trade in a country, an enterprise needs to be present
therein. The PE concept, as wrought out by the L eague, determines the depth of this presence.
Basicdly, a sufficient economic presence is required to dlow aforeign enterprise to be taxable
under a country’s domestic law. Sufficiency of presence a a specific geographicd point is
measured by the degree of stability achieved by that enterprise. If the latter trades from an
edtablished place with a certain degree of durability, then that enterprise has a PE within that
country. Permanence, therefore, connotes the idea of ability, that is, one that is not
temporary or tentetive.

The PE concept was to become the cornerstone in the compromise over jurisdiction to tax.>’
It established a separation between the taxation of business profits, which could be attributed
to a PE consdered as ‘impersond’ income and taxed at source, and the taxation of investment
profits, which could be treated as ‘persond’ income and taxed in the country of residence of
the investor. The concept was further refined by the introduction of provisons defining the
necessary threshold for the existence of a PE. It was thus agreed that a PE is congtituted when
businessis transacted at afixed place for a certain period of time, or when aforeign enterprise
grants an agent authority to enter into business dedlings on its behaf.*®

2 The Post-War Models

In 1939, the Fisca Committee, at its ninth sesson, suggested arevison of the 1928 modes to
incorporate the work done by the committee in the 1930s. However, the advent of the
Second World War disturbed these plans. Nonetheless, its officias pursued the work of the

M.B. Carroll, ‘Allocation of Business Income: The Draft Convention of The League of Nations', (1934) 34 Columbia
L.R. 473, at 477.

A recent Canadian case Qudney v. The Queen 99 DTC 147) considers the question as to whether the length of time
alone is decisive in determining whether there is a permanent establishment within the meaning of Article 5 of the
OECD Model Convention on Income and Capital (1992 update) or a fixed base within the meaning of Article 14. The
Federal Court of Appea ‘concluded that the length of time, alone is not decisive.” See N. Boidman, ‘Does Time
Alone Create a Permanent Establishment? The Courts and Revenue Canada Go Their Separate Ways', (July 2000) 54
Bulletin For International Fiscal Documentation (No. 7) 339. See also F. Vincent, ‘Canadian Courts Tackle
International Issues In Recent Decisions’, (6 March 2000) 20 Tax Notes Int'l| (No. 10) 1050. (Note: The OECD has
recommended the elimination of Article 14, dealing with independent service income on the basis that the notion is
covered by Article 7.) See K. Vogd, ‘Tax Treaty News, (January 2000) 54 Bulletin for International Fiscal
Documentation (No. 3) 98.
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League's Fiscd Committee during World War 11 from The Indtitute of Advanced Studies at
Princeton University in the United States™®

A The Final Contribution of the League and the Advent of the OECD
Models

During World War 11, the League's Fisca Committee organised the Mexico Regiond Tax
Conferences. These meetings considered the League' s draft conventions as well as the existing
bilaterd tresties Sgned mainly by the continenta Europesn dates® The am was to
consolidate al useful provisions into an acceptable modd.

i The Mexico and London Draft Models

The Mexico meetings culminated in the consolidation of the 1928 and 1935 conventionsinto a
sngle draft Model Bilateral Convention for the Prevention of the Double Taxation of
Income which came to be known as the Mexico Modd of 1943. Article 1V (1) of the Mexico
Model expanded the notion of the permanent establishment.5? It provides that if an enterprise
had engaged in business activities in a foreign country and if these activities could not be
considered as isolated or occasiond transactions, then that enterprise was ligble to tax on the
profits derived from these activities. By broadening the PE definition, the Mexico Modd
explicitly favoured the primacy of the right to tax businessincome at source.

After the Second World War the Fiscal Committee reconsidered the whole matter at its
mesting in London in 1946. A new draft was published, the London Modd, which included
provisions concerning property and wedlth taxation but which aso amended some important
aspects of the Mexico Modd. It reasserted the principles developed in the League's pre-war
models, in particular the limitation of taxation at source of income produced by a PE. The
Fiscd Committee then published both the Mexico and London Models together with a
commentary. 62

The aim of the Fiscd Committee a the end of the war was to cortinue its work in the taxation
area under the auspices of the United Nations One of its man objectives was the

See M.B. Carrall, ‘IFA’s Growth With International Tax Law’, (1971) 5 International Lawyer 558, at 561.

The Mexico meetings were dominated by the capital-importing countries of Latin America and by Canada, the latter
arguing for the strengthening of the source rules when it concluded its treaty with the U.S. in 1942,

League of Nations, London and Mexico Model Tax Conventions, Commentary and Texts, League of Nations
Document C. 88. M. 88. 1946. II. A., (November 1946), in Legisative History of United States Tax Conventions,
Volume 4: Model Tax Conventions (Washington D.C.: U.S. Government Printing Office, 1962), at 4333.

Id., at 4321ff.
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reconciliation of the Mexico and London Models. In 1946-47 the UN’ s Economic and Socia
Council established a Financid and Fiscd Commission @mposed of 15 experts chosen by
member states which was to ded inter dia with internationd tax meatters. However, the
presence of the Soviet bloc, dissenson between continental Europe and the Anglo-Saxon
countries, and the emergence of new dates through decolonisation, dl meant that it was
extremdy difficult to arive a any meaningful agreement®® In addition, by that time, the
International Monetary Fund and the International Bank for Recongtruction and Devel opment
had become more prominent with regard to internationd financid issues. Since consensus on
the main principles of internationa taxation seemed to be unattainable, the UN's Fisca
Commission ceased to meset in 1954.

i The OECD Models

The politicd and economic Stuation during the Cold War prevented to a large extent any
diaogue on a truly worldwide bass. However, the League's Fiscd Committee's work was
pursued by the Organisation for European Economic Cooperation (OEEC), an organisation
which had been sat by the Western democracies to ded with economic matters and which
later became the Organisation for Economic Co-operation and Devel opment (OECD).%

In March 1956, the OEEC set up aFisca Committee with ingtruction to draft a convention for
the avoidance of double imposition of taxes on income and capitd. Working from the London
Model,%° the Fiscal Committee of the OEEC published between 1958 and 1960 three interim
reports. In the third report, submitted to the Council in 1960,5¢ the Fisca Committee dedlt
with the principles of profit dlocation to PES and associated enterprises. Basically, Articles
XV and XVI of the OEEC proposed draft convention reproduced the relevant provisions of
the Mexico and London Modes®

On 30 September 1961, the OECD superseded the OEEC and its Fiscal Committee pursued
the task of drafting the modd dready undertaken by the OEEC. Findly, in 1963 the Fiscd

Picciotto, supranote 2, at 52.
Supranote 2, at 52.

M.B. Carroll, ‘The Historica Development of Tax Treaties, in JE. Bischel, ed., Income Tax Treaties (New York:
Practicing Law Institute, 1978), at 59.

OEEC, Third Report of the Fisca Committee of the OEEC, The Elimination of Double Taxation, (1960), in
Legidative History of United Sates Tax Conventions, Volume 4: Model Tax Conventions (Washington D.C.: U.S.
Government Printing Office, 1962), at 4565ff.

Id., at 4581 para. 18.
24



68

69

70

71

72

Chapter 1 The Origins of the General Principles of International Taxation

Committee completed a report containing a draft double taxation convention.% On 30 July
1963, the Council of the OECD adopted a Recommendation concerning the avoidance of
double taxation which urged dl members to conform to that draft convention when concluding
or revising existing hilatera conventions between them. ®

From the outset the Fisca Committee, which had in the meantime been changed into the
Committee on Fiscal Affairs, recognised the necessity of periodic revision of the draft. Thefirst
revison of the 1963 Draft Modd was findlised in 1977. A further revison was initiated which
led to the publication in 1992 of the Modd Convention in loosdeaf format to facilitate future
revisons. Thus, revisons of the Model have been carried out in 1994, 1997, 1998 and 2000,
with further regular revisions anticipated.™

B The United Nations Model Convention

The hilatera tax conventions that were negotiated in the 1960s involved primarily developed
countries. Only a rdatively smal number of such treaties had been concluded between
developed countries and Less Developed Countries (LDCs). An explanation for the paucity of
such tregties was that ‘the traditiond tax conventions have not commended themsdlves to
developing countries. ™

The desire to cater for the needs of LDCs was recognised and the Economic and Socia
Council of the United Nations in its Resolution 1273 (XLIII) adopted on 4 August 1967
requested that the Secretary- Genera of the United Nations (U.N.) to find ways for facilitating
the conclusion of tax tresties between developed and developing countries. "2

OECD, Draft Double Taxation Convention on Income and Capital (Paris: OECD, 1963).

OECD, Committee on Fiscal Affairs Model Tax Convention on Income and Capital (Paris: OECD, 1992), |oose |eaf
(1997 update), at 1-2. (Note: A 2000 update is now available.)

Ibid.

OECD, Fiscal Incentives for Private Investment in Developing Countries. Report of the OECD Fiscal Committee
(Paris: OECD, 1965), at 57 para. 164.

United Nations, Department of International Economic and Social Affairs, United Nations Model Double Taxation
Convention Between Developed and Developing Countries (United Nations publication ST/ESA/102, 1980) 2. See
also United Nations, Tax Treaties Between Developed and Developing Countries, Eight Report (United Nations
publications, Sales No. E 80 XVI). Pursuant to that resolution, in 1968, the Secretary-General set up the ad hoc group
of experts between developed and developing countries. The ad hoc group of experts was composed of tax officials
and experts from Argentina, Chile, France, the Federa Republic of Germany, Ghana, India, Israel, Japan, the
Netherlands, Norway, Pakistan, the Philippines, the Sudan, Switzerland, Tunisia, Turkey, the United Kingdom, and
the USA. Tax officials and experts were appointed in their personal capacity rather than acting as representative of
their particular country. In 1972 an expert from Sri Lanka and in 1973 one from Brazil joined the group at the request
of the Economic and Social Council. In addition, there were observers from Austria, Belgium, Finland, the Republic of
Korea, Mexico, Nigeria, Spain, Swaziland, and Venezuela The following international organisations were aso
5
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The U.N. Modd Convention is widely considered to have achieved a compromise between
the source and the residence principles’”® By broadening the definition of a PE the U.N.
Mode certainly gives more weight to the source principle than does the OECD Modd. The
fact is, however, that the UN Mode did not adopt any new approach to tax tregties. No
attempt was made to challenge the basic tenets of the OECD Modd. There were numerous
cases where the experts from the First and Third World failed to reach any agreement. Thus,
dthough the Modd is regarded as favouring taxation & source, this preference is not
expressed in any generd principle comparable to Article 1V(1) of the Mexico Modd.

Section Ill  The League’s Second Compromise: The
Apportionment of Business Profits

Once the problem of dlocating primary taxing rights was resolved, the League was required to
develop an acceptable method for the proper dlocation of business profits accruing to an
enterprise operating in two or more jurisdictions.’* The Academic Experts and the Technica
Experts, as wdl as the 1928 Generd Mesting of the League of Nations, did not specificaly
address the problem of agpportionment of income and expenses of enterprises operating
globaly. 1t would appear, however, that the experts were inclined to favour some sort of
formulary gpportionment to achieve this gpportionment objective.™

represented at the workings of the group of experts: the International Monetary Fund, the International Fiscal
Association, the Organisation for Economic Co-operation and Devel opment, the Organisation of American States and
the International Chamber of Commerce. The Fiscal and Financial Branch of the Department of International
Economic and Socia Affairs of the United Nations Secretariat undertook the task of preparing a draft model
convention. The draft model (ST/SG/AC.8/L.29) used the 1977 OECD Model Double Taxation Convention as its
main reference text. However, the group of experts made it clear that it did not postulate the correctness of the
Convention nor were its decisions governed by the OECD text. The group of experts reviewed the draft model and
adopted the final text of the Convention as well as the commentary at its eighth meeting held in Genevain December
1979.

United Nations, Department of International Economic and Social Affairs, United Nations Model Double Taxation
Convention Between Devel oped and Developing Countries (United Nations publication ST/ESA/102, 1980), at 5.

Indeed, T.S. Adams, the U.S. representative on the Expanded Technical Experts Committee was of the view that the
apportionment of business income was ‘the most important technical problem in this field'. See Graetz & O'Hear,
supranote 16, at 1075 n 217.

The Academic Experts included an addendum on apportionment which while failing to make any recommendation
nevertheless advised that research be directed towards the experience of the American states on the problem. In fact,
Graetz and O'Hear suggest that the U.S. representative on the Expanded Technical Experts Committes, T.S. Adams
‘would have been sympathetic to a formulary system such as the one he developed in Wisconsin, as he seems to
suggest in an essay written shortly before his death’; see T.S. Adams, ‘Interstate and International Double Taxation’,
in Lectures on Taxation 101, at 102 (Roswell Magill, ed., 1932). Moreover, the U.S. Revenue Act of 1921 drafted by
Adams called for the Commissioner of Internal Revenue to develop ‘formulas of genera apportionment’ to alocate
income from sources partly within and partly without the United States, such asincome arising from the manufacture
2%
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Thus Langbein notes that:

the community of experts designing the models appeared to be going in the direction of adopting
some form of formula apportionment rules for allocating business profits. Thus the reference to
separate accounting n the original draft of the model was dropped in the final version. The pre-
existing conventions, notably that among the Central European powers, included an alocation
provision that called for formulary apportionment, that convention had been a principal source of
precedent for the entire effort made in the 1920s. And the commentary to the 1928 models
suggested formulary or empirical methods were to predominate in making allocations under the
model provisions.76

What then caused the abandonment of the prevailing atitude regarding the apportionment of
income derived by enterprises operating globaly? It will be recaled tha the origina draft
convention of the Expanded Committee of Technical Experts introduced the concept of the PE
which, over the years, lecame the primary nexus triggering a country’s right to tax business
income derived within its borders. PEs were defined as the ‘read centres of management,
affiliated companies, branches, factories, agencies, warehouses, offices, depots.’ ’” The draft
convention then provided that if an undertaking had a PE in two contracting states, eech State
would be entitled to tax the portion of income produced in its territory. In order to determine
the profits thus produced within a territory, the authorities were to rdy on the finencd
datements of the establishment. Moreover, in *the absence of accounts showing thisincome in
proper form, the competent administrations of the two Contracting States shal come to an
arrangement as to the rules for apportionment.’’

The models approved by the Generad Meting subgtantidly dtered the business operations that
would have congtituted a PE under the 1927 Draft Convention. Thus, ‘affiliated companies
were not included in the list of operations that would condtitute a PE. In addition, instead of
referring to the use of a taxpayer’s separate accounts for the dlocation of profits, the
goproved draft smply suggested that the relevant adminigrations should ‘come to an
arrangement as to the basis for gpportionment’.”

These amendments left many questions unresolved. In view of the uncertainty in the areg, the
Generd Meeting recommended that the matter be further studied. The League's Council then
appointed a Fiscal Committee to which was given the task of studying inter diathe dlocation

of goods in one country and sale in another.” See Revenue Act of 1921, chap. 136, § 217(e), 42 Stat. 227, 244-45, in
Graetz & O’'Hear, supra note 16, at 1089 n 275.

Langbein, supra note 50, at 632.
League of Nations (1927), supra hote 49, at 4125.
League of Nations (1927), supra note 49, at 4112.

League of Nations (1927), supranote 49, Article 5 at 4162, and Commentary on Article 5 at 4166.
2
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problem.® At the Fiscd Committeg's first meeting held in October 1929 it was resolved ‘that,
in order to do any useful work, it would be essentid to have a detailed knowledge of the
practice of various countries’® The study of the practices regarding the dlocation question
that began in 1930 was entrusted to Mitchdl B Carrall, an American lawyer who had been
involved with the earlier works of the Expanded Committee of Technicd Experts.

1 The Carroll Report

If the experts of the League were more or less in favour of some form of formulary
gpportionment as a solution to the dlocation of multijurisdictiona income then, as Langbein
agues, the Carroll Report ‘represents a turning point in the development of the dlocation
rules for mode conventions .22

A Carroll’s Methodology
Mitchell Carroll never underestimated the difficulties relating to the alocation problem:
[T]he subject of allocation may be described as being at the crossroads of all sciences. It involves

not only the fiscal sovereignty of States, and civil, commercial and sometimes penal law, but also
commercia geography, economics, business management, and |ast, but not |east—accounti ng.83

He then proceeded to andyse on a comparative basis the gpportionment question. His method
of analysis proceeded aong the lines as set out below.

i The Search for any Existing Legislation

Carrall found virtualy no legidation in most countries on the gpportionment question. Most
countries taxed the profits attributable to a branch operating in teir jurisdiction according to

The Fiscal Committee was a permanent committee of the League of Nations composed of ten regular members,
nationals of Belgium, Bolivia, France, Great Britain, Greece, Holland, Italy, Spain, Switzerland and the United States,
and 36 corresponding members, nationals of South Africa, Albania, Australia, Austria, Brazil, Bulgaria, Canada,
Colombia, Cuba, Czechoslovakia, Danzig, Denmark, Ecuador, Egypt, Estonia, Finland, Hungary, Iceland, Irish Free
State, Japan, Latvia, Luxembourg, Mexico, New Zealand, Norway, Paraguay, Persia, Poland, Portugal, Romania, San
Salvador, Sweden, Turkey, Uruguay, Venezuela and Yugodavia. In most instances the member or corresponding
member is the principal officia in the tax administration of his country. Each serves on the committee, however, in
higher private capacity as expert. See Carroll (1934), supranote 57, at 473 n 1.

League of Nations, Report to the Council on the Work of the Second Session of The Committee League of Nations
Document No. C. 516. M. 175. 1I. (31 May 1930), in Legidlative Historyof United Sates Tax Conventions, Volume
4: Model Tax Conventions; see supra note 13 at 4199.

Langbein, supranote 50, at 631.

M.B. Carroll, Taxation of Foreign and National Enterprises (Volume IV)}—Methods of Allocating Taxable Income,
(Carroll Report), League of Nations Document No. C. 425. M. 217(b). l1A. (30 September 1933), at 13 para. 9.
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purey adminigtrative practices. The only legidation on apportionment he found were the
formulary gpportionment systems in existence in Spain, Austria, Wisconsin, New Y ork, and
Massachusetts.

i The Methods of Allocation

Carroll found that most tax authorities were inclined to use a combination of three methods of
alocating business profits of amultijurisdictiona enterpriseto itsloca PE#

a Separate Accounting

The most common method used for the determination of a branch’s income was the separate
accounting method which ‘means taking the declaraion of income, supported by accounts of
the loca branch, as a basis of assessment.’® Therefore, it was important for the financia

statements submitted to be accurate. In order to establish that these documents were indeed a
true reflection of the business dedlings, the tax authorities were required to compare them with
those of a amilar but independent enterprise. In essence, the method entailed that if the price
charged for one transaction is comparable to that charged in a second transaction, then the
price charged in the firgt transaction between two unrelated parties is to be used as a
benchmark for the determination of the price that should be charged in the second transaction
among related parties. This method of determining the correct transfer price between related
enterprises came to be known as the ‘arm’ s length standard’ .&

b. Empiricd Methods

When it was impossible to establish separate accounts, Carroll found that most systems would
rely on empirical methods to determine the income of a PE. At the base of the empirica
methods is the assumption that a loca establishment would gpproximately make the same
percentage profit as the other establishments of the enterprise to which it belongs, or as other
enterprises engaged in a sSimilar type of business.” Empirica methods therefore involved an
atempt by authorities ‘to estimate an income by comparing the given enterprise with smilar
enterprises, or taking into account turnover, assets or other readily ascertainable factors.®

Id., at 45 para. 120.
Id., at 45 para. 120.

S. Surrey, ‘ Reflections on the Allocation of Income and Expenses Among National Tax Jurisdictions’, (1978) 10 Law
and Policy in International Business409, at 414.

Carroll Report, supra note 83, at 45 para. 121.

Supranote 83 at 45 para. 121.
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C. Fractiona Apportionment

In a certain number of countries Carroll found that fractiona gpportionment was ether ‘the
primary or the only basis of dlocation’. Fractiond gpportionment is defined in the report as the
‘determination of the income of one establishment of an enterprise by dividing tota net income
in the ratio of certain factors, for example, assets, turnover, payroll, or a fixed percentage.’®®
This system prevailed, for example, in Spain where it was clamed that separate accounting
had to be abandoned because a certain number of branches of foreign companies operating
there showed little or no profits.

Severd other countries used fractional apportionment as the primary method of
apportionment. France was another country where tax on income from securities was
computed in proportion to assets represented by the loca branch. Fractiond apportionment
was dso used in the U.S., more specificdly, in Wisconsin, New Y ork and Massachusetts.
Well-developed formulary systems prevailed by statute in Switzerland, and Austria, and by
international agreement in Ausdtria, Hungary and Czechodovakia

The criticad point to noteis that Carroll found no widespread use of separate accounting based
on legidative provisons to determine a branch’s taxable income. Rather, he documented the
use of the method as an adminidtrative practice. Yet, he concluded that a * predilection for the
method of separate accounting is evinced by the great mgjority of countries.’®®

B The ldentification of the Transfer Pricing Problem

Mitchell Carroll’s objective was to ‘formulate a sysem of dlocating or gpportioning the
income of business enterprises which would be fair, logicd and suitable for al types of
businesses’® It is indigoutable that Carrall was among the first persons to dearly identify the
problem of trandfer pricing as one of the key issues of internaiond taxation.®? Having
acknowledged the problem, Carroll set himsdf to finding asolution toit.

Supranote 83, at 46 para. 122.
Supranote 83, at 88 para. 293.

League of Nations, Report to the Council on the Fourth Session of the Committee, L eague of Nations Document No. C.
399. M. 204. l1A. (26 June 1933), in LegislativeHistory of United Sates Tax Conventions, Volume 4: Model Tax
Conventions see supra note 13, at 4241.

However, Carroll’s senior at the League of Nations conferences, T.S. Adams, was well aware of the transfer-pricing
problem since he described it during hearings on the U.S. 1921 Revenue Act. See Internal Revenue: Hearings Before
the Committee on Finance of the United Sates Senate on H. R. 8245, 67, reprinted in 95A Internal Revenue Acts of the
United States 1909-1950: Legislative Histories, Laws, and Administrative Documents (Bernard D. Reams, Jr., ed.,
1979) in Graetz & O'Hear, see supra note 16, at n 39.

0
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2 The Articulation of the Arm’s Length Principle

In Carroll’s mind, to dedl with the apportionment problem meant to solve the ‘diversion of
income problem. He believed that any corrective measures had to subgtitute market for
manipulated prices. He came to firmly bdieve that the only plausble method for the
gpportionment of businessincome that would prevent manipulation between the various PEs of
aTNC or subsidiaries in agroup of companies was the ‘ separate accounting' method.

A The Emergence of the Arm’s Length Principle

According to Carrall, separate accounting was ‘ the primary method of alocating income to the
various countries in which an enterprise has permanent establishments [which] is preferred by
the great mgority of governments, and business enterprises represented in the Internationd

Chamber of Commerce, as well as other authoritative groups’®® However, in spite of his
preference for the separate accounting standard, it would appear that Carroll could not make
up his mind as to the most appropriate method to apply the standard to factua Situations.
Thus, in one ingtance he held that it was ‘undesirable to endeavour to prescribe detailed rules
of separate accounting’ ** and in another he suggested that a treaty embodying the principle
should incorporate ‘ definite and precise rules for application’ *® in order to solve the problems
that would ariseif two jurisdictions claim theright to tax the profits of one enterprise.

Notwithstanding these hesitations, Carroll identified two distinct criteria for alocating profitsto
a branch. These were the ‘remuneration for services and the ‘sdes between independents

criterions® Under the remuneration for services criterion, a branch is alocated profits that are
drictly imputeble to the services that the branch has performed. The sdes between
independents criterion was construed as a three- steps process. It involved:

afictiond trandgfer of title to the goods,
the alotment of sufficient capital to the branch for it to carry out its operations, and

the apportionment of losses or risk of losses that would be caried by smilar
independent enterprises.

Carroll Report, supra note 83, at 189 para 671.
Supranote 83, at 190 para. 672.
Supranote 83, at 191 para. 675.

Supranote 83, at 202 para. 713.
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Carroll was in favour of the adoption of the remuneration for services criterion. He argued
agang the ‘sdes between independents criterion. One of his objections is thet the criterion
would involve ‘checking prices...[againgt] independent dedlers in other countries and dlowing
for deviations due to the condition of the branch.®” He recommended the remuneration for
services criterion because of its adminigtrative smplicity and fairess:

[I1f we recognize the fact that the real centre of management, especialy if it is situated at the
principal productive establishment, is the most vital part of the enterprise, the most practical
approach to the problem is to give t the residuum of profit after allocating to each outlying
secondary establishment compensation for the services it has rendered to the enterprise in
accordangcse with what would have been paid to an independent enterprise rendering such
services.

B The Arm’s Length Principle in the 1935 Allocation Convention

At its fourth meeting in May-June 1933, the Fiscd Committee gpproved the Carroll Report.
That report was then used as a basis for a draft convention on the dlocation question that was
aso published in 1933.%° The Fiscd Committee further recommended that the Carroll Report
be used as a guide for the interpretation of that draft convention. The latter was then sent
through the Council to dl member sates for comment.

As aresult of this process, the Fisca Committee decided to rewrite the text as a model for
bilatera tredties. The draft convention resulting from Carroll’s work was published in 193510
But it was never gpproved by any forma inter-governmenta conference nor used on its own
as a basis for bilaterd treaties!®! However, its provisions were later incorporated in bilatera
tredties that were entered into by severd countries, and eventudly in the model conventions
that succeeded the 1928 models. Although the 1935 Draft Convention never becane a
‘modd’ convention, it is the only document gpproaching an international model, together with
the London and Mexico Modds, where the expression ‘am’s length’ is actudly used.1®

Supranote 83, at 196 para. 690.

Supra note 83, at 192 para. 677. Again, Carroll was merely reproducing T.S. Adams's recommendations to the U.S.
Senate debating the 1921 Revenue Act. See Graetz & O Hear, supra note 16 at 1060.

League of Nations (1933), supranote 91, at 4241.

League of Nations, Report to the Council on the Fifth Session of the Committee, League of Nations Document C. 252.
M. 124. 1lA (17 June 1935) in Legidative History of United Sates Tax Conventions, Volume 4: Model Tax
Conventions see supra note 13, at 4253-54.

Langbein, supra note 50, at 633.

Supra note 50, at 633. The arm’s length principle had aready been introduced in the context of the permanent

establishment clause in Draft Convention la, Article 5; see League of Nations (1928) supra note 51, at 4162. Indeed,

‘the words “bona fide agent of independent status” are intended to imply absolute independence, both from the legal
K7
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Article Il of the Draft Convention, the ancestor to the present Article 7 of the OECD Modd,
provided that where an enterprise carries on business in a number of states, each PE through
which such business was carried out would be atributed ‘the net business income which it
might be expected to derive if it were an independert enterprise engaged in the same or Smilar
activities under the same or similar conditions**® Pursuant to Article 111, this net income
would, in principle, ‘be determined on the basis of separate accounts pertaining to such
establishment.’ 1% The right to rewrite those accountsiis present:

The fiscal authorities of the contracting States shall, when necessary...rectify the accounts
produced, notably to correct errors or omissions, or to re-establish the prices or remunerations
entered in the books at the value which would have prevailed between independent persons
dedlingat arm’s Iength.lOS

The question of affiliated enterprises is dedlt with in Article VI of the ‘Carrall Convention’ 1%
Although the 1935 Draft Convention advocated separate accounting as the prime method for
the apportionment of transnationa income, empirica methods and fractiona gpportionment
were not completely rejected. They were retained in case the armi's length principle could not
be applied. However, their eventua application was consgtraned by an important proviso.
They were required to be used in such a way as to yield results agpproaching as closdly as
possible to those which would be reflected by separate accounting. 1%

The 1935 Draft Convention marks the birth of the separate accounting/army’s length principle.
The principle did not suddenly gain its status as an international norm, rather, ‘the language of
the 1935 draft supplied the bass for the text later inserted into the generd internationa
models.’® In arguing for the separate accounting standard Carroll chose, however, to object

and economic point of view. The agent’s remuneration must not be below what would be regarded as a norma
consideration.” See Graetz & O'Hear, supra note 16, at 1089 n 274.

League of Nations (1935), supra note 100, at 4253-54.
Id., at 4254.
Ibid.

Article VI isthe direct ancestor of the present Article 9 of the OECD Model. It reads as follows:

‘When an enterprise of one contracting State has a dominant participation in the management or capital of an
enterprise of another contracting State, or when both enterprises are owned or controlled by the same interests, and as
the result of such a situation there exists, in their commercia or financial relations, conditions different from those
which would have been made between independent enterprises, any item of profit or loss which should normally have
appeared in the accounts of one enterprise, but which has been, in this manner, diverted to the other enterprise, shall
be entered in the accounts of such former enterprise, subject to the rights of appeal allowed under the law of the State
of such enterprise”” Carroll, supra note 57, at 496.

Carroll, supra note 57, at 495.

Langbein, supra note 50, at 634.
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to fractiond gpportionment. Thus, it is reasondble to say that Carroll in fact did not
convincingly commend the separate enterprise standard on its own merits. Rather, he judtified
his preference for the separate accounting standard by focusng on what he saw as the
weaknesses of fractiond apportionment® Notwithstanding this, the Fiscd Committee fully
embraced the method of separate accounting as proposed by Carroll.

C The Consolidation of the Arm’s Length Principle

It would gppear that at the time of its articulation the armv's length principle did not cause any
controversy in contrast to the continued disagreement between the primacy of source or
residence taxation. Supporters of both the London and Mexico Models did not reopen the
debate on am’s length and fractiond gpportionment. The provisions for the alocation of
income were identica in both models and merely reproduced the 1935 dlocation provisions as
aProtocol. Article VI of the Protocol to both models reproduced Article 111 of the 1935 Draft
Convention relating to the dlocation of income and expenses among PEs. Article VII of the
Protocol reproduced Article VI of the 1935 Draft Convention relaing to independent
enterprises. Furthermore, just as in the 1935 Draft Convention, both the Mexico and London
Modes retained empirical methods and fractiond apportionment as back-up methods for
alocating income and expensesif separate accounting failed to achieve its purpose.

As far as the arm’s length principle is concerned, it is obvious that officidly the views of the
members of the OECD have not changed. The origind or revised versons of the draft
conventions produced by the OECD, as well as the Organisation’s Guideines published in
1995,1° are dl articulated on the premise that the arm'’s length standard is the fundamenta
principle underlying the alocation of income and expenses both in the branch and in the
subsidiary context.

The emergence of the am'’s length principle as the ‘internationd norm’ 11! for the taxation of
business profits was not achieved overnight. As mentioned, Article 111(1) of the draft
convention of 1935 provided that if an enterprise with its fiscd domicile in one contracting
date has PEs in other Contracting States:

Carroll Report, supra note 83, at 187-89 paras 664-70.

OECD, Report of the OECD Committee on Fiscal Affairs, Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrators (Paris: OECD, 1995), (OECD 1995 Guidelines).

This ‘international norm’ status is vehemently contested by Langbein; see S. Langbein, supra note50. In 1989 the
German Government, in expressing its reservations to the OECD report on thin capitalisation rules noted, ‘the
consensus regarding the actua application of the “arm’s length principle” is extremely vague and precarious. See
Green, supra note 56, at 37 n 70. Obviously German reticence is obsolete as that country now fully embraces the
OECD 1995 Guidelines.

A
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there shall be attributed to each permanent establishment the net business income which it might
be expected to derive if it were an independent enterprise engaged in the same or similar activities
under the same or similar conditions*

In order to enable the rdevant fiscal authorities to carry out this attribution, they were dlowed
to rectify the accounts produced o that these accounts reflect *the vaue which would prevail
between independent persons dedling a arm’s length’. Article 111, substantialy modified, is ill
the basisfor Article 7 of the OECD Modd. Article 7(2) of the current OECD Modd reads as
follows
[S]ubject to the provisions of paragraph 3, where an enterprise of a Contracting State carries on
business in the other Contracting State through a permanent establishment situated therein, there
shall in each Contracting State be attributed to that permanent establishment the profits which it
might be expected to make if it were a distinct and separate enterprise engaged in the same or
similar activities under the same or similar conditions and dealing wholly independently with the
enterprise of which it is a permanent establishment.™
Article 7 dedls with the attribution of income between home enterprises in one Contracting
State and their branches in another contracting state. This has been referred to as the ‘branch’

or ‘permanent establishment’ context.

The ‘associated enterprises’ or ‘related enterprises context is dedt with in Article 9 of the
OECD Modé. Article 9 of the OECD Model reproduces the provisons of Article VI of the
1935 Draft Modd.*** Both provisions provide that the arm’s length standard is to be applied
primarily in the relaions between an enterprise and its subsidiaries, parents or Sster entitiesin
another state. The text of the 1935 Draft Modd is exactly the same as the origina text of
Article 5 proposed in the 1933 League of Nations Draft Convention.*t®

Article9(1) states.

1 Where

(@  An enterprise of a Contracting State participates directly or indirectly in the management,
control or capital of an enterprise of the other Contracting State, or

(b)  the same persons participates directly or indirectly in the management, control or capital of
an enterprise of a Contracting State and an enterprise of another Contracting State,

and in either case conditions are made or imposed between the two enterprises in their commercial
and financial relations which differ from those which would be made between independent

League of Nations (1935), supra note 100, at 4253-54.
OECD (1992), supra note 69, at M -15.
Article VI is reproduced at supran 106.

League of Nations (1933), supra note 91, at 4245.
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enterprises, then any profits which would, but for those conditions, have not so accrued, may be
included in the profits of that enterprise and taxed accordingly. ™

Article 7, but not Article 9, contains an explicit quaification on the commitment of the mode to
pure am’s length principle. Article 9 does not prescribe the methods by which an arm’slength
price is to be determined. This feature, together with the fact that Article 9(1) especidly
deviates from the origina versons of the League of Nations drafts of the 1930s, has led to
serious interpretative poblems as to its scope and nature. These problems have blurred the
legd basis for transfer pricing adjustments at the present time. In this context, two questions
need to be addressed. What are the internationa obligations in the transfer pricing area and is
there any latitude for dtates to use an apportionment method other than the arm’s length
standard in the associated enterprise context?

Article 9 is probably one of the most important articles in the OECD Modd. Yet both the
League of Nations and the OEEC/OECD have not fully explored its implications. Rather,
emphasis was laid on Article 7 of the OEEC/OECD Modd (the permanent establishment
aticle) and its various ancestors ariginating from the League' s work. This was justified on the
grounds, that & that time, companies that engaged in cross- border transactions did so through
PEs rather than through subsidiaries or associated enterprises.’*” Thus Commentaries to
Article 9 of the OEEC Draft, which became Article 9 of the OECD 1963 Draft Modd

Convention, and Article 9(1) of the 1977 and 1992 models, were quite brief and were
rounded in one paragraph of four sentences, while those relaive to Article 7 conssted of
‘especidly detailed commentaries ™8 covering 26 paragraphs over eight pages. It would thus
appear that even in the 1960s, the problem of transfer pricing involving associated enterprises
was dill regarded as minor.*® Consequently, when the problem reached significant
proportions, countries were dready ‘locked into the structure of the associated enterprise
Artide .12

What then are the consequences of this reative neglect in the proper articulation of Article
9(1)? To appreciate them it is necessary to compare the origina texts and the current Article
9. The two provisons seem to be very close but there are differences in their wording which
pose areal problem of interpretation in their scope and effect.

OECD (1992), supra note 69, at M -15.

Langbein, supra note 50, at 628-37.

R.J. Vann (1996), unpublished lecture notes, University of Sydney.
Langbein, supranote 50, at 638-42.

Vann, supranote 118.
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These differences lie firgt in the absence of the word ‘loss and the use of ‘may’ instead of
‘shdl’ in the current Article 9(1). Consequently, one of the most pertinent questions that arises
is whether Article 9(1) dtates a rule which gpplies to the excluson of the domestic law of
countries which have adopted the OECD Modd for their Double Tax Agreements. Further,
does Article 9(1) create an independent rule for adjustment, and is the provision concerned
with profits adone to the excluson of losses? In short, is Article 9(1) to be interpreted
restrictively or expansvely? The ultimate consequence of a redrictive interpretation is that
Article 9(1) establishes the arm’s length standard as the exclusive method for apportioning the
profits of a TNC, thus regjecting formulary apportionment as an aternative.

This problem of interpretation did not arise with the origind texts, for example, Article VI of
the 1935 League of Nations Draft. This provison sated clearly that transfer pricing
adjustments were to be made in conformity to it regardless of whether domestic rules provided
for dternative methods. The changes to be carried out pursuant to Article VI were
‘obligatory...[and] the provison gives a power to make adjustments independent of domestic
law and that changes are to be made whether they turn profitsinto losses, profits into bigger or
smdler profits or losses into bigger or smaller losses.” 12

Article 9(1) usestheword ‘may’ in lieu of ‘shdl’ asin Article 5 of the 1933 League's Modd.
Does this change mean tha the intention is to give countries a discretion rather than an
obligation to make any upward or downward adjustments to prdfits? It would appear that is
the case. However, if an adjusment is made, then that change must necessarily be effected
according to the arm'’s length standard. In other words, countries are not forced to adjust
transfer prices, but if they do, then they must do so according to the army’s length principle.

The prominent double tax agreement specidist, Professor Dr Klaus Vogd, supports the
mandatory nature of the am’s length principle, notwithstanding the word ‘may’ in Article
9(2).*?2 In addition, the OECD report on thin capitalisation examines the nature of Article 9(1)
and concludes too that it is restrictive by nature and sets the arm’s length standard as the only
acceptable apportionment method. Furthermore, the same report seems to suggest that Article
9(1) sts its own scope of gpplication, that is, it sets the maximum to which profits can be
adjusted:

[T]he Committee generally agreed that, in principle, the application of rules designed to deal with
thin capitalisation ought not normally to increase the taxable profits of the relevant domestic

Supranote 118.

K. Vogd, Klaus Vogel on Double Taxation Conventions: A Commentary to the OECD, UN, And U.S. Mode
Conventions for the Avoidance of Double Taxation of Income and Capital (Kluwer: 1991), at 422-23.

37
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enterprise to any amount greater the arm’s length profit, that this principle should be followed in
applying existing tax treaties, in particular in the operation of the mutual agreement procedure under
the equivdent of Article 25 of the Model, and that it should also be followed in the negotiation of
bilateral treatiesin the future."”®
As mentioned earlier, Article 5 of the 1933 League of Nations Modd does not pose
interpretative problems as the text is clearer. The confusion and interpretetive problems that
impair Article 9(1) arise because the latter departs from the former. Thus, while the Fiscd
Committee of the OEEC gave the assurance that these changes were only cosmetic and not

intended to be of any substarce, the redlity is quite different.

The question then is why was it necessary to make the changes in the first place? It is
suggested that the main reason was to dign the OEEC/OECD drafts with contemporary U.S.
practice in the area. The thrust of the U.S. practices was, it would appear, different from that
of the OEEC/OECD drafts, and uniformity was needed. The Fiscal Committee stated:

[A]nother consideration is that the application of common rules by Member countries of the OEEC
may, because of their position in the world economy, be an inducement for other countries to adopt
the same rules. The Fisca Committee wishes to express its appreciation of the fact that
Representatives of the United States have attended its meeting from the beginning and have taken
partinitsdiscussi ons."”*
Uniformity therefore meant that al member countries of the OEEC were required to adopt the
rules of the dominant economic power, that is, the United States. The suggestion of using the
U.S. system as the international benchmark in the transfer pricing debate was not new. For

ingtance, in discussing the London Model, the Fiscd Commiittee of the League of Nations said:

the general structure of the Model Convention drafted at the present session is similar to that of
the Mexico Model. On other points, new articles have been inserted to make use of certain
innovations contained in conventions, such as those between the United Kingdom and the United
States concluded since the 1943 meeti ng.125

In redity, even prior to the U.K.—U.S. Convention, the U.S. had managed to imposeits views
on earlier conventions. For example, one of the earliest conventions in which a variant of the
OEEC Articles XI and XVI are used is that concluded in 1939 between France and the

OECD, Issuesin International Taxation No. 2, Thin Capitalisation (Paris: OECD, 1987), at 22 para. 50.

OEEC, Report of the Fisca Committee of the OEEC, The Elimination of Double Taxation, (1958) in Legislative
History of United Sates Tax Conventions, Volume 4: Model Tax Conventions; seesupra note 13, at 4461.

League of Nations, Report on the Work of the Tenth Session of the Committee, League of Nations Document C. 37. M.
37. 11A. (1946), in Legidative History of United Sates Tax Conventions, Volume 4: Model Tax Conventions; see
supranote 13, at 4306.
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U.S.26 Smilarly, Artides 111 and IV of the Double Tax Convention between Canada and the
U.S. sgned in 1942 are drafted in such terms as to make the gpplication of the arm’s length
principle an obligation.*?’

Moreover, it is true that the U K~U.S. Tax Convention signed in 1945 seems to have
crystalised the language used in this context. Thus, Artidles |11 and IV of tha Convention'?®
are reproduced amost verbatim at Articles [11 and 1V of the convention between Australia and
the UK. signed in 1946.1%°

The question that arises, therefore, relates to the origins of these concepts which in 1960 the
OEEC was promoting as the standard gpplicable between its members. The influence of the
1963 OECD Draft Modd Convention on U.S. treaties has been described in the following
terms. ‘The new tregties are quite Smilar to the OECD Draft. They continue the old
convention authorization for Smilar realocations between related persons to gpproximate
section 482" 130

It is therefore clear that rather than the 1963 OECD Draft having an influence on U.S. tax
treaties, it was well and truly the contrary. Section 482 and its regulations as reproduced in the
treaties signed by the U.S. were being imposed on a worldwide basis through the OEEC and
later the OECD. Thus the 1963 OECD Draft Model Convention and the 1977 OECD Model
Convention, while rearranging the articles relative to the OEEC draft, merely reproduced the
same concepts.

Basically, section 482 authorises the Internd Revenue Service (IRS) to dlocate the gross
income, deductions, and credits between related taxpayers to the extent necessary to prevent
evasion of taxes or clearly reflect the income of related taxpayers®! Section 482 does not
specify any ‘method or theory to guide the Commissioner in making income dlocations’ %2 A
Sudy of the legidative history of section 482, and more especidly the regulations implementing

WH Diamond & DB Diamond eds, International Tax Treaties of All Nations, France and United Sates (New Y ork:
Oceana Publications, 1975), Vol. |, Articles 4 & 5, 308, at 309.

Id., at 324.
Id., at 341-42.
Id., at 380-81.

H.I. Lazerow, The OECD Draft Influence on the United Sates Income Tax Treaties (Amsterdam: International Bureau
of Fiscal Documentation, 1976), at 48.

Note, ‘Multinational Corporations and Income Allocations Under Section 482 of the IRC’, (1976) 89 Harv L.R.
1202, at 1204.

Ibid.
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it, evolved in pardle with the work of the League of Nations. The earliest predecessor of
section 482 is section 240(d) of the U.S. Revenue Act 1921.%% This provision enabled the
Commissoner to consolidate and redistribute income and expenses of related trades or
businesses. In the U.S. Revenue Act of 1928, the provisions of section 240(d) of the 1921
Revenue Act was replaced by section 45.%% This provision is the direct ancestor of the
current section 482 which was incorporated in the Revenue Code in 1954.1% At the time
Carroll was writing his report for the League of Nations, section 45 was dready in force in the
U.S. In fact Carrall refersto it in his report to the League.t®® However, section 45, and later
section 482, do not specify any method or theory for income alocations and ‘there is no
mention in any of section 45's legidative higory of transfer price reviews, an am's length
standard, or separate entity treatment.’*3’ This particular method of income alocaion is
sdected in the Treasury Regulations implementing section 45. In other words, Treasury
bureaucrats of whom Carroll was amember made the choice of this particular methodol ogy.

The origind Regulations under section 45 were published in 1934 and they set forth ‘for the
first time the arm’s length standard in the United States.’ 1 In 1935, as dready mentioned, the
League of Nations published its Modd Convention, otherwise known as the Carroll Modédl.
These are the only two documents where the words ‘armi's length’ are actualy used. The
‘tempord coincidence is striking.'t3°

The arm’s length principle as introduced in Treasury Regulation 86 Article 45-1 *established
beyond a doubt that the arm’s length standard was the fundamentad principle to be applied in
intercompany transfer pricing.’14° Furthermore, Federa Tax Regulationsin force on 1 January

The Statutes at Large of the United States of America, (Washington D.C.: U.S. Government Printing Office, 1923),
Vol. XLII Part I, at 260. For an explanation of the purpose of section 240(d) by the U.S. Senate, see H. LaMont,
‘M ultinational Enterprises, Transfer Pricing, and the 482 Mess', (1975) 14 Columbia Journal of Transnational Law
383, at 385.

See Note, supranote 131, at 1211.

See The Statutes at Large of the United States of America, (Washington D.C.: U.S. Government Printing Office,
1929), Vol. XLV Part I, at 806, and The Statutes at Large of the United States Of America, (Washington D.C.: U.S.
Government Printing Office, 1954), Vol. 68A, Internal Revenue Code, at 162 for a reprint of ss. 45 and 482
respectively.

Carroll Report, supra note 83, at 110 para. 387.
See Note, supra note 131, at 1211.

Langbein, supranote 50, at 632.

Supranote 50, at 632.

R.M. Hammer, ‘Will the Arm’s Length Standard Stand the Test of Time? The Specter of Apportionment’, (January
1996) 24 Intertax 2.
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1964 clearly dated that the ‘[tlhe standard to be agpplied in every case is that of an
uncontrolled taxpayer deding at arm’s length with another uncontrolled taxpayer.’** Such
language was dready present in the Double Tax Convention between Canada and the United
States sgned in 1942,

Article IV

(b)  In order to effect the inclusion of such profits in the taxable profits of the Canadian
enterprise, the competent authority of Canada may...re-establish the prices or remuneration entered
in the books at the values which would prevail between independent persons dealing at arm’s
length*?

Findly, Article 9(1) of the OECD Modd redly mirrors section 482 of the Interna Revenue
Code 1986 in yet another way. It does not specify any method or theory to guide signatories
in making income dlocations. The Committee on Fiscd Affars has published three reports
addressing this issue ™ The 1979 Report recommended four methods for determining an
arm'slength price:

the comparable uncontrolled price method;
the resdle price method,

the cogt- plus method, and

any other acceptable method.

The 1984 Report is an daboration of the principles that emerged in the 1979 Report as
gpplicable to three specific Stuations. In 1992, the OECD started to work on amgor revision
of the 1979 Report. On 8 July 1995, the OECD published a mgor part of the revised
Guiddines In its 1995 Guiddines, the OECD endorses the view that in certan
circumstances the traditiond transaction-based methods for the determination of arm’s length
prices could be inappropriate. It therefore suggests two new methods to be used as a matter
of last resort for this purpose. These so-cdled transactiond profit-based methods which will
be examined in detall in later chepters, are:

United States, Federal Tax Regulations 1964 (West Publishing Co.; 1964),Vol. 1, at 853-54.

W.H. Diamond & D.B. Diamond, International Tax Treaties of All Nations, 21 Canada and United States, (New Y ork:
Oceana Publications Inc, 1975),Vol. 21, Articles 11 & IV, at 324.

OECD, Report of the Committee on Fiscal Affairs, Transfer Pricing and Multinational Enterprises (Paris;: OECD,
1979), (OECD 1979 Report); OECD, Report of the OECD Committee on Fiscal Affairs, Transfer Pricing and
Multinational Enterprises - Three Taxation Issues (Paris: OECD, 1984), (OECD 1984 Report); Report of the OECD
Committee on Fiscal Affairs, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators
(Paris: OECD 1995), (OECD 1995 Guidelines).

Id., OECD 1995 Guidelines.
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the transactiond net margin method, and
the profit split method.

The arm’s length principle is now regarded as the ‘internationa norm’ as far as the taxation of
business profits are concerned. However, as will be examined later, there appears to be in
recent years a subtle move away from the drict interpretation of what the am’s length
principle stands for. This shift or, more accurately, this percelved readiness to adopt a more
redigic gpproach to the am'’s length standard, especidly by the U.S, is the result of the
frustration that arises because of its inherent problems when the principle is applied in the
complex economic mode of the 1990s. The arm’ slength principle is no doubt a highly artificid
concept. It is premised on certain theoretica weaknesses that need to be examined.



Chapter

The Limitations of the Present System of
2 International Taxation

The ultimate result of the work initiated by the League of Nations is the OECD Modd Double
Tax Convention on Income and Capita (the OECD Modd).* The main function of the OECD
Modd is to divide internationa income between the source and residence countries. The
source country is where income is produced, and the residence country is where the investor
deriving income from the source country resides. In the words of Professor Alvin Warren:
‘[T]he jurisdictiond badis for taxation is territorid in the firgt instance and persond in the
second.'?

The purpose of this chapter isto examine in Section | the premises on which this conventiona
resolution of the basic policy issue is achieved. Section Il focuses on the generd limitations of

the conventiond approach.® Findly, Section IIl demondrates tha the separate
accounting/am'’s length principle, anchored as it is in a bygone era, is likdy to fal in an
increasingly globalised world economy.

Section | The Main Features of the Present System of
International Taxation

1 The Conventional Approach

The divison of the internationd tax base as proposed by the conventiona approach is
articulated on three assumptions* Firstly, source and residence countries have a concurrent
and legitimate jurisdiction to tax; secondly, corporations and their investors are subject to
separate taxation; and thirdly, corporations and investors are taxable on their income,

OECD, Model Tax Convention on Income and Capital, (Paris. OECD, 1992), loose leaf, (1997 update), at C
(7)-5 para. 2(11). (Note: A 2000 update is now available.)

A.C. Warren, Jr., ‘Alternatives for International Tax Reform’, (1994) 49 Tax Law Review 599.
3 OECD (1992), supra note 1, at C (9)-1 para. 1(1).

Warren, supra note 2, at 599. See also H.J. Ault, ‘Corporate Integration, Tax Treaties and the Division of the
International Tax Base: Principles and Practices’, (1992) 47 Tax Law Review 565, at 569.
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A The Practice of the Conventional Approach

The current consensus regarding the proper divison of the income tax base rests on the
‘method of dassification and assgnment of sources.® Pursuant to this method, the primary
jurisdiction over corporate income is exercisable by the country where that income is sourced,
while the residence country has primary jurisdiction over investor taxation.® Thus, active
business income is taxed in the country where it originates (the source country), and passve
income is taxed in the country where the recipient of the income resides (the resident
country).’

Currently, the conventiond approach operates through a bilaterd treety network of more than
1500 tax tregties. These are, in genera, based on the OECD Mode .2 At the core of the
OECD ModeP is the precise delinestion of an active business operation caried out in a
paticular country.® An active business operation is carried out in a particular country if an
enterprise has a permanent establishment (PE) therein.!! In such cases, the country where the
PE islocated, thet is, the source country, has the primary right to tax the profits attributable to
the PE.*2 To avoid double taxation, the residence country, that is, the country where the
investor resides, is required to exempt those profits from tax a grant aforeign tax credit with
respect to tax paid to the source country on that income.*3

5 |d., Ault, at 568.

KeChin Wang, ‘International Double Taxation of Income: Relief through International Agreement 1921-1945',
(1945) 59 Harv L.R. 73.

R.S. Avi-Yonah, ‘ The Structure of International Taxation’, 74 Texas Law Review (1996) 1301, at 1306-09. The
terms ‘active’ and ‘passive’ income in this context broadly represents respectively the taxation of profits of the
firm and the taxation of the division of those profits among investors in the firm. Moreover, the expressions
active and passive income reflect the degree of control exercised over the activity. Hence, active income is
generaly derived from activities on which the taxpayer exercises direct control whereas passive income is
derived pursuant to activities on which the investor haslittle control.

R.J. Vann, ‘Improving Tax Law Improvement: An International Perspective’, (1995) 12 Australian Tax Forum
193, at 197.

9 OECD (1992), supra note 1.

10 Thisis the distinction between trading within as opposed to trading with aforeign country. See Grainger & Son

v Gough [1896] AC 325, and also J.D. Adams & R.J. Whalley, The International Taxation of Multinational
Enterprisesin Developed Countries (London: The Institute of Fiscal Studies, 1977).

11 OECD (1992), supra note 1 Articles 5 & 7.

12 Asnoted in Chapter 1, the permanent establishment concept is a compromise between aspirations of the source

and residence countries. Not all business income is taxable primarily in the source country, but rather only
income attributable to a PE.

13 oecp (1992), supra note 1 Articles 23A & 23B. In practice, the residence country allows a credit equal to its

own the tax rate on that income.
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Concurrently, primary jurisdiction is accorded to the residence country as far as passve
business income is concerned. Passive income comprises investment income such as dividends
and interests. However, the source country may first levy withholding tax on these items
dthough a substantialy reduced rates* Thus, for instance, the OECD Modd Tresty provides
for tax rates of five to 15 per cent on dividends, 10 per cent on interest, and zero per cent on
royaties™ To avoid double taxation, the residence country is required to give credit for any
withholding taxes imposed by the source country. 6 It is to be noted that this neat assignment
of income is now under threat with the advent of eectronic commerce. Indeed, countries are
increasingly worried about losng their tax base and are interpreting ‘existing laws in a manner
that dlows impogtion of withholding tax on payments arising from dectronic commerce
transactions or passing new laws that provide such withholding.’ **

B The Principles Underlying the Conventional Approach

These practices, embodied in the OECD Modd Tregty, are designed to implement three
principles underlying the conventiond gpproach to internationd taxation. These principles are
that of non-discrimination, neutrdity and reciprocity.

i~ Non-Discrimination

One of the most important concepts of internationa economic law is the non discriminetion
principle® This principle is achieved through the so-cdled most favoured nation clause

¥ Fora description of the U.S. practice in this area, see U.S., Joint Committee on Taxation, Description and

Analysis of PresentLaw Rules Relating to International Taxation, Tax Anaysts Document Number: Doc 1999-
22342 JCX -40-99 (28 June 1999), see at <http://taxbase.tax.org/>.

15 Thistooisa compromise since it allows the source country to impose tax on some of the income derived by

foreigners within its territory although the international consensus is that such income is to be taxed primarily
by the residence country. In the absence of a treaty, the source country usually imposes much higher rates on
these items of income.

18 The credit method is required for dividends and interest even if the exemption method is used for other income.

See OECD Model (1992), supranote 1, Article 23A.

" onzs April 1999, ‘Indian tax authorities ruled that payments received by a U.S. company from an Indian

company for the use of computer systems located outside of India were royalties arising in India and thus
subject to tax in India by way of withholding.” See Pandit & Goradia, ‘Indian AAR Issues Landmark Ruling on
E-Commerce Taxation under U.S-India Tax Treaty, (5 July 1999) 19 Tax Notes Int'| 11 in J. VanderWolk,
‘Direct Taxation in the Internet Age: A Fundamentalist Approach’, (April 2000) 54 Bulletin for International
Fiscal Documentation (No. 4) 173, at 177 n 15.

18 The principle of non-discrimination originates from the so-called Treaties of Friendship, Commerce and

Navigation (FCN) and Treaties of Establishment which punctuated the expansion of commercial venturesin the
sixteenth century. See J.G. O'Brien, ‘The Nondiscrimination Article in Tax Treaties', (1978) 10 Law and
Policy in International Business 545, at 546. The basis of the non-discrimination principle is the ‘ most favoured
nation’ and national treatment principle contained in these FCNs. For example, the MFN provision first
appeared in the 1642 treaty between Portugal and Great Britain; see A.J. Radler, ‘Most Favoured Nation
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(MFN) and the nationd treatment obligation.® Both concepts are now incorporated in most
Double Taxation Agreements (DTAS).

Modern DTAS, following Article 24 of the OECD Modd,? contain the standard provision;
the non-discrimination principle. It provides that treety countries are not to discriminate againgt
business activities carried out in one Contracting State by the nationas of the other Contracting
State by taxing those activities more severdly than those carried out by their own nationals?! In
fact, in three specific cases? it isrequired that the tax treatment of non-residents be equivaent
to that of resdents. Moreover, the nondiscrimination provisons are confined to the tax

trestment afforded in the source country to the exclusion of the residence country.?

19

20

21

22

23

Concept in Tax Treaties', in M. Lang, ed., Multilateral Tax Treaties: New Developments in International Tax
Law, (Kluwer Law International, 1998) 3, at 3. It was aso present in the first American commercial treaty,
Article II-1V, Treaty of Amity and Commerce signed on 6 February 1778 between the U.S. and France. 8 Stat
12, TS No. 83; see also Lidstone, ‘Liberal Construction of Tax Treaties - An Analysis of Congressional and
Administrative Limitations of an Old Doctrine’, (1962) 47 Cornell LQ 529, at 537-38, in W.C. Gifford,
‘Permanent Establishment Under the Non-discrimination Clause in Income Tax Treaties', (1978) 11 Cornell
International Law Journal 51, at 52 n 3.

As for the national treatment principle, it first appeared in the 1654 treaty between Portugal and Great Britain.
It provided that the subjects of Great Britain ‘shall enjoy the same liberties, privileges and exceptions as the
Portugese [sic] themselves.” It again appeared in the treaty between Great Britain and Denmark in 1660-61, in
the 1667 Treaty of Peace and Commerce between Great Britain and Spain, and subsequently in all early British
Commercial tregties; see also Lidstone, ‘Liberal Construction of Tax Treaties—An Analysis of Congressional
and Administrative Limitations of an Old Doctrine’, (1962) 47 Cornell LQ 529, at 537-38, in W.C. Gifford,
‘Permanent Establishment Under the Non-discrimination Clause in Income Tax Treaties', (1978) 11 Cornell
International Law Journal 51, at 52 n 3.

There is amajor difference between the MFN and the national treatment obligation: The former merely secures
for foreign nationals treatment equal to that afforded to al other foreigners in similar situations; and the latter
requires that all foreigners receive the same treatment as domestic nationals, see Wurzel, ‘ Trade Agreements and
Tax Privileges (1940) 18 Taxes 484, at 486. In general, the principle of non-discrimination is construed as
requiring the satisfaction of a certain degree of fairness, or reasonableness, or the common public interest
standard. In other words, the principle will not be regarded as prohibiting all distinctions within the field in
question, but only those which cannot be justified by reference to such standards; see Gifford, supra note 18, at
42,

OECD (1992), supra note 1, at M -43. The Commentaries are at C (24)-1.
J.F. Avery -Jones et al., ‘ The Non-Discrimination Articlein Tax Treaties,” [1991] BTR 359, at 360.

The permanent establishment of non-resident enterprises, Article 24(4); deductible payments to non-residents
by resident enterprises, Article 24(5); and foreign-owned resident enterprises, Article 24(6). See OECD Model
(1992), supra note 1.

This exclusion, according to Professor Vann, could be attributed to the relationship which Article 24 has with
the preceding provisions. Indeed, Articles 23A and 23B of the OECD Model are concerned with the methods
by which the elimination of double taxation is sought. These are the exemption and the credit method
respectively; see R.J. Vann, ‘ The Future of International Tax Treaty or Institution? Small Step or Great Leap?
(1996), unpublished paper. For a discussion of the interaction between the principle of non-discrimination and
the permanent establishment concept, see the report of J. Weiner on the seminar held by Linklaters & Alliance
in Brussels on 4 April 2000, in J. Weiner, ‘ Consortium of EU-Based Law Firms Discusses EC Law's Direct
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i Neutrality

The principles of non-discrimination and neutrdity are closdly related: Both am at achieving
efficiency in the worldwide dlocation of capita. The concept of efficiency is based on the
assumption that productivity will be highest when income- producing factors are distributed by
market mechanism without public interference®

Another fundamenta principle of tax policy is neutrdity. It requires a tax system to treet
income in a gmilar manner whether it is earned domesticdly or out of the country. In
internationd taxation, neutrdity is gpprehended at three levels capita import neutrdity, capital
export neutrdity, and nationd efficiency.®

Article 23A of the OECD Modd, recommending the exemption method to relieve double
taxation, is justified on the ground of capitakimport neutrdity (CIN). A tax system favours
CIN when domegtic and foreign investors receive equd after-tax yields from an identica
investment. This means that domestic and foreign investors are placed on a level playing field
asfar asthetaxation of their investment is concerned.

CIN requires the fulfilment of two conditions:

First, the capita-importing country needs to tax income from foreign-owned
investment & the same rate as domesticdly - owned investmen.

Second, the capital-exporting country must exempt foreign-source income from
taxation.

Onapractica basis, CIN isachieved by according nationa trestment to the foreign enterprise.

Rdief of international double taxation by way of the credit system is provided for pursuant to
Article 23B of the OECD Modd. Its application postulates the pursuit of capita export
neutrality (CEN). The objective of CEN isto secure the equd trestment of investors, whether
they invest a home or abroad. CEN is desirable because it avoids digtortion of the locationa
decisons of TNCs. A country achieves CEN when investors in that country ‘pay the same
amount of tax on investments with equa pre tax yields whether the invesment is domestic or

Impact on Direct Taxation’ (10 April 2000) 20 Tax Notes Int'l (No. 15) 1629, at 1632 analysing the Saint
Gobain Case decided by the ECJ in 1999. See aso R. Offermanns & C. Romano, ‘Treaty Benefits for
Permanent Establishments: The Saint Gobain Case’, (May 2000) European Taxation (No. 5) 180.

% seK. Voge, ‘Worldwide vs. Source Taxation of Income - A Review and Re-evaluation of Arguments (Part 1)’,

[1988/8-9] Intertax 216, at 218-19. (Part |1 [1988/10] Intertax 310, Part |11 [1988/11] Intertax 393.)

25 |bid. There seems to be some uncertainty regarding whether within the dficiency concept, a‘national’ and an

‘international aspect’ or ‘world aspect’ should be distinguished.
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foreign.’ 26 CEN is achieved by taxing foreign-sourced income on a current basis and alowing
afull credit for foreign tax paid on that income.

CEN is, however, rarely reflected in the tax rules of traditiona capital exporting countries. In
most cases, these countries defer the taxation of income accumulated in foreign companies
until repatriation, except for specific cases as covered by the various CFC regimes.?” A long
enough deferra period is equa to an exemption of the foreign-sour ced income.

National efficiency suggests that each nation should be concerned about maximising its own
welfare. Thus, a resdence country that abandons part of its revenue to the source country
undermines its nationa efficiency. Consequently, it has been suggested that, for neutrdity
purposes, a deduction for foreign taxes paid is more appropriate than a credit for paid taxes or
an exemption of foreign income.®

Moreover, the concept of neutrdity in an international environment requires the achievement of
inter-nation neutrdity. In other words, countries need to concern themsdves with the
combined effects of their tax laws on investors behaviour.? Inter-nation neutrdity, therefore,
means that taxation should ‘not dter the (explicit or implicit) relaive prices of goods, services,
activities, production inputs, and so forth, in the private sector.*

Many countries combine the principles of CIN and CEN but, as will be explored in a later
chapter, it is doubtful whether these purdly economic principles have had any appreciable
impact on internationd tax policy.*

M. Rigby, ‘A Critique of Double Tax Treaties as a Jurisdictional Coordination Mechanism’, (1991) 8
Australian Tax Forum 302, at 413.

2T JR. Hines, Tax Policy and the Activities of Multinational Corporations, Working Paper 5589 (Cambridge, Mass:

National Bureau of Economic Research, 1996.

28 SeePB.M usgrave, United States Taxation of Foreign Investment Income: Issues and Arguments 134 (1969), in

Warren, supra note 2, at 602 n 12.

29 Norman Ture and Professor Klaus Vogel have advocated such a concept. See N. Ture, ‘ Taxing Foreign Source

Income’, in U.S. Taxation of American Business Abroad (1975), at 37, in Vogel, supranote 24, at 222 n 38.

30 Ture, at 38, in Vogd, supra note 24, at 313.

31 M. Ml ntyre, ‘The Design of Tax Rules for the North American Free Trade Alliance’, (1994) 49 Tax Law

Review 769, at 777. CEN does not apply directly to TNCs as it does to portfolio investments. First, the bulk
of the world’s international investment is now in the form of portfolio investment. It follows that the role of
TNCs, although growing in absolute terms, is diminishing relative to the growth of portfolio investments.
Second, TNCs use financial manoeuvring, for example, debt financing and transfer pricing manipulation to
achieve CEN by lowering their tax payable in high tax jurisdictions. Third, in the U.S. debate about CEN as
applied to TNCs relates only to those enterprises whose parents are incorporated in the U.S., which is a purely
formal distinction. For a more detailed examination of these issues, see Avi-Yonah, supra note 7, at 1314-16.
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iii  Tax Rate Reciprocity

One of the mgor characterigtics of the conventiona system is thet it tends to alocate the right
to tax investment income amogt exclusvely to the resdence country. Indeed, the system
attempts to reduce or even eiminate the source country’s right to tax such income through the
use of the withholding tax mechaniam. This is achieved through the principle of tax rate
reciprocity. Tax rate reciprocity requires the reciproca reduction of withholding tax rates to
relatively low rates by source countries. The rates are reciproca in the sense that both states
party to aDTA must apply them in their capacity as source country.®? Reciprocity of tax rates
is premised on the idea of equa sacrifice between both the source and the resident country.
There is equa sacrifice, in the case of dividends, if both parties have smilar corporate tax
sysems and, in the case of interest income, if both are economicaly comparable.3

Moreover, withholding taxes on investment income of nonresidents are levied on a gross
basisin most developed countries. This means that no deductions are alowed as with the usud
domedtic net-bads taxation. The low rate of withholding taxes on portfolio dividends is
justified in that it gpproximates source country taxation of domestic shareholders who benefit
from deductions not available to foreign shareholders. As for the even lower rate on direct
dividends, its rationde stems from the fact that it is an additiond tax levied by the source
country on corporate income. Finaly, the nil rate on interest arises because associated non-
deductible expenses are greater than for dividends. It has, however, been suggested that the
real reason for the zero rate arises because of capitd importing countries desire to attract
foreign debt 34

32 For ahistorical explanation of the principle of reciprocity for investment income, see Ault, supra note 4, at

569-70.

33 pA. Haris, Corporate/Shareholder Income Taxation (Amsterdam: IBFD Publications 1996), at 314-15. Under
Article 10(2) the OECD Model, the maximum rates applicable to dividends paid to corporate investors owning
more than 25 per cent of the paying corporation is limited to 5 per cent. As for interests, the maximum rate
pursuant to Article 11(2) is 10 per cent; see OECD (1992), supra note 1.

34 Warren, supra note 2, at 603. If, asis the case, some countries have an integration system and others a classical

system for the taxation of dividends, ‘the sacrifice conseguent on a reduction in source taxation of dividends to
a specific withholding tax rate is unlikely to be equal’; see Harris, supra note 33, at 314. An dternative
approach suggested by M. Sato and R.M. Bird is that, in the case of corporate income, it is better to compare
effective rates of tax levied; the so-called effective reciprocity rather than actual withholding tax rates; see M.
Sato & R.M. Bird, International Aspects of the Taxation of Corporations and Shareholders, (1975) IMF Staff
Papers 384, 426-29, in Warren, supra note 2, at 603 n 20.
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2 The Conventional Approach: General Problems

The present system of internationd divison of the internationd tax base is plagued by
obsolescence. Its conceptud foundation which assumes separate corporate and investor
taxation is incondstent with present domestic tax rules of most developed naions. Y, it
remains a the very heart of the OECD Model Treety which epitomises bilateral cooperation in
tax matters. Arguably, the Modd s reliance on the separate accounting/arm’s length standard
no longer fits the conditions of internationd commerce®

A Conceptual Discontinuity

The centrd organising principle of the conventiond system is the didtinction between the
corporation and the investor. This classcd system of two-tier taxation, dthough iminated in
the domestic system of most indudtrialised countries other than the U.S., has been maintained
for the taxation of internationa income. The two-tier sysem of taxation (the classicd system)
has the ‘effect of imposing a rdaively higher total tax burden on foreign investors and on the
foreign income of dometic investors.”*® This is a relic from the past. The consensus wrought
out by the League of Nations was designed to apply in an environment when separate taxation
of corporations and their shareholders was the norm. That environment has al but
disappeared. Indeed, the separate taxation of corporations and their shareholders induces
severd sious economic digortions ranging from a disncentive for invesment in new
corporate capita, an incentive for corporate financing by debt or retained earnings, or the
incentive to retain or distribute corporate earnings.® To counter these manoeuvres, domestic
systems have moved from the classca to an integration method whereby corporate and
investor taxes are treated in a unified and coordinated manner. However, in the fidd of
internationd taxation, the conventional modd endures. It is therefore difficult and illogicd, as
Professor Ault argues, to continue applying the traditiona rules of internationd tax jurisdiction
as developed in DTAs2® The interaction of domegtic integration and classicd internationa
separate taxation results in internationad income being taxed more heavily than domestic
income both at the source and the residence levels. For ingtance, foreign investment is likely to
be subject to higher taxation than domestic investment in a source country given that
shareholder integration credits (imputation credits) are dnied to foreign invesors. In the

% Chang Hee Lee, ‘A Strategic approach for Capital-Importing Countries Under the Arm’s Length Constraint’,

(1999) 10 Tax Notes Int’l (No. 7) 677.

36 Ault, supra note 4, at 582.

37 Warren, supra note 2, at 604.

38 Ault, supra note 4, at 566.
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residence country, income from investment abroad can be taxed more heavily than income
from investment a home because the foreign tax credit or exemption for corporate income
earned abroad is not generaly available to dareholders when that income is distributed as
dividends®®

B Operational Problems

The current system is extremey formdigtic due to its schedular nature. It is exceedingly
complex.® As such, it promotes treaty shopping. Its bilatera nature results in an ever-
incressng number of tresties which is becoming increasingly irrdevant in a globalised world
where, for example, the sophidtication of modern capitd markets have made the enforcement
of source-based taxation of portfolio income problematic*

Findly, and most importantly, the reliance on the separate accounting/arm'’ s length principle for
the sharing of the income tax base between competing jurisdictions is unredigtic and
unworkable*?

i The Schedular Nature of the Model

The schedular nature of tax treeties based on the OECD Mode has considerable significance
on the investment decisons of TNCs. In essence, under a schedular tax system different
categories (schedules) of income are taxed on a different basis and at different rates according
to their respective sources. For international tax purposes, income is derived from four
sources. business, investments, sarvices, and employment. Each of these is taxed on a different
bass, for example, business profits are taxed on a netof-expense bads while investment
income is taxed on a gross-revenue bass. In order to minimise tax, taxpayers may seek to
meanipulae the various categories in order to fal, for example, within the most favourable tax
rate** The OECD Mode encourages this behaviour since it disregards the concept of global

39 The full consequence of such tax differentials is attenuated if source countries extend shareholders credits to

foreign investors. However, while this has been achieved & far as foreign portfolio investors are concerned,
notably by France, extension of credits to direct corporate investors is extremely rare, for example, the 1975
U.S.-U.K. Treaty. See Ault, supra note 4, at 585-87.

O For example, IRC 8§ 904, the U.S. provisions limiting the foreign tax credit to the U.S. rate; or IRC 88 951-64 the

controlled foreign corporations provisions.

4 Thus, the U.S. has al but abandoned the taxation of U.S. source portfolio interest, see IRC 88 871(h), 881(h).

42 Warren, supra note 2, at 606.

B For example, if atreaty between A and B contains a zero rate of taxation on royalties, while business profits

sourced in any one of the Contracting States are taxed at the current corporate rate, then it is likely that a TNC
resident in A doing business in B through a subsidiary, will endeavour to recharacterise business profits as
royalties to minimise tax costs;, see V. Krishna, ‘International Income Taxation of Electronic Commerce’
(January 1999), 9 Canadian Current Tax (No. 4) 33, at 35.
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income and considers the various members of atransnationa group as separate entities dedling
with each other & arm’s length. Furthermore, the schedular syssem of the OECD Modd

seems to satisfy the argument that source countries should have a different clam on various
categories of income. The economic justification has been questioned** and it has been argued
that a sngle flat rate of tax goplied to dl non-resdent income is the most reasonable
dternative.®

The red judtification in preserving the schedular nature of tax tregties lies in the adminidtrative
convenience that it entails. In most tax systems, collection of tax from non-residents on passive
income is achieved by withholding a source, that is, before it leaves the country. Withholding
tax is cadculated on gross income because if a net basis had been adopted, the taxpayer would
have been entitled to a deduction for costs incurred in deriving that income. To demand a
subgtantiation of these costs on the part of the foreign taxpayer and devising a system that
could verify ther redlity is consdered as being virtudly impossible. On the other hand, a net
basis approach is gppropriate for business income because a business has usudly sufficient
‘presence’ to judtify costs and other expenses incurred in the process of creating a profit.

Tax treaties adopt the same practice as far as revenue collection is concerned. In other words,
Contracting States anticipate problems of collection in spite of the fact that a provison for
assgtance in collection may be included in the treety. The severity of such problems would
certainly be mitigated if an internationd body, acting as an agent of one revenue authority,
could track down the reca citrant taxpayer and obtain payment of taxes due.

i Treaty Shopping

Treaty shopping occurs when a person in country A, entitled to receive income from country
B, uses an entity in country C to receive that income on his or her behdf because the B/C
double tax treaty contains more beneficid provisions than the A/C treaty if indeed one exists*
Thisis what basicaly happens with the ‘Netherlands roydty route . Mogt of the Netherlands

While there has been, until 1985, a move away from schedular taxation, it has recently returned in new forms
with, for example, the introduction of anti-shelter provisions in the U.S. For further details, see K. Messere,
‘OECD Tax Developments in the 1990s’, (July 1997) 51 Bulletin for International Fiscal Documentation 298,
at 300.

% seP Musgrave, ‘The Taxation of International Capital Income’, in J.G. Head, ed., Taxation Issues of the

1980s (Sydney: Australian Tax Research Foundation, 1984), at 279-94. For a contrary view as to the
appropriateness of the single flat rate of tax, see ‘Flattening might get you nowhere’, at
<http:\\dia og.krinfo.com/cgi-bin/dwclient.cgi>, Document No. 00567653/7.

% R Saunders, ‘How Much Longer Will Treaty Shopping Be Allowed?, (January 1995) 22 Tax Planning

International Review 1, at 20.
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treaties have a zero tax rate on roydties. Therefore, if a TNC manages to be governed by any
one of thesetredties, it will end up receiving or paying tax-free royaties.

The real cause of treaty shopping lies not with the OECD Modd per se, but it arises because
of the different tax rates each country applies to the same type of income. In fact, the Model
tries to solve the problem through Articles 10, 11 and 12, which state that the lower rates
goplicable to dividends, interest and royalties are avallable only if the non resdent recipient is
the beneficial owner of the income. Therefore, the reduced rates do not gpply if the non-
resdent deriving the income is not the beneficia owner but is merely acting as an agent or
nominee for aresident of athird country. However, arbitrage opportunities remain because the
concept of beneficid owner*” is more accurately defined in some jurisdictions than in others.
For ingtance, Article 37 of the Itdian Unified Tax Code of Income Tax uses the ‘more precise
legd concept of effective owner’ rather than that of ‘beneficid owner’ #

In the tresty shopping area, TNCs often use the ‘conduit company’ method to exploit the
different tax rates that each country applies to the same type of income. A conduit company is
one whose condgtitutive powers are so narrow that it may be regarded as ‘a mere fiduciary or
an adminigtrator acting on account of the interested parties (most likely the shareholders of the
conduit company).’* When such a vehicle is interposed between the payer and the recipient,
the Modd, relying on the concept of beneficid owner, denies the concessond tax treatment
that would have normdly been avalable in the source country.*® The term ‘beneficid
ownership’ first appeared in the 1977 OECD Modd Tax Convention.>! However, no
definition of the term was given ether in the convention or in the commentaries. Therefore, tax
practitioners around the world have struggled to understand what the expression redly
means>?

47 For an examination of the concept of ‘beneficial owner’, see J Sainsbury Plc v. O’ Connor (Inspector of Taxes)

Chancery Division, [1990] STC 516, more especialy the judgement of Millett J.,, at 530ff. See aso A.
Rowland, ‘Beneficial Ownership in a Corporate Context: What is 1t? When is it Lost? Where does it Go?,
[1997] 3BTR at 178-87.

48 Article 37 of the Italian Unified Tax Code of Income Tax (TUIR), in G Palumbo, ‘ Anti-Avoidance and the 1992

OECD Model Convention’, (September 1994) 21 Tax Planning International Review 3, at 4.

49 OECD, ‘Double Taxation Conventions and the Use of Conduit Companies’, in OECD, International Tax

Avoidance and Evasion, Four Related Studies (Paris: OECD, 1987) 93, at para. 14(b).

0 oecp (1992), supra note 1, Commentaries on Article 10, at C (10)-3 para. 12; Article 11, at C (11)-3 para. §;

and Article 12, at C (12)-1 para. 4.

51 OECD, Double Taxation Convention on Income and Capital (Paris: OECD, 1977).

52 Foran analysis of the term and its meaning, see J.D.B. Oliver, et a., ‘Beneficial Ownership’ (July 2000) 54

Bulletin for International Fiscal Documentation (No. 7) 310.
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Treaty shopping has certainly not been reined in by the beneficia ownership requirement.
Leaving aside the confusion as to the meaning of the term, it is fair to say that the success of
the concept in policing the gpplication of tax trestiesis limited because:

firdly, it does not apply where a conduit company engages in other activities
concurrent to acting in afiduciary capacity; and

secondly, it 5 extremdy difficult for the source country to establish that the non-
resident conduit company is not the beneficid owner of the income.

The truth is that treaty shopping perssts because of tax rates differentiads existing between
various jurisdictions. If tax rates were relatively comparable worldwide, then, to engage in
treaty shopping would probably be an unattractive propostion. Unfortunady, the
dandardisation of tax rates on a worldwide basis is impossble to achieve in the present
framework.

While treaty shopping is normdly portrayed as being undesirable® it has however been
argued that it serves to remove the impediments to internationa trade caused by the absence
of double tax tregties between two particular countries. Furthermore, it provides ‘equa
opportunities to maximise the return on one's investments, thereby encouraging and facilitating
such investments.’>*

The traditional policy response to the question of treaty shopping ams a limiting the
atractiveness of the mechaniam. This s achieved by the inclusion of the so-cdled ‘limitation-
on-benefit’ article in the relevant treety as pioneered by the U.S.> As the term suggests, the
intention is to limit the benefit of a treaty to a resdent of either of the Contracting Stete by
narrowly defining the concept of residence.>® However, it gppears that, as a result of the
limitation-on- benefit provision between Canada and the U.S:

N c) Russell, ‘ The New Limitation-on-Benefits Article’, (1995) 43 Canadian Tax Journal 964, at 966.

4 Saunders, supra note 46, at 21.

55 see section 894 of the IRC and the temporary regulations thereunder with effect from 1 January 1998. Foreign

persons are denied the reduced rates of withholding tax under all treaties with the U.S. on income derived
through a fiscally transparent entity if the income is not treated as the income of the foreign person in the
foreign country; the treaty does not address income derived through fiscally transparent entities; and the foreign
country does not ta distributions from the entity to the foreign person. These provisions illustrate
conspicuously the readiness of the U.S. to unilaterally override its treaty obligations. Moreover, in Australia
the weakness of similar provisions has been demonstrated in Federal Commissioner of Taxation v Lamesa
Holdings BV 97 ATC 4752. In any event, the complexity of international tax laws is such that TNCs are now
forcefully lobbying to smplify these rules, at least in the U.S. context; see R.J. Donmoyer, ‘Multinationals Beg
Senate Finance Committee to Simplify Int'| Laws' (1999) 18 Tax Notes Int'| (No. 12) 1103.

% Foran analysis of the new limitation on benefit article applicable pursuant to the 17 March 1995 protocol to

the Canada-U.S. Treaty, see Russell, supranote 53, at 966.
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many taxpayers not involved in treaty shopping may be adversely affected. For example, foreign
controlled corporations, highly leveraged private corporations, and trusts with non-resident

beneficiaries®’
Nonetheless, the U.S. initiative is a novel response to the problem of treaty shopping as there
is no gmilar limitation-on-benefit provison in the OECD Modd Convention, athough the
problem is discussed a length in the commentary on Article 1 and countries are permitted to
include such limitationsin their conventions. >

iii  The Irrelevancy of the Model

The OECD Modd isincreasingly irrdlevant because new principles of taxation are emerging in
the field of international taxation. Tax planning activities of TNCs reduce the tax take of both
source and resdence countries. As a result, countries have introduced innovative legidation in
order to combat elaborate fornms of tax avoidance or evasion. These measures were not

anticipated in the years when the ancestors of the present Model were being articulated. The
question arises as to how these measures should be reconciled with the provisons of existing
tregties. Different modifications of the Model have been suggested to accommodate these
developments. However, the vaue of such an gpproach is debatable because of the inflexible
nature of the Moddl. Consequently, more and more countries resort to treaty override in order
to boost the chances of success of their legidation. Treaty override, an American term, means
that ‘the rules of a double taxation agreement can be superseded by a subsequent nationa law,
making the treaty rules ineffective’® Thus, in the U.S,, the practice is that when a particular
legidation is passed ‘that is at variance with the U.S. tredties, a transtiond period is alowed
for the treaty partners to agree to a protocol varying the tregty provisons to dlow for the
imposition of the new domestic law.’® Unfortunately, while in the past most countries
regarded ‘tregty override as unlawful and immord’, some now ‘behave asiif treaty override is
a minor misdemeanour’ rather than a serious breach of the requirement that an internationa

agreement should be executed in complete good faith. 5

57 Russdl, supra note 53, at 964.

% oECcD (1992), supra note 1, Commentaries on Article 1 at C (1)-2 paras 7-26.

€y Becker, ‘ Treaty Override or: Beware of the Begin