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and the Middle East. There are also 
country updates from Canada, 
Germany, the Netherlands, UK and 
USA. In addition to international 
news highlights, the issue also 
contains a Supreme Court of 
India judgement on the nature of 
royalty income.

I express my gratitude to all the 
member firms that have contributed 
to this edition of the newsletter. I 
sincerely hope that the contents 
are useful to members and their 
clients. Feedback and suggestions 
are always welcome. You may email 
your suggestions to  
sachin@scvasudeva.com.  

Sachin Vasudeva  

7 June 2017 marks a very important 
date in the history of international 
tax. Over 65 countries, including 
India, signed the multilateral 
instrument (MLI) in accordance with 
the OECD’s base erosion and profit 
shifting (BEPS) Action Plan 15 to 
modify their existing tax treaties on 
the said date. MLI is a convention 
that impacts the bilateral tax 
treaties agreed by its signatories, 
allowing them the flexibility to 
specify tax treaties covered, opt 
out of non-minimum standard 
provisions and choose to apply 
optional and alternative provisions. 
Both the MLI and a bilateral tax 
treaty covered tax agreement 
(CTA) should be read together 
to implement the CTA, since MLI 
does not directly amend treaty 
provisions but is simultaneously 
applied with treaties.

I mentioned in my previous editorial 
that 2017 would be the year of 
achieving greater tax transparency 
at a global level, and this is certainly 
borne out by recent developments. 
Mauritius, which has been the 
largest contributor to foreign 
direct investment (FDI) in India, is 
planning to strengthen substance 
rules for Category 1 global business 
(GBC1) companies. The Mauritius 
Budget 2017–18 proposes that 
GBC1 companies going forward 
would be required to fulfil at least 
two of the six criteria instead of 
one, to demonstrate substance. In 
another important development, 
the Swiss Federal Council has 
ratified the automatic exchange of 
financial accounts information with 
41 countries, including India, under 
which first automatic exchange 
would take place in 2019. The 
information would be exchanged 
under a Multilateral Competent 
Authority Agreement (MCAA) for 
automatic exchange of information. 
This edition of the newsletter 
covers amended GST provisions 
in Australia and a new Goods and 
Services Tax (GST) regime in India 
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GST to become payable on low-
value goods imported into Australia

Proposed changes to Australian 
tax law will ensure that goods 
and services tax (GST) is payable 
by overseas suppliers on supplies 
of ‘low-value imported goods’ 
(goods valued at AU$1,000 or 
less) to Australian consumers. 
Currently, such importations by 
overseas suppliers are not subject 
to GST. The changes are intended 
to increase competitiveness by 
levelling the playing field for 
Australian retailers with overseas 
suppliers. 

Originally planned to commence on 
1 July 2017, but recently postponed 
to 1 July 2018, the proposed 
amendments complement the 
imposition of GST to intangible 
supplies such as digital services 
(commonly referred to as the 
‘Netflix tax’).

Who is affected by the changes?

The proposed amendments impact 
overseas suppliers of goods with an 
Australian turnover of AU$75,000 
or more in a 12-month period. Such 
suppliers, which include operators 
of electronic distribution platforms 
(EDP) and re-deliverers (i.e., 
businesses that purchase goods 
from overseas suppliers for delivery 
into Australia as part of a shopping 
or mailbox service that it provides 
under an arrangement with the 
consumer), will be required to 
register for and charge GST on sales 
of low-value imported goods to 
Australian consumers. 

Note that the existing processes 
to collect GST on imports above 
AU$1,000 by Australian Customs will 
remain unchanged. That is, goods 
with a customs value of more than 
AU$1,000 are subject to GST at 
the point of importation by the 
importer.

The proposed amendments also 
include rules to prevent the goods 
from being subject to double 
taxation.

Practical considerations

With the proposed changes 
applying from 1 July 2018, overseas 
businesses that make sales of goods 
to Australian consumers need to 
consider if and how these changes 
will impact them. Affected overseas 
suppliers will need to implement 
system changes to manage their 
new Australian GST compliance and 
liability obligations. These system 
changes include:

• Obtaining information to confirm 
whether the customer is an 
Australian consumer

• Calculating applicable GST on 
sales

• Ensuring compliance with 
Australian invoice requirements. 

Overseas suppliers should also 
be reviewing their current sale 
agreements to ensure that they 
can recover GST from customers if 
required.

Under the proposed new laws, 
there is also an option to register 
as a ‘limited registration’ entity, 
which gives access to simplified 
GST registration and reporting 
obligations that should provide 
compliance cost savings. However, 
these entities will not be allowed 
to claim input tax credits for GST 
incurred on purchases, and will 
be unable to obtain an Australian 
Business Number. Consideration 
should be given to determine the 
benefits and costs involved in such 
a registration. 

Delays in addressing all these 
considerations may expose 
overseas suppliers to Australian GST 
liabilities with no ability to impose 
or recover any applicable GST from 
the Australian consumer. 
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Tax incentives for early stage start-
up companies

Division 360 of the Australian 
Income Tax Assessment Act 1997 
provides tax incentives for early-
stage investors (TIFESI) who invest 
in qualifying early-stage innovation 
companies (ESIC) on or after 1 
July 2016. These tax incentives are 
designed to encourage investors 
to support new eligible start-up 
small unlisted companies carrying 
on an innovative business with high 
growth potential. This regime is 
based on the successful UK’s Seed 
Enterprise Investment Scheme. 

The Australian tax incentives 
provide eligible investors who 
purchase new shares in an ESIC with 
the following:

• Non-refundable carry forward 
tax offset equal to 20% of the 
amount paid for their qualifying 
investments. This is capped at a 
maximum tax offset amount of 
AU$200,000 for the investor and 
their affiliates combined in each 
income year 

• Modified capital gains tax (CGT) 
treatment, under which capital 
gains on qualifying shares that 
are continuously held for ≥12 
months and <10 years may be 
disregarded. However, capital 
losses on shares held <10 years 
must also be disregarded.

Eligibility and conditions

The above early-stage tax 
incentives are available to both 
Australian resident and non-resident 
investors. However, the tax offset 
for foreign investors can only be 
applied against their Australian 
tax liability.

Investors may choose to invest 
directly or via a company (other 
than widely held companies), trust 
or partnership structure. Special 
rules apply so that the entitlement 

to the tax offset flows through 
to the member of the trust or 
partnership.

Investors wishing to access the 
early-stage tax incentives must 
satisfy the following conditions: 

• The investor must purchase the 
shares in the ESIC directly from 
the ESIC company as newly 
issued shares.

• The shares purchased must be 
equity interests in the ESIC.

• The investor must not be a 
widely held company or a wholly 
owned subsidiary of a widely 
held company. A widely held 
company is either a company 
that is listed on an approved 
stock exchange or a company 
with >50 shareholders (unless 
certain requirements are met).

• The total investment in one or 
more ESICs for the income year 
is no more than AU$50,000 and 
investor is an ‘unsophisticated’ 
investor (see below).

• The investor and the ESIC must 
not be affiliates of each other at 
the time the shares are issued. 
An individual or company is an 
affiliate of another entity where, 
in relation to their business 
affairs, the individual or company 
acts or could reasonably be 
expected to act in accordance 
with that entity’s directions 
or wishes or in concert with 
the entity. 

• The investor must hold no 
more than 30% of the equity 
interests in the ESIC (including 
any entities connected with 
the ESIC) immediately after 
the shares are issued. An entity 
is connected with the ESIC if 
the entity either controls, or is 
controlled by, the ESIC, or both 
entities are controlled by the 
same third entity. 
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• The investor must not have 
acquired the shares under an 
employee share scheme. 

To qualify for the tax incentives, 
investors must have purchased new 
shares in a company that meets the 
requirements of an ESIC immediately 
after those new shares are issued. 
However, circumstances of the ESIC 
may change over time. The onus 
is on the investor to confirm that 
the company qualifies as an ESIC at 
the relevant test time. The investor 
should keep adequate records to 
support their eligibility for the Early 
Stage Investor Tax Incentives. 

Limited entitlement for 
certain investors: Differences 
between sophisticated and non-
sophisticated investors

There are no restrictions on the 
amount an entity may invest if the 
entity meets the requirements of 
the sophisticated investor test (cf. 
Section 708 of the Corporations Act 
2001) in relation to a relevant offer 
of shares at any time in the income 
year. However, the 20% early stage 
investor tax offset available to this 
sophisticated investor and their 
affiliates combined is capped at a 
maximum of AU$200,000 for each 
income year. This is based on a 
maximum qualifying investment 
amount in one or more qualifying 
ESICs of AU$1 million for each 
income year. 

For all other investors who do not 
meet the sophisticated investor 
test, the maximum 20% early stage 
tax offset that they can claim 
is AU$10,000. This is based on 
their investments in one or more 
qualifying ESICs in an income year 
that do not exceed AU$50,000 in 
total. If their investments exceed 
AU$50,000, they will not be eligible 
for the tax offset in relation to any 
amount of their investment. 

The 20% early-stage investor tax 
offset is a non-refundable tax offset 

and any amounts not utilised in a 
year can be carried forward for use 
in future income years.

The sophisticated investor test 
of the Corporations Act 2001 is 
used for investment opportunities 
that have reduced disclosure 
requirements, on the basis that 
investors meeting these criteria are 
more likely to be able to evaluate 
offers of securities and other 
financial products without needing 
the protection of a disclosure 
document. There are various ways 
for an investor to be classified 
as a sophisticated investor. An 
example is where an investor holds 
a certificate issued by a qualified 
accountant that confirms that the 
investor has gross income of at least 
AU$250,000 for each of the last two 
financial years or net assets of at 
least AU$2.5 million. 

Early-stage innovation company 
(ESIC)

By definition, an unlisted Australian 
incorporated company will qualify 
as an ESIC if it is at an early 
stage of its development (early 
stage test) and is developing 
new or significantly improved 
innovations with the purpose of 

commercialisation to generate an 
economic return (innovation test) 
and with high potential to address 
more than a local market.

A company will qualify as an ESIC if 
it meets both 

• the early stage test and 

• the innovation test (either 
100-point or principles-based). 

Early stage test

To pass the early stage test, the 
company must meet the following 
requirements: 

1. The company must have been 
either: 
a. Incorporated in Australia; or 
b. Registered on the Australian 

Business Register (ABR) 
within the last three income 
years (the latest being the 
current income year in which 
the requirement is tested); 

2. The company (plus any wholly 
owned subsidiaries of the 
company) must have total 
expenses of AU$1 million or less 
in the previous income year; 

3. The company (plus any wholly 
owned subsidiaries of the 
company) must have assessable 

Table 1. Points allocated by criteria in the 100-point innovation test.

Criterion Points

≥50% of the company’s total expenses for the previous income year are eligible 
R&D expenditure

75

The company has received an Accelerating Commercialisation Grant 75

≥15% but <50% of the company’s total expenses for the previous income year are 
eligible R&D expenditure

50

The company has completed or is undertaking an eligible accelerator program 50

A genuine third party has previously invested at least AU$50,000 in the company 50

The company holds enforceable rights on an innovation either through a standard 
patent or plant breeder’s right that has been granted in Australia or an equivalent 
right granted in another country in the last 5 years

50

The company holds enforceable rights under an innovation patent or a design 
right registered in Australia or an equivalent right granted in another country in 
the last 5 years

25*

The company has a written collaborative agreement with a research organisation 
or university to commercialise an innovation

25

*These points available only if the company does not receive the above 50 points.

http://www.morisonksi.com
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income of AU$200,000 or less in 
the previous income year; and

4. The company must not be listed 
on any stock exchange, either in 
Australia or overseas. 

Innovation test

The company will also need to pass 
the innovation test. In practice, the 
self-assessed objective 100-point 
innovation test (Table 1) is probably 
the simplest way to determine an 
ESIC’s eligibility. Alternatively, a 
company may request a ruling from 
the Australian Tax Office on whether 
it qualifies as an ESIC applying the 
principles-based innovation test.

CGT treatment of shares in 
qualifying ESICs

An investor that acquires shares in 
a qualifying ESIC is taken to hold 
those shares on capital account 
and a disposal would give rise to a 
capital gain or loss rather than other 
income tax consequences (Table 2).

Integrity measures

Given the generosity of this 
regime, the general anti-avoidance 
provisions in Part IVA of the Income 
Tax Act 1936 may apply to situations 
where taxpayer has obtained tax 
benefits by entering into a contrived 
scheme or artificial arrangement 
in order to obtain the early-stage 
investor tax incentives.

In addition, Div. 290 of the Tax 
Administration Act 1953 contains 
a promoter penalty regime that 
may apply to entities seeking to 
promote such schemes. Depending 
on their conduct, the promoter may 
be subject to injunctions, civil and 
criminal penalties.

Table 2. Modified CGT treatment for shares in a qualifying ESIC.

Shares held for… Modified CGT treatment

<12 months Capital gains are assessable, but capital losses are disregarded

>12 months and <10 years Capital gains and capital losses are disregarded

≥10 years The cost base of the share for determining any ultimate taxable 
capital gain or capital loss, upon subsequent disposal, is its 
market value on the 10th anniversary of its issue
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The new 15% Ontario non-resident 
speculation tax

Overview of the tax

On 20 April 2017, the Province 
of Ontario announced a new 
15% non-resident speculation 
tax (NRST) on the purchase of 
residential property located in the 
Greater Golden Horseshoe (GGH) 
region by individuals who are not 
citizens or permanent residents 
of Canada or by foreign entities 
and taxable trustees. The NRST 
applies in addition to the general 
land transfer tax in Ontario as well 
as the additional land transfer tax 
for the City of Toronto. Binding 
agreements of purchase and sale 
signed on or before 20 April 2017 
are not subject to the NRST.

The GGH comprises the 
geographic areas of Brant, 
Dufferin, Durham, Haldimand, 
Halton, Hamilton, Kawartha Lakes, 
Niagara, Northumberland, Peel, 
Peterborough, Simcoe, Toronto, 
Waterloo, Wellington and York.

The intention of this tax is to help 
cool down the housing market and 
is part of Ontario’s Fair Housing 
Plan, a comprehensive package of 
measures with a stated purpose 
of helping more people find 
affordable homes, increasing 
housing supply, protecting buyers 
and renters, and bringing stability 
to the real estate market.

The new Ontario NRST follows 
British Columbia’s introduction of 
a similar 15% property transfer tax 
that generally applies to transfers 
of residential property to foreign 
entities where the property is 
located in the Greater Vancouver 
Regional District.

Who is affected by the tax?

The 15% NRST will be imposed on 
foreign entities and taxable trustees 

that purchase or acquire certain 
residential property in the GGH. 

A ‘foreign entity’ is either a foreign 
national or a foreign corporation:

• A foreign national is an individual 
who is not a Canadian citizen or 
permanent resident of Canada.

• A foreign corporation is a 
corporation that is one of the 
following:

 — Is not incorporated in 
Canada;

 — Is incorporated in Canada, 
but is controlled in whole or 
in part by a foreign national 
or other foreign corporation, 
unless the shares of the 
corporation are listed on a 
Canadian stock exchange; or

 — Is controlled directly or 
indirectly by a foreign entity 
for the purposes of section 
256 of the Income Tax 
Act (Canada).

A ‘taxable trustee’ is a trustee that 
is:

• A foreign entity holding title in 
trust for beneficiaries, or

• A Canadian citizen, permanent 
resident of Canada, or a 
Canadian corporation holding 
title in trust for foreign 
beneficiaries.

Application of the tax

The NRST applies to purchases of 
land containing at least one and 
not more than six single family 
residences. The NRST does not 
apply to purchases of multi-
residential apartment buildings 
containing more than six units, 
commercial land, agricultural 
land or industrial land. If the land 
transferred includes both residential 
property and another type of 
property, the NRST applies only on 
the purchase price of the residential 
property.
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The NRST applies to the total 
purchase price for a transfer of 
residential property if any one 
of the purchasers is either a 
foreign entity or taxable trustee. 
Consequently, if several purchasers 
are purchasing the property 
together and one of the purchasers 
is a foreign entity or taxable trustee, 
then the NRST applies to the total 
purchase price. In addition, all the 
transferees are jointly and severally 
liable for any NRST payable.

The NRST also applies to 
unregistered dispositions of a 
beneficial interest in residential 
property.

NRST exemptions

Certain exemptions to the NRST are 
available, including:

• A foreign national who is 
confirmed under the Ontario 
Immigrant Nominee Program 
(nominee) and the property is 
to be acquired as the foreign 
national’s principal residence

• A foreign national who has the 
status of refugee

• A foreign national who has 
a spouse who is a Canadian 
citizen, permanent resident of 
Canada, nominee or refugee 
if the foreign national jointly 
purchases residential property 
with that spouse as their 
principal residence.

NRST rebates

A rebate of the NRST may be 
available in the following situations:

A foreign national becomes a 
Canadian citizen or permanent 
resident of Canada within 4 years of 
the purchase date

A foreign national is a student who 
has been enrolled full-time, for at 
least 2 years from the purchase 

date, in an ‘approved institution’ as 
outlined by the Province of Ontario

A foreign national has legally 
worked full-time in Ontario for a 
continuous period of 1 year since 
the purchase date.

In order to be eligible for the 
rebate, the foreign national 
must hold the property solely 
or together with their spouse. 
Furthermore, the property must 
have been used as the foreign 
national’s, or foreign national and 
spouse’s, principal residence for the 
whole period.

Tax avoidance and offences

The Government of Ontario also 
announced that it will introduce 
anti-avoidance provisions to ensure 
that the NRST is reported and paid 
as required. This includes examining 
circumstances where Canadian 
citizens or permanent residents of 
Canada, as taxable trustees, hold 
property in trust for a foreign entity 
or are trustees where a beneficiary 
may be a foreign entity. 

Failure to pay the NRST may 
result in a penalty, fine and/or 
imprisonment.
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Use of a name within a corporate 
group

Within international corporate 
groups, transfer pricing issues and 
determining the ‘right’ price for 
goods and services is one of the 
most challenging issues within the 
tax world. One question within 
this wide field of taxation issues is 
whether companies of the group 
must pay for the right to use the 
name of the group.

In Germany, the Foreign Transaction 
Tax Act (Aussensteuergesetz; AStG) 
applies to the taxation of cross-
border business relations. Based 
on this Act, the taxable domestic 
income can be increased in case 
of cross-border business relations 
between related parties with 
conditions that do not comply with 
the arm’s length principle. Those 
business relations include among 
others the use of a name within a 
corporate group.

The Federal Ministry of Finance 
(Bundesministerium der Finanzen; 
BMF) recently provided guidance 
for this issue with its letter dated 7 
April 2017 (IV B 5 – S 1341/16/10003). 
With this circular, the BMF refers 
to the decision of the Federal Tax 
Court (Bundesfinanzhof; BFH) of 
21 January 2016 (I R 22/14) on the 
application of para. 1 of the AStG 
regarding the use of a name within 
a corporate group. The court 
explicitly states that it is important 
to distinguish between a ‘mere’ 
use of a name and the permission 
to make use of trademark rights 
and other intangible assets that are 
directly connected with the use of 
the name (e.g., know-how). 

Conforming to the letter, a ‘mere’ 
use of a name within a corporate 
group does not constitute a 
business relationship. In principle, 
it is not payable and therefore it 
does not justify the approach of 
a correction amount for income. 

According to the BMF, this only 
applies if no economic advantages 
arise solely from the use of the 
name. Otherwise, it would be 
payable and remuneration would 
be required according to the arm’s 
length principle.

The remuneration capability of the 
use of a name can be determined 
by examining whether the owner 
of the name has the permission or 
the possibility to exclude a third 
party from using the name of the 
company. If this is the case, the 
owner would charge a fee and the 
user would be willing to pay for 
it. But the amount of the potential 
fee depends on whether the user 
can achieve any economic benefits 
and to what extent, regardless of 
whether this advantage actually 
occurs (ex ante consideration). In 
case the expected benefit does not 
occur, third parties would negotiate 
again to agree on an adequate 
price.

If the use of the intangible assets 
(‘name’) takes place solely in 
connection with the sales activities 
of the company of the corporate 
group and the company exclusively 
sells their products, then the 
use of a company name is not 
of any independent meaning as 
the compensation for the use of 
these intangible assets is already 
included and compensated in 
the purchase price of the sales 
company. However, it is different 
if the company produces goods or 
provides services on the market for 
which an independent use of the 
intangible assets of the corporate 
group is important.

Dealing with the issues of the use 
of a name within an international 
group has not become easier, but 
there are at least some rules given 
by the German fiscal authorities. 
Nevertheless, it is important to 
check these questions up-front in all 
countries involved.
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Partial limitation of loss deduction 
ruled unconstitutional

The German Constitutional Court 
(Bundesverfassungsgericht; 
BVerfG) decided on 29 March 
2017 (reference: 2 BvL 6/11) that 
partial limitation of deduction 
for loss as provided in section 8c 
para. 1 sentence 1 of the German 
Corporate Income Tax Act 
(Körperschaftsteuergesetz; KStG) 
does not comply with precept 
of equality (Gleichheitsgebot) 
as guaranteed in the German 
Constitution. This provision 

of justification for this provision 
to eliminate losses only because 
shareholding quota has changed 
to an extent of >25%, but to leave 
losses unaffected if change of 
shareholding quota would only 
amount to <25% or totalling exactly 
25%. On the one hand, the purpose 
of section 8c to avoid loss-related 
tax planning is an adequate ground 
of justification to this respect; 
nevertheless, the legislator had 
overridden its competence to 
provide requirements for a loss 
deduction, judges explained. The 
BVerfG decided that exceeding a 
threshold of 25% does not indicate 
abusive tax planning.

Conclusion

The BVerfG ruled that section 
8c para 1 sentence 1 of the KStG 
(provision of shell company 
purchase, Mantelkaufregelung) was 
unconstitutional with regard to its 
period of validity from 1 January 
2008 to 31 December 2015. This 
limitation in time is to explain with 
the amendment of section 8d as 
complement to section 8c with 
retrospective effect to 1 January 
2016. The BVerfG was clearly 
hesitant in expressing its view of 
the latter provision, which is already 
regarded as an advisor’s ‘liability 
trap’. Besides, the BVerfG could not 
decide whether precept of equality 
was re-established by section 8d for 
procedural purposes.

Notwithstanding, it is recommended 
to challenge those tax assessment 
notices that can still be amended 
by means of appeal (Einspruch). 
This recommendation preventively 
applies to total limitation of 
loss deduction according to 
section 8c para 1 sentence 2, 
too, to which legal proceedings 
have been instituted before the 
German Federal Fiscal Court 
(Bundesfinanzhof), reference: I R 
63/16.

eliminates unused losses in case 
of a transfer of >25% up to 50% of 
the shares in a corporation. This 
decision of the BVerfG only refers 
to section 8c para. 1 sentence 1 
of the KStG as it was valid from 
1 January 2008 (when it came into 
force) until 31 December 2015 (when 
it was amended by section 8d as 
a complement to section 8c). The 
legislator is now held to amend 
section 8c para. 1 sentence 1 with 
retrospective effect from 1 January 
2008 until 31 December 2015. If 
the legislator fails to do so by 
31 December 2018 at the latest, then 
section 8c para 1 sentence 1 will be 
invalid with a retrospective effect 
from 1 January 2008.

For fiscal purposes, corporations 
have their own legal personality, to 
be differentiated from that of their 
shareholders. In principle, this also 
applies to losses that a corporation 
suffered and which it is entitled 
to deduct from its own income 
without leaving these losses to its 
shareholders. The provision of the 
so-called ‘shell company’ purchase 
(Mantelkaufregelung) within the 
meaning of section 8c of the KStG 
blurs this precise dividing line by 
linking limitation of loss deduction 
with change of shareholders. When 
within a period of 5 years >25% but 
<50% of the shares in a corporate 
entity are directly or indirectly 
transferred to an acquirer or a 
group of acquirers with convergent 
interests, loss deduction is to this 
extent no longer possible.

Numerous exceptions to section 
8c amended since this provision 
came into force on 1 January 
2008 – such as the reorganisation 
clause (Sanierungsklausel), group 
restructuring clause (Konzernklausel) 
or hidden reserves escape clause 
(Stille-Reserven-Klausel) – did 
not prevent the BVerfG from 
ruling section 8c para 1 sentence 
1 unconstitutional. Constitutional 
judges missed an objective ground 
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The ‘One Nation One Tax’ goods 
and service tax (GST) has been 
rolled out from 1 July 2017. It is one 
of the biggest indirect tax reforms 
in the country, replacing many 
central levies such as central excise 
and service tax and state levies 
such as VAT and entry tax. GST is 
a destination-based consumption 
tax that will be levied and collected 
at each stage of supply of goods 
or services. GST in India has a dual 
levy: a state/union territory GST, 
and a central GST. On all within-
state supplies, central GST and 
state/union territory GST will be 
levied. On all supplies between 
different state/union territories, 
integrated GST will be levied. 

GST has a four-tier tax structure of 
5%, 12%, 18% and 28%. The central 
GST and state GST will be in the 
ratio of 1:1. The law allows the set-
off of GST paid on the procurement 
of goods and services against the 
GST paid on supply of goods and 
services. Also, the input tax credit 
system under GST is such that 
set-off could be claimed against 
integrated GST, central GST and 
state GST. However, as the last 
person in the supply chain, the end 
consumer bears this tax.
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Background to the case

Every Dutch taxpayer is entitled 
to deduct a general tax allowance 
from the amount of income tax they 
owe. This tax allowance reduces the 
amount of income tax they must 
pay. Since 2009, the general tax 
allowance for the partner without or 
with a low income has been phased 
out. 

The phasing-out of the tax 
allowance was meant to act as 
an incentive for more people to 
participate in the labour market 
and, among other things, to make 
old age pensions affordable for 
the government. The phasing-out 
of the general tax allowance for 
the partner with the lowest income 
is therefore meant to provide a 
financial incentive for this partner to 
look for work. 

However, this measure and the 
system of progressive income tax 
rates now means that single-earner 
couples in the Netherlands can be 
taxed up to six times more than 
double-earner couples with the 
same family income. 

Optimisation strategies

Some couples are able to overcome 
the effect of this measure and still 
benefit from the lower tax rates 
for the lower income brackets and 
allow both partners to claim the 
general tax allowance. For example, 
if one of the partners owns a 
private company, they can make 
the other partner an employee of 
this company. Furthermore, families 
with income from assets can assign 
this income to the partner with the 
lowest income and thus compensate 
for the loss of the general tax 
allowance. These options are not 
open to families without income 
from assets or without their own 
private company. 

Dutch professor fights for fairer 
taxation of single-earner couples

Single-earner couples (couples 
where only one of the partners 
is working) can be taxed in the 
Netherlands up to six times more 
heavily than double-earner couples 
with the same family income. This 
has led to judicial proceedings 
that have now reached the Dutch 
Supreme Court. An appeal is being 
made to European law in these 
proceedings.

Will this issue be a discussion point 
during formation of the new Dutch 
government?

Professor J.M.H.F. Teunissen is 
representing a single-earner family 
that is claiming entitlement to the 
same tax allowances as families 
where both partners are working. 
Up until now, their action has been 
dismissed in both the District Court 
and the Court of Appeal. The 
Supreme Court will now have the 
final say in the matter. 

The levying of income tax on family 
income should be a key discussion 
point in the current negotiations 
surrounding the formation of the 
new Dutch government because it 
is time for a thorough revision of 
the Dutch system of income tax. It 
should be possible for the income 
from work of both partners to be 
shared between the partners, if 
they so wish, for the purpose of 
income tax. This will allow single-
earner families to benefit from the 
lower income tax rates applicable 
to the lower income brackets. In 
the Netherlands, as in many other 
countries, income from work and 
home ownership is taxed on the 
basis of progressive tax rates. 
Neighbouring countries already 
have the option of spreading 
income between the partners in 
order to alleviate the impact of 
higher income tax rates. 

mailto:a.versluis@hoekenblok.nl
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In the Netherlands, fiscal partners 
can divide up the combined income 
from home ownership, dividends 
from their own private companies, 
and personal deductions between 
each other. Up until now, income 
from work cannot be divided up in 
this way. The system is therefore 
inconsistent. On the other hand, 
the various personal rebates (rent, 
health care, children) are calculated 
based on the combined income of 
both partners. 

Invoking of European law

The phasing-out of the tax 
allowance for the partner with the 
lowest income has been contested 
in the courts among other things 
by invoking of Article 1 of the 
First Protocol of the European 
Convention for the Protection of 
Human Rights and Fundamental 
Freedoms (FP ECHR). It is being 
argued that the loss of the tax 
allowance is an unjustified violation 
of property rights. The litigants also 
argue that the financial incentive to 
find work created by the phasing-
out of the tax allowance for the 
partner without work, or only a 
small part-time job, can be qualified 
as a form of forced labour in the 
sense of Article 4 of the ECHR. 
Moreover, in light of Article 26 
of the International Covenant on 
Civil and Political Rights (ICCPR) 
and/or Article 14 of the ECHR, the 
litigants are of the opinion that 
the government has to maintain 
neutrality with respect to the 
agreements made between partners 
about the mutual division of tasks 
and responsibilities. So far, the 
courts have dismissed any appeal 
to these provisions, and have also 
decided that the legislature has a 
broad freedom of interpretation 
concerning whether or not 
situations are equal on the basis of 
the cited articles of international 
conventions, and even if that is so, 
whether or not an objective and 
reasonable justification exists for a 

different treatment in such cases. 
The argument put forward by the 
government, that social security 
benefits have to remain affordable, 
was deemed to be a reasonable 
justification.

Annual averaging of the income 
from work across both fiscal 
partners 

In Belgium and Germany, to a 
certain extent the income from work 
can be divided up between both 
partners for income tax purposes. 
Up to a certain amount, the income 
from work can be divided up to take 
advantage of the lower income tax 
rates for the lower income brackets. 

Belgium has a so-called ‘marriage 
quotient’. This is applied if one of 
the partners has no or little income 
from work. In such cases, up to a 
maximum of 30% of the total family 
income from work can be allocated 
to the partner with the lowest 
income. By dividing the income up 
in this way, the application of higher 
tax rates under the progressive 
system can be avoided. In Belgium, 
up to 30% of the income, with a 
maximum of €10,290, could in that 
case be taxed against the lower tax 
rates (25%, 30% or 40%) instead of 
the higher tax rates (45% or 50%). 

In Germany, fiscal partners can opt 
to allocate half of the total taxable 
income to each of the partners in 
their income tax return. This allows 
both partners to benefit from the 
lower income tax rates applicable 
for the lower income brackets. 

Conclusion

Some prominent tax experts in 
the Netherlands argue for the 
introduction of a flat-rate tax 
whereby each taxpayer pays the 
same rate on their income from 
work. This would make the taxation 
system a great deal simpler! 
Although that might be a bridge 

too far right now, partners should 
still be able to divide up the income 
from work between themselves 
to soften the blow of progressive 
income tax rates, as now happens 
in Germany. Perhaps the upcoming 
decision of the Dutch Supreme 
Court might provide an incentive 
for the legislature to consider the 
introduction of such an income-
spreading option! 
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applied globally, and adopts the 
modern single rate model with 
minimal exemptions. Adoption of 
VAT in the GCC points to a major 
shift towards funding the fiscal 
policy partly from tax revenue, a 
novel experience for most of the 
stakeholders (government, business 
and the consumers).

The GCC UAVAT (Unified Agreement 
on Value Added Tax) is in line with 
the VAT principles applied the 
world over – such as application 
of tax to both goods and services, 
introduction of standard rates, zero 
rate and exempted categories, 
right for input tax credits, rules 
governing place and time of supply, 
deemed supplies and intrastate 
transactions. Some of the highlights 
of the agreement are as follows:

• The tax applies on all supplies 
(supply of goods and services) in 
the GCC territory.

• ‘Import’ refers to supply 
of goods or services from 
jurisdictions outside the GCC 
territory and a reverse charge 
mechanism applies on such 
imports.

• The tax period is set in 
accordance with the Gregorian 
calendar.

• Introduction of the ‘tax group’: 
Two or more legal persons who 
are residents of the member 
state itself are allowed to apply 
for group registration.

• Specific rules set out to govern 
supply of goods, transfer of 
goods from one member state to 
another, supply of services and 
deemed supplies.

• Place of import of goods is 
generally the country of the first 
point of entry; exceptions are 
governed by the provisions of 
GCC Common Customs law.

• The tax shall be imposed with 
a basic rate of 5% of the supply 
or import value unless there 

is a provision of exemption or 
imposing a zero (0%) rate.

• Each member state has the right 
to exempt the following sectors 
or subject them to 0% tax, as per 
the conditions and disciplines it 
determines: education, health, 
real estate and local transport.

• All food products are subject to 
the standard rate of tax, but each 
member state may impose 0% 
tax on the products approved by 
the ministerial committee.

• Intra-GCC and international 
transport (goods and 
passengers) will be subject to 
0% tax.

• Export of goods outside the GCC 
territory shall be subject to 0% 
tax.

• Supply of gold, silver and 
platinum for investment 
purposes (refining rate ≥99%) 
will be subject to 0% tax.

• Financial services offered by 
the licensed banks and financial 
institutions are exempt, but each 
member state is allowed to apply 
any other tax treatment on the 
financial services.

• Tax exemptions are permitted 
on the import of goods for 
diplomatic missions, military 
purposes, personal baggage, 
etc.

• The person subject to tax in the 
member state has the right to 
deduct from the payable tax, the 
value of the deductible tax which 
he has paid in that country, on 
conducting supplies subject to 
the tax.

• Tax value adjustments 
(cancellation, reduction or bad 
debts) is permitted.

• The person subject to tax shall 
be obliged to register if the 
annual value of their supplies 
in one member state exceeds 
the registration threshold of 
SAR375,000 (US$100,000). 
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GCC states getting ready to 
introduce VAT

Value added tax (VAT) has been 
the hot topic of discussion in the 
region at present, with agreement 
among member states to introduce 
this indirect tax as a measure to 
partly finance the shortfall from 
oil revenue. The Gulf Cooperation 
Council (GCC) is a political and 
economic union of the six Arabian 
Gulf countries (Bahrain, Kuwait, 
Oman, Qatar, Saudi Arabia and 
United Arab Emirates [UAE]). VAT in 
the GCC is designed in line with the 
general international VAT principles 

http://www.morisonksi.com
mailto:saju@morisonmenon.com


15www.morisonksi.com Global Tax Insights Q2 2017

Voluntary registration limit 
will be 50% of the compulsory 
registration limit.

• Upon registration, a tax 
identification number shall be 
given, by each member state, to 
the person subject to tax.

• Each member state shall define 
the content of the tax invoice 
and the deadline for its issuance, 
provided the invoice includes 
relevant details of the agreement. 
Tax invoices may be issued in any 
currency, but the tax value shall 
be written in the currency of the 
member state where the invoice 
value shall be paid.

• Tax invoice, records and accounting 
documents shall be retained for 
a minimum period of 5 years 
except for real estate-related 
documents, where the period 
shall be extended to 15 years. 

• Each member state shall 
determine its own taxable 
period(s) provided that any 
taxable period shall not ≥1 
month, and also shall determine 
the periods, conditions, and 
disciplines of paying the payable 
net tax by the person subject to 
the tax.

• Tax refunds and carryover is 
permitted, with each member 
state to determine the conditions 
and disciplines that govern it.

• The agreement also provides 
for the tax authorities in each 
member state to exchange 
information relevant to the 
implementation of the GCC 
UAVAT and the local laws related 
to VAT. Member states shall 
also create electronic service 
systems to comply with taxation 
requirements. 

• Each member state shall state in 
the local VAT law the transitional 
provisions covering various 
situations that may arise in 
respect of the introduction of 
VAT.

• The GCC UAVAT has already been 
ratified by the governments of 
Saudi Arabia and UAE; ratification 
by the other four member 
states is expected. Saudi Arabia 
became the first state to issue its 
(country-specific) VAT draft law. 

UAE-specific tax legislation

UAE has taken a key role in the 
introduction of VAT in the region 
and is still on track to implement 
VAT from 1 January 2018. The 
Federal Tax Authority (FTA), 
headquartered in Abu Dhabi, has 
been established under the Ministry 
of Finance. The FTA will have 
responsibility for managing and 
collecting federal taxes and related 
fines, distributing tax-generated 
revenues and applying the tax-
related procedures in force in the 
UAE. A series of VAT information 
workshops, aimed at all businesses 
within the UAE, have taken place 
to explain the rules of the new VAT 
system. It is reported that the Tax 
Procedure Law, which provides 
the legal framework and certain 
organisational elements, has been 
approved by the Federal National 
Council (FNC) and the final law is 
expected soon.

Stop Press:

On 31 July 2017 the President 

of the UAE issued the new Tax 

Procedures Law (Federal Law 

No. 7 of 2017) (“TPL”). The TPL 

sets out the foundations for 

the UAE tax system and aims 

to regulate taxpayer rights and 

obligations, administration and 

collection of taxes, and defines 

the role of the Federal Tax 

Authority (FTA).
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‘Failure to prevent tax evasion’ – 
new criminal offence in the UK

• New corporate criminal offence 
that will attribute criminal liability 
to businesses for certain criminal 
acts of employees, agents or 
those that provide services for or 
on their behalf

• Doing nothing is unlikely to be 
a valid option and businesses 
should put ‘reasonable 
prevention measures’ in place 
to mitigate the risk of unlimited 
financial penalties

As part of the UK government’s 
ongoing focus on targeting 
tax evasion and avoidance, 
new criminal legislation is to 
be introduced from September 
2017 under which businesses will 
become criminally liable for failing 
to prevent the facilitation of tax 
evasion in relation to all UK taxes 
and national insurance and all 
non-UK taxes where there is a UK 
element. 

The law will apply to companies 
and partnerships wherever 
incorporated or formed. An 
offence will be committed by a 
business where an ‘associated 
person’ (broadly, an employee, 
agent, contractor, subcontractor 
or consultant acting in their 
capacity as such) commits a tax 
evasion facilitations offence – that 
is, criminally facilitates another’s 
offence of tax evasion.

As noted above, non-UK taxes are 
also covered by the legislation 
where there is a UK element, namely 
where the offence is committed by 
an entity incorporated or formed in 
the UK and the conduct giving rise 
to the offence takes place in the UK. 

Businesses will only be liable for 
facilitation offences committed by 
an associated person if they commit 
the offence in their capacity as an 

associated person. For example, an 
employee who facilitates the tax 
evasion of a family member in the 
course of their private life would be 
committing a tax facilitation offence 
but their employer would not be 
guilty of the new ‘Failure to prevent 
tax evasion’ offence.

• UK ‘tax evasion’ means:

 — An offence of cheating the 
public revenue, or

 — An offence under any part of 
UK law of being knowingly 
involved in or taking steps to 
become involved in UK tax 
evasion.

• UK ‘tax evasion facilitation’ 
means:

 — Commissioning another 
person to commit a UK tax 
evasion offence or otherwise 
aiding, abetting, counselling 
or procuring a UK tax evasion 
offence. 

In summary, businesses will be guilty 
of the offence where the following 
three scenarios are present:

• There has been a criminal 
evasion of UK or non-UK tax by a 
taxpayer;

• There has been a criminal 
facilitation of this offence by 
an associated person of the 
business; and

• There has been a failure 
of the business to prevent 
the associated person from 
committing the facilitation 
offence.

Prevention

The following defences against the 
offence are available to businesses: 

• The business had reasonable 
prevention procedures in place, 
or
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• It would not have been 
reasonable to expect the 
business to have prevention 
procedures in place.

Her Majesty’s Revenue and Customs 
(HMRC) has published guidance 
intended to help businesses 
understand the types of processes 
and procedures that can be put 
in place to prevent associated 
persons from criminally facilitating 
tax evasion. A risk-based approach 
should be adopted, with procedures 
that are proportionate to the risks 
inherent within the business.

Commonly encountered internal and 
external risks, based on Bribery Act 
guidance, which could be assessed 
from a tax fraud perspective 
include:

• Country risk: Are there perceived 
high levels of secrecy or use as a 
tax shelter?

• Sectoral risk: Some sectors – 
such as financial services, tax 
advisory and legal – may pose a 
higher risk than others.

• Transaction risk: Are there 
complex tax planning structures 
involved, overly complex supply 
chains, or transactions involving 
politically exposed persons?

• Business opportunity risk: For 
example, are high-value projects 
involved or projects involving 
many parties or jurisdictions?

• Business partnership risk: 
Some relationships may involve 
higher risk, such as the use 
of intermediaries based in 
jurisdictions with lower levels of 
transparency and disclosure.

• Product risk: Certain products 
and services may have a higher 
risk of misuse by either clients or 
associated persons.

• Customer risk: Particular risks in 
relation to customers or products 
could indicate a greater risk of 
criminal facilitation of tax evasion 
by an associated person.

On a practical level, businesses 
should therefore identify key 
individuals to take ownership of 
the necessary compliance process 
pertaining to this corporate criminal 
offence. The key actions to be taken 
prior to 1 September 2017 are:

• Risk assessment to determine the 
extent of the potential exposure; 
and

• Formulating action plans to put 
in place prevention procedures 
on a prioritised basis. 
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Interest-charge domestic 
international sales corporations: A 
powerful tax savings opportunity 
for export companies

IC-DISCs (interest-charge domestic 
international sales corporations) 
were once thought of as 
uninspiring, and not particularly 
efficient, tax deferral vehicles. 
They were originally created by the 
government as a way to assist US-
based corporations that focused on 
foreign sales and exports. 

In fact, regulators at that time 
even conceded that IC-DISCs were 
not really tax shelters at all, nor 
were they considered as listed or 
reportable transactions. As a result, 
IC-DISCs were largely marginalised 
as a tax-saving tool; overlooked at 
best and, if noticed at all, regarded 
as ineffective and not worth the 
attention of serious investors.

However, IC-DISCs are now 
regarded as an effective tax-saving 
tool for companies exporting 
products. Companies can take 
advantage of IC-DISC tax benefits 
without any conditions to make 
changes to the way they conduct 
business. 

The two main reasons for 
resurgence of interest in IC-DISCs 
are:

• The passage of the Jobs and 
Growth Tax Relief Reconciliation 
Act of 2003 – and its extension 
via the American Taxpayer Relief 
Act of 2012, which introduced 
reduced tax rates for exporters 
possessing qualified dividends.

• The impact of the ever-
growing global economy, 
which, in combination with 
these legislative initiatives, 
transformed IC-DISCs into 
tax-saving instruments that 
encourage US businesses to 
expand into more promising 
international markets.

IC-DISCs – the smart choice for US 
exporters

For qualified US exporters, IC-DISCs 
offer federal income tax savings 
of nearly 16%. What’s more, some 
of those savings can be further 
parlayed via deferment structures 
that have been at the core of the 
IC-DISC rules since they were first 
enacted by Congress in 1971.

As they currently stand, some of the 
advantages and benefits of IC-DISC 
include:

• An IC-DISC entity is wholly tax 
exempt; that is, it does not pay 
income tax.

• IC-DISC dividends paid to 
individual shareholders are 
regarded as qualified dividends 
and are therefore taxed at 
reduced capital gains tax rates.

• Commissions paid to an IC-DISC 
reduce taxable profit of related 
supplier corporations at ordinary 
rates.

• Permanent tax savings on export 
sales.

• Increased liquidity for 
shareholders or the business.

• The ability to leverage cost of 
capital.

• Opportunities to create 
management incentives.

• Can be used in estate planning 
and wealth transfer. 

In retrospect, it would seem that 
IC-DISCs have greater resilience 
than many other export-related 
tax schemes. In fact, when the 
first DISC policy was introduced, it 
immediately brought condemnation 
from a variety of European 
countries; they alleged that it was 
a proscribed export subsidy and 
therefore contravened the General 
Agreement on Tariffs and Trade 
(GATT).
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However, in 1985, the DISC 
legislation was amended to add an 
interest charge on shareholders for 
taxes deferred under the original 
DISC provisions, which diminished 
the benefits but appeased Europe. 
The result was that Congress 
enacted a new export tax incentive 
with better benefits than the 
IC-DISC – the Foreign Sales 
Corporation (FSC) – which was later 
successfully contested by the World 
Trade Organization (WTO) and 
repealed in 2002. Congress again 
reacted to replace the FSC with the 
Extraterritorial Income Exclusion 
(ETI), but the WTO successfully 
challenged the ETI and it was 
repealed in 2004.

How IC-DISCs are structured

A conventional arrangement of an 
IC-DISC requires a variety of internal 
calculations and a certain degree of 
support, but these have no effect 
whatsoever on the ways in which 
the exporting company interacts, 
or otherwise manages its relations, 
with clients or vendors.

From a management point of view, 
the actual creation requires very 
little in the way of governance 
arrangements. All it entails is 
the establishment of an onshore 
corporation, legal agreements 
that formalise the relationship of 
the IC-DISC to the exporter, and 
submission to the Internal Revenue 
Service (IRS) of the organisation’s 
tax election and all of its yearly tax 
returns.

Not only is an IC-DISC easy to 
set up, but also as a commission 
DISC it is not required to produce 
customer invoices, employ any 
staff, or even lease office space. 
Also, most IC-DISC arrangements 
are undetectable to all but the 
principals of a company, and yet 
can legally save that company 
substantial amounts of money. 
Finally, there are no restrictions 

How IC-DISCs function

The operations of IC-DISCs are 
relatively straightforward. First 
an exporting company or its 
shareholders create a domestic 
corporation that will ultimately 
become the IC-DISC.

Once it is operating, the exporting 
company pays the IC-DISC a 
commission based on the profits 
of the export sales. The size of the 
commission is governed by precise 
legal regulations. The exporting 
company is then free to deduct the 
commissions payable to the IC-DISC 
from its regular income, which is 
then taxed at the maximum federal 
rate of 39.6%.

However, not all types of export 
sale are eligible for inclusion in 
a DISC arrangement. To qualify, 
exports must be:

• Manufactured, produced, grown 
or extracted in the USA by a 
person other than a DISC; 

• Held primarily for sale, lease or 
rental for direct use, consumption 
or disposition outside the USA; 
and 

• ≤50% of fair market value of 
the export property can be 
attributable to foreign content. 

The eligibility requirements of a 
DISC are more extensive than is 
commonly assumed and can include 
direct and indirect exporters, 
software licensing companies, and 
even architectural and engineering 
design companies. In fact, many of 
these sorts of company are simply 
unaware that they are eligible 
for DISC status – and so cannot 
take advantage of the many tax 
advantages they offer.

In some instances, an IC-DISC can 
even be used as a tool for estate 
planning or as an incentive to 
employees.

on who can own an IC-DISC. 
In fact, IC-DISC shareholders 
can be partnerships, limited 
liability companies, individuals, C 
corporations, S corporations, trusts, 
IRAs or any permutation of the 
former. 

For the right taxpayer, a DISC can 
also be an estate planning tool. 
Recently, the US Court of Appeals 
for the Sixth Circuit rejected the 
IRS’s application of the substance-
over-form doctrine where a 
Roth IRA owned a DISC, Summa 
Holdings, Inc. v. Commissioner, 2017 
BL 46929, 848 F.3d 779 (6th Cir. 
2017). In Summa, a family owned 
Summa Holdings, a group of wholly 
owned manufacturing companies. 
Summa Holdings established a DISC, 
which was owned, indirectly, by 
Roth individual retirement accounts 
for the benefit of younger family 
members. Summa Holdings paid 
the DISC commissions and took a 
tax deduction. The DISC paid those 
commissions as dividends to the 
Roth IRAs and were not subject to 
income tax.

One advantage is that foreign 
individuals and non-US companies 
can be IC-DISC shareholders, 
although the taxation of IC-DISC 
dividends paid to foreign owners 
is subject to different rules than 
those that apply to US citizens and 
business entities. If a foreign-owned 
company is exporting qualified 
export property, a buy-sell DISC 
may be established to significantly 
reduce or eliminate US income tax 
and potentially a tax treaty can 
reduce the withholding tax rate on 
dividends to ≤15%. By using a US 
company for the export activities, 
EXIM bank financing may be 
available to the foreign shareholder. 
Careful planning is required for 
foreign shareholders in vetting and 
establishing a DISC.
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However, IC-DISC constitutes 
a special class of tax-exempt 
organisation: it doesn’t pay 
any federal income tax on the 
commissions it accepts from the 
exporting company, and individual 
shareholders or trusts only pay 
federal income tax on dividends at 
a maximum rate of 23.8% (15–20% 
capital gains rate + 3.8% Medicare 
tax).

Is an IC-DISC right for your 
business?

Depending on your business 
objectives, IC-DISCs can be utilised 
in a variety of ways to help you 
realise those goals. Deployed 
correctly, an IC-DISC can achieve 
some of the benefits outlined 
below.

Produce ongoing tax savings

An exporting company will pay 
taxes of 39.6% on its ordinary 
income, but not on the commission 
it pays to the IC-DISC. Current tax 
regulations have the commission 
rate at the greater of either 4% of 
gross receipts (which is restricted to 
100% of net income from the export 
sale), or 50% of taxable income 
from export sales. 

Since IC-DISCs are tax exempt, only 
distributions to shareholders are 
actually taxed – at a maximum rate 
of 23.8% (federal). 

Provide C corporations with tax-
deductible dividends

C corporations can also benefit 
from IC-DISC arrangements, since 
they are eligible for long-term tax 
savings for disbursements that 
might otherwise be categorised as 
dividends. If a C corporation can 
generate adequate profits from its 
exports, then a sister IC-DISC can 
earn a commission equal to the 
payments otherwise set aside as 
dividends. 

risk they are willing to tolerate, they 
can leverage their IC-DISC holdings 
to secure added liquidity. Cash 
obtained in this tax-advantaged 
way allows either the company or 
the shareholder to relocate their 
resources to better manage their 
investment risk profiles.

An added tax savings bonus

Finally, there is actually no bar to 
a company that wants to operate 
an IC-DISC and also claim the 
DPAD (Domestic Production 
Activities Deduction), which can 
potentially reduce a company’s 
effective federal tax rate (by up to 
3%) by claiming certain US-based 
production endeavours (under 
Section 199 of the Internal Revenue 
Code).

This means that what would 
normally be regarded as a non-
deductible dividend payment 
can be turned into a commission 
expense, which is tax deductible. 
Also keep in mind that shareholders 
who receive dividend payments are 
taxed at the same rate, regardless 
of whether the disbursement 
is issued by an IC-DISC or a C 
corporation.

Make capital costs lower

One little-known advantage to 
an IC-DISC arrangement is that an 
exporting company can leverage its 
capital costs by using it as a deferral 
tool. The fact is that not all of an IC-
DISC’s earnings must be dispersed 
to shareholders only; they can be 
transferred to the company via the 
savings generated by the lower 
tax rate that is applied to qualified 
dividends.

The method used is simplicity itself: 
an exporting firm is entitled to lend 
its accumulated IC-DISC earnings 
back to itself, for which it receives 
a note and interest in the form of 
a producer’s loan. The company 
can then deduct the interest 
expense. Again, this is permissible 
because interest income is regarded 
as a dividend to the IC-DISC 
shareholders. 

So, by ploughing its IC-DISC 
earnings back into the business the 
company secures additional tax 
savings and effectively lowers its 
capital costs. However, a company 
taking this route would be wise 
to consult their accountants and 
legal counsel first, since there are 
restrictions governing the size of 
a producer’s loan and the uses to 
which it can be put.

Enhance liquidity

If the company – or an individual 
shareholder – wants to adjust or 
realign the degree of investment 
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Ireland issues guidance on taxation 
of dividends from trading profits

The Irish Revenue has laid out a 
clarification on the rules regarding 
the tax treatment of foreign 
dividends paid out of trading 
profits. The clarification sets out the 
circumstances and conditions that 
permit certain dividends received 
by the Irish-resident company out 
of the trading profits of a non-
resident company to be charged to 
corporation tax at the rate of 12.5% 
rather than 25%. The clarification 
outlines the nature of the dividends 
that qualify and the conditions that 
must be satisfied, along with the 
rules for identifying the underlying 
trading profits out of which the 
dividends are paid. In addition to 
the above, it lays down special rules 
that apply in the case of companies 
that are portfolio investors.

Austrian Parliament approves BEPS 
Convention

The lower house of the Austrian 
Parliament has approved the OECD 
multilateral instrument, designed 
to prevent the avoidance of tax 
through the abuse of double tax 
avoidance treaties. The instrument 
was developed by the OECD under 
Action 15 of the BEPS project. It will 
transpose BEPS recommendations 
into over 1,100 tax treaties 
worldwide. The Convention will 
strengthen provisions to resolve 
treaty disputes, including through 
mandatory binding arbitration 
(which has been adopted by 25 
signatories), to reduce double 
taxation and increase tax certainty 
for businesses.

Saudi to hike taxes on expat 
workers

Under the current regime in Saudi 
Arabia, private-sector firms that 
employ more foreign than local 
workers pay SAR200 (US$53) per 
month levy on each non-Saudi 

employee. However, with effect 
from 1 July 2017, an additional 
monthly tax of SAR100 (collected 
annually upon submission of visa 
requests or residence visa renewal 
requests) will be imposed on 
expatriate employees and their 
dependents, increasing to SAR200 
next year, and reaching SAR400 by 
2020. 

Australia to reform taxation of 
charitable donations 

The Australian government is 
consulting on proposals to amend 
the deductible gift receipts (DGR) 
regime, which entitles donors 
to claim tax deductions on their 
donations. Possible changes 
include:

• All DGRs could be required 
to be charities registered and 
regulated by the Australian 
Charities and Not-for-profit 
Commission (ACNC).

• The ACNC could revoke an 
organisation’s registration 
status, if one of the grounds for 
revocation under the ACNC Act 
were to exist.

• The administration of the 
four DGR registers could be 
transferred to the Australian 
Taxation Office (ATO) to simplify 
the application process of DGRs.

• The public fund requirement for 
certain types of DGRs that are 
charities could be removed.

• Regular reviews could be 
undertaken by the ACNC and/
or the ATO to ensure that an 
organisation’s DGR status is up 
to date. 

Brazil may slash top individual 
income tax rate

In a bid to improve the functioning 
of the tax regime for individuals, 
Brazil is considering lowering the 
rate of income tax on the people 
earning more than about BRS4,600 
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(US$1,600) per month, to 18% 
from 27.5% and introducing tax on 
dividend payments to shareholders. 
The government is also considering 
the introduction of a new wealth tax 
on high net worth individuals. This 
would mean that the new tax shall 
be applied on individuals with a net 
worth of more than BRS15.2 million, 
as the current threshold is BRS1,900. 

Tax incentives announced in 
Mauritius Budget

The Government of Mauritius 
has announced the following tax 
incentives in Budget 2017 as from 
next financial year:

• Profits from exports of goods 
derived by any domestic 
company shall be subject to a 
reduced tax rate of 3% instead 
of 15%.

• An 8-year tax holiday will 
be granted to companies 
engaged in the manufacturing 
of pharmaceutical products, 
medical devices and high-tech 
products and incorporated in 
Mauritius after 8 June 2017.

• A company investing or 
spending on innovation, 
improvement, or development 
of a process, product, or service 
will be eligible for accelerated 
depreciation of 50% in respect of 
capital expenditure incurred on 
research and development (R&D).

• A 200% tax deduction shall be 
allowed in respect of qualifying 
expenditure on R&D directly 
related to the entity’s trade or 
business, provided the R&D is 
carried out in Mauritius.

• Income (chargeable income plus 
dividend) in excess of MUR3.5 
million will be subject to a 5% 
solidarity levy. However, interest 
income shall not be included in 
the above income. 

India signs multilateral instrument 
to prevent base erosion and profit 
shifting

India, on 7 June 2017, signed the 
OECD’s multilateral convention 
to implement tax treaty-related 
measures to prevent base erosion 
and profit shifting (BEPS). The 
convention is an outcome of the 
OECD/G20 project to tackle BEPS 
through tax planning strategies that 
exploit gaps and mismatches in tax 
rules to artificially shift profits or 
low or no-tax locations where there 
is little or no economic activity, 
resulting in little or no overall 
corporate tax being paid. 

Venture capital firms seek 
Bangladeshi tax holidays 

Venture capital and private equity 
firms in Bangladesh have called 
for a 10-year tax holiday for their 
fund managers, given the risky 
nature of investing in new firms and 
the relatively long period before 
returns are seen. The usual tenure 
of venture capital funds is 10 years, 
yet it typically takes 7–8 years 
to see any return on this type of 
investment.

Canada to amend Voluntary 
Disclosure Program

The Canadian government has 
proposed changes to the Voluntary 
Disclosure Program (VDP). The 
VDP provides taxpayer with an 
opportunity to voluntarily come 
forward and correct previous 
omissions in their dealings with the 
Canada Revenue Agency (CRA). If 
the disclosure satisfies the CRA’s 
conditions, the taxpayer will face 
a lower interest charge on the 
unpaid tax, and will not be liable 
for criminal prosecution or civil 
penalties.

Under the changes, the government 
would require the payment of 
the estimated taxes owing as a 
condition for qualifying for the 
program, and change the way the 
amount of interest relief available 
is calculated. However, the 
government will exclude from the 
VDP any applications that involve 
transfer pricing, applications from 
corporations with gross revenue 
in excess of CAD250 million, 
and applications that disclose 
income from the proceeds of the 
crime. However, VDP relief will 
be cancelled if it is subsequently 
discovered that a taxpayer’s VDP 
application was not complete due 
to a misrepresentation attributable 
to wilful default.
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Facts of the case

• M/s Honda Motors Company Ltd, 
a company incorporated in Japan 
(‘HMCL Japan’), and M/s SEIL 
Ltd, a company incorporated in 
India (‘SEIL India’), entered into a 
joint venture by incorporating a 
company named M/s Honda SIEL 
Cars Ltd (‘the assessee’) in India.

• Out of the total share capital of 
the assessee, 99% of the shares 
were held by HMCL Japan and 
the remaining 1% shares were 
held by SEIL India. 

• Later, HMCL Japan entered 
into a technical collaboration 
agreement (TCA) with the 
assessee on 21 May 1996. This 
TCA was effective for a period 
of 10 years from the date of 
agreement, or 7 years from 
the date of commencement of 
commercial production.

• As per the said agreement, HMCL 
Japan (which was engaged in 
the business of development, 
manufacture and sale of 
automobiles and their parts) 
agreed to license the assessee 
to manufacture, use and sell the 
said products or the licensed 
parts, and provided ‘technical 
assistance’ with regard to this 
licence. As per the agreement, 
HMCL Japan was to provide 
manufacturing facilities, know-
how, technical information 
and information regarding the 
intellectual property right to 
the assessee and the assessee 
was entitled to use the licence 
without gaining any intellectual 
property rights. As a part of the 
TCA, the following memoranda 
were also entered into by HMCL 
Japan and the assessee: 

 — Memorandum on exchange 
of technicians – HMCL Japan 
was to send its engineers 
and technicians to provide 
necessary guidance on 
setting up a plant to the 
assessee in India.

 — Memorandum on supply of 
parts – HMCL Japan was to 
provide parts to the assessee 
that were necessary to 
manufacture Honda cars in 
India. 

 — Memorandum on supply of 
manufacturing facilities – 
HMCL Japan was to provide 
manufacturing facilities to the 
assessee in India as required 
for running the plant.

• In consideration of the above 
services, the assessee agreed to 
pay a lump sum fee of US$30.5 
million to HMCL Japan, payable 
in five equal instalments that 
were to commence from the 
third year after commencement 
of commercial production. In 
addition, the assessee was liable 
to pay a royalty equal to 4% on 
both internal and export sales 
made by the assessee. This 
royalty was payable for 7 years 
from the date of commencement 
of commercial production.

• The assessee filed its first return 
of income for accounting year 
1999–2000 (in which the first 
instalment was paid). In this 
return the assessee claimed the 
amount paid by it to HCML Japan, 
in respect of the TCA agreement, 
as revenue expenditure. The 
assessee followed the same 
practice (treating this as revenue 
expenditure) in subsequent years 
(2001–02, 2002–03, 2003–04 
and 2005–06). 

Contention of Assessing Officer 
and assessee

The Assessing Officer (AO) 
considered the case of the assessee 
under Section 147 of the Act for all 
the above-mentioned assessment 
years and held that the technical 
know-how and royalty payments 
made by the assessee to HMCL Japan 
were of an enduring nature and 
accordingly treated the same to be in 
the nature of capital expenditure. 

International 
Tax Cases 
Judgement of Hon’ble 
Supreme Court in case of M/s 
Honda SIEL Cars India Ltd v. 
Commissioner of Income tax 
[2017] 82 taxmann.com 212
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On the other hand, the view taken 
by the assessee was that what it 
acquired was merely a right to use 
technical know-how provided by 
HMCL Japan for manufacturing 
Honda cars in India and the 
ownership rights in the know-how 
continued to remain with HMCL 
Japan; therefore, what the assessee 
acquired was only a limited right 
to use and exploit the know-how. 
Accordingly, the said payment 
was in the nature of revenue 
expenditure.

The AO did not consider the plea of 
the assessee, and accordingly made 
the said disallowance.

Contention of CIT (Appeal)

The Commissioner of Income Tax 
(CIT; Appeal) dismissed the appeal 
filed by the assessee against the 
order of the AO.

Contention of ITAT

On appeal, the Income Tax 
Appellate Tribunal (ITAT) decided in 
favour of the assessee and held that 
the payment made by the assessee 
to HMCL Japan was in the nature of 
revenue expenditure, considering 
the following: 

• The ITAT went through the three 
memoranda entered into by 
HMCL Japan and the assessee. 
On the basis of these, the ITAT 
held that separate agreements 
were entered into by the parties 
for setting up of the plant that 
manufactures Honda cars in 
India, and separate payment 
was made by the assessee as 
consideration thereof. Therefore, 
the payments for technical 
know-how and royalties were 
not part of payments for setting 
up the plant but were made 
to enable the assessee to 
manufacture Honda cars in India.

• The ITAT found that the TCA 
provides a limited right to the 

assessee to use the technology 
with no ownership or proprietary 
rights therein.

Contention of High Court

The High Court held that the 
payment in question was of ean 
nduring nature and accordingly 
treated the same to be in the nature 
of capital expenditure, considering 
the following: 

• The payment made by the 
assessee to HMCL Japan was not 
only for running the business, 
but for bringing the business into 
existence and then sustaining 
it; that is, there was no existing 
business that needed to be 
improvised.

• The High Court placed reliance 
on the judgment of the Madras 
High Court in the case of M/s. 
Jonas Woodhead and Sons (India) 
v. Commissioner of Income Tax 
1979 (117) ITR 55, wherein it was 
held that ‘whenever a complete 
new plant with a complete new 
process, with new technology 
for a manufacture of product is 
brought into existence, payment 
for such technical know-how 
is to be treated as capital 
expenditure’.

Contention of Supreme Court

On appeal, the Supreme Court 
relied on its own decision in case of 
Alembic Chemical Works Co. Ltd. 
v. Commissioner of Income Tax, 
Gujarat [1989] 177 ITR 377. The facts 
of this judgment are:

• The assessee obtained technical 
know-how for a limited period.

• The assessee was provided only 
the right to use the technical 
know-how, not ownership rights 
of the technical know-how.

• The technical know-how was 
utilised by the assessee for 
improvising its existing business, 
not for setting up a new business.
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In its judgement, the Supreme Court 
held that the payment made by the 
assessee for acquiring the technical 
know-how should be treated 
as revenue expenditure, since 
the said payment was made for 
improvising the existing business of 
the assessee. Further, the Supreme 
Court laid the following principles:

• When an expenditure is made, 
not only once and for all, 
but with a view to bringing 
into existence an asset or an 
advantage for the enduring 
benefit of trade, there is very 
good reason (in the absence of 
special circumstances leading 
to an opposite conclusion) for 
treating such an expenditure 
as properly attributable not to 
revenue but to capital (cf. British 
Insulated Helsby Cables Ltd. v. 
Atherton [1926] AC 205).

• If the expenditure is made 
for acquiring or bringing into 
existence an asset or advantage 
for the enduring benefit of 
the business, it is properly 
attributable to capital and is of 
the nature of capital expenditure. 
If on the other hand it is made 
not for the purpose of bringing 
into existence any such asset or 
advantage, but for running the 
business or working it with a 
view to produce the profits, then 
it is a revenue expenditure.

Decision of Supreme Court

On the basis of the above 
judgement, the Supreme Court in 

the assessee’s case held that the 
payment made by the assessee to 
HMCL Japan was in the nature of 
capital expenditure and not revenue 
expenditure, stating as under:

• There was no existing business 
in the case of the assessee, so 
the question of improvising 
existing technical know-how by 
borrowing the technical know-
how of the HMCL Japan does not 
arise.

• The assessee was not in 
existence at all; it was only 
through joint venture between 
the assessee and HMCL Japan 
that the assessee came into 
existence. Thus, a new business 
was set up by the assessee by 
using the technical know-how 
provided by HMCL Japan.

• The Supreme Court stated 
that no doubt the tenure 
of the agreement was for a 
limited period, but in case of 
termination of the agreement, 
the joint venture itself would 
come to an end and there may 
not be any further continuation 
of manufacture of the product 
using the technical know-how of 
the foreign collaborator. Since 
the agreement in question was 
crucial for setting up the plant 
for manufacturing Honda cars in 
India, the expenditure in the form 
of royalty paid by the assessee 
to HMCL Japan would be in the 
nature of capital expenditure, not 
revenue expenditure. 

Editorial Comments:

The Supreme Court has ended the controversy of taxability 

of payment made for technical know-how to sister concerns. 

Considering the fact that it was a new business, the Court 

has held that the payment shall be treated as capital 

expenditure.
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