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European Commission Communication on Business Taxation for
the 21st century

0On 18 May 2021, the European Commission ("EC") published the long-awaited Communica-
tion on Business Taxation for the 21st Century (the "Communication”). The Communication
provides aroadmap with short- and long-term initiatives to address perceived problems in
business taxationinthe European Union (“EU"). The Communication is highly ambitious and
shows thatthe ECin no way intends to slow down its efforts of creating a more level playing
field within the EU, increasing its own influence and authority, and tightening the corporate
tax environment along the way.

Executive Summary

> The ECwill publish the following proposals by July 2021, which are all aimed at generat-
ing new own resources forthe EU to finance its budget:

> New EU digital levy: An EU digital levy that will be independent of Pillar 1. The EC
indicatesitisworking on a designthatdoes notundermine orimpede the G20/0ECD
discussions.The old 2018 proposals for an EU Digital Services Tax (which was a pro-
posed temporary measure) and a Significant Digital Presence (a digital PE) will be
withdrawn;

> AFinancial Transaction Tax: The ECindicates it may potentially present proposals to
introduce a Financial Transaction Tax and an own resource linked to the corporate
sector;

» Carbonimport duty: A Carbon Border Adjustment Mechanism (“CBAM") that aims to
reduce therisk of carbon leakage by ensuring that the price of imports reflects their
carbon content;

» EU Emissions Trading System: Arevised EU Emissions Trading System.

> Inaddition, the Communication presents a plan for a new framewaork for business
taxationinthe EU, along the lines of five short- and long-term proposals:
> BEPS 2.0 (when consensus): The EC proposes to implement Pillar 1 and Pillar 2 - once
globalagreement has beenreached - into EU Directives, which, if adopted unanimous-
ly, are binding on Member States;

> Publication of effective tax rates (by 2022): The EC will put forward a new proposal for
the annual publication of the ETR of certain large companies with operationsin the EU,
using the methodology agreed forin the Pillar 2 calculations;

> ATAD 3 (by Q4 2021): The EC will put forward a new proposal aimed at discouraging
the use of legal entities with no or minimal substance and economic activity. The
measures will be aimed atinformation sharing, monitoring, transparency and deny-
ing certain tax benefits. In the Q&A, this proposal has been referred to as ATAD 3, which
implies an amendment of the ATAD Directive (which must be adopted with unani-
mous consent);

> More equal treatment of debt vs. equity financing (by Q1 2022): The EC will put
forward a new proposal aimed atintroducing an allowance system for equity financ-
ing, thus contributing to the re-equitisation of financially vulnerable highly leveraged
companies;
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> Common EU tax base for multinationals and formulary apportionment (by 2023): The
EC will propose a new framework titled Business in Europe: Framework for Income
Taxation (or "BEFIT"). BEFIT would consolidate the profits of certain (likely large) EU
multinationalsinto a single EU tax base, and reallocate these profits to Member States
through formulary apportionment, replacing the current transfer pricing rules. This
proposal will replace the Common Consolidated Corporate Tax Base (“CCCTB") proposal
that has been floating around since 2011.

> Alongside the Communication, the EC has recommended Member States to allow loss
carry back for businesses to at least the previous fiscal year. This would allow businesses
tosetoff 2020 and 2021 losses with earlier profits, with arecommended cap of €3 million
perloss-making year. Itis up to the Member States themselves to determine whether
they follow this recommendation.

> Finally, the ECrecommends that Member States set their domestic corporate income tax
rates, which will remain a national competence inthe EU, above the minimum levels to
be agreed under Pillar 2.

Background

From 4 March 2020to 1 April 2020, the ECsought input from stakeholders on reforming the
EU business taxation system to ensure it remains appropriate forthe modern economy. The
resulting Communication has since been delayed multiple times, likely caused by the
pandemicand changesin EU business taxation policy in the pastyear. The Communication
states that the substance of the international discussions on the reallocation of taxing rights
and minimum effective taxation will influence the shape of the EU business tax agenda
going forward, regardless of whether a concrete global agreementis reached.

The Communication essentially comprises two blocks of proposed measures. The first block
of proposed measures is aimed at generating own resources to finance the EU budget.The
second block of measures is aroadmap comprising short- and long-term proposed mea-
sures aimed atimplementing the OECD agreement (Pillar 1 and Pillar 2) supplemented by
additional measures that go beyond the OECD agreement.

Financing of EUs own budget

- The ECwill propose new and reformed pricing mechanisms to support EU climate objec-
tives (areduction of emissions by 55% by 2030 and climate neutrality by 2050), notably
the CBAM.The CBAM aims to ensure that the price of imports more accurately reflects their
carbon content, if third countries do not have similarly ambitious climate policiesin
place.The Communication states that CBAM will be compatible with WTO and other
international obligations.

> The 2018 proposals on a Digital Services Tax and a Significant Digital Presence will be
withdrawn and a new digital levy will be introduced. It will be designed in such a way
thatitisindependent of Pillar 1 and is compatible with WTO and otherinternational
obligations. Afterits establishment, it will coexist with the Pillar 1 proposal, once the
latteris ratified and transposed in EU law through a proposed new EU Directive (see
below).

> Finally, the EC may propose additional new own resources, potentially in the form of a
Financial Transaction Tax and an own resource linked to the corporate sector.
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The EC calls upon Member States that the progress at EU level should be complemented by
supporting national actionin areas where Member States may be best placed to judge the
needs of theireconomy and society (or: where the EC currently lacks authority). In this
context, the ECrecommends setting the domestic EU corporate tax rate above the minimum
levels to be agreed internationally.

Road map

The Communication furthersets out the EC's agenda on measures in the area of business
taxationin boththeshortand longerterm.

Shortterm - OECD agreement
> BEPS 2.0:The EC proposes to implement Pillar 1 and Pillar 2 - once global agreement has

beenreached-into EU Directives, which - if adopted unanimously - are binding on
Member States.The EC seems positive about the US's proposal to simplify Pillar 1 by
making it applicable to the largest multinationals and all types of businesses, rather than
only to businesses that sell automated digital services or consumer-facing businesses.
Existing and pending EU initiatives will need to be amended to take into account Pillar 2
(the ATAD, the Interest & Royalty Directive and the EU list of non-cooperative jurisdic-
tions).

Shortterm -beyond OECD agreement
> Action 1: A legislative proposal for the annual publication of effective tax rates paid

by large companies operatingin the EU, based on the methodology agreed upon for
determining the Pillar 2 calculations (by 2022). This new proposal would supplement
the public country-by-country reporting proposal thatis being considered in the

EU, which would require companies to publish information for every country they
operatein.

Action 2: A legislative proposal - likely in the form of an amendment of the ATAD Direc-
tive, i.e. ATAD 3 - targeting shell/conduit companies set up for tax purposes (by Q4 2021).
The proposal would include measures such as information sharing with tax authorities on
the level of substance and economic activity, denying certain tax benefits for abusive
shell/conduit companies, and further monitoring and tax transparency requirements. The
ECalso intends to take further steps to prevent royalty and interest payments leaving the
EU without taxation. No further details or guidance on these rules has been made
available yet.

Action 3: Together with the Communication, the ECissued a non-binding recommenda-
tion (in a Q&A accompanying the Communication), in which it recommends that Member
States allow for the carry back of losses to at least the previous tax year. This means that
companies would be allowed to offset their 2020 and 2021 losses against taxes paid
before 2020. A cap of €3 million per loss-making fiscal year is suggested.

Action 4: Alegislative proposal creating a Debt Equity Bias Reduction Allowance
("DEBRA") (by Q1 2022).This proposal should address the debt-equity bias in corporate
taxation, via an allowance system for equity financing, thus contributing to the re-equiti-
sation of financially vulnerable companies, flanked by anti-abuse measures.
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Longerterm - Going beyond the OECD agreement

> Action 5: The pending proposals for a CCCTB will be withdrawn. Instead, the EU Commis-
sion will propose a new framework under BEFIT. BEFIT will be a single corporate tax
rulebook forthe EU, based on the key features of a common tax base and the allocation of
profits between Member States based on a formula (formulary apportionment). BEFIT
will consolidate the profits of the EU members of a multinational group into a single tax
base, which willthen be allocated to Member States using a formula, to be taxed at
national corporate income tax rates.

The formula will consider sales by destination, to reflect the importance of the market
where a multinational group does business, as well as how assets (including intangibles)
and labour (personnel and salaries) should be reflected, to approximate a supposedly
fair distribution of corporate tax revenue across Member States with different economic
profiles. The use of a formula to allocate profits would thus remove the need for the
application of complex transfer pricing rules within the EU for the companies within
scope (likely large multinationals).

Whilst BEFIT seems to be based on largely similar principles as the previous CCCTB propos-
al, itaims to incorporate changes that have occurred since then by building on the tax
basis agreements of Pillar 2 and improving the allocation formula (in particular by taking
betteraccount of digitalisation).The CCCTB, eveninits slimmed-down version without
the consolidation, was heavily scrutinised and remained a bridge too far for most Mem-
ber States. Itremainsto be seen whetherthe revised tax base and revised formulary
apportionment, together with the changesin the economic and political landscape, will
resultinthe required (unanimous) support for BEFIT.

Please click here for the full “Communication on Business Taxation for the 21st Century”.

Last minute update

On 1July the OECD/G20 Inclusive Framework (IF) has published a statement that 130 (of
139) IF countries and jurisdictions sign on to the new proposed OECD BEPS 2.0 framework.
The statement broadly clarifies how Pillar One will be revised (only applicable to MNEs with
EUR 20+ billion turnover with a profit margin exceeding 10%), with a comprehensive
update on both Pillar One and Pillar Two to follow. Notably, 9 IF countries have not (yet)
agreedto the revised Pillar One and Pillar Two, 3 of which are EU Member States that have
lower statutory tax rates than the agreed Pillar Two rate of at least 15% (Estonia, Hungary
and Ireland). Inits Communication, the ECindicated that it will propose an EU Directive for
theimplementation of the OECD Pillar One and Two proposals, once global agreement has
beenreached to ensure a consistentimplementationin all EU Member States (including
those thatare not OECD-members and do not participate in the Inclusive Framework). Given
that EU Directives require unanimous consent, it will be interesting to monitor these
dynamicsinthe coming months.
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Austrian Supreme Administrative Court on beneficial ownership
of trademarks

In its decision dated 27/11/2020,RA 2019/15/0162, the Austrian Administrative Supreme
Court (Verwaltungsgerichtshof) had to deal with a trademark licensing between Malta and
Austria. The Austrian trading company MCo had demerged its business and real estate to
the Austrian company XCo in 2007. The trademarks stayed with MCo. In a next step, the ma-
nagement of MCo and the trademarks were transferred to a Maltese permanent
establishment of MCo. In an Austrian tax audit, the tax authorities denied the deductibility
of the licence payments of approximately MEUR 50 for 2008 and 2009 from XCo to MCo. The
Austrian Fiscal Court and the Austrian Supreme Court also denied the deductibility of the
licence payments and attributed the beneficial ownership of the trademarks to XCo.

Arguments brought forward by XCo

XCo had arqued that the trademarks were generated by MCo and registered in the name of
MCo. Furthermore, MCo was in charge of the international trademark protection, exercised
its functions as an owner and bore the risk of an owner.

Reasons forthe decision of the Supreme Court

The main reasoning for the attribution of the beneficial ownership to XCo was that the main
functions and decisions regarding the use of the trademarks were allocated to the - formal
licensee - XCo. Based onthe decision of the Supreme Court, the following points seemed
crucial for the attribution of the beneficial ownership to XCo:

> The activities of XCo in Austria were mainly relevant for the appreciation of value of the
trademarks, as XCo bore the substantial part of the advertising and marketing expenses.
Whilst XCo's expenses, in this regard, amounted to EUR 56 or 68 million, MCo's marketing
expenses amounted to not even EUR 500,000 in the respective years. Furthermore, the
advertising strategy was based on the requirements of XCo and other group companies
(thelicensees).

> No new trademarks have been generated since the re-structuring. Additionally, the main
aspects of the licence agreements and the value of the trademarks had already been
decided before the re-structuring.

> Whilst the Maltese directors of MCo were present for meetings in Austria, they only had
administrative and support functions. They had no authority to decide on marketing
activities.

- MCo only had one employee who was in charge of trademark administration, registra-
tion, licence agreements and oversight of the brand activities.

- MCo only had one full-time employee and 7 part-timers. Hence, the personnel expenses
were well below EUR 100,000 each year. Comparing this with the trademarks worth
almost EUR 400 million, the court stated that there was an imbalance. Hence, the decisive
functions as regards brand administration, maintenance and management must have
been with other group companies or external specialists (lawyers, advertising agencies),
whilst MCo only had supporting functions.
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Unfortunately, the decision of the Fiscal Court has not been made publicly available. It
would have offered a much betterview on the facts of the case and the argumentation of
XCo thanthe decision of the Supreme Court. Nevertheless, the decision should be analysed
asregards any comparable structure. Especially with IP structures in low tax jurisdictions,
taxpayers must look very closely as to whether the substance and the substance and risk
profile are in a balanced relationship with the income attributed to that entity.

Will an expatriate’s China tax position change due to COVID-19?

One question may arise due to COVID-19: will an expatriate change his/her tax position if
he/sheisstranded overseas foralong period of time due to COVID-19? Unfortunately, there
is no definite answer, given that the situation still needs to be assessed on a case-by-case
basis. Having said that, the China State Administration of Taxation (SAT) has recently re-
spondedto certain hot questionsininterpreting the COVID-19-affected tax treaty clauses
and has taken a concession view.

Inthe SAT'sresponse, it explains that, if an individual has to live elsewhere due to COVID-19
control measures and has become aresidentin both places, said temporary stay usually
should not cause a person to relocate his or her permanent home or centre of vital interests.
Thus, itshould not affect the residency under a tax treaty.

Forexample, an expatriate assuming only one positionin China cannotreturn to China due
toatravel ban or quarantine requirements. He/she is asked to continue his/herwork from
his/her German home for as long as the COVID-19 outbreak continues and still receives a

salary from the Chinese company. Will his/hertaxation change from China lIT perspective?

Situation 1: This expatriate staysin China formorethan 183 daysin 2020

As per China lIT law, the expatriate will be a Chinese tax resident for the calendaryear
concerned. But he/she may also become aresident in Germany due to the travel restrictions
and quarantine measures. The challenge here is to determine the final place of residence of
theindividual.

According to the tax treaty clauses, the tax residency should be assessed on four factorsin
sequence iftwo or more countries consider an individual a tax resident: a. permanent
home; b. centre of vital interests; c. habitual abode; d. nationality.

The "permanent home" should be “permanent”, rather than a temporary stay. Special
attentionshall be paid to acts of the individual for being the centre of vital interests, i.e. the
countryinwhich anindividual always lives, works and has his/her family and property.

Inthe recentinterpretation by SAT on the tax treaty, the COVID-19 situation will not affect
the treaty residence position, given that said temporary dislocation will not change an
individual's permanent home or centre of vital interest. Therefore, the expatriate is still
considered to have his permanent home in China and thus treated as a Chinese tax resident.
As aresult, theincome received from the Chinese employer during his/her prolonged stay
in Germany is still treated as China-sourced income and should be fully subject to Chinese
tax. His/her taxation scope remains unchangedin China.
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Situation 2: This expatriate residesin Chinafor less than 183 days

Underthis situation, the expatriate is a non-tax residentin China. However, given that he/
she assumes only one positionin China and receives all of his/her remuneration from the
Chinese company, he/she is still taxed on his/her fullemploymentincome as a China-
sourced income, regardless of where he/she is working.

Conflicts may occur once the expatriate is also taxed as a tax resident in Germany. OECD has
issued recommendations onthe implications of COVID-19. Iturges that the residence country
should avoid double taxation, either by exempting the income or by taxingitand giving a
creditforthe source country tax. Given the new interpretation by SAT, itis suggested to seek
the possibility for the home country to exempt the income that has been taxedin China.

The French Supreme Court refers to the international definitions
of permanent establishment

The French Supreme Court has just refined its definition of permanent establishmentin
France for VAT and corporate income tax (CIT) purposes (CE, 11 December 2020, No. 420174,
Min. ¢/ Société Conversant International Ltd).

Inthis case, an Irish company, named Valueclick International Ltd. at the time of the dispute,
carried on an online advertising business in France through its sister company then named
Valueclick France.

The two companies had entered into a service agreement under which the French company
provided marketing assistance services consisting of acting as a representative of Valueclick
International by identifying, prospecting and reporting potential customers.

The French tax authorities considered thatValueclick International carried on an activity in
France subjectto VAT and CIT through a permanent establishment set up by Valueclick
France.

The French Supreme Court, ruling on the case, confirms the position of the French tax
authorities.

With respectto VAT, itshould be recalled that, pursuant to Article 192a of the VAT Directive
and Articles 53.1 and 53.2 of the Councilimplementing regulation (282/2011) and the case
law of the EC) Berkohlz (4 July 1985, C-168/84) and Welmory (16 October 2014, C-605/12),in
orderfora permanent establishmentto be setupin France, the French company must have
the human and technical resources enablingitto provide services autonomously.

The French Supreme Court states that these two conditions are met since the employees of
the French company could decide to sign a contract with the advertiser and that they have
access to the data centres of the group located in the US (creation, configurationand
management of the customer account), which allow them to conclude contracts with the
advertiser customers of the Irish company, without the specificintervention of the foreign
companies of the group.
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With respect to CIT, Valueclick has a permanent establishmentin France within the meaning
of the Franco-Irish Convention dated 21 March 1968, as a company residentin Ireland,
which uses the services of a non-independent person ordinarily exercising powers in France
enablingitto engageinacommercial relationship relating to transactions constituting its
own activities.

The French Supreme Court rules that a French company constitutes a permanent establish-
ment of the Irish company if, as presented by the Irish company, it has the power to negoti-
ate contracts with the Irish company's customers, which enables itto decide in the usual
way on transactions that the Irish company merely endorses (by automatic signature), even
if the French company does not formally conclude the contracts.

The French Supreme Court refers to the definition of permanent establishmentin para-
graphs 32,1 and 33 of the commentaries to the OECD Model Convention published, respec-
tively, on 28 January 2003 and 15 July 2005, which state thata permanent establishment s
adependent agent with powersthatit habitually exercises that enableitto conclude
contracts on behalf of the foreign company, even if those contracts are not actually conclud-
edinthe name of the foreign company.

This decision makes it possible to consider that companiesin the digital sector may, in
certain cases, have a permanent establishmentin France, within the framework of current
French andinternational tax law.

While this case has similarities with the Google case (CAA Paris, 25 April 2019, No.
17PA03067 and No. 17PA03068), it nevertheless presents differences, as the employees of
Google France were contractually prohibited from negotiating contracts with the Irish
company's customers. Furthermore, in the Google case, the French tax authorities had not
demonstrated that the signing of the contracts by the Irish company was purely formal.

German registered IP of foreigners subject to tax in Germany

According to a German tax provision dating backto 1925 (Sec. 49 (1) No. 2 lit. f EStG), the
mere fact that IP owned by foreigners is either exploited in a German permanent establish-
mentorregistered in a German register could trigger non-resident taxation in Germany,
evenifthereis no further nexusin Germany (e.g. none of the affected parties - payerand
payee - are German tax residents). Even though the wording of the relevant German tax
provision seems to be quite clear with respect to this, it has never been applied in that way
inthe past. As German tax authorities started to apply the provision according to its literal
meaningin 2020, it was proposed to amend the respective provision and to exclude such
cases from the scope of limited tax liability. However, at least to date, there was no political
agreement onsuchapproach.

E.g. patents that are registered with the German patentregister, but are owned by tax
non-residents generally fall under the provision. This means thatincome and capital gains
derived from such patents are generally subject to German non-resident taxation. In case of
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the payment of royalties, the payeris generally obliged to withhold taxes, file a withhold-
ing tax return and remit the taxes to the German tax authorities.

In case a double taxation agreement (DTA) is applicable, provided tax reliefs will be avail-
able only upon application. Nevertheless, the application for a tax reliefwould require a
careful analysis with respect to German anti-treaty shopping rules.

The German tax authorities recently published a guidance for ongoing cases, which makes
clearthat actionis required now. For payments which are made before 1 October 2021 and
which benefit from a DTA relief, the tax authorities provide a simplified application proce-
dure (tobefiledupto 31 December 2021). For payments after 30 September 2021, licen-
sorsshould file aregularapplication before July 2021 as the application procedure could
take several months. In any case, foreign owners of IP registered or exploited in Germany
are advised to check theirarrangements with a German tax lawyer to mitigate adverse
implications for the past and the future.

Update of German anti-treaty shopping rules

If a foreign company claims any tax reliefs for German withholding taxes (refund, reduction
or fullexemption), the German Federal Tax Office will in principle assess whether the
anti-treaty shoppingrules do apply. As the current rules are partially incompatible with EU
law, the German legislator envisages amending and tightening the rules and has published
a draft new wording of the German anti-treaty shopping rule (Sec. 50d (3) EStG).

With respect to the current draft bill, the foreign company is entitled to a WHT relief only to

the extent that:

> persons hold sharesin the foreign company who would be entitled to the relief on the
same legal basisin case they earned the income directly (personal entitlement); OR

- theincome subject to withholding tax has a nexus to an economic activity at the level of
the foreign company (factual entitlement).

This anti-treaty shopping rule would not apply if the foreign company:
> could prove that none of the main purposes of itsinvolvement is the obtaining of a tax
benefit (motive test), OR

> could prove that there is substantial and regular trading in its main class of shareson a
recognised stock exchange (stock exchange exemption clause).

Based on a preliminary analysis, we envisage thatin a lot of cases the proof of the personal
or factual entitlement would hardly be possible. Thus, in ourview, the evidence of the
motive test will become more important.

Itis envisaged that the draft bill will have passed the legislative procedure by the end of
May 2021.
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Step-up and realignment procedure for businesses

Article 110 of Decree Law No. 104 of 2020 contains a measure of great interest for compa-
nies, introducing the possibility to step-up the costs of tangible and intangible assets in the
financial statements following that of the financial yearas at 31 December 2019 (i.e. for
companies with financial year matching the calendaryear, the year ending as at 31 Decem-
ber2020).

The step-up can be carried out by non IFRS/IAS adopters, namely:
a) corporations;

b) commercial entities;

¢) partnerships;

d) individual entrepreneurs;

e) non-commercial entities;

e) foreign entities with permanent establishmentin Italy.

The step-up can be carried out to tangible assets, intangible assets and shareholdingsin
controlled and associated companies resulting from the financial statements for the year as
at 31 December 2019 and still existing at the end of the following year.

Real estate and otherimmovable properties which are built or for sale are excluded.
Thestep-upistobe carried outin the financial statements for the year 2020 and may also
relate to asingle assetand can be carried out solely for statutory purposes or even with a
tax effect.

To obtain tax recognition of the higher values resulting from the step-up, the payment ofa
substitute IRES tax of IRAP at a rate of 3% is required.

Thetax can be paid inthree equalyearly instalments - without interest - starting from 2021
and is due within the deadline for payment of the balance ofincome taxes (i.e.June 2021
for companies with financial year matching the calendaryear).

The stepped-up values must be recorded in a specific equity reserve.

Ifthe step-upis carried out also for tax purposes, the reserve is subject to taxation in case of
distribution to shareholders.

Itis possible to remove, in whole orin part, the aforementioned restriction and make the
reserve freely distributable by paying a substitute tax of 10% which can be paidin three
instalments in the same terms as for the substitute tax on the step-up.

Inthe case of disposal of a stepped-up asset (through sale, assignment to shareholderand
so forth) before the beginning of the fourth financial year following that of the step-up (i.e.
before 1January 2024), capital gains/losses are determined on the basis of the values
existing before the step-up and the substitute tax paid in the meantime on the assets sold is
credited as a tax credit.
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IFRS/IAS adopters can opt for the realignment of the tax values up to the higher book values
inthe financial statements. Realignmentis also allowed in relation to goodwill and other
intangible assets resulting from the financial statements as at 31 December 2019.

To obtain the realignment, itis necessary to pay a substitute tax at a rate of 3% with the
same deadlinesseen for the step-up procedure.

In case of realignment (i.e. increasing the tax value of assets without a corresponding
increase in theiraccounting values), there is no accounting impact on the equity of the
taxpayer; thus a constraint must be placed onthe company's equity reserves equal to the
taxvaluesrealigned.

Thisreserve isunder atax suspension regime and can be freed by paying a substitute tax of
10% with the same rules provided for the step-up procedure.

Lastly, according to some scholars, evenin case of realignment a recapture measure like the
oneseenin case of the step-up procedure applies.

Proposal to disallow unilateral downward transfer pricing
adjustments

Yesterday, the Dutch Ministry of Finance kicked off an internet consultation on a draft
proposal (the "Draft Bill") to amend the Dutch codification of the arm's-length principle. The
Draft Billintends to disallow, as of 1 January 2022, downward transfer pricing adjustments
to the taxable profit of Dutch group companies, to the extent that the corresponding
upward adjustmentis notincluded in the taxable base of the foreign counterparty to the
transaction. Group companies operating in the Netherlands are recommended to review
their existing advance pricing agreements and/or tax rulings as well as their transfer pricing
policiesto assess the impact of this proposed amendment of the arm’s-length principle.

Background

In pastyears, the Dutch government has focused intensively on combatting tax planning
schemes. This, forinstance, resulted in the introduction of a conditional withholding tax on
certain interest and royalty payments, and the Dutch implementation of the EU Anti-Tax
Avoidance Directive Il ("ATAD 11"). ATAD Il, amongst other things, denies the deduction of
payments made on hybrid instruments and to hybrid entities. However, ATAD Il did not affect
‘transfer pricing mismatches’, such as unilateral downward transfer pricing adjustments.

Currenttransferpricingrules

Based on Dutch transfer pricing rules, a taxpayer has to deal with related entitiesonarm's-
length terms. This means that where conditions (transfer prices) of the transactions be-
tween related entities differ from market conditions, the entity's profit will be determined
asif"arm's-length” conditions applied.
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This may resultin a unilateral downward adjustment of the (commercial) profit of a Dutch
group company, i.e. not mirrored by a corresponding adjustment at the counterparty. This
concept of a unilateral downward adjustment was confirmed by the Dutch Supreme Court
in asituation where an arm’s-length interest was deducted on an interest free intercompa-
ny loan granted to a Dutch company.

The downward transfer pricing adjustmentis currently not dependent on the recognition of
the corresponding upward adjustmentin the otherjurisdiction. As an example, this means
thatitis entirely possible that certain costs are tax-deducted in the Netherlands based on
the arm's-length principle (a so-called 'deemed deduction'), but that there is no pick-up of
the revenues elsewhere.

Proposal

The Draft Bill proposes to only allow downward adjustments to the extent that a corre-
sponding adjustmentisincluded in the taxable basis in the other jurisdiction. Thisimplies
that, forinstance, deemed deductions that are not picked up elsewhere, would no longer
be allowed.

The Draft Bill also impacts situations where the country of the other group company does
notlevy corporate income tax at all. However, the Draft Bill should not have animpactifthe
corresponding adjustment is effectively untaxed due to offset against losses available for
carry forward oris taxed at a rate of 0%.

In addition, under the Draft Bill the purchase price of an asset can no longer be adjusted
upwards to the fair market value (a 'step-up in basis') to the extent that the fair market
value of the asset is not taken into account in the country of the seller. This would have the
effectthat taxpayers can no longer claim a tax- deductible depreciation of such fair market
value.The proposed measures also limit the tax depreciation of such assets acquired in the
fiveyears priorto FY2022.

The Draft Bill does not provide for grandfathering rules. Therefore, if enacted, it is expected
that existing rulings and/or advance pricing agreements in which a unilateral downward
transfer pricing adjustmentis endorsed will expire as of 1 January 2022, as such rulings and
advance pricing agreements generally include a termination clause in case of a change of
therelevant laws and requlations.

Status

This Draft Billis currently subject to public consultation and input can be provided until 2
April2021. We note thatthat parliamentary elections will be held inthe Netherlandson 17
March 2021. Although thereis a possibility that a new government will not introduce this
Draft Bill, thisis currently not expected.

Authors' note

The Netherlands has always been proud to be among the few countries in the world to apply
atruly consistentinterpretation of the arm’s-length principle: non-arm’'s-length conditions
areto be adjusted, regardless of whether the counterpart country also applies the holy
principle of transfer pricing as it was intended. Arguably, the conceptually superior way to
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solve transfer pricing mismatches is that other countries start following our example. In
practice, however, it seemsinevitable that the Netherlands givesin to the overwhelming
international pressure to take the easy road in the battle against effective tax structuring.

Takeaway

Groups with companiesinthe Netherlands applying contractual terms and conditions that
deviate fromthe arm’'s-length principle, should closely follow the legislative process of this
Draft Bill. In anticipation of itsimplementation, it is well-advised to review the transfer
pricing policies and to assess whether existing rulings and/or advance pricing agreements
would be terminated as of 1 January 2022.

Russian Federal Tax Service on intragroup services by MNCs to
subsidiaries located in Russian Federation

Recently, MNCs have been faced with the issue of providing intra-group services to its
subsidiaries located in the Russian Federation, as expenses under such services are often
challenged by the Russian tax authorities within the tax audits. Due to the request from the
business community, the Russian Federal Tax Service (FTS) issued two Letters, specifically
Letter No.I11}0-4-13 /12599 dated 6 August 2020 (hereinafter Letter #1) and the second
Letter No. II1}0-4-13/1749@ dated 12 February 2021 (hereinafter Letter #2).

We would like to introduce to you the high-level comments inrespect of these Letters.

Letter #1

Under Letter #1, the FTS systematised the criteria assessing the legality of including expens-
esforintragroup services.The letter contains a practical approach to checking expenses for
theintercompany services that should be deductible for profit tax purposes.

The letter highlights the main "tests” that are already applied by the Russian tax authorities
inthe framework of tax audits, specifically:

> "Reality test” - meaning that services were actually rendered as is provided by the Service
Agreement (SA) and reflected in other documents that evidence the relationship of the
parties. In this case, the taxpayer should justify the need to involve a foreign companyin
service activity.

> "Utility test” - the actions actually performed (services rendered) were useful to the recip-
ient ofthe services; thatis, anindependent person would agree to pay forthem.

> "Testforduplication of services” - itis necessary to demonstrate that there is no duplica-
tion of costs foridentical services. At the same time, in order to assess the presence of this
criterion, the tax authority can conduct a functional analysis, an analysis of the experi-
ence and competencies that a Russian taxpayer receives and not be limited to establish-
ing the factthat the names of departments coincide or the presence of employeesin
positions with similar names.

> "Testfor documentary confirmation” - the FTS, as an example, provides a list of documents
and information to confirm expenses, which are currently already actually requested from
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taxpayers as part of inspections and pre-audit analysis (business correspondence and
emails, telephone details calls, minutes of meetings, timesheets, reports, etc.). The list of
documentsis open, whilst documents (such as acts) should not be abstract, containing
conflicting information.

> "Test of the market price level” - the letter emphasises the need to check the transparency
and documentary support of the pricing mechanism. The FTS emphasises that control
overthe prices to the market level is not a subject of on-site and cameral tax audits. At the
same time, the price factor, the mechanism and the principle of its formation are an
integral characteristic of the service itself. Therefore, attention should be paid to checking
the availability of a transparent methodology for the formation of the cost of services.
The price forintercompany services can be defined as “costs plus margin”, whilst the fact
of using such a pricing model should not be considered as a cost allocation for the Group.

Letter#2

Within Letter #2, FTS provided additional clarifications in respect of deduction of expenses
forshareholding activity incurred by Russian companies that purchase intra-group services.

The letter contains a list of practical examples of the functions of a shareholderinthe frame-
work of the strategic management of the Group, as well as the planning and control of the
Group's business, which are considered as shareholder activities and cannot be recognised
asthe provision of services.

Letter #2 concludes that the expenses of Russian shareholders for the shareholder activities
(with the exception of the expenses directly named in Article 270 of the Russian Tax Code)
cannotbe considered economically unjustified, meaning that, in general, itis tax deduct-
ible, provided thatitis properly documented.

Taxpayers received the guideline regarding what kind of activity can be regarded as
shareholder activity. Itisimportant to note that, in the event that the tax authority challeng-
esthe deductibility of said expenses on shareholder activity, said payments can be reclassi-
fied into income from a Russian source and be taxable at source under Article 310 of the RTC
(“The specifics of the calculation and payment of tax on income received by a foreign company
from a Russian source, withheld by the taxagent”).

5% taxation on dividends and capital gains

The General State Budget of Spain that entered into force as of 1 January 2021 includes new
relevant tax measures, especially with regard to Corporate Income Tax. Specifically, the
General State Budget sets out that the exemption for dividends and capital gains arisen due
to the transfer of shares obtained by a Spanish entity from national and foreign subsidiaries
isnow limited to 95% of the income. Therefore, 5% of such income is treated as non-deduct-
ible expenses. Considering that the standard CITrate in Spainis 25%, the effective tax rate
ondividends and capital gainsis 1.25%. Furthermore, this measure isapplicable evenin a
tax consolidation regime, as the 5% rate cannot be eliminated from the consolidated
group's taxable base.
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Lastly, itisimportantto bearin mind that this measure is only related to Corporate Income
Tax, butitis notforeseeninthe Non-Resident Income Tax requlation. Consequently, it can
be assumed thatsuch limit does notapply when the dividends or capital gains are obtained
by Non-Resident entities.

FTI Consulting - Tax Implications of the 2021 UK Budget

Setting out, during a time of ‘challenge and change’, the 2021 Budget, including some key
new tax policies and measures to begin to navigate out in the wake of COVID-19.

As the UK Government continues its unprecedented spending to support the economy and

jobs, the Chancellor,on 3¥March 2021, announced his first measures to promote a recovery

whilst addressing the growing deficit. These included:

> Anincreasein Corporation Tax rates to 25% from April 2023

> Anew superdeduction of 130% for investment in plant and machinery

> 0ngoing support measures for businesses to secure their survival and emergence from
the pandemic

> The announcement of 8 new freeports across England attracting a wealth of tax incen-
tives for new investment

Corporation Tax Rates

The rate of corporation tax will increase, from April 2023, to 25% on profits over £250,000.
The rate for small profits under £50,000 will remain at 19% and there will be relief for
businesses with profits under £250,000, so that they pay less than the main rate. In line with
theincrease in the mainrate, the Diverted Profits Tax rate will rise to 31% from April 2023 so
thatitremains an effective deterrent against diverting profits out of the UK.

Super-deduction for Expenditure on Plantand Machinery

The Government is seeking to stimulate business investment by introducing a “super-de-

duction” for qualifying expenditure on plant and machinery from 1 April 2021 to 31 March

2023.The temporary tax reliefs will be:

> Asuper-deductioninthe form of an enhanced first-year allowance of 130% on assets that
ordinarily qualify for 18% main rate writing down allowances.

> Afirst-year allowance of 50% on assets that ordinarily qualify for 6% special rate writing
down allowances.

Multiple conditions and exclusions apply, including that the expenditure must be incurred
from 1 April 2021 to 31 March 2023 and expenditure is excluded if incurred under a contract
made before 3 March 2021. An additional tax savings of up to £25 per £100 invested will be
welcomed by businesses, but these enhanced allowances are only available in the period
of investment. For many, this may simply create additional tax losses to carry forward.

Loss carry backrelief

The provisions allowing the carry back of trading losses against total profits will be tempo-
rarily extended from the existing one year to three years. Companies will be able to obtain
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reliefforup to £2 million (per group) of losses in each relevant accounting period ending
between 1 April 2020 and 31 March 2021 and between 1 April 2021 and 31 March 2022,
subjecttoa group level limit of £2 million. The amount of trading losses that can be carried
back to the preceding year remains unlimited for companies.

Repeal of Interest and Royalties Directive

Following the UK's withdrawal from the European Union and the end of the transition
period on 31 December 2020, the Government has resolved to repeal the UK's implementa-
tion of the Interest and Royalties Directive with effect for payments made from 1 June 2021
(although there are provisions to prevent the payments due after 1 June 2021 being
brought forward to benefit from the rules). From 1 June 2021, payments of interest and
royalties to EU associated enterprises which would have previously been exempt will now
be subjectto UKincome tax at a rate of 20% (unless a double taxation agreement applies).

Interest and royalty payments from UK companies to major EU territories (including Germa-
ny, France, the Netherlands and Spain) are likely to qualify for relief under the relevant
double taxation agreement, such thatthe repeal of the Interest and Royalties Directive is
unlikely to have a significant economicimpact. However, there are a number of instances
where eitherinterest or royalties are not reduced to 0% under the relevant double taxation
treaty (e.g. interest/royalties paid to Italy, royalties paid to Luxembourg, interest/royalties
paid to Portugal). Companies making interest payments under the directive may need to
make new treaty claims to obtain reduced withholding rates although this should not be
required for royalties.

Changes to Hybrid Mismatch Rules

Following on from the published response to the Consultation in November 2020, the
Government has confirmed that it will be amending the UK's hybrid mismatch provisions.
Key changes are to the treatment of exemptinvestors under the hybrid entities provisions,
extension of dualinclusionincome for groups and the exclusion of investors with less than
10% in transparent funds. These changes should put the UK provisions on a level playing
field with comparable provisions in other European territories (such as Luxembourg and the
Netherlands).

Reportingrules fordigital platforms

The Government will introduce legislation that enables regulations to be made implement-
ing the OECD's rules on reporting by digital platform operators. The provisions will require
UK digital platform operators that facilitate the provision of services by UK and/or other
taxpayerstoreportinformation regarding the income of sellers to both HMRC and the
sellers. These provisions are not intended to apply to digital platforms which facilitate the
sale of goods.

The provisions will be subject to consultationin Summer 2021 and are not expected to
come into force before 1 January 2023, with the first reports not due until 1 January 2024.

COVID-19 support measures

The Government is extending the Coronavirus Job Retention Scheme (CJRS) until the end of
September2021. Employees will continue to receive 80% of their current salary for hours



July 2021
WTS ICT Service Line

Toni Dyson
toni.dyson@
fticonsulting.com

Jonathan Pilcher
jonathan.pilcher@
fticonsulting.com

USA

18

wtsglobal

notworked. From July, the Government will introduce an employer contribution towards
the cost of unworked hours of 10% inJuly and 20% in August and September.

The Government will continue to provide eligible retail, hospitality and leisure properties
in England 100% business rates relief from 1 April 2021 to 30 June 2021 (followed by 66%
business rates relief forthe period from 1 July 2021 to 31 March 2022, capped at £2 million
perbusiness for properties that were required to be closed on 5 January 2021, or £105,000
per business for othereligible properties).

The Government will provide ‘Restart Grants' in England of up to £6,000 per premises for
non-essential retail businesses and up to £18,000 per premises for hospitality, accommoda-
tion, leisure, personal care and gym businesses. From 6 April 2021, the Recovery Loan
Scheme will provide lenders with a guarantee of 80% on eligible loans between £25,000
and £10 million.

Freeports

The Government has announced plans to create eight “Freeports” in the UK in early 2020.
The tax incentives available willinclude enhanced capital allowances (a first-year allow-
ance of 100% for qualifying expenditure on new and unused plant and machinery for use
within the tax site until 30 September 2026), an enhanced rate of structures and buildings
allowance of 10% on a straight-line basis for expenditure on qualifying assets broughtinto
use by 30 September 2026 and an SDLT relief for purchases of land and buildings within a
Freeport taxsite.

Debt Financinginthe U.S.-What a foreign investor needs to know

TheTax Cuts and Jobs Act ("TCJA"), also known as U.S. Tax Reform, brought on many changes
tothe U.S.tax landscape, perhaps none furtherreaching than the changes to interest
expense deductibility. Priorto 2018, Internal Revenue Code ("IRC") Section 163(j) applied
tointerest paid oraccrued by a U.S. corporation to arelated party and disqualified some or
all of the deduction iftwo thresholds were met - an excessive debt-to-equity ratio and
excessive interest expense compared to adjusted taxable income (“ATI").

Inthe post-TCJAtax world, IRC Section 163(j) is a larger catch-all. All taxpayers are now
subject to this interest expense provision that, generally speaking, limits the deduction of
business interest expense to the sum of business interestincome plus 30% of ATl. The
calculation for ATl is now akin to tax-adjusted EBITDA (note: after 2021, the formula will
change tosimply tax EBIT). In response to the COVID-19 pandemic, the Coronavirus Aid,
Relief and Economic Security ("CARES") Act raised the limitation temporarily to 50% instead
0f 30%.

Lastyear and earlier this year, final requlations were issued under IRC Section 163(j) that
added clarity to the mechanics of the calculation and covered issues such as:

> The add-back of depreciation and amortisation deductions that were capitalised under
theinventory cost capitalisation rules of IRC Section 263A
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> The subtraction of recaptured depreciation and amortisation deductions when tangible
andintangible assets are sold

> The treatment of certain types of equity capitalisation transactions as debt transactions

> The treatment of business interest expense attributed through a tiered partnership
structure

> The limitation of carry-forward business interest expense when there is a change of
ownership

> Self-charged interest remedy when a partner lends money to a partnership

Certainregulationsremainin proposed formincluding the rules related to the application
of IRCSection 163(j) to foreign persons with income effectively connected with a U.S. trade
orbusiness ("ECI"). Amongst other provisions, the proposed regulation states that a foreign
person's business interest expense, business interestincome and ATl is only measured using
EClitems. Forforeign persons who are allocated ECI from a partnership, the proposed
regulation defines how the foreign partner’s distributable shares of IRC Section 163(j)
items are determined. The proposed rule also sets out to keep the calculation of branch
profits tax unaffected by any impacts of IRC Section 163(j).

Why is thisimportant? When a foreign investor enters the U.S. market, whetherviaa U.S.
branch, aninterestina U.S. partnership, or by organising a legal entity subsidiary, thereisa
decisionto be made about how to fund those operations - debt or equity? Thereisan
inclinationto choose debtin orderto take advantage of aninterest expense deduction.
However, in additionto IRCSection 163(j), there are more considerations spread through-
outthe IRCthat make the decision to choose debt a bit less clear-cut. Here are a few more:

> Since the U.S.Tax Reform was enacted, the U.S. is no longer the high tax jurisdiction it
once waswhen compared to the rest of the world after the corporate tax rate was cut
from 35% to 21%. Therefore, pushing expensesinto the U.S. while shifting [interest]
income to anotherjurisdiction may not always create a favourable result. When debtisin
fact pushed down, transfer pricing principles should be considered to ensure proper
arms-length rates are used.

> Before IRCSection 163(j)is considered, there are other provisions that come firstin the
ordering rules that could affect how much interestis potentially deductible. Forexample,
certain provisions can permanently disallow interest expense. Notably, rules and regula-
tionsunderIRCSection 267 can disallow interest expense accrued to a foreign related
party unless those amounts were actually paid. After the provisions that disallow interest
expense, a foreign corporation that does business directly in the U.S. through a branch or
viaaninterestin a partnership mustapportionits interest expense based on the complex
set of rules underIRC Section 882.The takeaway is that debt pushed down to a foreign
person's U.S. business may not get a deduction of interest expense at full face value of the
note.

> The aforementioned provision of IRCSection 267 that requires foreign related party
interest expense to be deducted on the cash method brings with it additional complexi-
ties. When cash interest payments are made to a foreign person, the U.S. by statute levies
a30% withholding tax against such payments. Whilst that withholding tax can be re-
duced oreven eliminated underan applicable income tax treaty, the global landscape
has shifted over the years to require corporations to have a substantive presenceina
jurisdiction in order to qualify for treaty benefits.
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While there are pitfalls related to debt-funded U.S. operations, there are also opportunities.
A U.S. corporation may, in lieu of a cash distribution, issue a dividend payable to its share-
holder(s).This payable effectively creates debtin the U.S. subsidiary and allows foran
interest deduction.There are provisions to disallow this treatment and recast it as equity
under IRCSection 385, but there are exceptions to the rule thatstill allow for this type of
transaction. The interest expense is still subject to the limitation rules discussed above, but
itis nevertheless a method to create a deduction out of an equity transaction.

To summarise, the TCJA has added a level of complexity to the debate of debt vs. equity
funding of U.S. operations. While debtis not necessarily an antiquated strategy, the ability
todeductinterest expenseissubjectto various rules, regulations, and limitations that a
foreign investor should consider before making thatimportant decision. With the recent
changeinthe politicalregime inthe U.S., we patiently await what new rules we will have

to considerin the future.
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About WTS Global

With a representationin over 100 countries, WTS Globalis one of the leading global tax
practices offering the full range of tax services without the constraints of a global audit firm.
WTS Global deliberately refrains from conducting annual auditsin order to avoid any
conflicts of interest and to be the long-term trusted advisor for its international clients.
Clients of WTS Global include multinational companies, international mid-size companies
as well as private clients and family offices.

The exclusive member firms of WTS Global are carefully selected through stringent quality
reviews. They are typically strong local playersin theirhome market being united by the
ambition of building the tax firm of the future. WTS Global effectively combines senior tax
expertise from different cultures and backgrounds be itin-house, advisory, regulatory or
digital.

For more information please visit wts.com
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The above informationisintended to provide general guidance with respect to the subject matter. This general guidance
should not be relied on as a basis for undertaking any transaction or business decision, but rather the advice of a qualified tax
consultantshould be obtained based on a taxpayer'sindividual circumstances. Although our articles are carefully reviewed,
we accept no responsibility in the event of any inaccuracy or omission. For furtherinformation please refer to the authors.
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