€4 Anne Schafer

International Company
Taxation in the Era

of Information and
Communication Technologies

Issues and Options for Reform

& GABLER EDITION WISSENSCHAFT



Anne Schéfer

International Company Taxation in the Era of Information
and Communication Technologies



GABLER EDITION WISSENSCHAFT



Anne Schéafer

International Company
Taxation in the Era

of Information and
Communication Technologies

Issues and Options for Reform

With a foreword by Prof. Dr. Dr. h.c. mult. Otto H. Jacobs

Deutscher Universitats-Verlag



Bibliografische Information Der Deutschen Bibliothek
Die Deutsche Bibliothek verzeichnet diese Publikation in der Deutschen Nationalbibliografie;
detaillierte bibliografische Daten sind im Internet iiber <http://dnb.ddb.de> abrufbar.

Dissertation Universitdt Mannheim, 2005

1. Auflage April 2006

Alle Rechte vorbehaiten
© Deutscher Universitéts-Verlag | GWV Fachverlage GmbH, Wiesbaden 2006

Lektorat: Brigitte Siegel / Nicole Schweitzer

Der Deutsche Universitéts-Verlag ist ein Unternehmen von Springer Science+Business Media.
www.duv.de

Das Werk einschlieBlich aller seiner Teile ist urheberrechtlich geschiitzt.
Jede Verwertung auBerhalb der engen Grenzen des Urheberrechtsgesetzes
ist ohne Zustimmung des Verlags unzuldssig und strafbar. Das gilt insbe-
sondere fiir Vervielfiltigungen, Ubersetzungen, Mikroverfilmungen und die
Einspeicherung und Verarbeitung in elektronischen Systemen.

Die Wiedergabe von Gebrauchsnamen, Handelsnamen, Warenbezeichnungen usw. in diesem
Werk berechtigt auch ohne besondere Kennzeichnung nicht zu der Annahme, dass solche
Namen im Sinne der Warenzeichen- und Markenschutz-Gesetzgebung als frei zu betrachten
wiren und daher von jedermann benutzt werden diirften.

Umschlaggestaltung: Regine Zimmer, Dipl.-Designerin, Frankfurt/Main
Druck und Buchbinder: Rosch-Buch, ScheBlitz

Gedruckt auf sdurefreiem und chlorfrei gebleichtem Papier

Printed in Germany

ISBN-10 3-8350-0311-9
ISBN-13 978-3-8350-0311-8


http://dnb.ddb.de
http://www.duv.de

Dedicated to my parents



VII

Foreword

The increased use of information and communication technologies (ICT) is leading to noticeable
changes within the organisational structure of the economy. Geographical distances within
companies as well as between companies and their customers can be bridged more easily with the
use of ICT. Thus, economic activities are less dependent on time and place. Taking into account the
manifold changes in the economic structures, it has to be questioned whether and to what extent the
current rules of international company taxation are still applicable in a reasonable way. With regard
to this issue, a need for the development of suitable reform approaches covering the whole system
of international taxation still existed. The doctoral thesis of Mrs. Schifer provides a major
contribution to fulfill this need.

Mrs. Schifer has worked out in a very comprehensive way the creation of new organizational
structures as well as the resulting implications on tax law and the system of international taxation.
Moreover, the existing literature on the subject at hand has been analyzed in a competent way. The
special merit of the doctoral thesis of Mrs. Schifer consists in elaborating reform proposals for
international company taxation which cover the different relevant issues of international taxation.
More in detail, reform proposals for the definition of a company’s residence, the definition of the
permanent establishment, the possibilities of profit allocation as well as the methods of avoiding
international double taxation are covered by the analysis. Thereby, the interrelation between these
issues is taken into account. The reform proposals are methodically well-founded and feasible in
practice.

The doctoral thesis of Mrs. Schifer is a diversified and well-founded work. It fulfills both
methodical and tax law requirements and covers complex issues of international company taxation.
The doctoral thesis of Mrs. Schifer constitutes a major contribution to the discussion of the
economic and tax implications of information and communication technologies as well as to the
methodical development of international company taxation. It is not only of particular importance
for international research in this field, but also of special interest for national governments as well
as supranational organizations dealing with this issue, such as the OECD or the Commission of the
European Communities. I therefore highly recommend the doctoral thesis of Mrs. Schifer to this

audience.

Prof. Dr. Dr. h.c. muit. Otto H. Jacobs
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1. Introduction
1.1. Motivation

In the last few years, Information and Communication Technologies (ICT) have spread with
increasing speed in both private and business sectors. For example, in 2002, 64,9% of private
households and 83,9% of businesses in Germany used the Internet.! The ICT sector contributed
close to 10% of OECD business GDP in 2001 and employed over 6% of business employment. In
2002, ICT goods represented 14% of total trade.>

The implementation of ICT is leading to noticeable changes within the organisational structure of
the economy, such as in the market organisation and in the internal organisation of enterprises.
Market transactions carried out by enterprises can be processed either completely or in part by ICT,
thus creating digital markets. It is possible to participate in these markets from all over the world
and the geographic distances between the participants become rather irrelevant. With respect to the
internal organisation of a company, the implementation of ICT can lead to regional
decentralisation, since the process of producing goods and services makes use of production factors
situated in various locations. Also, organisational decentralisation can be observed within the
enterprise, as a modularisation of the value added chain takes place. In addition, the application of
ICT entails the creation of hybrid forms of enterprise co-operation, such as virtual organisations.
Thus, the companies’ boundaries are becoming blurred. To summarise, due to the utilisation of ICT,

€conomic activities are becoming more mobile and international.

In general, international tax law is applied to the underlying organisational structures of the
economy. Given the manifold ICT-induced economic changes outlined above, the question is raised
whether and to what extent these changes have an impact on the applicability of current
international tax law. The main developments influencing international taxation are, above all, the
increasing regional independence and mobility of companies and their production factors as well as
the increasing importance of firm-specific intangible assets and services. In addition, the data

required for taxation may not always be available.

When applying international company tax law to the underlying economic structure, the tax law in
general has to be consistent with the economic structure in question in order to arrive at a
reasonable taxation. The tax system is considered to be reasonable when it meets various normative

criteria for optimal taxation. For example, the tax system must provide efficiency and neutrality,

' See OECD, 2003b.
See OECD, 2004b, p. 3.
®  See OECD, 2004b, p. 4.



equity between different taxpayers and between different jurisdictions as well as feasibility in

practice.

However, since the use of ICT has an impact on the organisational structures of the economy, the
current tax system may not always be in line with these modified business structures. Contrary to
the often mobile, geographically independent and international activities of companies, the tax
system is intended to be applied rather to traditional economic activities. Thus, the economic
assumptions underlying tax law can differ from the real economic circumstances. For example, tax
law is in part based on the assumption of immobile business activities, such as in the case of the
definition of a permanent establishment or the place of effective management. Moreover, it is
assumed that the business activities are normally conducted in a physical way. For instance,
physical objects, whose location can be determined easily, serve as tax attributes, such as in the case
of the definition of a permanent establishment. However, in contrast, the business structures
changed by the use of ICT are less often based on physical attributes and tend to be rather mobile.
In addition, some new business structures or ways of doing business may have to be incorporated
into existing international tax law. Possible examples are new forms of co-operation or new forms
of doing business on digital markets. To sum up, the famous quote “business goes global, taxes stay

local” highlights the gap between tax law and the economic reality.*

In light of these discrepancies between the international tax system and the underlying economic
structures, various consequences may arise regarding the applicability of current international
company taxation. Some aspects of the international tax system may prove to be more difficult to
apply to the changed economic structure, or their application may lead to unreasonable results.
Thus, with regard to various normative criteria for optimal taxation, international taxation may be
less feasible or may not provide a neutral and equitable taxation. For example, inequalities between
different taxpayers or increased incentives for tax planning and manipulation of the tax law may
arise. In addition, an allocation of tax revenues that is not consistent with inter-nation equity may
result. In extreme cases, the whole system of company income taxation may be deemed to be no

longer applicable in a reasonable way.

Thus, since a tax system has to arrive at a taxation in accordance with normative criteria for optimal
taxation, the possible incompatibility of international tax law with the underlying economic
structures and the resulting scenario of an inefficient, unequal or unfeasible taxation constitutes a
problem which might require the development of adequate modifications. Consequently, as shown

in figure 1.1, if the economic structures change as outlined above, it is debatable whether and to

4 Inter alia, see Endres, 1996, p. 92. See also Spence, 1997, p. 146, who states that the implication of ICT for the tax



what extent a revaluation of the existing system of international company taxation will be required
to ensure that taxation is in line with general taxation principles. Thus, to what extent the current
system of international taxation can be upheld and to what extent modifications will be required to

provide a reasonable taxation must be examined.

Figure 1.1:  Motivation of the Thesis
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Previous debate on the impact of ICT on the suitability of international tax law has been conducted
by the economic and legal scientific communities, international organisations, such as the OECD
and the European Commission, and national jun'sdictions.5 The vast range of contributions shows
that the subject-matter in question is up to date and relevant to a broad community. Still, previous
contributions on ICT and international tax law can be completed with regard to different aspects as

outlined below.

Firstly, regarding the subject under investigation, previous analyses have often focussed on one or
only a few aspects of international taxation. For example, only issues regarding tax attributes in the
source and the residence country or exclusively problems of transfer pricing have been considered.’
These analyses are all meaningful and have their own rationale. However, the various tax fields
interfere with each other and they are all part of the system of international taxation. Thus, when

developing possible reforms for a specific tax field, some taxation issues may be shifted to another

treatment of internationally active business is considered to be the most challenging strategic taxation issue.

See the quotations in footnotes 6 to 14.

For a focus on tax attributes in the source country, see inter alia Utescher, 1999; OECD, 2000, ibid., 2001c; ibid.,
2003; Pinto, 2003. Peter, 2002, extended the analysis to tax attributes in the residence country. A comprehensive
analysis is provided in Brunsbach, 2003, since the analysis of both the tax attributes in the source and in the
residence country is further extended to an analysis of the choice between the source and the residence principle.
For examinations focussed on issues regarding profit allocation, see Kaminski, 2001; OECD, 2001a; ibid., 2001b;
Graf, 2003.



tax field. For example, a re-definition of the permanent establishment may cope with the issues
inherent to this tax attribute, but new issues with regard to profit allocation to a permanent
establishment may then arise. Consequently, it is almost impossible to consider one tax field and to
develop possible reforms without taking into account the interrelations with and the impact on other
tax fields. This argument especially holds with regard to the underlying question of whether the tax
system is still applicable. Therefore, it is reasonable and necessary to consider the whole system of
international tax law consisting of different tax fields and to take their respective interrelations into

accoum.7

Secondly, since the scope of the fiscal analysis may be restricted to specific fields, the economic
analysis with regard to ICT-induced economic changes sometimes also considers only partial
aspects. However, it is necessary to take the whole range of economic changes into account in order
to provide a detailed analysis of the impact of ICT on international company taxation. Some
systematisations of ICT-induced economic changes have already been developed® and can be

extended to produce a systematic analysis of the impact of ICT on international taxation.

Thirdly, also with regard to the evaluation criteria underlying the fiscal analysis, some of the
previous analyses on ICT and international tax law have focussed on a restricted range of criteria.’

Thus, the analyses based on a diversified range of evaluation criteria still can be complcted.m

Fourthly, and most importantly, although scientific debates on taxation issues raised by the advent
of ICT have already been going on for some time, the search for suitable reforms still needs to be
completed. Thus, even if several possible reforms for the various taxation issues have already been
suggested,’’ further research is still required, especially with regard to the question of whether the

whole system of international company taxation is still applicable.

1.2 Aim of the Thesis and Subject Under Investigation

In accordance with the underlying purpose and previous debates outlined above, the aim of the
thesis first involves compiling the principal effects and issues of international company taxation
resulting from the increased use of ICT. In a second step, the main aim of the thesis is to develop

suitable reforms if required.

Examples for analyses including various tax fields are Doernberg / Hinnekens / Hellerstein / Li, 2001; Li, 2003.

& For example, see Brunsbach, 2003, pp. 19-34; Li, 2003, pp. 2-17; Knédler, 2004, pp. 15-40.

For example, some analyses are more focussed on legal aspects. Inter alia, see Fetzer, 2000; Spatscheck, 2000;
Volckens, 2001.

Some examples of studies conducted on the basis of several evaluation criteria are Utescher, 1999; Brunsbach,
2003; Li, 2003; OECD, 2003.

Inter alia, see United States Department of the Treasury, 1996; Utescher, 1999; Indian Ministry of Finance (Ed.),
2001; Kaminski, 2001; Brunsbach, 2003; Graf, 2003; Li, 2003; OECD, 2003; Pinto, 2003; Knodler, 2004.



In order to achieve this aim, the impact of the changed organisational structures on the international
tax planning activities of companies under the current tax system must first be examined. The goal
of this step is to determine the relevant taxation issues resulting from the ICT-induced economic
changes within the current international tax system. Based on these findings, each relevant taxation
issue is analysed in relation to the evaluation criteria underlying the analysis. It is examined whether
or not the application of the current tax system to the changed economic structures entails a taxation
that is consistent with normative criteria for optimal taxation. The evaluation criteria considered
here are efficiency and neutrality, equity among different taxpayers, inter-nation equity, which calls
for an equitable division of tax revenues between the jurisdictions, and feasibility, meaning that the
tax system has to be practicable and workable in an effective way. This stage of the analysis is
necessary to find out whether or not the current international taxation regulations can be upheld and
how far-reaching possible reform measures have to be. For example, it has at times been concluded
that the current system of corporate income taxation is no longer workable with the advent of ICT
and, therefore, should be replaced by a tax system based on a tax on consumption, e.g. a Bit-Tax on
transactions.’> Whether the tax issues are really that far-reaching can be established at the end of

this stage.

Based on the compilation of the most important fiscal issues resulting from the organisational
changes, the main focus and aim of the thesis consists in developing suitable reform scenarios for
international company taxation. As shown in figure 1.2, the reform concepts have to be consistent
with the underlying economic structure and must guarantee a taxation that is in line with the
aforementioned evaluation criteria. At the same time, the analysis of possible reform scenarios
should include the considerations developed in other countries or by supranational institutions, such

as the European Commission or the OECD.

This idea has first been presented by Cordell. See Cordell, 1996; Soete / Kamp, 1996 for a detailed analysis and
further quotations; Ammann, 1999, and the discussion in ICRT, 1997; Fischer, 1998, p. 12; Basu, 2004. See also
Rose, 1991, pp. 7-34; Wagner, 1999, pp. 15-35; ibid., 2003, pp. 369-390, who argue in general in favour of a
consumption tax.



Figure 1.2:  Aim of the Thesis
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Bearing the aim of the thesis in mind, the analysis does not focus on the detailed examination of
several international tax aspects, but rather, the outcome of the thesis involves a systematic analysis
contributing to the debate on whether the entire system of international company taxation is still
workable in the age of ICT and to what extent modifications are necessary in order to provide a
reasonable and workable system of international company taxation. The outcome of the thesis is of
importance to various parties. Firstly, the impact of an increased use of ICT on international
taxation has implications for companies doing business internationally, as the possibilities for
international tax planning may increase, but so may the tax risks. Secondly, with regard to the
governments’ point of view, the allocation of the tax base between different jurisdictions may
change and, thus, some countries may worry about maintaining their tax base. Thirdly, since a tax
system should be consistent with various normative criteria for optimal taxation, there are
implications for national and international legislators and organisations as regards reforming

national and international tax law.

With regard to the subject under investigation, the analysis includes the following fields of
international taxation: the definition and location of the tax attributes in the source country and in
the residence country, the assignment of profits to the respective income category, the methods of
profit and asset allocation between taxable entities, and, finally, the choice between a taxation
according to the residence principle or to the source principle, i.e. the choice of methods to avoid
double taxation. Both current and non-current aspects of international taxation are included in the

analysis. Since the focus is on income taxation, issues related to VAT are not included here.?

* For a deailed analysis of issues related to ICT and VAT, see Spatscheck, 2000, pp. 42-67; Doernberg /
Hinnekens / Hellerstein / Li, 2001, pp. 93-161, 394-588; Knédler, 2004, pp. 177-238.



Moreover, issues with regard to procedural law or the law regarding fiscal offences are also not

considered.™

As regards the underlying legal basis, the analysis of the system of international company taxation
focuses on the OECD Model Tax Convention, since this model is the most important treaty and
since most of the bilateral tax treaties are based on it. The UN Model and the domestic laws of
different countries will be referred to where applicable. In general, the thesis is not limited to a
specific geographic area, but where necessary, the focus is limited to the European Union, for
example when discussing the appropriateness of a consolidation and apportionment approach for

profit allocation between different jurisdictions.

The analysis looks at a variety of economic changes due to an increase in the use of ICT to consider
all kind of business developments. In addition to the internal organisation of companies and groups,

also relationships between different companies and market structures are considered."?

1.3. Approach and Organisation of the Thesis

Based on the aforementioned objectives of the thesis, the approach of the study as shown in figure
1.3 consists in the following: first of all, in an economic analysis, the various changes to the
organisational structures of the economy resulting from the increased use of ICT are set out
(chapter 2). They are categorised in changes resulting for the internal organisation of a company,
changes in the market structure and changes with regard to the relationships between different
companies. Once this economic analysis has been carried out, a fiscal analysis, which constitutes
the central point of the thesis, is then conducted. To begin with, the fundamental system of
international taxation forming the basis of the analysis is outlined to show the scope of the fiscal
analysis (chapter 3). The general working of the international tax system is illustrated in this chapter
and the tax regulations relevant to the following analysis are outlined, such as the definition of the
tax attributes in the residence and the source country, the methods of profit allocation, and the
residence and the source principle, i.e. the methods to avoid double taxation. The impact of the
changed economic structures on the international tax planning of multinational companies under
current tax law is examined next (chapter 4). The analysis includes various legal tax planning
instruments. It is examined whether there are nowadays new opportunities to minimise the effective
tax rate and to what extent new risks may occur with the use of ICT. The aim of this step is to
determine the relevant tax fields to be focussed on in the thesis. Based on this analysis, a further

examination is carried out on the consequences for the allocation of the international tax base. This

14

; For an analysis of these questions, see inter alia Spatscheck, 2000, pp. 68-108.

For further details on the subject under investigation, see chapter 2.4.1.



analysis is required to determine whether arguments for possible reform scenarios can be based on a

potential change in the allocation of the tax base between the jurisdictions.

Once the relevant issues of international taxation have been identified in the analysis of
international tax planning, a systematic fiscal analysis is then conducted. Therefore, the underlying
theoretical framework consisting of the aforementioned normative criteria for optimal taxation is
first of all set out (chapter 5). For the purpose of the analysis conducted afterwards, each criterion is
illustrated, defined and assessed in light of the changed economic structures. The international
company taxation issues resulting from the ICT-induced economic changes are then compiled
(chapter 6). To do so, each field of international company taxation is assessed in light of the
relevant evaluation criteria. It is discussed whether the current rules of international tax planning are
still adequate today or whether there is a need for a reform of certain tax fields in the age of ICT.
Based on the outcome of this analysis, adequate reform scenarios are submitted for those areas in
which tax law does not comply with the tax principles (chapter 7). The interrelations between
different tax fields are taken into account in this step of the analysis. The thesis ends with a

summary of the main results (chapter 8).

Figure 1.3:  Approach of the Thesis
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2, Changes to Economic Structures Through ICT

The aim of this chapter consists in showing the impact of the increased use of ICT on the
organisational structures of the economy. Bearing this objective in mind, the chapter is organised as
follows: To begin with, the term “information and communication technologies” is defined in the
context of this thesis and the main technological trends caused by an increase in the use of ICT are
shown. Next, the relevant organisational theories underlying the organisational structure are
outlined in order to identify the most important factors influencing organisational forms of doing
business internationally. The influence of ICT on these factors can then be identified. Finally, the
resulting impact on the organisation of markets, intra-organisational aspects and the organisational

forms existing between different firms are set out in more detail.
2.1. Defining ICT

In order to analyse the impact of the increased use of ICT on the main factors influencing doing
business, the notion of “ICT” shall first be defined for the purpose of this study. Here, ICT include
all kind of technologies which enable a geographical and temporal transmission of information and
content, meaning the recording, conversion, storage, reproduction and transmission of

information.'® Thus, ICT encompass the following components:

- information-processing objects, i.e. computer hardware such as PCs, laptops, digital memory,

video and audio facilities and the respective software,
- telecommunication services such as e-mail or video conferencing, and
i 1 17
- telecommunication networks, such as local area networks (LANs), Intranets or the Internet.

The characteristics of “modern” ICT, meaning those which have emerged in the last few years,
include an increase in efficiency and capacity with regard to computers and networks, a
miniaturisation of hardware, a strong reduction in information processing costs, a globalisation of
the transmission of audible communication and data, a convergence of the formerly separate fields
of media, telecommunication and IT due to digitalisation, and a tendency towards the virtualisation
of products, firms or markets.'® Based on these characteristics of modern ICT, an increased use of

such technologies leads to several trends with regard to their appli(;ation:19

increased mobility, which is due to the development of mobile computing and to the fact that

See Fink, 1998, p. 10.

For more details, see Fink, 1998, pp. 23-26.

For more details, see Picot / Reichwald / Wigand, 2003, pp. 145-165; Brunsbach, 2003, p. 7. “Virtual*
characterises the object as something that may exist, but that does not exist physically but in the form of ICT-
based structures. See Scholz, 1996, p. 204; Fink, 1998, pp. 15-16.

The following comments are based on the remarks in Picot / Reichwald / Wigand, 2003, pp. 165-189.
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data can be transmitted all over the world,

- encouragement of co-operation and teamwork due to special hardware and software, i.. data
bases or workgroup systems such as joint editing, video conferencing or e-mail, as well as

workflow management systems,

- decentralisation of the ICT infrastructure due to the increased transmission capacities of

computer networks,

- division of functionalities and integration of different forms of hardware and software,
i.e. network and data integration and the increasing standardisation accompanying this

development, and

- dematerialisation, i.e. a trend of physical objects being transformed into mere electronic

information and a disintegration of the information and the transmission medium used.

Information and communication are substantial factors making up companies and markets, and ICT
constitute the technical basis for all kind of organisational forms.® Today, in the so-called
information age, information and communication are factors of considerably increasing importance
affecting a company’s competitive position.”’ Due to the economic advantages of ICT, such as the
possibility to reduce costs and to save time, the use of ICT in all kinds of organisational structures
has increased substantially over the last few years. In addition, it must be noted that an increased
use of ICT is accompanied by a changed competitive environment for companies due to the
globalisation and internationalisation of the economy. Moreover, changing social values have been
observed in the last few years.”” One important aspect of a change in economic life is that the rising
importance of information is accompanied by the increased relevance of human capital as a factor

for the creation of value and generation of profits.

To conclude, the trends behind the application of modern ICT along with the consequences of a
changed competitive environment may have a strong impact on the factors influencing doing

business abroad, as shown below.

2.2, Theories on the Organisational Structure of Firms

To analyse the impact of ICT on the organisational structures of the economy, it is first necessary to

identify the main factors influencing the way of doing business internationally. These factors are

20

“ See Picot / Reichwald / Wigand, 2003, p. 5.

See Fink, 1998, pp. 8-10 for further quotations, and, for more details and economic implications, see Picot /
Reichwald / Wigand, 2003, pp. 60-69. Regarding the definition of “information” in business economics, see the
detailed analysis in Bode, 1997, pp. 449-468.

2 For more details, see Picot / Reichwald, 1994, pp. 548-549; Picot / Reichwald / Wigand, 2003, pp. 2-4.
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derived from basic theories explaining the organisational structures of firms doing business

internationally.

In general, companies optimise the organisational structure and the way of doing business by
choosing the least expensive and most suitable co-ordination mechanism for their business
operations. The most detailed theory explaining the degree and the pattern of the international
activities of a company and the creation of multinational enterprises is the eclectic theory of
international production.” Under this theory, three factors are relevant to the type and level of the
cross-border value added activities of multinational firms: the existence, degree and nature of firm-
specific or ownership advantages, of location-specific advantages abroad and of internalisation
advamages,24 If all three determinants exist, in accordance with the eclectic theory, a company will

invest directly abroad. These determinants are subsequently illustrated in more detail.

The ownership-specific inputs constitute a company’s special assets which give it a competitive
advantage over other firms.> By use of such firm-specific inputs, a company can generate firm-
specific rents.”® The ownership advantages largely consist in possessing intangible assets which are
— at least for a period of time - exclusive or specific to the firm, such as know-how, patents, and
trademarks.”’ Also manufacturing processes, such as the joint use of shared service centres, or
special entrepreneurial skills, such as management or marketing skills, rank among ownership
advantages.” The use of such ownership or strategic advantages is not linked to a specific location,
since the advantages are mobile between countries but not between firms.? Thus, the generation of
firm-specific rents is independent of where the respective activities take place, since these rents are

rather dependent on the company itself than on any physical location.*

In addition, it is profitable for a company to make use of its strategic advantages in conjunction with
location-specific advantages. Possible location-specific advantages which could exist in a country
and offer an incentive for a company to invest there include the availability of necessary production

factors, e.g. well-trained employees or a favourable environment for R&D, the potential for

»  This theory goes back to Dunning, see Dunning, 1981, pp. 9-31; ibid., 1981a, pp. 21-40; ibid., 1991, pp. 1-139;
ibid., 1993, pp. 81-83; ibid., 1993a, pp. 183-218; ibid., 1995, pp. 76-88.

See also the list of variables of ownership-specific advantages, internalisation advantages and location-specific
variables in Dunning, 1981a, pp. 56-58; Dunning, 1993, pp. 98-101. For more details regarding the following
remarks, see Oestreicher, 2000, pp. 101-103; Géopffarth, 2001, pp. 35-38; Kreikebaum / Gilbert / Reinhardt, 2002,
pp. 76-83; Brunsbach, 2003, pp. 10-12, each with further quotations.

% See also Teece, 1986, p- 27 and Gaopffarth, 2001, p. 35, who calls this factor the “strategic advantage factor”.
However, inputs which are available on the same terms to all firms do not involve any advantages from foreign
production.

7 See Iltaki, 1991, p. 446.

B See Gopffarth, 2001, p. 35.

See Dunning, 1981, p. 10.

Similarly, see Devereux / Pearson, 1989, pp. 20-21, using the notion of “resident-specific” rents.

2
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generating cost advantages, such as lower labour costs, or favourable investment conditions
provided by the respective jurisdiction, for example a fully developed infrastructure. In addition,
also the location of customers, suppliers, other business partners and even rival businesses rank
among the factors specific to a location.®' The existence of location-specific advantages is decisive
for doing business abroad and enables a company to generate location-specific economic rents.
Such location-specific rents can only be achieved at a certain place of production, since the
activities can only be carried out in one plau:e.32 Moreover, if companies choose to operate in
different location-specific environments, they can derive additional ownership advantages, such as
the ability to engage in international transfer pricing, to shift liquid assets between currency areas,

and to reduce risks by diversifying their investment portfolios.”

In contrast to the two factors outlined so far which determine the geographical location of a
company’s activities, possible internalisation advantages influence a company’s decision on the
organisational form in which to do business. If there are internalisation advantages, it is better for a
company to co-ordinate its activities through an extension of its own activities rather than relying
on external co-ordination, such as licensing or similar contracts with independent firms. Thus,
according to the eclectic theory, if there are internalisation advantages in addition to the location-

specific and ownership-specific advantages, a company will invest directly abroad.

Whether an internalisation of a company’s activities is favourable depends on the level of
transaction costs. Thus, the implications of the eclectic theory with regard to the internalisation
advantage are based on the theory of transaction costs.> This theory mainly focuses on explaining
the boundaries of the firm, i.e. the choice of a particular organisational form, and of the creation of
companies. In addition, the theory has been enhanced and extended to provide explanations
regarding the internal organisation of companies and virtual companies.”® The basic implications of

the theory of transaction costs are briefly outlined below.

In general, markets and hierarchies are the two basic alternative ways of governing transactions. In

between, there is a vast range of hybrid arrangemc:nts.36 As a fundamental principle, firms always

See also OECD, 2003, section 147, and the empirical results regarding reasons for investing abroad in
Oppenlander, 1997, pp. 215-228.

See also Devereux / Pearson, 1989, p. 20, who give the example of bridge building.

See Dunning, 1981, p. 10.

This theory goes back to Coase and has been advanced by Williamson. See the basic works in Coase, 1937,
pp. 386-405; Williamson, 1985. See also Picot, 1982, pp. 267-284; Malone / Yates / Benjamin, 1987, pp. 485-487,;
Biichs, 1991, pp. 6-23; Oestreicher, 2000, pp. 78-97; Picot / Reichwald / Wigand, 2003, pp. 49-55 with further
quotations; Brunsbach, 2003, pp. 12-15.

* For more details, see Picot, 1982, pp. 277-279; Theuvsen, 1997, pp. 971-996; Picot / Reichwald / Wigand, 2003,
pp. 55, 260-262, 431-433.

With regard to different forms of internal organisation, the degree of centralisation and organisational
disintegration or the contracting policy regarding labour agreements can vary. See Picot, 1982, p. 277.
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search for the most efficient organisational structure for their economic activities.”’ The theory of
transaction costs is based on the analysis of single transactions and tries to find the most efficient
organisational form depending on the nature of the respective transactions. In general, a transaction
entails transaction costs which include costs related to the initiation, arrangement, co-ordination,
carrying out, control, and adaptation of a transaction. Most transaction costs are information costs,
such as observation, memory, communication, and processing costs.*® The level of transaction costs
depends on the characteristics of the activity to be performed and on the respective organisational
form. It is assumed that transaction costs are the relevant benchmark to measure the efficiency of a

transaction.

The level of transaction costs is influenced by several attributes of the transaction environment,
such as the specificity of a transaction with regard to specific sites, physical assets or human capital,
the degree of uncertainty and complexity, and the frequency of a transaction. For example, the more
standardised the transaction is, the better it can be carried out on markets. However, a very specific
transaction can be better carried out within a hierarchical organisational form. Further parameters
which influence the level of the transaction costs are the underlying assumptions with regard to the
behaviour of the parties. Thus, the parties of a transaction are supposed to act with a limited
rationality and to behave in an opportunistic way. If there is asymmetric information, one party may
take advantage of its informational edge. Thus, the more uncertainty and opportunistic behaviour
affect a transaction, the higher the internalisation advantages, i.e. the better it would be to conduct
the transaction within a hierarchical organisation. In addition, the transaction costs are influenced
by the so-called transaction atmosphere, including the general framework of a transaction with
regard to legal, social, and technological aspects, such as ICT. To sum up, the specific
circumstances of a particular transaction determine which organisational form entails the lowest
level of transaction costs. For example, if the transaction costs of an internal transaction are lower
than conducting the transaction via markets, a company has an internalisation advantage and will

probably invest directly abroad.

To conclude, on the basis of the eclectic theory of international production and the theory of
transaction costs, which both deal with explaining the organisational structure of doing business,

three principal factors influencing international economic activities to generate economic rents can

Thus, an efficient organisational structure constitutes a decisive competitive advantage. See Frese, 1993, p. 1003
for further quotations.

These costs are mainly generated by an asymmetric allocation of information between the partners of a
transaction. See Casson, 1999, pp. 78, 86-87, 89, who also provides a detailed analysis of the theory of
information costs explaining the organisational structures of multinational companies on the basis of information
costs as the relevant efficiency criterion.

38
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be identified:
- the choice of geographical location,

- the organisational form of doing business within a company and between different firms, i.e. the

degree of decentralisation, and
- the main factors for the creation of value and the generation of profits.

The next chapter outlines the implications of an increase in the use of ICT on these three

determinants.

2.3. The Impact of ICT on the Main Factors Influencing Doing Business Abroad
2.3.1. The Geographical Location

Firstly, the choice of geographical location is based on the trade-off between a company’s aim to
exploit location-specific advantages to maximise its profits and the issue of an increase in co-
ordination costs if there is a more pronounced geographical disintegration.”® Today, with the use of
ICT, these co-ordination costs can be reduced. This is particularly due to the attributes of
decentralisation, division of functionalities and encouragement of co-operation inherent to ICT.
Thus, the scope of possibilities for communicating and transmitting information is extended to a
large degree. Since information is in principle simultaneously accessible from everywhere and can
be processed electronically by the use of ICT, the flow of information as well as the co-ordination
of the production process of goods and services is facilitated. Consequently, geographical distances
between different parts of a company and between companies and their customers can be bridged
more easily by the use of ICT. Thus, geographical distances are becoming less important with
regard to corporate planning or a company’s cost calculations, since doing business in a

geographically decentralised and international way is possible at lower transaction costs.

One consequence of this fact is that the location of a company’s activities is less dependent on
location-specific aspects. Since companies and customers all over the world can be connected via
ICT, the physical location becomes less important and physical contact is no longer always
necessary for the purpose of doing business. For example, the location of external entities, such as
customers or suppliers, and the location of other parts of a company are becoming less important, as
a link can more often be provided totally or partly by ICT. Another consequence of reduced co-
ordination costs with the advent of ICT is that the existence of favourable location-specific factors
can be exploited more easily. Thus, some location-specific factors may become more important,

such as the existence of human capital, favourable conditions for R&D or a well-developed

¥ See also Brunsbach, 2003, p. 16.
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ICT-based infrastructure. To conclude, due to the trends inherent to an increase in the use of ICT,
the geographical location of a company is tending to become more international and decentralised,

as well as more mobile and geographically independent.

2.3.2. The Choice of the Organisational Form Between Different Firms and Within a
Company

In addition, the organisational form of doing business within a company and between different
firms is affected by an increase in the use of ICT and the resulting changes in the level of
transaction costs. When considering the choice of the optimal organisational form between different
companies, ICT form a part of the technological environment and therefore influence the level of
transaction costs.* Firstly, due to an ICT-induced absolute decrease in transaction costs, new
transactions which could formerly not be conducted efficiently have been made possible these
days.*' Thus, the use of ICT can increase the efficiency of every organisational form.* Secondly,
since transaction costs constitute the efficiency criterion for the choice between different
organisational forms and since cost reductions may differ for different organisational forms, the

: . . 4
relative advantage of some organisational forms over others may change. ?

First, a tendency towards hierarchical organisational forms was assumed.* This may be due to the
fact that the level of transaction costs within a company can be reduced, since the use of ICT makes
it possible to perform intra-company transactions at lower costs. This effect is called the “electronic
integration effect”.*® Moreover, the increased importance of firm-specific intangibles and the
resulting generation of firm-specific rents may also encourage hierarchical structures. This is
because it is advantageous to internalise the benefits resulting from the existence of implicit
knowledge within a hierarchical structure, since a transfer via a market organisation would entail
high transaction costs.* Second, a move towards market structures was expected, meaning the

tendency of companies towards outsourcing.”” This effect can be traced back to a decrease in

“ See chapter 2.2., and Brunsbach, 2003, p. 15.

“' See Picot / Reichwald / Wigand, 2003, pp. 73-75.

2 See Malone / Yates / Benjamin, 1987, p. 484.

“ See Picot / Reichwald / Wigand, 2003, p. 72.

*“ For example, see Malone / Yates / Benjamin, 1987, pp. 493-496; Gurbaxani / Whang, 1991, p. 70; Picot /

Reichwald / Wigand, 2003, pp. 72-73; Brunsbach, 2003, pp. 28-29.

See Malone / Yates / Benjamin, 1987, pp. 488-489, 493-496, who discuss the establishment of hierarchies due to

the electronic integration effect in more detail.

“  See Picot / Reichwald / Wigand, 2003, p. 73 for further quotations; Brunsbach, 2003, p. 29.

" For more details, see Malone / Yates / Benjamin, 1987, pp. 489-493, also with further quotations with regard to
empirical tests supporting this hypothesis; Malone / Yates / Benjamin, 1989, pp. 166-168 for several examples;
Malone / Rockart, 1991, pp. 95-96; the detailed empirical analysis in Brynjolfsson / Malone / Gurbaxani / Kambil,
1993, who found substantial evidence for a relationship between increased levels of IT usage and smaller firm
size; Picot / Reichwald, 1994, p. 563; Bauer, 1997, pp. 199-202; Picot / Bortenldnger / Rohrl, 1997, pp. 110;
Lucking-Reiley / Spulber, 2001, pp. 64-65.
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co-ordination costs for market transactions with the use of ICT, since it is more cost effective to
conduct market transactions totally or partly via ICT. In addition, since some asset-specific
components are becoming less specific with the use of ICT, it is more efficient to conduct these
rather standardised transactions via markets.*® This move towards market co-ordination also implies
an increase in the relative frequency of hybrid forms of co-operation between different companies
which constitute a mixture between markets and hierarchies.* According to this so-called “move-
to-the-middle* hypothesis, a trend towards outsourcing, but with a small set of stable partnerships,
is likely. It is argued that, with the increased use of ICT along the value adding chain, the link
between different companies becomes stronger and thus creates hybrid forms of co-operation.
Different forms of ICT play a major role in making these kinds of co-operation effectively
feasible.’® Further reasons for an increase in hybrid forms of co-operation include a changed
competitive environment with an increased necessity of risk sharing.”' To conclude, even if it must
be decided on a case-by-case basis which of the three alternative organisational forms is the most
appropriate, and even if it is not possible to predict which form will be used more frequently, it has
become obvious that an increase in the use of ICT has an influence on each of the three alternative

forms.

In addition, the degree of decentralisation within the internal organisation of a company is also
changed by an increased use of ICT.> This is due to the fact that the use of ICT is accompanied by
a decrease in communication and co-ordination costs making the efficient implementation of a more
decentralised organisational structure possible.53 Otherwise, the cost of a rise in transactions and the
loss of control due to a decentralised structure would be too high. Furthermore, a trend towards
modularisation within the firm can be observed, meaning that several business processes are
bundled together into so-called modules. This organisational form reduces the transaction costs
linked to interfaces which exist for functional or hierarchical organisational forms. Thus, with
regard to the internal organisation of a firm, a kind of market organisation can be implemented in
part. According to the theory of transaction costs, a centralisation of processes in specific modules
is always profitable for an activity with a high specificity and of high strategic relevance. Moreover,
a high element of frequency and of uncertainty would encourage this tendency. Since today,

processes often constitute strategic factors, it is advantageous to bundle them together into modules.

8 See Malone / Yates / Benjamin, 1987, pp. 489-490; Picot / Reichwald / Wigand, 2003, pp. 71-72.

¥ For a detailed analysis, see Clemons / Reddi / Row, 1993, pp. 9-35; Gurbaxani / Whang, 1991, pp. 69-70; Malone /
Rockart, 1991, p. 95; Picot / Reichwald, 1994, p. 563; Bauer, 1997, pp. 206-210.

See Clemons / Reddi / Row, 1993, p. 27; Picot / Ripperger / Wolff, 1996, p. 78; Miiller-Stewens (Ed.), 1997,
pp. 30, 50.

' See Brunsbach, 2003, pp. 30-31.

2 See also Buxmann, 1999, pp. 714-727.

% For more details, see Picot / Ripperger / Wolff, 1996, pp. 75-76; Picot / Reichwald / Wigand, 2003, pp. 260-262.
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To conclude, due to the increasing implementation of market mechanisms within companies and the
degree of hierarchical links to inter-firm relations, the boundaries of the firm are becoming

blurred. >

2.3.3. The Main Factors for the Creation of Value

Third, the main factors for the creation of value and the generation of profits have also been
addressed by various developments over recent years. An increased use of ICT, and especially a
trend towards dematerialisation and mobility, along with the growing importance of information
and human capital, have led to an increased emphasis on information- and knowledge-based assets
and services.” Thus, instead of physical value added factors, intangible assets and services rendered

constitute crucial factors for creating value and generating profits.56

Intangible assets may be legally protected, such as patents or trademarks, or they may not be legally
protected but consist of unprotected technical or business knowledge, such as know-how and
customer or supplier data bases.”’ Intangibles are often firm-specific, as they are based on firm-
specific know-how and information. By using ICT, the costs of transferring intangibles or providing
services can be lowered, as some of these firm-specific inputs may be digitised and some services
may be provided via ICT. Knowledge-based assets and the provision of information-based services
are not dependent on a physical location and can in principle be located anywhere in the world.
Consequently, many of the activities and functions of a company are mobile and not dependent on
physical location factors, which again facilitates the formation of an international and
organisationally decentralised company structure. Therefore, the firm-specific rents achieved by use
of firm-specific intangible assets are also quite mobile. To conclude, the main factors for the
creation of value are firm-specific intangible assets and related services, leading to an increased

mobility in a company’s activities.

A summary of the main changes in the three factors influencing doing business abroad induced by

ICT is shown in figure 2.1 below.

See also Picot / Ripperger / Wolff, 1996, pp. 77-78; Bauer, 1997, pp. 202-206; Picot / Reichwald / Wigand, 2003,
pp- 289-290; Brunsbach, 2003, p. 30.

See also Dunning, 2000, p. 14, who states that the majority of global sales of multinational enterprises are in the
knowledge and information sectors, or in their supporting sectors.

See also McLure Jr., 1997, pp. 861-862; ibid., 2001, p. 334; Tapscott / Ticoll / Lowy, 2001, pp. 213-214;
Brunsbach, 2003, pp. 24-25; Picot / Reichwald / Wigand, 2003, pp. 351-355 for further quotations. For empirical
results for the film and media sector, see Kiiting / Zwirner, 2001, p. 28, who show that intangibles amount between
41% and 99,7% of all assets. In 2000, the average percent of intangible assets compared to the total of all assets
was 37,5% for NEMAX 50 companies.

For example, the OECD distinguishes between commercial intangibles, such as patents, know-how or designs, and
marketing intangibles, including trademarks and trade names that aid in the commercial exploitation of a product,
customer lists, distribution channels or unique names. See OECD, 2001, sections 6.3-6.4.
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Figure 2.1:  ICT-Induced Changes in the Factors Influencing the Way of Doing Business Abroad

ICT, importance of human
capital, internationalisation

Firm-specific

. ) Bridging of
mtgngtbles anc'l geographic Choice of
services as crucial distances => are organisational form

factors for the

) less important
creation of value

Organisation o Organisation | | Change in relative
within Organisation between importance of
(groups of) of markets different organisational
companies companies forms
24. ICT-Induced Changes in the Organisational Structures of Companies and Markets

Due to the impact of ICT on the main factors influencing the way of doing business abroad,
manifold changes are taking place within the organisational structures of the economy. The analysis
below examines the consequences of these changes for three areas: the internal organisation of
companies, the organisation of markets, i.e. the relationship between companies and its customers,
and the organisational forms of co-operation between different companies. This classification is

useful, since the fiscal analysis will refer to these three cat«:gories,58

24.1. Subject Under Investigation

With regard to the different organisational forms of doing business, market organisations,
hierarchies, and all kinds of organisational forms between the two, i.e. hybrid forms of inter-
company co-operation, are taken into account. For each organisational form, the focus is on doing

business abroad.

As regards the examination of different starutory or legal forms, the analysis includes sole
entrepreneurships, single corporations and affiliated groups. An affiliated group is defined for the
purpose of this analysis, and from a business economics point of view, as an economic entity

encompassing several legal entities which have restricted autonomy of decision and are under

%% This classification goes back to Brunsbach, 2003, pp. 19-34. See Jacobs / Spengel / Schafer, 2003, pp. 215-217.
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uniform control.* Due to the strong economic relationship between the various legal entities of an
affiliated group, it is economically considered one firm.%” It may be noted that, as a result of
ongoing globalisation, European integration and the use of ICT, the number and the scope of groups
of companies has increased.®’ Today, they qualify as a standard organisational form. Often, the
separate enterprises belonging to an affiliated group reside in different jurisdictions, thus creating a

multinational group of companies.

The extent to which the different economic changes are important for companies depends on the
intensity with which ICT are used to carry out business activities. Companies may use ICT only in
specific fields, for instance as a channel of distribution or in order to support the internal
organisation. ICT may also serve as a platform for the business activities of a company, for example
if the supply of information and services constitute its main business activities. Moreover,
companies may market ICT and the Internet itself, e.g. if they provide memory capacity or
websites, as an Internet Service Provider (ISP).%? The analysis includes various levels of ICT use,
i.e. multinational companies or groups with a pre-existing physical business structure using ICT

more or less extensively and international virtual organisations organised mainly virtually.®

24.2. Extra-Organisational Changes: Digital Markets

The impact of an increased use of ICT can be seen on the relationship between a company and its
customers, i.e. the organisation of markets.* A market transaction includes different phases, such as
the information, decision-making, agreement, and the termination phases.** With the use of ICT,
market transactions can be processed either completely or in part by ICT, thus creating digital
markets. By “digital markets”, we mean all kinds of relationships between a company and its
customers, which are either individuals or other businesses. One well-known example of a digital

market place is eBay, an online auction platfonn.67

% See Theisen, 2000, p. 15.

®  See Theisen, 2000, pp. 17-19; Sydow, 2001, p. 249; ibid., 2002, p. 694.

o See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 81; Commission of the European Communities, 2001,

p. 263. In 2000, about 90% of German pubtic limited companies and more than half of German partnerships had

relations with an affiliated group or equal relations. See Theisen, 2000, p. 21.

See Miiller, 2001/2002, pp. 507-508. Whilst the former example of business activities is expected to be used more

often by multinational groups with a pre-existing physical business structure also using the Internet in some way,

the two latter examples may be found more often in virtual organisations.

See also the examples of the M Group and the C Company in chapter 2.4.5.

The relationship between businesses and private consumers is called B2C (business-to-consumer), whereas the

relationship with other businesses is called B2B (business-to-business).

% Seealso Picot / Bortenliinger / Rohrl, 1997, pp. 111-112; Picot / Reichwald / Wigand, 2003, p. 338. For details on
electronic cash systems, see Fairpo, 1999, pp. 6-8.

% See Jacobs (Ed.), 2002, pp. 405-406; Brunsbach, 2003, pp. 25-27; Picot / Reichwald / Wigand, 2003, pp. 337-350

for further details on various forms of digital markets.

See also Picot / Reichwald / Wigand, 2003, p. 336. For providing an e-auction platform, the seller has to pay an

agent’s commission to eBay. For other forms of market places, see Barron / Price, 1999, pp. 413-414; Eicker,

62
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Firstly, due to the growing importance of ownership-specific intangible assets and services for the
generation of profits, new ways of making profits and new business models are emerging on digital
markets.®® New forms of communicating information or providing services include, for example,
the licensing of software or digital information, Application Service Providing (ASP) or data
warehousing.69 Digital products, such as software, digital books, music or videos, are ideal for
trading on digital markets. Their attributes differ from physical goods as they can be downloaded,
sold and change owner without physical contact. In addition, services based on information delivery
can be rendered via digital markets, such as IT-services, e-leamning, travel services, banking
services or professional services, e.g. accounting and consulting.”® The provision of such
“teleservices” is in most cases not dependent on a specific location. It is worth noting that the
parties on digital markets can remain anonymous. Moreover, it may be hard to identify single
transactions, as they can be performed without physical contact and may form part of a complex

network of transactions.

Furthermore, on digital markets, the geographical distance between a company and its customers
becomes less important and the transaction costs are in general not dependent on the geographical
distance between the market partners.”’ Foreign markets can, under certain circumstances, be
opened up and run without the necessity of establishing a physical presence in the market, as the
possibility of direct sales via the Internet renders a physical presence in the target country in certain
cases unnecessary. Thus, long-distance sales can be made without any negative effects on the
product sold, such as the quality of information.”® Particularly the various aforementioned forms of
teleservices which used to be provided face to face can be provided digitally these days. Therefore,

the costs of a company supplying foreign markets decrease significantly, since the costly

2001b, pp. 69-72. The emergence of digital markets can again be explained by the theory of transaction costs,
since the transaction costs for several phases can be lowered by the use of ICT. For more details, see
Lucking-Reiley / Spulber, 2001, pp. 56-57; Picot / Reichwald / Wigand, 2003, pp. 355-356; Brunsbach, 2003,
p. 27. See also a detailed analysis of digital market places, e-shops, e-auctions and e-exchanges in light of the
transaction cost theory in Hummel, 2002, pp. 713-733; an analysis of e-brokerage and e-auctions in light of
transaction costs in Lee / Clark, 1996, pp. 127-149, and the analysis of B2B e-commerce in light of transaction
costs in Garicano / Kaplan, 2001, pp. 463-485.

For a detailed analysis of new business models, see Wirtz / Kleineicken, 2000, pp. 628-635; Wirtz / Becker, 2002,
pp. 85-90; Wirtz / Becker, 2002a, pp. 142-148.

See the list of possible new business models in OECD, 20014, Annex 2, and for more details on the economic
potential of ASP, see Nolting / Nolte, 2004, pp. 431-435.

Services rendered via means of ICT include the provision of IT support (such as software maintenance or web-site
hosting), information or data delivery (such as the exchange of R&D knowledge), and electronic access to
professional advice (such as tax or legal consultancy). For more detail, see Reichwald / Méslein, 1997, pp. 18-25,
who provide numerous examples of teleservices; Utescher, 1999, pp. 57-66; Picot / Reichwald / Wigand, 2003,
pp. 352-355, who show the substitution of physical products by information products and traditional services by
information services.

See also Brunsbach, 2003, p. 26.

™ See also Spence, 1997, p. 145; Satzger, 1999, p. 40.
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. e . 73
establishment of branches or subsidiaries is in certain cases not necessary.”” These developments

lead to a marked increase in cross-border transactions.’*

Moreover, intermediation is a central activity in a market-orientated economy which brings buyers
and sellers together.75 For example, intermediaries organise the matching of suppliers and
customers, the exchange of goods and services and the gathering of information. The number of
intermediaries on digital markets depends on whether structures without any intermediaries,
structures with physical intermediaries, or structures with ICT-based intermediaries are most
efficient for a business operation.”® Three major developments are conceivable: firstly, if a
distribution via intermediaries becomes inefficient, a “dis-intermediation™ will take place. This
means that some, or even all, steps in the value added chain are eliminated.”” For example, it is
possible to directly distribute goods from the producer to the customer by exclusion of retailing and
wholesaling.78 Secondly, if a structure with ICT-based intermediaries is the most efficient one, new
and additional intermediation services emerge.”” Thus, a re-intermediation takes place. Possible
examples for intermediation services are information gathering and analysis (e.g. price information
and comparison, search engines), online auctions, security services or payment processing.so
Thirdly, if market structures with physical intermediaries are the most efficient solution, then the
physical intermediaries will continue to exist. When predicting the overall effect, it was previously
thought that a process of disintermediation would take place leading to a decreased number of
intermediaries in the country where the consumer is located.®’ However, the process of
disintermediation is no longer deemed to take place on a large scale.® This is due to the fact that,
even in the age of ICT, intermediaries between a company and its consumers are necessary and that

re-intermediation as outlined above is more likely to occur.®®

B See also Eicker, 2000, p. 123.

™ See also Satzger, 1999, p. 40. Especially cross-border services constitute a fast-growing sector in world trade. For
example, the ICT e-business services industry is growing at over 30% per annum. See Commission of the
European Communities, 2001a, p. 22.

See Lucking-Reiley / Spulber, 2001, p. 57.

For example, an ICT-based intermediary may consist of a server and the respective software equipment.

See Malone / Rockart, 1991, p. 96 for further examples.

This is often the case if only a small portion of the value added is contributed by traditional intermediaries. See
Gareis / Korte / Deutsch, 2000, pp. 35-36; Picot / Reichwald / Wigand, 2003, pp. 377-381. Particularly in the
computer industry, manufacturers have given up the conventional means of distribution and offer their products
over the Internet. See Mangold, 1999, pp. 30-31.

See Lucking-Reiley / Spulber, 2001, pp. 57-61 for several examples.

See Berryman / Harrington / Layton-Rodin / Rerolle, 1998, p. 152; Bailey / Bakos, 1997, p. 17.

See, among others, Irish Revenue, 1999, p. 45, and for further quotations chapter 4.3.1.

8 Seealso Bailey / Bakos, 1997, p. 18; Gareis / Korte / Deutsch, 2000, pp. 35-36; Picot / Reichwald / Wigand, 2003,
pp. 378-381.

For a detailed empirical analysis, see Bailey / Bakos, 1997, pp. 7-16; OECD, 1999, p. 15.
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24.3. Intra-Organisational Changes

The changes within the intra-organisational structure of companies are again deduced from the
effect of ICT on the three influencing factors for doing business as outlined above. Since, as stated,
affiliated groups of companies constitute an economic entity, they are included in the analysis of an

entity’s internal organisation.

Firstly, since ownership-specific intangible assets and services are increasingly important and often
constitute the main factors for the creation of value, the functions and activities of a company
performed on the basis of these input factors are more mobile and can be relocated easily.84 In
addition, the products transferred and services rendered are not necessarily comparable to those of

other companies.®

Secondly, with regard to the geographical structure of a company, different parts of the company no
longer have to be centralised in one country but can be located away from each other and be
connected via means of ICT.* Thus, a regional decentralisation of a company’s activities and a
greater dispersion and fragmentation of a business’s internal activities between different locations
becomes effectively possible.*” The process of producing goods and services is becoming more
international, since it is possible to utilise factors of production in various locations. Consequently,
along with the aforementioned fact that some activities of the company are more mobile, the
physical locations of the company sites and production factors are less important. Thus, companies
can better exploit the advantages of specific locations and competition between different locations
and jurisdictions may become more intense.®® In addition, spatial decentralisation leads to an

increase in cross-border exchanges of goods and services.

Thirdly, as regards the organisational form as a factor influencing the way of doing business,
organisational decentralisation may be observed within the firm.* Both the organisational and the
operational structure are affected.”® As regards the organisational structure of companies or groups
of companies — i.e. the business structure with regard to current decision-making and control —,

various new forms of group organisation are emerging. In addition to the basic model of a

See also Westberg, 2002, p. 22; Brunsbach, 2003, pp. 24-25.

See McLure Jr., 1997, pp. 861-862. For example, given digital products, production and distribution costs are
- contrary to physical products — not proportional to sales. See Strunk / Wichmann, 2001, pp. 428-429; McLure Jr.,
2001, p. 334,

Thus, the spatial difference between several parts of the company becomes less important since the access can be
realised by ICT. See Owens, 2002, p. 125.

¥ See Owens, 1997, p. 1836; Spence, 1997, p. 145; Brunsbach, 2003, pp. 20-21.

%8 See Miiller-Stewens (Ed.), 1997, p. 31.

See Eicker, 2000, p. 121; Brunsbach, 2003, p. 23.

Regarding the connection between the organisational and the operational structure, see Kriiger, 1994, pp. 119-121;
Michel, 2001, pp. 54-55.
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hierarchical structure, the organisation of a firm is often more decentralised. The organisational
structure tends to be segmented into different economic entities such as business divisions, regions
or lines of business. The organisational structure is not necessarily one-dimensional but can be
bi- or multidimensional such as in the case of a matrix or tensor organisation based on regions and
products.”’ The separate entities, so-called modules or profit centres, often have the decision-
making power and are responsible for their own results.” Thus, a modularisation takes place within

organisations.

Some central functions which are important for the whole organisation are often centralised in one
particular country in “shared service centres” for the purposes of streamlining operations and
achieving economies of scale.”® Functions which may be performed in these shared service centres
are R&D, management, financial, marketing or administrative services and the administration of
intangible assets.” The fields of activities of these service centres vary due to the various activities
and structures of the different organisations. In addition to the centralisation of services, the
production and distribution functions are also often centralised. Thus, the coexistence of a
centralisation of competencies with a decentralisation of the business structure may be noticed.” As
a result of these organisational changes, along with the aforementioned increased importance of the
firm-specific input factors, the internal structure of each organisation becomes increasingly unique
and differs to a larger extent from other companies.®® In addition, the organisational structure differs

10 a larger extent from the legal structure of the group.”’

With regard to the operational structure of companies, a tendency towards process-orientation may

be observed, a development that is called business process reerlgineering.g'8 The basic unit

%" Thus, functional, one-dimensional organisational structures are replaced by more object-orientated multi-

dimensional organisational structures. For an overview of this development, see Raupach, 1988, pp. 499-501;

ibid., 1998, pp. 77-82 for several examples; and Michel, 2001, pp. 58-63, 72-73, and pp. 98-118 for a detailed

discussion of the various organisational forms, such as an affiliated group with a head office, an affiliated group

divided into lines of business, a management holding company and matrix structures. Regarding the debate on the

implementation of a matrix structure in the Daimler-Benz AG, see Raupach, 1988, pp. 495-496.

See Frese, 1993, pp. 999-1002 for numerous examples and a historical overview; Picot / Reichwald, 1994,

Pp- 555-557, Frese, 1995, p. 942; Michel, 2001, pp. 69-70. Possible basic units for the modules are product lines,

business areas or sales regions. See Picot / Reichwald / Wigand, 2003, pp. 229-235, 244-246. These profit centres

may, but do not have to, constitute a separate legal entity in practice. See Raupach, 1988, p. 502; ibid., 1998,

pp. 86-87 for a discussion of the pros and cons.

For further details, see Topfer, 1996, p. 249; Raupach, 1998, pp. 76-77; Miller, 1999, p. 46; Theisen, 2000,

pp. 174-176; Jacobs, 2003, pp. 117-118; Li, 2003, p. 13.

See Endres, 1996, pp. 93-95; Li, 2001, pp. 778-780; Jacobs, 2003, p. 116.

% See Kessler (Ed.), 2000, pp. 443-444.

For example, the cost structure and the risk structure of companies doing business in the field of e-commerce

differ substantially from those of companies doing business in more traditional fields.

The organisational structure is to a certain extent dependent on the legal structure. See Raupach, 1988, pp. 501-

502; Robock / Simmonds, 1989, p. 253; Michel, 2001, pp. 88-90.

% See Venkatraman, 1991, pp. 137-140; Theuvsen, 1996, pp. 65-72; Miiller-Stewens (Ed.), 1997, pp. 1-10; Raupach,
1998, pp. 72-74; Michel, 2001, p. 74. According to a survey conducted in 1995, 80% of firms stated that they
wanted to create a more process-oriented organisational form. See Theuvsen, 1996, p. 66.
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considered is the economic process which often includes the whole value added chain without
interfaces.”® The different value creation chains may be linked with each other and are thus hard to

identify. They are often fragmented by the legal structure of the firm.

As a result of business process reengineering, modularisation and the exchange of goods and
services between different profit centres, the conventional value added chain is turned into value
added networks with mutual business relationships.'® Thus, a tendency towards a market-style
organisation within firms may be observed.'”" Another development with regard to the operational
structure of firms is the emergence of intragroup networks between various employees belonging to
different entities of a company. In this case, not all services or know-how regarding a specific topic
are centralised in one business centre, and the employees may be spread all over the world. For
example, various researchers belonging to different entities and resident in different jurisdictions

192 Other examples are data banks that are

may work together in an intragroup R&D network
developed and accessed by employees working all around the world and global trading.'® Thus,
intra-organisational virtual networks are emerging. The advantage of all these networks lies in the
fact that the work can be done independently of time and place on a 24-hour basis. Without ICT,
such forms of intragroup networks would not be feasible in an efficient way. As the contribution of
each partner to these integrated networks tends to be very small and often involves intangibles such
as know-how, it may be hard to identify. Consequently, organisational decentralisation along with
internationalisation has led to a rise in intra-organisational cross-border transactions with regard to

both frequency and volume.'®

Furthermore, organisational and geographical decentralisation also have implications on the
management structure of an organisation. Firstly, for affiliated groups with a matrix or tensor
organisational structure subdivided into divisions and / or lines of business, the operational structure
differs from the legal structure of the group. Therefore, the management of a subsidiary belonging
to the group can in practice be carried out by several persons, such as the executive chairman of the
subsidiary, the head of the line of business, the head of a particular function or of a region the

subsidiary belongs to, depending on the operational structure of the group.los The management

% See Jacobs, 2003, pp. 114-115; Picot / Reichwald / Wigand, 2003, pp. 231-232.

10 See Delfmann, 1989, p. 109; Miiller-Stewens (Ed.), 1997, p. 35; Reichwald / Mdslein, 1997, p. 6; Oestreicher,
2000, p. 4; Herzig, 2001, p. 29; Strunk / Wichmann, 2001, p. 429.

1 For details on internal markets, see Frese (Ed.), 2000, pp. 222-229; Barth / Kiefel / Wille, 2002, p. 22.

2 See Li, 2001, p. 778; Jacobs (Ed.), 2002, p. 950. Such cases are also called “global development”, see Kaminski,
2000, p. 174; Sydow, 2002, p. 697. See also Rayport / Sviokla, 1995, pp. 79-80 for examples of intra-
organisational virtual networks in practice.

"% See Portner, 1995, pp. 358-359; Hauselmann, 1997, p. 858; OECD, 1997, p. 9; Selling, 1998, p. 418; Eicker,
2000, p. 122; Oestreicher, 2000, pp. 43-44.

'™ See Prinz, 2000, p. 537.

1% See also Michel, 2001, pp. 116, 232-233.
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structure of a decentralised organisation tends to be non-hierarchical but may consist of several
management centres with equal rights which are linked to each other.'® Due to a decentralised
organisational structure and rather flat hierarchies, the different business management functions and
the responsibilities within a management function are often conferred to several pecplc.'o7 Thus, the
number of employees with decision-making powers is increased. In addition, the authority and
decision-making powers within a polycentric company are based more on economic processes than
on formal responsibility.'® For these bi- or polycentric management structures, top management is
often located in several different jurisdictions. Using ICT tools, such as video-conferencing or
e-mail, decisions which are relevant to the company can be taken either in different locations or at
the same time in different places.'” In addition, the management of a company may often be
situated elsewhere and not in the company itself. For example, the manager of a subsidiary may

work at the holding company in another country or work on a mobile basis.

With the strong increase in services provided, the provision of services by use of the personnel’s
know-how often constitutes the main factor for the creation of a company’s profits these days. In
addition, ICT allow for providing services independently of time and place. Thus, geographic
distances between several parts of a company and between the company sites and its employees
become irrelevant, since the necessary link can be effected by use of ICT. As a consequence of
these two developments, there are a strongly increasing number of cases in which employees of a
company installed in one country are working in another country without any physical presence of
the company installed there. Thus, with the decentralised internal organisation of firms, the
increased use of digital infrastructure and the growing importance of human capital for the creation
of value, employees can nowadays work distantly from the company’s premises for all or part of the
working time by use of telecommuting.110 Since a connection between different workplaces can be
provided by ICT, the distances between workplaces become less important. Thus, employees are

not that dependent on their employer’s location and the spatial structure of the organisation is

See also Kolde, 1974, pp. 120-121; Gomez, 1992, p. 172 for references to empirical studies; Raupach, 1998, p. 85;
Breuninger / Kriiger, 1999, pp. 80-83.

7 See Brunsbach, 2003, p. 81.

‘% See Brunsbach, 2003, p. 81.

This fact is also called “telemanagement”. See Reichwald / Méslein, 1997, pp. 25-31. See also Reichwald /
Moslein, 1997, pp. 32-34; Picot / Reichwald / Wigand, 2003, pp. 410-411, who provide examples for studies with
regard to the “telecommunication paradox”, signifying that an increase in the use of ICT does not lead to a
substitution of business trips by managers.

See also Jacobs (Ed.), 2002, p. 412. The expression “telecommuting” encompasses all forms of working
organisation in which the employee works distantly from the company. The average percentage of teleworkers in
Europe in 1999 amounted to 6% of the European work force. The number of all teleworkers in Germany in 1999
amounted to 2,130,000 employees. See empirica, 2000, pp. 21, 26. For further prognoses on the spread of
telecommuting, see Utescher, 1999, pp. 48-49.
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becoming more flexible.!! One can distinguish between different forms of telecommuting.' 2
The most widespread type of remote work is home-based telecommuting, meaning that the
employee works at home. Centre-based telecommuting means that the employees work in
telecommuting centres — establishments that offer workplaces to employees of one or more
organisations. Mobile teleworkers are those who work distantly from home and from their main
place of work, e.g. on business trips. Additionally, it is also conceivable that employees work on a
more or less permanent basis at the customer’s premises or at the premises of another group
company. In principle, the employees could perform various tasks for their company, for example
the development of software programs, the administration of databases, or marketing, translation,
hotline, and all kind of administrative services. Often, these activities constitute the core activities
of the company and the employees contribute to a great extent to the creation of value.'"” In
addition, employees may work in relation to customers, such as providing IT-related, consulting or
professional services, e.g. lawyers or accountants.'' Possible mobile activities are journalist
activities or other kinds of providing information. In addition, due to the legal decentralisation of a
company and the decentralised management structure,'”® a manager of a company might perform
his tasks distantly from the company. The importance of telecommuting is reinforced by the major
role played by firm-specific human capital in the creation of value. In short, these developments
have led to a marked increase in intragroup cross-border trade, especially in services.''® Those kinds
of working structures could not be implemented to such a great extent in an effective way before the

increased use of ICT provided for a changed economic structure.

244. Changes with Regard to the Relations between Different Organisations

Due to the influence of ICT on the choice of an optimal organisational form, hybrid forms of co-
operation are becoming more widespread.'”” In the case of contractual joint ventures, business
partners only enter into contractual obligations and do not have to bundle legal resources together
into a new separate legal entity.'"® These forms of business co-operation are in general long-term
co-operations, based on treaties or simply on trust. Thus, business partners remain legally

independent and — except for the co-operation — they also mostly remain economically

- For the historical context, see Mokyr, 2001, pp. 9-14.

For more details, see Reichwald / Moslein, 1997, pp. 13-16; empirica, 2000, pp. 8-11; Picot / Reichwald / Wigand,
2003, pp. 405-409.

See also Brunsbach, 2003, p. 128,

For examples of teleservices, see Utescher, 1999, p. 45, Picot / Reichwald / Wigand, 2003, pp. 414-417.

See also Sieker, 2001, pp. 87-88 for further examples.

See Reichwald / Moslein, 1997, p. 20, and also footnote 74.

The notion of hybrid forms of co-operation does not include affiliated groups but only co-operations without equal
interests.

See also Michel, 2001, p. 134; Jacobs (Ed.), 2002, pp. 1201-1202; Endres, 2003, p. 197, Picot / Reichwald /
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"9 Often, the pooling of profits and losses between business partners is stipulated in

independent.
the contract. As links between different companies can be created using ICT, it is possible to co-
operate internationally without needing to centralise all activities in one location. Thus, business

activities are no longer dependent on geographical distances.'?’

Some examples of contractual joint ventures are strategic alliances, strategic networks and joint
ventures.'' A strategic alliance is a horizontal co-operation between two or more entities at the
same level in the value adding process for the purpose of gaining a competitive advantage.'”
Another form of a contractual, vertical co-operation is an extra-organisational network, ie. a
network between entities that do not belong to the same affiliated group.123 A further development
of a network between different legal entities is the virtual network, which constitutes the latest

124 A virtual network is a dynamic, temporary network

model of a flexible organisational structure.
between various legally and economically independent entities that come together quickly in order
to develop a specific product or project or to make use of specific market opportunities.'”® The sole

link between the various network partners within a virtual network is created by using ICT.

The main factors for the creation of value of these kinds of co-operation are firm-specific intangible
assets, such as know-how. For example, international co-operations are often set up for R&D
projects.'?® Given the different forms of co-operation, the contribution of each partner to the added
value tends to be very small and hard to identify. Thus, there is a major increase in inter-company
transactions. Since the important decisions are often taken jointly, the management structure of
these inter-organisational networks is rather non-hierarchical and poly-centric‘127 With the
emergence of hybrid forms of co-operation, the legal boundaries of the firm — well defined by

regional and temporal aspects or by the workforce and know-how — are no longer clearly

Wigand, 2003, pp. 288-290.
19 See Biichs, 1991, p. 3; Michel, 2001, pp. 119-120.
' See also Brunsbach, 2003, p. 3L
"' Since these different forms are often similar, it is difficult to clearly distinguish between them. See Lange, 1998,
p. 446.
For more details, see Moss Kanter / Myers, 1991, pp. 331-333; Backhaus / Meyer, 1993, p. 332; Byrne / Brandt /
Port, 1993, p. 38; OECD, 1999, pp. 85-86; Michel, 2001, p. 133.
See the example given in Sydow, 2001, pp. 241-243. For the scenario of large networks between companies as a
possible common organisational form in the future, see Laubacher / Malone, 1997, pp. 6-9; Mertens / Faisst,
2000, pp. 37-46.
This organisational form is often called a virtual organisation. To emphasise the fact that it constitutes an
intercompany form of co-operation, the notion “virtual network™ is used here in contrast to the intra-organisational
virtual networks mentioned in chapter 2.4.3. For further details, see Davidow / Malone, 1992, pp. 5-7; Byrne /
Brandt / Port, 1993, pp. 36-40; Scholz, 1996, pp. 207-208; Li, 2001, p. 780; Bea / Jéigle, 2002, pp. 362-364; Picot /
Reichwald / Wigand, 2003, pp. 418-428, and the example in Matthdius, 2003.
'8 See Malone / Laubacher, 1999, p. 148; Behrens, 2000, p. 159; Schiofmacher, 2002, p. 96.
The sectors most commonly involved are electronics, aerospace, telecommunications, computers, and
automobiles. See OECD, 1996, p. 44.
27 See Badaracco Jr., 1991, p. 316; Davidow / Malone, 1992, p. 162; Breuninger / Kriiger, 1999, p. 82.
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distinguishab]e.128 Thereby, also the distinction between the internal organisation of a company and

its external relations is becoming blurred.

2.4.5. Typical Patterns of Doing Business with the Advent of ICT

The various economic changes due to an increase in the use of ICT are illustrated in the following
two examples of a multinational group and a virtual organisation which are, in some respects, rather

extreme but they have been chosen to illustrate and visualise the economic changes.

Figure 2.2:  Economic Structure of the M Group
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The M Group (see figure 2.2 above) is a multinational group which produces computer hardware
and software. The group uses ICT as a supporting tool for the purposes of communicating between
different entities in the group, streamlining organisational processes, and as a tool for customer
relationship management, marketing, and sales. The group disposes of a decentralised
organisational structure with production sites and service centres providing R&D, marketing or
administration services. Due to its organisational decentralisation, the management structure of the
M Group is non-hierarchical and is made up of several management centres with equal rights which

are linked to each other. The key managers reside and work in different countries. The distribution

' For more details on the boundaries of the firm, see Badaracco Jr., 1991, pp. 302-306, 312-318; Moss Kanter /

Meyrs, 1991, p. 329; Ashkenas / Ulrich / Jick / Kerr, 1995, pp. 199-204; OECD, 1996, pp. 43-45; Miiller-Stewens
(Ed.), 1997, pp. 46-49; Ernsthaler / Gesmann-Nuissl, 2000, p. 2265; Sydow / Windeler, 2001, p. 134;
Schlofimacher, 2002, p. 96; Brunsbach, 2003, p. 30.
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of software is partly carried out by means of a server from which customers can directly download
the software. In addition, employees are providing IT-related services to customers while working

at the customer’s premises. Furthermore, employees can telecommute from home while performing

functions such as marketing services.

Figure 2.3:  Economic Structure of the C Company
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The C Company (see figure 2.3 above) is a virtual organisation with business partners working as
software engineers and resident in different countries.'®” Together, they develop e-leaming software
for natural sciences supplemented by a database containing relevant background information. Every
researcher works in a different field: one is responsible for the content, another for the technical
implementation and the third for the marketing, sales and distribution of the software. As the
requisite data can be provided via ICT, they communicate solely by means of ICT in order to
perform the work. All three business partners are responsible for the management and
administration of the business, with the chair moving between the three partners on a rotating basis.
For management purposes, the business partners of the C Company either communicate via e-mail
or meet on a rotating basis in the different jurisdictions. The e-learning tools are sold over a server

where customers can directly download these tools.

' This example is based on Peter, 2002, pp. 301-302. For more examples, see Breuninger / Kriiger, 1999, pp. 82-83.
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2.5, Summary

On the basis of the eclectic theory of international production and of the transaction cost theory
~ two theories on the organisational structure of firms —, three principal factors influencing
international economic activities to generate economic rents have been identified: the choice of
geographical location, the organisational form of doing business and the main factors for the
creation of value. These three factors are all influenced by the increased use of ICT. For example,
the geographical location has become more decentralised, since geographical distances can be
bridged. In addition, the crucial factors for the creation of value are often firm-specific intangibles

and services. Moreover, the relative importance of organisational forms has changed.

Based on this analysis, different ICT-induced changes in the organisational structures of companies
and markets are deduced. For example, digital markets with new ways of making profits and new
business models emerge. In addition, the organisational and regional structure within a company
becomes more decentralised. Furthermore, new forms of working organisation emerge, such as
different forms of telecommuting or a polycentric management structure. Moreover, hybrid forms
of co-operation are emerging, such as virtual networks. Even if the degree of the aforementioned
developments depends on each individual case, the general trends are valid for the whole economy.
The majority of these developments are not completely new but have accelerated substantially over

recent years.

In general, international taxation is based on the underlying economic structure. Therefore, it has to
be examined to what extent these economic changes have an impact on the applicability of
international company taxation. In the following, the impact of these changes in the economic

structures on the tax planning of companies will be analysed.
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3. Fundamental Concepts of International Taxation

The subject under investigation in this thesis is the international tax framework. Thus, the aim of
this chapter is to set out the fundamental concepts and principles of international income taxation
which are relevant to the following analysis. After outlining the general framework of international

income taxation, each field of international taxation is described in more detail.

3.1 The Tax Framework for International Company Taxation

The fundamental components of international taxation which are relevant to cross-border

transactions can be listed as follows:'>"
1. Whether a jurisdiction has the right to tax income from a cross-border transaction;

2. How the income is allocated between different taxable entities, i.e. to what extent a jurisdiction

has a right to tax;

3. Which concept should be chosen with regard to the prevention of double taxation, either the tax
exemption method, along with the source principle, or the tax credit method, along with the

residence principle.

As a first component, the circumstances under which a country has the right to tax are considered,
i.e. when a company is liable to tax in a jurisdiction.'>! The country where a business is established
is normally regarded as the residence country, while the country in which a business conducts its
trade and earns its income is usually referred to as the source country. Basically, a right to tax can
either be based on residence or on source which are both seen to express the principle of economic

allegiance.'>

According to the concept of residence, the jurisdiction in which the company is resident has a right
to tax the income of the company. The definition of residence is based on the personal status of a
taxable entity and should ideally reflect sufficient economic connections between the company and
the particular jurisdiction.”® The company is subject to unlimited fiscal liability in the residence
jurisdiction, meaning that the company’s world-wide profits are subject to tax. There are in
principle two aspects to be considered with regard to residence taxation: Firstly, it must be

determined whether an entity is qualified as a taxable entity, which is particularly relevant to

130

" See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 73 for a similar list.

For further details on the economic, legal or geographical affiliation as a requirement for a country’s right to tax,
see Zuber, 1991, pp. 82-89; Fohr, 2001, pp. 76-77; Jacobs (Ed.), 2002, pp. 6-7.

In addition to this jurisdictional allocation of tax revenues, an income allocation of tax revenues between different
source countries is important for an equitable division of the tax base. For further details and quotations, see
chapter 5.1.2.

' See also Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 73; Li, 2003, p. 83.
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partnerships. Secondly, a company’s place of residence has to be identified. Moreover, under the
concept of source taxation, a company is liable to tax in the source jurisdiction if it is doing
business there. This liability for taxation of non-residents is typically limited to the income
generated in the source country and having a reasonable nexus with the source country.'** Whether
an item of income is subject to tax, where the source is located, or the methods of tax collection and

the tax rate, differ depending on the respective income category.

Once the residence and source country in which the business entity is liable to tax have been
determined, the second fundamental issue of international taxation is the allocation of the tax base
between these different tax attributes and the various jurisdictions. Thus, the issue of profit
allocation is crucial for both the taxable entities and the tax authorities in order to levy taxes. There
are two basic approaches to the allocation of profits between different entities: the separate entity
approach along with the arm’s length principle based on separate transactions — which is the
currently prevailing approach — and the consolidation approach along with formula apportionment.

The issue of profit allocation arises for permanent establishments and within associated enterprises.

Subsequent to the jurisdictional nexus in the residence and the source country and to the allocation
of the tax base between these nexuses, it must be decided which principle should be applied to
tackle the possible issue of double raxation, i.e. at which level the final taxation of income should
take place. The reasons for the occurrence of a double taxation of profits differ depending on the
legal form of the investment abroad. Given a permanent establishment, double taxation arises for
the profits generated by the permanent establishment since the same tax subject is liable to tax in
the source country under the limited tax liability and again in the residence country according to the
unlimited tax liability. Given a subsidiary representing a separate legal entity, a double taxation of
profits only arises if the profits are distributed to the parent company. In general, when source and
residence jurisdictions overlap, the source country has a prior right to tax and any possible double
taxation should be mitigated or prevented by the residence country. Thus, either the residence
principle, along with the tax credit method, or the source principle, along with the tax exemption

method, may be applied to prevent any legal double taxation.

The system of international taxation as considered in this thesis is illustrated in figure 3.1. The

thesis goes on to explain each field of international taxation in more detail.

B4 See also Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 74, 76.



33

Figure 3.1:  The System of International Taxation
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3.2. Jurisdiction to Tax
3.2.1. Tax Attributes in the Residence Country

A company’s residence country is in general the jurisdiction where the centre of the company’s
activities is located and where the company makes use of the benefits provided by the residence
country. It is assumed that the residence jurisdiction provides public benefits to the resident
company, such as economic resources, security or legal, financial, physical and social infrastructure

and thus shall have the right to tax the resulting profits.'®

In order to implement residence taxation, after defining whether a tax subject exists, it must be
determined where the taxable entity is resident. Examples of formal tests to determine the fiscal
residence of a company on the basis of its legal allegiance are the place of incorporation or the place

of a company’s statutory seat."*® The place of incorporation is the place where the company was

5 Thus, the residence country’s right to tax can be based on the benefit theory. See also Musgrave, 1969, p. 116;

ibid., 2000a, pp. 79-80; Neumark, 1970, p. 87; OECD, 2001c, section 5; Brunsbach, 2003, pp. 170-171; Li, 2003,
p- 52. Thus, a country’s right to tax is deduced from the benefit principle, but not the level of taxation. Regarding
the level of taxation, see the discussion on taxpayer equity and the ability-to-pay principle in chapter 5.1.1.

Which of the two criteria is applied depends on the regulations of the company law of the respective jurisdiction.
Thus, a company may be recognised as an entity legally distinct from its incorporators because of its incorporation
under the law of a given country, under the “incorporation doctrine”, or because a company has its administrative
seat in a given country, according to the “seat doctrine”. For further details, see Rivier, 1987, pp. 50-51; Mdssner,
1998, pp. 72-73; Schaumburg, 1998, pp. 302-304; Breuninger / Kriiger, 1999, pp. 85-93; Schaumburg /
Schlofimacher, 2001, pp. 392-393 for an outline of the historical background to the seat theory; Jacobs (Ed.),
2002, pp. 525-526; Haase, 2003, pp. 533-540; Meilicke, 2003, pp. 794-804. The applicability of the statutory seat
doctrine is limited, since it is deemed to be incompatible in certain areas with the freedom of establishment as set
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formed, i.e. where the articles of a company have been registered.'” Since the statutory seat as laid
down in the articles of the company is also situated in a country if it was established under the laws
governing that <:ountry,138 in principle, both legal criteria lead to the same result. The determination
of a company’s residence based on these legal criteria is often a rather elusive concept, since the

determination of residence is not dependent on actual economic reality.

In order to avoid this rather arbitrary determination of a company’s residence based on legal
allegiance, the determination of a company’s residence can instead be based on the principle of
economic allegiance and on a facts-and-circumstances test.'” Thus, a company’s residence is
defined according to economic criteria to provide a determination of residence in accordance with
the place where the company’s real business is carried on. The place of management acts as an
economic criterion to identify a company’s residence. However, this concept is far from being a
uniform concept. Under Anglo-Saxon law, the central management and control concept is
applicable. The place of central management and control refers to the highest level of management
and is defined as the place where top management is located, i.c. where the highest functions of

management and control are performed.'*

Alternatively, the place of effective management constitutes another concept to identify the place of
management which is often used in Continental Europe. It is located at the centre of gravity of top
management, meaning where the will determining the running of a company’s business takes

141

shape.”™ Unlike the place of central management and control, the identification of the place of

effective management may take also lower levels of management into account,™*?

The OECD Model does not stipulate a particular definition of residence, but refers in paragraph 1 of
Article 4 of the OECD Model to the definition under the laws of the contracting jurisdictions. Since

different countries apply different approaches in order to identify a company’s residence, cases in

forth in Articles 43 and 48 of the EC Treaty in line with two recent decisions of the European Court of Justice
(ECJ). See the “Uberseering” decision in 2002, the “Centros” decision in 1999, and further discussions in
Thémmes, 2002, pp. 631-632; Birk, 2003, pp. 472-473; Haase, 2003, pp. 542-546.

See Griemla, 2003, p. 43. Inter alia, this criterion is applied in the United States and — as a criterion among
others — in Australia, Canada, Denmark, the Netherlands, India, New Zealand, Switzerland, and the United
Kingdom. See Rivier, 1987, pp. 52-53; IBFD (Ed.), 2004, pp. 104, 167, 471, 603, 704, 727.

Inter alia, this criterion is applied in Austria, Belgium, Germany, Italy, Portugal, Spain, and Switzerland.
See Rivier, 1987, p. 55; Griemla, 2003, pp. 39-40; IBFD (Ed.), 2004, pp. 53, 71, 243, 359, 519, 603, 653.

% See Li, 2003, p. 83.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 76, Griemla, 2003, p. 42. Inter alia, this criterion is applied
in Canada, New Zealand, and the United Kingdom. See Rivier, 1987, pp. 53-54; IBFD (Ed.), 2004, pp. 104, 704.
This test is often applied as an alternative criterion to the statutory seat of a company, for example in Austria,
Belgium, France, Germany, Italy, Portugal, Spain, and Switzerland. See Rivier, 1987, p. 55; IBFD (Ed.), 2004,
pp. 53,71, 218, 243, 359, 519, 603, 653. It is assumed here that the administrative centre according to civil law
coincides with the place of central management. For the discussion with further quotations for this point of view
and for the opposite view that these two criteria do not lead to the same place of residence, see Schaumburg, 1998,
pp. 304-305; Griemla, 2003, pp. 53-56.

See Staringer, 1999, p. 137; Griemla, 2003, p. 41.
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which a company is deemed to be domiciled in several countries may occur with more 'frequency.143
In such cases, paragraph 3 of Article 4 of the OECD Model stipulates the place of effective
management as a tie-breaker rule if a company is resident in two countries according to their
respective national laws. The place of effective management is in general located where the key
management works and where decisions necessary for conducting a business are made."** This is
normally the place where the most senior persons, such as the Board of Directors, meet to make
decisions concerning the management of the company. For the identification of the place of
effective management, all major facts and circumstances must be examined. According to the
OECD, there can only be one place of effective management at any one time. However, the Gerrman
Supreme Tax Court has ruled that a company can have several places of effective manag:ament.l“5
To conclude, although the characteristics of the place of management concept vary according to
their respective implementation, they all have in common that the location of management, and the
place of decision-taking, plays a central role in identifying the place of management.

Another criterion to determine a company’s residence is the place where the company’s main

146
d.

activities are conducte Note that not just a specific location within a particular country, but all

actual and real activities carried out within a country are considered.

3.2.2. Taxation in the Source Country

As mentioned above, the source country also has a fair claim to tax the income produced within its
borders because the investors benefiting from its services should be made to bear their share of the

COSts. 147

Firstly, the characterisation of income is important when levying taxes at source, i.e. the
identification of the source of income, the jurisdictional nexus, the methods of tax collection and the
tax rates, In general, in accordance with both domestic and treaty law, a distinction can be made
between active income, including business profits and income from services, and passive income,
including dividends, interests and royalties."*® In the context of this thesis, the main income

category to be considered is business income, including income from services, and royalties.

13 See Hinnekens, 2001, p- 324. Even if the same criterion is applied, a dual resident company may exist. See also

Rivier, 1987, pp. 61-63; Staringer, 1999, pp. 33-35; Griemla, 2003, pp. 46-51, who give an overview of the
reasons for dual residency.

For the following comments, see paragraph 24 of the Commentary on Article 4 of the OECD Model; Doernberg /
Hinnekens / Hellerstein / Li, 2001, pp. 301-302. The place where the decisions are implemented is irrelevant.
See OECD, 2001c, section 28 for the example of German case law; Schlofimacher, 2002, p. 97.

See German Supreme Tax Court, 1997, p. 233; German Supreme Tax Court, 1998, pp. 437-439, and also the
discussion in Kessler / Miiller, 2003, pp. 365-366.

Inter alia, this criterion is applied in Italy and Israel. See Rivier, 1987, p. 56; Griemla, 2003, pp. 43-44; IBFD
(Ed.), 2004, p. 359.

See chapter 3.1, and Sprague / Hersey, 2003, p. 305.

For more details and further quotations, see Li, 2003, p. 86.
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The source of capital income, including royalties, is in general located at the payer’s residence.
According to Article 12 of the OECD Model, only the residence country has the right to tax income
from royalties. However, many double tax conventions in practice deviate from this rule and

149 The source

provide for source taxation in the form of a withholding tax of about 5 to 20 percent.
rules for business profits and income from services in general refer to the location of the income-
earning activities. Domestic law may define the source of business income to be the place where
business is carried out or services are performed, the place of conclusion of a contract, the place of

payment, the Jocation of business activities or the activities of a dependent agent. 150

In order to determine the source country’s right to tax, an appropriate threshold must be defined.
Under the principle of source country entitlement, the source country should have a prior right to
tax profits generated by activities carried out within its jurisdiction if the taxable entity participates
actively in economic life.'>' For business income or income from independent services, the OECD
Model follows the permanent establishment rule. The permanent establishment indicates the
threshold that must be met by the business activities in the source country in order to entitle the
country to tax the resulting business income. This concept allows the source country to tax profits
attributable to business establishments which show the characteristics of permanence, substance,

and continuity of operation.'*?

According to Article 5 of the OECD Model, a permanent establishment is defined as a fixed place
of business through which the business of an enterprise is wholly or partly carried out."® The
company must have the right to use the permanent establishment, i.e. the permanent establishment

13 Moreover, the overall activity of the permanent

has to be at the disposal of the head office.
establishment must go beyond mere preparatory or auxiliary activities and must not fall under one

of the exceptions mentioned in paragraph 4 of Article 5 of the OECD Model.'® In addition,

" See also Eicker, 2001, p. 152.

50 See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 79, and Sprague / Boyle, 2001, pp. 31-41 for a detailed
comparative analysis of national source rules for e-commerce.

For a historical overview of this principle in several states, see Flick, 1961, p. 173.

See Musgrave, 1972, p. 398. The adoption of the permanent establishment concept goes back to the draft
convention published by the League of Nations in 1927. For a more detailed outline of the history of the
permanent establishment concept, see Skaar, 1991, pp. 72-101.

See paragraph 1 of Article 5 of the OECD Model. The location of the customer base is irrelevant.

9 See Skaar, 1991, pp. 155-158; Utescher, 1999, pp. 101-103; Skaar, 2000, p. 190; Jacobs (Ed.), 2002, p. 380;
Peter, 2002, pp. 55-57 and paragraphs 4 to 4.1 of the Commentary on Article 5 of the OECD Model.

Exceptional activities include the use of facilities solely for the purpose of storage, display or delivery of goods or
merchandise, the maintenance of a stock of goods or merchandise solely for the purpose of storage, display or
delivery or for the purpose of processing by another company, or the maintenance of a fixed place of business
solely for the purpose of purchasing goods or merchandise or of collecting information. These activities mentioned
in subparagraphs 4 a) to 4 d) of Article 5 of the OECD Model do in general not entail the creation of a permanent
establishment, even if they would constitute more than auxiliary or preparatory activities. This legal effect is
contrary to the intention underlying paragraph 4 of Article 5 of the OECD Model to prevent taxation if only
activities of a purely preparatory or auxiliary nature are carried on. See also paragraph 21 of the Commentary on
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according to paragraph 5 of Article 5 of the OECD Model, a permanent establishment is deemed to
exist if a company carries out business through a dependent agent who habitually exercises the
authority to enter into contracts in the name of the company. The criterion of a dependent agent is
subsidiary to the basic rule permanent establishment and shall take the company’s personnel

connection to a jurisdiction into account.'*

If the permanent establishment rule is not met, the taxpayer carties out direct business in the source
country, meaning that the company works the market in the source country without actually setting

up a fixed establishment there.

3.3. Allocation of Profits
3.3.1. General Overview

In general, the issue of allocating profits among different entities arises for permanent
establishments and subsidiaries belonging to an affiliated group. In both cases, the allocation of
profits is based on the same rationale: the division of income must take place according to the origin
of the profits, i.e. depending on where they are generated in the first place.'®” The origin of profits is
determined in a functional analysis which identifies the functions performed by the various entities,
for example purchasing, sales and distribution, production or R&D, and the risks borne, such as
currency, sales or product risks. Based on the functional analysis, the approximate contribution of

each entity to the creation of value is calculated and the profits and assets are allocated respectively.

In general, an affiliated group represents an economic entity. The profit, however, must be
calculated for each of every legal entity within the group. Also a permanent establishment forms an
inseparable part of the rest of the company, but is considered a separate entity for the purpose of
dividing income between the permanent establishment and the head office. Thus, from an economic
point of view, an affiliated group representing an economic entity is comparable to a head office
along with a permanent establishment. There are two basic theoretical approaches for the allocation
of profits between different entities: the separate entity approach, along with the arm’s length

principle, and the consolidation approach, along with formula apportionment.

Under the separate entity approach, the profits of each separable entity, such as a permanent
establishment or a legal entity, are calculated separately. This approach works on the premise that

each entity is faced with differing economic circumstances and therefore has to be treated

Article 5 of the OECD Model, and Utescher, 1999, p. 114.

This rule emphasises the employees’ link to the jurisdiction and does not require a fixed place of business.
See Jacobs (Ed.), 2002, pp. 397, 412; Scheffler, 2002, p. 183.

For the following comments, see Scheffler, 2002, pp. 279-281.
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differently. Intercompany transactions, such as the internal transfer of goods and services, are
recognised for tax purposes. Since the different entities belonging to an economic entity have
common interests and do not act as third parties on the markets, the issue of calculating a suitable
transfer price for each transaction conducted between the entities arises. Thus, a benchmark must be
found which indicates a range of adequate transfer prices in the form of a bandwidth. Under the
arm’s length principle, the price that would have been negotiated between independent third parties
constitutes the benchmark for calculating appropriate transfer prices. The intention behind is that
the valuation of transactions between related parties shall not differ from the one between unrelated
parties to avoid the creation of tax advantages or disadvantages distorting the competitive positions
of either type of entity.'58 Thus, affiliated entities carrying out cross-border business must do so on
market principles.'”® One advantage of this approach is that it is, in theory, considered to provide

the closest approximation of the economic contribution of each related entity.160

The consolidation approach is based on the idea of the economic entity. The entire economic entity
- defined either on the basis of legal control or in economic terms ~ is considered a single taxable
entity, whereas the separate legal entities do not constitute tax subjects.'®’ It is assumed that this
economic entity is divided into legal entities for formal reasons only, such as the organisational

structure. 162

The profits are supposed to be generated at the level of the economic entity through
transactions with third parties.'®® Thus, profits are calculated at the level of the economic entity and
intercompany transactions are either — for a permanent establishment — not considered, or are — for
an affiliated group — consolidated under a particular scheme. Since intercompany transactions
between members of the group are in general eliminated when calculating the income, issues of
transfer pricing do not arise. Subsequently, under formula apportionment, this income is allocated
to the respective jurisdictions using a predetermined formula which attributes a fraction of the
company’s total income to the taxing jurisdiction equal to the weighted average of the jurisdiction’s
share in the economic activities of the company.'® The factors typically included in the formula are
property, payroll and sales.'® Also a formula based on value added has been discussed. In general,

the main drawback of the consolidation and apportionment method consists in the definition of the

allocation rule. The main advantage of the method of formula apportionment is not the fact that it

"8 See OECD, 2001, section 1.7; Oestreicher, 2000, p. 14; ibid., 2003, pp. 35-36; Li, 2003, pp. 108-109.

:ZZ See Commission of the European Communities, 2001, p. 256.
See OECD, 2001, section 1.13; Li, 2003, p. 109.

"' Thus, the (legal) independence of each company is ignored. See Jacobs (Ed.), 2002, p. 947.

' See Qestreicher, 2002, p. 348.

16 See Oestreicher, 2000, p. 125.

' See McLure Jr. / Weiner, 2000, p. 251.

'3 See Miller, 1984, pp. 133-136; Oestreicher, 2000, p. 149; Multistate Tax Commission, 2004, Reg. IV.9.(a). For
Germany, see sections 28-31 and 33 of the German Trade Tax Act. In Canada, only a two-factor formula that
includes payroll and sales is used.
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can provide an exact allocation of profits, but that it can be implemented relatively simply and

constitutes a workable method to allocate profits approximately in relation to the inputs involved.'%

In theory, these two basic approaches of income allocation are applicable to both a permanent
establishment and a subsidiary belonging to an affiliated group. The following shows in more detail

which rules are currently applicable to these two forms of doing business abroad.

3.3.2. Methods of Profit Allocation within a Multinational Group

Under the current system of international company taxation, the separate entity approach, along
with the arm’s length principle, constitutes the prevalent method to allocate profits between
different tax subjects belonging to a multinational group of companies. In most OECD countries,
the alternative consolidation approach, along with formula apportionment, is currently regarded as a

lower-ranking method.'®’

3.3.2.1.  The Separate Entity Approach and the Arm’s Length Principle

The separate entity approach in combination with the arm’s length principle is currently codified in
paragraph 1 of Article 9 of the OECD Model.'®® This approach is recognised by the international

tax community and represents the international norm, since it has been adopted world-wide.'®

The arm’s length principle is applied using three different methods, the “traditional transaction
methods”.'™ They are all based on separate transactions and on the assumption that comparable
transactions can be found. According to the comparable uncontrolled price method (CUPM), the
price for goods or services transferred in a transaction between affiliated entities is compared to the
price charged for the same goods or services transferred in a comparable transaction between
independent parties.'”’ A transaction is deemed to be comparable if there are no differences
between the transactions being compared which could materially affect the respective conditions
under examination, or if any differences existing can be eliminated through reasonably accurate
adjustments.'” Attributes of a transaction that must be comparable include the characteristics of the

goods or services transferred, the functions performed, the assets used and risks assumed by the

See also Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 82-83.

It has been stated that in recent years, there has been a historical movement towards formula apportionment so that

the current practice reflects a combination of the separate entity approach and formula apportionment. See Li,

2003, p. 108.

See also the historical overview of the development and the justification of the arm’s length principle in

Oestreicher, 2003, pp. 8-29.

' See Li, 2003, pp. 108, 109.

' Also on this subject in more detail, see Jacobs (Ed.), 2002, pp. 926-934; Visgele / Borstell / Raab / Diessner, 2004,
chapter D, sections 1-236.

" See OECD, 2001, section 2.6.

'™ See OECD, 2001, section 1.15.
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respective parties, the contractual terms, the economic circumstances of the parties, and the business
strategy pursued by them.'” As the CUPM is deemed to be the most direct and reliable method, it is
preferred to all other methods.'”* Alternatively, the resale price method (RPM) is based on the price
at which a product purchased from an associated enterprise is resold to an independent enterprise.
This resale price is reduced by the appropriate gross resale price margin calculated by comparing it
with the gross margin of an uncontrolled transaction. The remainder constitutes the arm’s length
price for the transaction between the associated enterprises"” The cost plus method (CPM) starts
with the costs incurred by the supplier in a transaction between affiliated companies for products
transferred or services provided to a related purchaser.'”® A cost plus mark up that is consistent with
mark ups in uncontrolled transactions is then added to raise the price to the level that would have

been agreed between unrelated parties.'”’

In addition to the traditional transaction methods, the OECD Transfer Pricing Guidelines include
two transactional profit methods. Both methods are deemed to be consistent with the arm’s length
principle, but only applicable as a last resort if the traditional transaction methods cannot reliably be

d.'® Under the rransactional profit split method (TPSM), in a first step, the combined profit

applie
that arises from a controlled transaction between associated enterprises is identified. In a second
step, the profit is split among the relevant parties on a basis reflecting the division that would have
been concluded between uncontrolled parties.'” The transactional net margin method (TNMM)
examines the net profit margin relative to an appropriate base (for example costs, sales or assets)
that a taxpayer realises from a controlled transaction and compares this figure to the net profit
margin between uncontrolled parties.'® The appropriate transfer price is then calculated by either
subtracting the net profit margin or by adding it to the total costs. Thus, the TNMM operates in a

181

manner similar to the CPM and the RPM."®" As the case may be, appropriate adjustments might be
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See Musgrave, 1972, p. 403, and OECD, 2001, sections 1.17-1.35 for further details.

See Commission of the European Communities, 2001, p. 258.

See OECD, 2001, section 2.14; Commission of the European Communities, 2001, p. 258.

See OECD, 2001, section 2.32.

. See Commission of the European Communities, 2001, p. 258.

See OECD, 2001, sections 3.49-3.50.

' See OECD, 2001, section 3.5; Portner, 1995, p. 357; Oestreicher, 2000, pp. 67-70; Commission of the European
Communities, 2001, p. 258; Li, 2001, p. 784; Jacobs (Ed.), 2002, pp. 941-942; Végele / Borstell / Raab / Diessner,
2004, chapter D, sections 311-317. For the different methods of profit split, such as the contribution analysis and
the residual analysis, see OECD, 2001, sections 3.16-3.25; Kaminski, 2001, pp. 162-166; Jacobs (Ed.), 2002,
pp. 942-943; Li, 2003, pp. 111-112; Végele / Borstell / Raab / Diessner, 2004, chapter D, sections 318-337.

™ See OECD, 2001, section 3.26, and also Jacobs (Ed.), 2002, pp. 938-939; Li, 2003, pp. 112-113. For an overview

of the similarities and differences between the TNMM and the comparable profit method originated in the United

States, see Portner, 1992, pp. 868-869; Kaminski, 2001, pp. 138-144; Vigele / Borstell / Raab / Diessner, 2004,

chapter D, sections 268-275.

See OECD, 2001, section 3.26. The TNMM compares net margins, whereas the CPM and the RPM compare gross

margins. See Commission of the European Communities, 2001, p. 258, and for a detailed example, see Jacobs

(Ed.), 2002, pp. 940-941.
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necessary to make the data truly comparable and to obtain reliable results.

3.3.2.2.  The Consolidation and Apportionment Approach

With regard to the allocation of profits between separate legal entities, the method of formula
apportionment is clearly rejected by the OECD, since it is not deemed to be consistent with the
arm’s length pn'nciple.lsz So far, the consolidation approach, along with formula apportionment, has
not been applied between countries but only between local taxing jurisdictions, such as between
federal states in the United States, provinces in Canada and ~ as regards trade income tax — federal
states in Germany.'® However, these consolidation and apportionment methods are becoming
increasingly important in particular for single economic markets such as the European Union. In
2001, the European Commission released a study on Company Taxation in the European Union
containing various suggestions of reforming and harmonising company taxation in the European
Union in the long run which are all based on the approach of a consolidated tax base.'®* The
concept with the lowest level of harmonisation is the concept of Home State Taxation (HST). Under
this approach, multinational groups compute their taxable base according to only one single tax
system, the tax code of the home state of the parent company. The Member States administrations
accept, under a form of mutual recognition, the tax codes of the other Member States.'®> A second
proposal is a Common Consolidated Base Taxation (CCBT). This approach is now preferred by the
European Commission as the long term goal for harmonising tax bases in the European Union.'%
The difference compared to HST is that the tax base of multinational groups is calculated according
to an optional new code which is adopted across the whole European Union. In both concepts, the
tax rate is set by the individual Member States. The third approach is the so-called European Union
Company Income Tax (EUCIT), which requires the draft of a new, single corporate tax code with a
single tax rate to be applied across the European Union. Forth, a Single Compulsory Harmonised
Tax Base (CHTB) has been suggested. Under this approach, a single corporate tax code would

replace the existing 25 domestic tax codes and would be applied to all enterprises within the

82 See OECD, 2001, sections 3.63-3.74.

' See McLure Jr. / Weiner, 2000, p. 251; Oestreicher, 2000, pp. 126-157; OECD, 2001, section 3.58.

' For an outline of the different concepts, see Commission of the European Communities, 2001, pp. 373-378. For a
discussion of this study, see among others Mintz, 2002, pp. 6-9; Mors, 2002, pp. 22-23; Schon, 2002, pp. 284-286;
Weiner, 2002, pp. 10-15; Weiner / Mintz, 2002, pp. 347-348; Westberg, 2002a, pp. 322-330; Frebel / Spengel,
2003, pp. 786-792; Mintz / Weiner, 2003, pp. 696-709; Devereux, 2004, pp. 71-78. The integration of personal and
corporate taxes is not referred to in the study. For comments on this fact, see Devereux, 2004, pp. 84-86.

For the European Commission’s proposal of an experimental HST pilot scheme for SMEs, see Commission of the
European Communities, 2003, pp. 12-16; ibid., 2003a, ibid., 2004b. The HST approach is intended to provide
pragmatic short or medium term assistance for smaller companies, for example by addressing the specific tax
compliance issues of SMEs in the Internal Market.

For more details, see Commission of the European Communities, 2004c. In general, the more likely a politicat
consensus for an approach can be achieved, the less preferable it is under economic aspects. Therefore, the CCBT
may constitute the alternative that complies best with these two requirements in a medium term.
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European Union, including enterprises that only operate domestically.

3.3.3. Methods of Profit Allocation to a Permanent Establishment

Under paragraph 2 of Article 7 of the OECD Model, the currently favoured method for allocating
profits to a permanent establishment is the arm’s length principle. Thus, the price for transactions
conducted between the permanent establishment and the head office has to be the same as between
third parties.'®” However, the arm’s length principle is not implemented for all kinds of transactions
between the permanent establishment and the head office. Depending on the kind of intra-company
transaction, the fiction of the permanent establishment being a separate entity is interpreted
differently. It is debatable whether and up to which amount a market price including a profit mark-
up can be applied.'® In addition, under paragraph 4 of Article 7 of the OECD Model, a
consolidation and apportionment approach can only be applied where, exceptionally, it has as a
matter of history been customary in a contracting jurisdiction in the past and is accepted by the tax
authorities and taxpayers as being satisfactory. The method of apportionment adopted shall,
however, implicate that the result is in accordance with the result achieved under the arm’s length

principle.189 It is considered that this result is very hard to achieve in practice.l90

The application of the arm’s length principle to permanent establishments has been refined recently
by the OECD in a working hypothesis which has now become the authorised OECD approach.'®’ In
contrast to the previous situation as described above, under the new “functionally separate entity
approach”, the arm’s length principle is more consistently considered as a separate entity."® The

aim of this approach is to assimilate the rules for profit allocation applicable to subsidiaries and

87 See OECD, 2001b, section 179. Thus, the OECD Model limits the taxing right of the source country in two ways,

i.e. by the definition of a permanent establishment and by the rule of the allocation of profits to a permanent

establishment. See Scheffler, 2002, p. 349.

For example, under paragraph 17.7 of the Commentary on Article 7 of the OECD Model, a sharing of costs is

proposed for the provision of services. For further details on the treatment of different kinds of transactions, see

paragraphs 13-14, 17-17.7 of the Commentary on Article 7 of the OECD Model; Jacobs (Ed.), 2002, pp. 632-641.

Also the capitalisation of the permanent establishment does not follow the arm’s length principle. For more details,

see paragraphs 18-20 of the Commentary on Article 7 of the OECD Model; Jacobs (Ed.), 2002, pp. 641-648. This

lack of consensus may lead to double or undertaxation. See OECD, 2001b, section 3; OECD, 2004, section 2, and

also Ditz, 2002, p. 211; Graf, 2003, pp. 25, 217; Konrad, 2003, p. 786; Forster / Naumann, 2004, p. 1778,

See paragraph 4 of Article 7 of the OECD Model; paragraph 25 of the Commentary on Article 7 of the OECD

Model.

See OECD, 2004, section 299; Ditz, 2004, pp. 403-404.

¥ See OECD, 2004, section 3.

2 See OECD, 2001b, section 63; OECD, 2004, section 169, and Graf, 2003, p. 219; Férster / Naumann, 2004,
p. 1778. Thus, a profit mark-up always has to be charged if it would have been charged between third parties. See
OECD, 2001b, section 82; OECD, 2004, section 188; Baron, 2001a, p. 8; Ditz, 2002, p. 212; Konrad, 2003,
p. 788; Ditz, 2004, p. 130. An exception from this rule is made for the capitalisation of the permanent
establishment. See OECD, 2004, section 150; Forster / Naumann, 2004, pp. 1786-1787. For an analysis of
conflicts between the functionally separate entity approach and the determination of taxable income under German
tax law, see Ditz, 2005, pp. 39-43.

188

189



43

permanent establishments to provide a more neutral taxation.'*® The profits to be attributed to the
permanent establishment are the profits that the permanent establishment would have earned at
arm’s length as if it were a distinct and separate enterprise performing the same or similar functions
under the same or similar conditions.'” To calculate the amount of profits attributable to a
permanent establishment, firstly, a functional and factual analysis has to be conducted to delineate
the permanent establishment as a hypothesised distinct and separate entity and to determine the
functions performed by this entity.'®® Subsequent to this functional analysis, the profits of the
hypothesised distinct and separate enterprise have to be determined based upon a comparability

analysis according to the arm’s length principle.’*®

The recently developed authorised OECD approach states that there is no continuing need for
paragraph 4 of Article 7 of the OECD Model, with the exception for enterprises carrying on an
insurance business.'”” This preference of the arm’s length principle over the apportionment of the
total profits of the enterprise to its various parts to determine the profits attributable to a permanent
establishment is not in line with the idea of a consolidation and apportionment method to tax

affiliated groups.'®®

Based on these general principles for attributing profits to a permanent establishment, the OECD
has examined special items in an electronic commerce environment. For the examples of a single
server,'”® multiple servers,?® technical support staff in permanent establishments®®' and a web site
fully developed in a permanent establishment,?? the functional and factual analysis is conducted on

the basis of which the attributable profits are determined under the arm’s length principle:.203

" See OECD 2001b, section 40; OECD, 2004, section 50, and also paragraph 11 of the Commentary on Article 7 of
the OECD Model; Sprague / Hersey, 2003, p. 322; Naumann / Forster, 2004, p. 248.

% See paragraph 2 of Article 7 of the OECD Model; OECD, 2001b, section 22; OECD, 2004, section 19, and

Konrad, 2003, p. 786; VanderWolk / Sprague, 2003, p. 22; Forster / Naumann, 2004, p. 1778.

See OECD, 2004, sections 56, 72-168. The facts and circumstances to determine the extent to which the

company’s assets are used by the permanent establishment are also examined. In addition, the risks assumed by

the permanent establishment and the amount of capital necessary to support the functions performed have to be

96 determined. See OECD, 2004, sections 58-60, 83-165; Forster / Naumann, 2004, pp. 1779-1788.
For more details, see OECD, 2004, sections 169-287.

7 See OECD, 2001b, section 180; OECD, 2004, section 300. Holding the same view, see Ditz, 2004, pp. 406-407.

% For more details on the consolidation and apportionment approach, see chapter 7.3.2.

%9 See OECD, 2001a, sections 41-110.

X% See OECD, 2001a, sections 111-117.

¥ See OECD, 2001a, sections 118-128.

™2 See OECD, 2001a, sections 129-138.

 The profits resulting from activities taking place on servers such as the use of software, intangibles, and computer
hardware, are due mainly to the exploitation of these assets and should be attributed to the economic owner of the
assets. Thus, the legal ownership of assets is ignored. In addition, only little profit should be attributed to
transaction processing functions taking place on a server. For comments on the discussion draft, see Hardesty,
2001, pp. 13-18; Strunk, 2001, pp. 1528-1536; Ditz, 2002, pp. 213-216; Graf, 2003, pp. 224-232.
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3.34. Transfer of Assets

For a transfer of assets, the transferring party in general has the right to be remunerated at the
market price, i.e. the arm’s length price that would have been negotiated between third parties.
Thus, hidden reserves amounting to the difference between the book value and the market price are
realised and taxed. In general, profits are only realised in the case of transactions with other legal
entities. Therefore, the issue of realisation of hidden reserves immanent to the assets transferred is
particularly relevant to the transfer of assets to a subsidiary. Regarding the transfer of assets
between a permanent establishment and another part of the company, the assets remain in the same

company.

If a transfer of assets is comparable to an outright sale between independent companies, under the
authorised OECD approach, the fair market value of the asset at the time of transfer has to be
established. This value provides the basis upon which an allowance for depreciation would be
computed in the country to which the asset has been transferred.?* However, the OECD approach
does not override domestic legislation on whether the profits are taxed immediately in the
jurisdiction from which the asset has been transferred.” In general, a realisation of hidden reserves
can be avoided by transferring the asset at the arm’s length price but offsetting the difference

between the market price and the book value using a correcting item.

34. Methods to Avoid Double Taxation

Since a company’s income may be liable to tax in two jurisdictions, a double taxation of profits may
arise.2®® For an overlapping source and residence jurisdiction, as a general rule, the source country
has a prior right to tax the income arising within its jurisdiction according to the principle of source
country entitlement. It is then up to the residence country to prevent or mitigate double taxation of

207

profits.”" The two main methods to prevent double taxation due to overlapping jurisdictions are the

2% See OECD, 2004, section 207-208.

5 See OECD, 2004, sections 207-212; paragraph 15 of the Commentary on Article 7 of the OECD Model; Konrad,
2003, pp. 787-788. For a detailed discussion of the example of the German practice, see Haif3, 2000, pp. 186-192;
Jacobs (Ed.), 2002, pp. 636-639; Eisele, 2003, pp. 205-207; Roth, 2003, pp. 189-195. However, it is debatable
whether the rules on the taxation of a transfer of assets are consistent with the freedom of establishment in the
European Union, since they are in general only applicable if the asset is transferred abroad. For more details, see
Thimmes, 2003, pp. 552-553. The ECJ recently stated that a French ruling regarding the expatriate taxation of
individuals is an infringement of the freedom of establishment. See the “Hughes de Lasteyrie du Saillant* decision
in 2004; Kessler / Spengel, 2003, p. 363; ibid., 2004, p. 7. However, a similar application to corporations is not
expected. For more details, see Thommes, 2003a, pp. 656-658.

Potential causes of double taxation are double residence taxation, concurrent residence and source taxation, double
source taxation or the divergent characterisation of facts for tax purposes and divergent personal attribution of
income. For more details, see Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 85-86; Jacobs (Ed.), 2002,
pp- 8-9; Li, 2003, p. 95.

It is reasonable to confer this obligation to the residence jurisdiction, since the residence country in general takes
into account the world-wide income. See Jacobs (Ed.), 2002, p. 11.
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tax credit method and the tax exemption method. The OECD Model does not stipulate which of the

two methods to avoid double taxation should be preferred.m

Under the tax exemption method, foreign income is excluded from the domestic tax base. If the tax
rate structure is progressive, the income of the source country may be taken into account to
determine the tax rate applicable in the residence country. In general, the tax exemption method
provides for capital import neutrality.” If the zax credir method is applied, the residence country
grants a credit for the taxes levied by the source country and thus offsets the foreign taxes against
the tax due in the residence country. The tax credit method, in theory, provides for capital export
neutrality.”’ In practice, the credit may be capped at the amount of tax payable in the residence
jurisdiction without a refund being granted if a higher amount of taxes is payable in the source
country. Consequently, the final tax rate applicable is whichever rate is higher between the

residence and the source jurisdiction.?'!

In general, the restriction of the source country’s right to tax and ~ consequently — the obligation of
the residence country to avoid double taxation depends on the category of income. Thus, the final
tax level at which a particular form of doing business abroad is taxed also depends on the way of
doing business. If a company generates royalties, the withholding tax imposed by the source
country on royalties earned within its borders may usually be credited against the tax due in the
residence country. Consequently, the royalty is taxed at the tax rate in the residence country, except

for excess tax credits.

If a company generates business profits abroad but does not set up a permanent establishment or a
subsidiary there, the source country has no right to tax. Instead, the income generated in the source
country is taxed in the residence country. Thus, a lower tax rate in the source country does not have
any impact. If a permanent establishment or subsidiary is set up abroad, the method used to avoid

double taxation in the residence country is crucial.

A subsidiary in the source country constitutes a separate legal entity and is subject to unlimited tax
liability there. The income of the subsidiary is taxable in the source country independently of
whether the profits are retained or distributed. If the income of the subsidiary is retained, a tax
shelter effect results, since no further taxation takes place and the source country’s tax rate applies.

In the case of a distribution of dividends to the parent company, the dividends may be subject to a

*®  See Articles 23A and 23B of the OECD Model. The tax exemption method is the traditional continental European

method, whereas the tax credit method was implemented in the Anglo-American jurisdictions. For more details on
the history of the two methods, see Biihler, 1959/1960, pp. 156-163; Vogel, 1996, pp. 1-2.

This way of avoiding double taxation corresponds to the “source principle” outlined in chapter 5.2.

This way of avoiding double taxation corresponds to the “residence principle” discussed in chapter 5.2.

In practice, the tax credit is often limited. Possible limitations are the overall limitation, the per-country limitation,
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withholding tax under the limited tax liability of the parent company.212 In addition, the parent
company is subject to unlimited tax liability in its residence country. Under the tax exemption
method laid down in a double tax treaty or according to a domestic participation privilege, the
dividends distributed by the subsidiary are exempt from taxation. Apart from repatriation costs and
withholding taxes on dividends that cannot be credited, the tax rate of the source country is
applied.2l3 If the tax credit method is applied in the residence jurisdiction of the parent company,
the withholding taxes on the dividends distributed are credited against the tax due in the residence
country. Consequently, income is taxed at the tax rate of the residence country at least. However,
given an overall limitation and averaging of foreign tax credits, the lower tax rate in the source

country may enable the crediting of other excess tax credits.”"

If a company invests in the form of a permanent establishment in the source country, the head office
is subject to limited tax liability there. As a consequence, the income generated through the
permanent establishment is taxable in the source country in terms of non-resident taxation.’”® In
addition, the head office is subject to unlimited tax liability in its residence country. If the tax
exemption method is applied, the income generated by the permanent establishment in the source
country is exempted from taxation. Thus, the tax rate of the source country is applied. Under the tax
credit method, taxes paid in the source country on the profits of the permanent establishment are
credited against the tax due in the residence country. Thus, the income is taxed at least at the tax

rate of the residence country of the head office.

If double taxation arises due to an overlapping residence jurisdiction, the OECD Model avoids any
possible double taxation by providing a tie-breaker rule.?'® Thus, an overlapping residence taxation
is transformed into concurrently residence-based and source-based taxation. Possible double
taxation due to an overlapping source taxation may be reduced according to the OECD Model by

providing for standard source rules.?"”

and the per-item-of-income limitation. See Jacobs (Ed.), 2002, pp. 45-46, and footnote 642.

For dividend distributions to the parent company which take place within the EU, the dividends are not subject to a

withholding tax under the “Parent-Subsidiary Directive”.

In Germany, for example, 5% of the dividends received by a corporation from abroad are liable to tax. If the tax

rate in the source country is higher than in the residence country, the tax exemption method is not advantageous,

as it provides for final taxation at the higher tax level in the source country. Therefore, an investment in the form

of doing direct business might be advantageous. See section 8 b) subsection 5 of the German Corporate Income

Tax Act.

2 See Jacobs (Ed.), 2002, pp. 834-838, and the example given in Spengel, 2003, pp. 51-52; ibid., 2005, pp. 13-14.

5 The profits of a permanent establishment abroad may also be subject to a branch profit tax.

36 See section 3 of Article 4 of the OECD Model, and Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 87-88; Li,
2003, p. 97.

A7 See Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 88-89.
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4, International Tax Planning in the Era of ICT

The aim of this chapter is to analyse the impact of the increase in the use of ICT on international tax
planning opportunities under the current tax law. Thus, the relevant tax fields in the age of ICT can
be compiled. To achieve this aim, this chapter is organised as follows: To begin with, the basic
international tax planning theories are outlined. The company’s fiscal aim to reduce the overall
effective tax rate is illustrated here in more detail and the most important means for achieving this
objective, such as making use of the international differences in tax rates, are defined. Next, several
tax planning instruments are analysed to determine whether there are new opportunities for
minimising the effective tax rate and to what extent new risks arise with the use of ICT. The
analysis includes instruments such as the location of a company’s residence, the allocation of
functions and risks, the implementation of an optimal transfer pricing system, the choice of form
and location of investments abroad, and the use of hybrid forms of co-operation. For each
instrument, current and non-current tax issues are considered. Based on the identification of the
relevant changes in the international tax planning of companies, we then move on to analyse the
effects of the changed business patterns of multinational companies on the allocation of tax

revenues between different countries.

4.1. Theory of the International Tax Planning of Companies
4.1.1. Defining International Tax Planning

The basic aim of investors is to maximise their profits. Since the tax expenses of a company in
general reduce the profits, it is in the company’s interest to minimise the taxes due. However, the
minimisation of the total tax burden is not an end in itself and is in general subordinate to the
primary aims of a company to optimise the overall economic position, such as profit maximisation,
the continuity of a company’s operations or the expansion of its business activities.”’® Thus, tax
planning has its limits when it comes into conflict with other higher-ranking entrepreneurial
objectives. A precondition for tax planning is that the underlying economic circumstances can be

arranged in such a way that tax expenditure is legally minimised.?"’

The bases of tax planning at the international level are the current differences in the tax systems of
various countries, and the ways in which the tax systems are linked to each other.”®® If a company is

undertaking international business, these differences can be used to achieve the company’s fiscal

8 See also Kione, 1980, p. 4; Wagner / Dirrigl, 1980, p. 3; Kratz, 1986, pp. 35-36; Rodder, 1988, p. 356, Kessler,
1996, p. 74; Schdnzle, 2000, p. 42; Gassner, 2001, p. 614; Jacobs (Ed.), 2002, p. 711; Grotherr, 2003, p. 10.
See also Wagner, 1980, pp. 553-555 with regard to the need for integrating taxes into general corporate planning.
See Wagner / Dirrigl, 1980, p. 3; Grotherr, 2003, p. 6.

2 See Jacobs (Ed.), 2002, p. 708.
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aims.??! In addition to these quantitative aims for international tax planning, a company also pursues
qualitative aims. Some possible examples of qualitative aims are temporary flexibility, the
quantitative adaptability, and the minimisation of risks.??> Thus, international tax planning does not
only take the opportunities related to specific transactions or investments into account, but also the

respective risks.

Boundaries for international tax planning can be seen in the abuse of the tax law and in illegal
actions. Thus, a distinction has to be drawn between legal tax planning and the misuse of the tax
law and illegal tax fraud or tax evasion. Legal avoidance of tax expenditure without committing
fraud is the responsibility of the managers. The taxpayer may legally arrange business affairs to
attract the lowest possible incidence of tax and is not obliged to arrange his business affairs so that a
tax liability occurs.”® However, the abuse of legal rights, colourable transactions or even illegal tax
evasion or tax fraud are not acceptable for international tax planning.”* An abuse exists if the
structure of a business transaction is not suitable for achieving the economic aim and if there are no
economic and other non-fiscal reasons. To conclude, international tax planning is, for the purposes
of this analysis, defined as the systematic taking into account of tax effects during the overall
corporate planning and decision-making process with the aim of planning the company’s activities
in such a way that taxes are minimised without interfering with the economic development of a

company or missing any opportunities for success.’?

4.1.2. Minimising the Effective Tax Rate

As shown above, the increase in the use of ICT particularly has a bearing on multinational groups.
Therefore, a special focus of the analysis on international tax planning in the era of ICT is on
multinational groups. From 2005 (or at the latest 2007) on, European parent companies have to
draw up their consolidated financial statements under IAS / IFRS. Under IAS 12, companies are
obliged to record their overall effective tax rate. Thus, the overall effective tax rate is a more and
more important benchmark to measure the tax burden of the company or group. As a consequence,
this figure is used as a benchmark for the following analysis. The effective tax rate is calculated by

dividing the sum of the total income tax expenses, including both current and deferred income tax

' Often, an international tax situation is more flexible than a national tax situation, but there are also more tax and

non-tax factors to be taken into account. See also Spitz, 1983, p. 83. Moreover, especially for a company doing
business abroad, the costs related to taxation must be minimised, such as information or compliance costs.
See Steimel, 2001/2002, p. 491; Grotherr, 2003, p. 12.

2 See Paulus, 1978, pp. 97-98; Rodder, 1988, p. 357; Steimel, 2001/2002, p. 491; Grotherr, 2003, pp. 12-13.

™ See also Gassner, 2001, pp. 609, 620, 624; Jacobs (Ed.), 2002, p. 712; Endres, 2003a, p. 730.

2 See the discussion in Grapperhaus, 1977, pp. 533-534, and also Rodder, 1988, pp. 358-359; Jacobs (Ed.), 2002,
p. 713; Grotherr, 2003, pp. 7-10.

I See also Bogenschiitz, 1998, pp. 4-5; Schiinzle, 2000, p. 42.
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costs, by the company’s pre-tax eamings.226

Actua] Tax Expenses + Deferred Taxes
Earnings Before Tax

x 100

Effective Tax Rate =

With the companies’ shifting towards capital markets, the importance of the effective tax rate has
recently increased significantly. Since the effective tax rate directly influences the earnings per
share, this measure is of crucial importance for analysts and shareholders.”” Moreover, the above-
mentioned obligation to record the effective tax rate under international accounting standards also
magnifies the importance of this figure.””® The main functions of the effective tax rate are to
provide interested third parties, i.e. financial analysts and investors, with information on the
company’s tax policy.”* The effective tax rate is a measure based on past data. It shows the tax
burden of a particular company or group and, therefore, does not measure the tax burden for a
specific jurisdiction. Since the importance of the effective tax rate for the analysts, shareholders,
management, and tax department of a company has increased recently, the fiscal aim of a company
is more and more focussed on minimising the overall effective tax rate of the whole company or
group.

The effective tax rate is influenced by various tax drivers. Firstly, income tax rates are taken into
account for the calculation of current tax expenses. Secondly, the corporate tax system of a
jurisdiction is relevant as the corporate tax burden depends on the distribution policy of the
company. Among currently valid corporate tax systems, this is only the case for corporate
imputation systems.”® Thirdly, the importance of the tax base depends on the compensatory effect
of the deferred taxes. In general, deferred income tax expenses equal the taxes associated with the
temporary difference between earnings before tax and taxable income.?! Thus, this difference does
not influence the effective tax rate.*> Temporary differences include differences regarding current

depreciation, inventory valuation or the setting up of accruals. However, non-temporary differences

8 Deferred taxes are not discounted. For a presentation of the calculative interrelations between the effective tax rate

and the pre-tax income, see Kréner, 2003, pp. 564-566.

It has been shown for the United States that a sustainable reduction in a company’s effective tax rate can have a
significant impact on market capitalisation and shareholder value. For more details and further quotations,
see Bauman / Schadewald, 2001, p. 178. See also Kréner, 2003, p. 562.

B See Herzig / Dempfle, 2002, p. 1; Spengel, 2005, pp. 90-91; ibid., 2005a, p. 175.

2 In addition, by using the company’s effective tax rate, the performance of the tax department can be assessed by
comparing it to previous tax rates or to other companies doing business in the same field. See Herzig / Dempfle,
2002, p. 1; Herzig, 2003, p. S 80; Spengel, 2005, p. 90; ibid., 2005a, p. 176.

In the European Union, a full corporate imputation system is being implemented in Malta and was applied in
Finland and in France up to 2004. For more details, see Ernst & Young / ZEW, 2004, pp. 9-10; Spengel, 2005,
p. 92.

B! See Bauman / Schadewald, 2001, p. 179.

B2 See Herzig / Dempfle, 2002, pp. 3-4; Spengel, 2005, pp. 93-95; ibid., 2005a, p. 178.
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are not marked off and thus have an impact on the effective tax rate. Permanent differences include
tax-exempt income, such as non-taxable dividends or capital gains, and non-deductible operating

expenses, such as depreciation of goodwill if fiscal depreciation is not allowed. ™

In order to show the calculation of the effective tax rate, a tax reconciliation is obligatory under
IAS.?* Under the so-called home-based approach, the statutory tax rate of the home country of the
parent company which is applied to all earnings serves as the starting point and benchmark. The
reasons for the effective tax rate diverging from this benchmark are then given. Tax reconciliations
show the main drivers of the effective tax rate, which are also the starting point for tax planning

strategies.

Table 4.1: Tax Reconciliation for the Purpose of Calculating the Effective Tax Rate®”

Starting point: statutory tax rate in the country of domicile of the parent company
applied to the total earnings of the company or group (percentage)

+/- Modifications due to structural factors inherent to the company

Regular modifications due to:

- Tax-exempt domestic income

- Differences in domestic tax rates
Differences in international tax rates
Non-deductible operating expenses

- Foreign withholding taxes that cannot be credited

Occasional modifications due to:
- Tax-exempt income from the sale of shares
- Goodwill-depreciation disregarded for tax purposes

+/- Other modifications due to external factors, e.g. tax reforms

= Effective tax rate

The company’s fiscal aim is to lower the effective tax rate permanently. Since the effective tax rate
is mainly calculated using international tax rates and the permanent difference between book
income and taxable income, the company’s tax planning aims to achieve a lower combined tax rate
or permanent difference. Consequently, the most effective and most important international tax
planning strategies considered here are as follows. By optimising the tax base allocation and the

group structure, an investor can make use of the international tax differential, of tax exempt income

B See Spengel, 2005, p. 96 with further examples; ibid., 2005a, p. 179.

B4 See IAS 12.81 (c).

3 See Spengel, 2005, pp. 100-101; ibid., 2005a, p. 185. In this thesis, the focus is on the regular international
structural factors which reduce the effective tax rate and which are in italics. For an alternative list of tax drivers,
see Haarmann, 2001/2002, pp. 370-374; Hannemann / Peffermann, 2003, pp. 728-729. It must be noted that the
force of expression of the effective tax rate is limited, particularly with regard to comparisons between different
companies. This is also due to the fact that tax reconciliations have not yet been standardised. See Herzig /
Dempfle, 2002, p. 8; Hannemann / Peffermann, 2003, p. 733; Spengel, 2005, p. 97. For an example of a tax
reconciliation and divers tax planning strategies, see Endres, 2005, pp. 166-184.
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and of qualification conflicts to lower the effective tax rate.?

Unlike the tax planning strategy to minimise the effective tax rate, the traditional international tax
planning strategy focuses more on minimising the cash value of tax expenses.237 Due to the
resulting interest effect, the aim is to defer tax payments. Therefore, it is preferable to realise
expenses and losses as soon as possible by means of a tax accounting policy and loss utilisation. In
general, under the precondition that losses are set off without restrictions, instruments minimising
the current value of the tax expenses do not have a bearing on the effective tax rate.”*® Thus, these

tax planning strategies are not opposed to the minimisation of the effective tax rate.

The instruments for optimising the tax base allocation and the group structure are illustrated in more
detail below. The starting point for international tax planning is the choice of the parent company’s
country of residence. The tax level in the home country of the parent company determines the
effective tax rate for the income generated there. Moreover, it shows the potential for tax planning
by using the international tax differential.®® In addition to the economic aspects of choosing a
location, such as political stability, a fully developed infrastructure, and low administrative
requirements,”*® the tax aims for the choice of a company’s country of domicile consist in the
following: the tax rate for currently assessed income tax must be relatively low, there must be a
large network of double tax treaties to guarantee a sufficient level of treaty protection — to avoid or
reduce withholding taxes or to guarantee a favourable definition of permanent establishment ~, and
expenses for refinancing and losses of permanent establishments should be deductible.”*! With
regard to non-current tax aspects, e.g. for the relocation of residence, the tax burden resulting from

the realisation and taxation of hidden reserves shall be minimised.

In addition, the international allocation of the taxable base is optimised by means of legal income
shifting to make use of the international differences in tax rates. This can be achieved by using
instruments such as the optimal allocation of assets, functions, and risks between different parts of
the company and the legal planning of transfer prices for the inter-company supply of goods and
provision of services. For a transfer of assets due to the reallocation of functions and risks, the
realisation of hidden reserves and the resulting taxation of the respective profits have to be

minimised to lower the effective tax rate.

B See also Herzig / Dempfle, 2002, pp. 6-8; Herzig, 2003, pp. S 85-S 86.

BT See Eisenach, 1974, p. 260; Paulus, 1978, pp. 45-46; Marettek, 1982, pp. 176-178; Bogen, 1994, pp. 119-121.

2% This is valid if a perfect capital market and complete certainty is assumed. In addition, these tax planning
strategies do not have an impact on the effective tax rate as long as deferred taxes are not discounted. For
examples and further remarks, see also Haarmann, 2001/2002, p. 372; Herzig / Dempfle, 2002, pp. 3-5; Herzig,
2003, pp. S 84-S 85; Kroner, 2003, pp. 566-567; Spengel, 2005, pp. 93-94; ibid., 2005a, pp. 178-179.

B9 See Spengel, 2005, p. 100; ibid., 2005a, p. 186.

0 For more details, see chapter 2.2., and Jacobs (Ed.), 2002, p. 841; Laudan, 2003, p. 129.

B See Baumgartner / Storck, 1997, pp. 8-9; Eicker, 2001, p. 151; Jacobs (Ed.), 2002, p. 841; Laudan, 2003, p. 129.
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Based on the tax base allocation, the legal structure of the company or group is optimised at an
international level by the creation of tax attributes in lower-taxing countries. The location of the
investment, its legal form, financing and legal structure, and the shareholding relationship within
the whole company or group, must be considered here. Then, it is possible to take advantage of
international differences in the tax rates, make use of qualification conflicts and avoid double
taxation and excess foreign tax credits.?*? In general, investments abroad can be made in the form of
a subsidiary, a permanent establishment or doing direct business.?*> In addition to the tax planning
aspects of the internal organisation of a company, some forms of external co-operation may also
constitute a part of the planning of the legal structure of a company, since qualification conflicts can

be used to lower the effective tax rate.

Subsequently to the definition of international tax planning, the effective tax rate, the relevant tax
planning strategies, and the main instruments of international tax planning for companies and
groups doing business abroad, in the following chapter, the impact of ICT on international tax

planning and on the minimisation of the effective tax rate is analysed.

4.2. The Impact of ICT on International Tax Planning

The link between ICT and the international tax planning of companies, as illustrated in figure 4.1,
consists in the following: In general, as shown in chapter 2.4, an increase in the use of ICT has an
influence on the economic climate for companies. The economic situation faced by companies
constitutes the basis for general corporate planning. Since international tax planning is part of
general corporate planning, ICT-induced economic changes also have an impact on the applicability

of international tax planning instruments.

2 See Jacobs (Ed.), 2002, pp. 709-710.

3 See chapter 3.2.2. for the general tax consequences of these kinds of investments. Investment in the form of a
partnership is not considered separately here, since it is not a predominant form of investment. For details on the
theory on the choice of the form of investment abroad, see chapter 2.2.
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Figure 4.1: Link Between ICT and Tax Planning

Overall corporate Overall corporate
planning planning
* s
forms i
the basis i impacton tax
for i i planning?
Organisational {\;g'} Organisational
structures of the | == » | structures of the
economy
econom
y changed by ICT

Possible effects of changes in the economic climate on various tax planning instruments include an
increase or decrease in opportunities to optimise tax strategies and in potential risks and thus an
increasing or decreasing relative importance of some tax fields. Based on an analysis of these
effects, strategies are outlined on how to achieve the tax objectives in the best way possible. The
analysis focuses on multinational groups and on virtual organisations, as illustrated by the two

examples given in chapter 2.4.5.

4.2.1. Choice of Location and Relocation of Residence

A company’s residence, under current practice, is in general determined by legal criteria, such as
the statutory seat or the place of incorporation, or by economic criteria, such as the place of central
or effective management.” If a legal criterion is applied in order to determine a company’s
residence, the act of incorporation may be purely administrative and may require no corporate
presence. Thus, if such legal criteria are the sole requirements for a company to be resident in a
specific country, the location of residence can be freely chosen to some extent. In this case, the
determination of the company’s residence is not dependent on any economic aspects, and is not
particularly related to the use of ICT and its impact on the organisation of the economy but in
general holds for any corporation. Therefore, since an increase in the use of ICT does not really
have a bearing on the determination of a company’s residence based on legal criteria, these are not

examined further.

In contrast, an increase in the use of ICT has a bearing on economic criteria when defining a

company’s residence. With the use of ICT, companies — particularly virtual organisations, as shown

#4 For more details on these criteria, see chapter 3.2.1.
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in the example of the C Company in chapter 2.4.5. - are less dependent on physical location and on
the location of customers or suppliers and other business partners. The choice of residence thus
tends to be more flexible and, potentially, more importance might be attached to fiscal

considerations.?®

The currently prevalent economic criterion is the place of effective management which is based on
the location of a company’s management. Since the management structure may consist of a poly-
centric network that is spread across several countries,2*® it may not be possible to unambiguously
identify a single person with the greatest decision-making powers. Consequently, as in the examples
of the C Company and the M Group in chapter 2.4.5., the place of effective management may be
mobile or there may be several places of effective management in different countries, which is a
new phenomenon in the age of ICT.* In addition, with the increased legal mobility of many
functions, the decisions taken into account to determine the place of management can be influenced

to a greater extent than before.?*®

A decentralised management structure, along with an increased mobility in functions, implies that a
company can influence the place of effective management and thus the company’s residence to a
greater extent. By shifting crucial functions to the location in which the company is preferably
resident, it is, to a certain extent, possible to arrange that the relevant decisions are taken there and
to establish the main organisational and economic centre in this location. Consequently, the
mobility of the place of effective management is a suitable means for choosing a company’s
location for tax purposes. Due to ICT-induced economic changes, it has, to a certain extent, become
easier to choose a residence country with a lower tax rate and thereby reduce the overall effective

tax rate.

In addition to new opportunities in the international tax planning of a company, a further effect of
the decentralised management structure is an increase in the fiscal risk for the taxpayer. As
situations in which the residence of a company cannot be clearly defined by the criterion of the
place of effective management are occurring more frequently due to ICT,** the fiscal risk for
taxable entities increases. Due to this uncertainty, the risks related to the definition of the place of

effective management may be higher than the potential for tax planning.

In addition, it must be noted that the benefits of minimising the effective tax rate by choosing a

# Seealso Raupach, 1997, pp. 699-701, who shows various fiscal considerations.

For more details, see page 27.

See also OECD, 2001c, sections 37-38.

For more details and examples, see Brunsbach, 2003, pp. 77-80.

See Angelkorte, 2003, p. 544, the examples of the C Company and the M Group in chapter 2.4.5., and the
discussion on the place of management of a virtual organisation in Peter, 2002, pp. 301-305.
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company’s residence can be most clearly seen when setting up a company. In contrast, for the
relocation of a company’s residence to achieve a lower current tax rate, there may be a realisation
of hidden reserves at the time of relocation which may reduce, or even offset, the advantage of the
lower current tax rate. Possible changes to the location of residence could involve a full relocation
of residence or the implementation of a dual-resident company. The transfer of both the statutory
seat and the place of effective management of a company in general entails a realisation and
taxation of a company’s hidden reserves and thus a significant increase in the effective tax rate.”*°
Consequently, even if, after the complete transfer of a company’s residence, the company’s income
could be taxed at a lower tax rate, the effectiveness of this international tax planning instrument in
the context of minimising the effective tax rate is very restricted and, in the end, depends on the tax

rules regarding the realisation of hidden reserves.

An alternative approach consists in transferring only one of the two tax attributes for determining a
company’s residence.”' Under certain circumstances, a realisation of hidden reserves may then be
avoided.®*? However, a dual resident company may then result, which means that the company is
liable to tax on a world-wide basis in two jurisdictions. To assess whether this strategy really does
help to lower the effective tax rate, the current taxation of this structure has to be taken into account.
The current tax burden of a dual resident company varies depending on whether a double tax
convention exists and which method to avoid double taxation is applied by the two residence
countries. The OECD Model stipulates that the place of effective management is the prevailing
criterion for a company’s residence. Consequently, the country in which the place of effective
management is located constitutes the residence country, whereas the other country in which the
statutory seat is located represents the source country.?® If there is no double tax convention,
double taxation due to the double liability for tax on a world-wide basis is mitigated or avoided by
the applicable method to avoid double taxation in line with the respective national laws.?** Further
tax planning advantages of a dual resident company include making use of tax benefits related to an
unlimited tax liability and to the fact that a dual resident company is subject to all double tax

treaties and directives implemented by the respective country.?> However, tax risks related to dual

B0 See also Herzig, 2003, p- S 89. For a detailed discussion of the German tax rules, see Jacobs (Ed.), 2002,

pp. 1143-1144; Angelkorte, 2003, pp. 544-545.

A relocation of the place of management is much more frequent in practice. See Staringer, 1999, p. 34.

For a detailed discussion of the German taxation of a relocation of a company’s statutory seat or place of effective
management, see Schifer / Spengel, 2004, pp. 16-17, and also Debatin, 1991, pp. 164-170; Knobbe-Keuk, 1991,
pp- 298-306; Schlofmacher, 2002, p. 97; Jacobs (Ed.), 2002, pp. 1142-1144.

The respective residence and source rules are then applied. For income from third countries, Article 21 of the
OECD Model is applicable.

If both countries apply the tax credit method, in an extreme case, double non-taxation reducing the effective tax
rate may resuit. It also depends on the national law whether profits realised in third countries are creditable.
Moreover, group relief, the avoidance of anti-tax-haven rules or a double loss deduction may be possible.
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resident companies often occur. Especially if there is no double tax convention, a double taxation of

profits increasing the effective tax rate may result. >

In the end, it depends on each individual case whether a dual resident company constitutes an
appropriate means to reduce the effective tax rate and, consequently, a suitable alternative to a
relocation of both the statutory seat and the place of effective management, combined with a lower
current tax rate. In general, for an existing company, the potential for international tax planning is
limited in both cases. Moreover, the tax risk is increased due to uncertainty in the transfer of the
place of effective management and the implementation of a dual resident company, particularly if
the transfer of the place of effective management was unintentional. With the increase in the use of
ICT, the risk of such an unintentional relocation of a company’s place of effective management has
emerged.”™ In contrast, if a company is established, the mobility of the place of effective
management increases the opportunities for reducing the effective tax rate by exploiting the

international tax differential.

4.2.2, Allocating the Tax Base
4.2.2.1.  Optimising the Allocation of Functions and Risks

The general tax planning strategy to make use of the international tax differential is to allocate only
a few functions to countries with a high tax rate and to attribute more functions to countries with a
relatively low tax rate.?”® The possibility of lowering the effective tax rate increases significantly if
this strategy is used, since profits can be realised to a great extent in countries with a lower tax
rate.”® In general, this holds true for both the profit allocation between related companies belonging

to a group and between a permanent establishment and other units of the company.

Whilst this tax planning strategy is not new, the degree to which the strategy is implemented has
changed due to the increase in the use of ICT. In the past, only a few functions, if any, could be
allocated to countries with a lower tax rate. Often, business activities had to remain centralised and
could not be moved, as there was no effective means for bridging the geographic distances.
Moreover, as most of the activities were dependent on the physical factors of production, on the
fixed installations at the company site or on location-specific factors, they were not mobile and

relocation generated high costs and required a great deal of effort. These days, however, the use of

See Lehner, 1988, p. 201; Angelkorte, 2003, pp. 546-547.

2 See also Lehner, 1988, p. 201; Angelkorte, 2003, p. 544.

37 See also Schaumburg / Schiofmacher, 2001, p. 398.

8 For the results of a business survey conducted for Germany, see DIHK, 2003, p. 6, who shows that 38% of
relocations are based on tax considerations. According to another survey, tax aspects were crucial in 21% of the
transfer of activities. See IS/, 2002, p. 6.

0 As regards the final tax rate applied to profits attributed to lower-taxing countries, see chapter 4.2.3.1.
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ICT facilitates much greater mobility in companies’ business activities and the bridging of
geographic distances. Many functions are tending to be more mobile, as they are often based on
firm-specific factors which are not dependent on physical location factors.2®® Thus, the decision on
where to invest may be less dependent on business management considerations and more emphasis

may be placed on tax aspects.2!

Some typical examples for optimising the division of functions and risks are the allocation of
purchase, production, marketing, and sales operations to countries with favourable conditions.2®
The options range from allocating only some activities abroad to shifting entire functions to lower-
taxing countries. For purchasing or sales activities, the foreign entity can either function as a

263 With regard to production activities,

contract dealer, a commercial agent or a commission agent.
the entity abroad can either carry out in-house production, contract manufacturing or manufacturing
based on a license agreement.264 Further examples are the centralisation of functions in special
service centres,”®® e.g. special financing centres,”® captive insurance companies and management,
control or co-ordination centres. Moreover, the R&D activities can also be centralised in an R&D
centre, provided that the necessary personnel is available. In addition, the administration and
licensing of intangible assets is a function which is highly mobile. As all these forms of providing

services are not that dependent on physical location factors, they can easily be allocated abroad.

An advanced approach to international tax planning for multinational groups is a tax-effective
management of the value added chain. The aim is to co-ordinate the whole organisational supply
chain management with international tax planning to increase the after-tax profit by minimising the

effective tax rate.”” One example of a tax planning strategy for a multinational group is the

See also Burkert, 2003, p. 360. A legal relocation instead of a physical relocation may be sufficient in certain

cases. See Brunsbach, 2003, pp. 39-42.

See Werra, 2001, p. 58; Jacobs (Ed.), 2002, p. 1030. For example, the large amount of call-centres located in

Ireland a few years ago is thought to a great extent to be due to the favourable tax system.

For a detailed analysis of possibilities to relocate functions from the viewpoint of the fiscal authorities,

see Kuckhoff / Schreiber, 1999, pp. 321-330, 353-362.

™ See Rirrer, 1998, p. 178; Scheffler, 2000, pp. 294-295; Jacobs (Ed.), 2002, pp. 1059-1060; Baumhoff /
Bodenmiiller, 2003, p. 367, Burkert, 2003, pp. 323-324; Endres / Oestreicher, 2003, p. 12*. See also the
discussion on the advantages and disadvantages of restructuring marketing and sales operations in De Hosson,
1996, pp. 89-92.

% See Miiller, 1996, p. 454; Herzig, 1998, pp. 293-294; Jacobs (Ed.), 2002, pp. 1037-1039; ibid., 2003, p. 117,

Baumbhoff/ Bodenmiiller, 2003, pp. 355-358; Burkert, 2003, pp. 356-358.

For the following examples of service centres, see also the example of the M Group in chapter 2.4.5., and Miiller,

1996, p. 455; Herzig, 1998, pp. 291-292; Jacobs (Ed.), 2002, pp. 1031, 1039-1067; Endres, 2003a, p. 732;

Endres / Oestreicher, 2003, p. 11%; Fairpo, 2004, p. 14.

Finance planning constitutes a further important means to optimise the allocation of the tax base, since capital is a

highly mobile input factor. See also Herzig, 2003, p. S 88. This tax planning strategy is not considered separately

here, as it is not particularly new in the age of ICT and as the relevant ICT-induced changes are shown in the

context of other instruments. See also the analysis in chapter 4.2.3.1.3. on subsidiaries.

Thus, the planning for the value creation processes and the centralisation of certain functions in profit centres takes

place simultaneously for business and tax aspects. The the tax model is in general based on the business model.

See also OECD, 2003, p. 28.
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“principal trading company concept” or “central entrepreneur concept”.2® According to this
concept, the principal trading company representing the “main margin taker” holds the main
intangible assets as well as the main strategic functions and business risks. This company is located
in a lower-taxing country. The other companies in the group function as service companies carrying
out more standard or auxiliary activities and providing services to the principal trading company on
the basis of services contracts. By use of this tax planning approach, most parts of the creation of
value are realised by the central entrepreneur. Since this company is located in a lower-taxing

country, the profits attributable to this entity are taxed at a low tax rate.

Due to the increased mobility of some functions, a relocation of profits as shown in the various
aforementioned concepts can be effected in an easier way in the age of ICT. It is nowadays possible
to separate mobile functions, including the value added, from the actual production location.?®® For
example, the highly profitable intangibles can be centralised in a lower-taxing country. Since the
other group members make use of the intangibles on the basis of suitable transfer prices under
market conditions, the utilising companies realise a profit amounting to the customary return on the
capital invested. Thus, excess profits based on the use of company-specific intangibles can accrue in
the company located in the low-tax country. Thereby, a relatively high amount of profits may be
generated in low-tax countries even if few business activities are actually conducted in those
countries.

In general, a company can decide whether to establish its own legal entity to carry out specific

functions or not.2”°

With an increase in the use of ICT, the allocation of profits to a server
constituting a permanent establishment is an issue that has been raised frequemly.m If it is the
taxpayer’s objective to install a permanent establishment in the source country, some functions must
be allocated to the permanent establishment to demonstrate that the activities carried out are more
than just preparatory and auxiliary activities.”’? Thus, the more functions that are allocated to a
permanent establishment, the more likely it is that the company’s business activities qualify as a
permanent establishment. Otherwise, installing a single server abroad is not an effective means of

shifting profits, as only a relatively low amount of profits would be attributable to it.””

% For more details, see Burkert, 2003, pp. 358-359; Endres, 2003a, p. 732; Endres / Oestreicher, 2003, p. 11%;

Moller / Bartl, 2003, pp. 271-283.

For the following example, see Schreiber, 2004, pp. 218-219.

For the tax planning implications of this decision, see chapter 4.2.3.1.

See OECD, 2001b, pp. 11-34 for a detailed analysis of four different variations, and the comments in Strunk, 2001,
pp. 1527-1536; Dirz, 2002, pp. 210-216. For a discussion of whether a server constitutes a permanent
establishment, see chapter 4.2.3.1.2.

This tax planning strategy is particularly relevant if the profits of the permanent establishment are realised in a
lower-taxing country and if the tax exemption method is applied.

™ See also Kilby / Wildi, 2000, p. 27; OECD, 2000, section 7.
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Depending on the amount of functions and risks allocated to low-tax countries, the optimal
allocation of functions and risks in general serves as a very effective means to increase the
possibility of lowering the effective tax rate. This particularly holds true for an additional
investment or the establishment of a new tax attribute. However, if the setting-up of an entity
abroad is accompanied by a reduction in the number of functions in the home country, the issue of
the realisation and taxation of hidden reserves at the time of the transfer of assets will arise.”™ In
general, the more activities that are reallocated, the more opportunities for tax planning there are,
but also, the more assets that are transferred as a matter of course. Thus, the company is faced with
a trade-off with regard to the minimisation of the effective tax rate: if functions and risks are largely
transferred to lower-taxing countries, the effective tax rate can be reduced significantly. As,
however, it is also necessary in this case to relocate quite a high number of tangible and intangible
assets, the tax due as a result of a realisation of hidden reserves tends to be rather high as well.2”
Consequently, an optimal solution has to be found taking into account both current and occasional

aspects.”"

Due to an increase in the use of ICT, firm-specific intangible assets and services are particularly
necessary for the creation of value and thus are transferred more often.””’ This involves special
risks, since difficulties may arise with regard to the allocation of intangibles and services, i.e. the
source of the profits. It is debatable whether, and to what extent, an intangible asset is really
transferred or where the services are performed. Moreover, especially for intangible assets that are
not legally protected, such as technical know-how or a customer data base, an assignment to either
of the parties taking part in the transaction tends to be difficult.”’® In addition, problems regarding

the valuation of assets arise more often.

To conclude, the possibility of lowering the effective tax rate by using the very effective means of

an optimal allocation of functions and risks has greatly increased in the age of ICT. Thus, this

279

instrument is becoming more important.”” However, in cases where a transfer of assets is necessary

7% Seg also Endres, 2003a, p. 733; Herzig, 2003, p. S 88.

5 Ifa technology developed at home is required to carry out business abroad, it is for example possible to reduce the
tax burden by transferring the technology by degrees. To begin with, the technology may be licensed to the R&D
company abroad. The licence fees would then be phased out while the technology became obsolete. New research
projects could then be carried out abroad in the form of contract R&D. For more details and further examples, see
Burkert, 2003, p. 359.

Z: See also the detailed analysis in Scheffler / Eickhorst, 2004, pp. 818-823.
Possible examples of attributable assets to sales activities are the customer data base or design patents. For more
details on the valuation of a customer base, see Hollenbach, 2003, pp. 605-612. Typical attributable assets for
production activities are patents, licences, know-how, special software or, possibly, business opportunities and a
goodwill of a company. See De Hosson, 1996, pp. 87-88; Kilby / Wildi, 2000, p. 27; Baumhoff / Bodenmiiller,
2003, pp. 367, 378-382.

7 See also Baumhoff / Bodenmiiller, 2003, p. 366.

T See also Herzig, 1998, p. 289; Endres, 2003a, p. 731.
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to do business abroad, the issue of the realisation and taxation of hidden reserves must be taken into

account.

4.2.2.2. Implementation of an Optimal Transfer Pricing System

Along with the assignment of functions and risks to different parts of a company, an optimal
transfer pricing system has to be developed between different legal parts of a group of
companies.”* For the purposes of international tax planning, the effective tax rate can be reduced
through transfer pricing strategies which are legally permissible to shift profits to lower-taxing
countries.”® These tax planning strategies do not require major changes to the business organisation
and their implementation is therefore much easier than a complete reallocation of functions.’®” Due
to the economic changes resulting from the use of ICT, the scope for tax planning through transfer
pricing could be extended in certain cases, since the underlying business models tend to be more
flexible. However, the pre-existing drawbacks related to transfer pricing are more obvious and of
increasing importance in the age of ICT. Nowadays, it is more difficult to find and identify
comparable transactions in order to determine a suitable transfer price.” With the advent of ICT,
these problems arise more frequently, since a decentralised organisational structure results in a
strong increase in controlled cross-border transactions, especially with regard to finding comparable
transactions and determining a suitable transfer price for firm-specific intangible assets and
services. Consequently, the calculation of suitable transfer prices is very cost-intensive in practice.
In addition, a double taxation of profits, and thus an increase in the effective tax rate, may occur, as
the transfer prices arrived at by the jurisdictions involved in a cross-border transaction often

differ.®

To conclude, the planning of an optimal transfer pricing system is based on the allocation of
functions and risks within a company or a group of companies. In comparison to the reallocation of
functions and risks, optimising the transfer pricing system is a less effective means of reducing the
effective tax rate, but it is less cumbersome. In the age of ICT, the drawbacks related to the transfer

pricing are presumed to arise more frequently.

0 Thus, the functional analysis gives a range of possible transfer pricing methods for each individual case. See also

Baumhoff / Bodenmiiller, 2003, pp. 353, 361.

For example, the choice between the resale price method and the cost plus method or between licensing and cost
pooling, can be optimised. See Jacobs (Ed.), 2002, p. 967, and the different examples for sales and production
activities mentioned in chapter 4.2.2.1.

B See Herzig, 2003, p. S 88.

5 Inter alia, see Eicker, 2000, p. 129; Kessler, 2001/2002, pp. 445-446;, Steimel, 2001/2002, pp. 485, 494, 503, and
for more details, see the analysis in chapter 6.3.1.1.2. and chapter 6.3.1.1.3.

Here, the EU Tax Arbitration Convention can give relief. For further details, see chapter 6.3.1.1.6.
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4.2.3. Planning the Legal Structure of the Organisation
4.2.3.1.  Optimising the Internal Legal Structure of a Company

As outlined above, these days, the activities of a company can be allocated with less effort to lower-
taxing countries. However, it depends on the legal structure of a company, and its tax effects,
whether these lower tax rates can be taken advantage of or if they are cancelled out by specific tax
rules. In this context, the legal form of the investment, the method which may be applied to avoid
double taxation, and the possible application of anti-tax-haven rules all determine the final tax rate.
Thus, optimising the legal structure of the company or group is crucial to the level of the effective
tax rate. It does not entail a change to the operational business of a corporation and can therefore be
applied without much effort.”® In general, a company can choose between doing direct business
and making a direct investment, i.e. setting up a permanent establishment or a subsidiary abroad.
The consequences of the economic changes brought about by ICT are examined below for every
type of investment, along with an analysis of whether new opportunities to reduce the effective tax

rate or new fiscal risks arise.

4.2.3.1.1. Doing Direct Business

Doing direct business means that the company is present on the market in the source country
without having set up a fixed establishment there. The main business models typical for changed
business structures are the provision of services, such as data warehousing, ASP or web site
hosting, and the licensing or sale of digital products and other intangible assets.”®® Due to the ICT-
induced economic changes, these forms of doing business are easier to implement from a distance

without the need for physical contact with the customer.”®’

Regarding tax aspects, the various forms of doing direct business have to be classified under
different categories of income. The income categories relevant in this context are business profits
and royalties in accordance with Articles 7 and 12 of the OECD Model. In order to qualify these
new forms of doing business as either royalties or business profits, they have to be assigned to
either the provision of know-how or the provision of services. For this purpose, the following
criteria have been proposed by the OECD.”® Contracts for the supply of know-how concern
currently existing information, or the supply of information after it has come into existence, and

include provisions regarding the confidentiality of the information. In contracts for the provision of

5 See also Herzig, 2003, p. S 88.

% For more details on new business models, see chapter 2.4.2., and also Forst, 1997, pp. 1455-1458.

7 As the provision of know-how is supposed to increase, the frequency of royalties could increase as well.
See Steimel, 2001/2002, pp. 483-484, and Brunsbach, 2003, p. 111.

B See paragraph 11.3 of the Commentary on Article 12 of the OECD Model, and Brunsbach, 2003, pp. 95-112.
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services, the supplier agrees to perform services which may require the use of special knowledge,
skills and expertise owned by that supplier but not the transfer of ownership to the other party. The
OECD has classified income resulting from typical business models in different income
categories.”® For example, the provision of proprietary technical information on a specific product,
or the electronic ordering and downloading of digital products for the purpose of commercially
exploiting the copyright, are categorised as a provision of know-how and the respective income is
qualified as a royalty. Business models such as ASP, web site hosting, software maintenance, data
warehousing or the electronic access to professional advice are qualified as the provision of

services. Thus, the respective profits constitute business income.

This categorisation made by the OECD is deemed to be a suitable clarification. However, there may
still be some uncertainties and income qualification conflicts® which often constitute a tax risk in
terms of double taxation. A possible risk inherent to income qualification conflicts is the fact that
the respective countries may qualify the same transaction differently.”®' Uncertainties may also
arise due to the fact that even if there is a uniform qualification, the source of the income may often
be unclear in the age of ICT.*” In addition, with the economic changes through the use of ICT, the
taxpayer can arrange the transactions more easily to avoid such tax risks, for example to avoid an

excess tax credit in order not to increase the effective tax rate.

4.2.3.1.2. Investing in the Form of a Permanent Establishment

Under current tax rules, a permanent establishment is defined as a fixed place of business through
which the business of an enterprise is wholly or partly carried on.”> As physical distance is less
important with the advent of ICT, under business management considerations, there are fewer
reasons for establishing a permanent establishment in a specific country in order to be close to the
customer. However, as other location factors may take on more importance in the decision of where
to locate a company, they can be taken advantage of by creating a permanent establishment in a

specific country.

In terms of taxation, to make use of the international tax differential, the permanent establishment

2 See QECD, 2001d, Annex 2, and also Eicker, 2001b, pp. 53-69; Brunsbach, 2003, pp. 113-114.

0 See eCom Taxpert Group, 2002, pp- 31-80, who disagree in 15 out of 28 income categories.

®' For example, the source country may qualify the payment as a royalty and impose a withholding tax on it, whereas
the residence country may qualify the income as business profits and, therefore, may not accept the withholding
tax. Moreover, even if the withholding tax is accepted, an excess tax credit may result. This could lead to an
increase in the effective tax rate. See also Eicker, 2001b, pp. 25-26, 35-39; Doernberg / Hinnekens / Hellerstein /
Li, 2001, pp. 376-379; Jacobs (Ed.), 2002, p. 1240.

See also chapter 4.2.2.1,, and Forst, 1997, pp. 1458-1459, who points out the difficulties of linking an item of
income with a specific geographical location. With regard to the general issue of determining the source of profits,
see chapter 5.1.2.

For further details on the definition of a permanent establishment, see chapter 3.2.2.
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will be set up in a low-tax country for tax planning purposes. If the tax exemption method is applied
in the home country of the parent company, the effective tax rate can be lowered. Otherwise, the
application of the tax credit method leads to a taxation which is at least at the tax level of the

residence country.294

Due to the ICT-induced economic changes, i.e. increased mobility and a greater division of
functions and parts of a company, it is much easier for a company to make use of the international
tax differential. The location of a permanent establishment can be influenced and a company can
decide whether or not a permanent establishment is created. For example, due to the fragmentation
of business, the activities of a company can be split up into smaller entities only carrying out
activities which are tax exempt in accordance with paragraph 4 of Article 5 of the OECD Model.
Thus, it is possible to avoid setting up a permanent establishment by making use of this exemption
rule.””® Typical examples of permanent establishments in the age of ICT are servers and employees

telecommuting and working distantly from the company’s premises.296

The OECD has stipulated the circumstances under which a server can constitute a permanent
establishment.”” A server has to meet the standard basic-rule requirements for a permanent
establishment and can constitute a fixed place of business if it is located in a fixed place for a
certain amount of time. If the server is owned or leased and operated by the company, the company
has the server at its disposal. It has to be examined on a case-by-case basis whether the operations
carried out by a server are deemed to be auxiliary or preparatory activities.”®® The presence of
personnel is not a prerequisite for an enterprise to carry out its business activities through the server.
Consequently, as the server might constitute a permanent establishment and as the location of the
server is rather independent of other location-specific factors, companies can install a server in a
low-tax country without much effort. Thus, one can make use of the international differences in tax
rates, provided that the income is exempt from taxation in the residence country of the parent
company. Therefore, the opportunities to reduce the effective tax rate by creating or avoiding a

permanent establishment in a specific country have increased due to the use of ICT.”® However, it

24 For further details, see chapter 3.4.

¥ See OECD, 2003, section 179, and also footnote 540.

See also the examples of the C Company and the M Group in chapter 2.4.5.

See paragraphs 42.2-42.9 of the Commentary on Article 5 of the OECD Model, and OECD, 2000.

The commentary includes two examples. For an ISP, the operation of the servers to provide services to customers
constitutes an essential part of its business activities. For an e-tailer selling products over the Internet, the activities
performed through the server may be more than preparatory or auxiliary if they include — in addition to the sale -
functions such as the conclusion of contracts with customers, the processing of payments or the delivery of
products.

See also Satzger, 1999, p. 43, and for the use of a server for tax planning strategies for outbound transactions from
a German perspective, see Prinz, 1997, pp. 521-523; Miiller, 2001/2002, pp. 532-534; Miiller / Reiser, 2003,
pp- 236-239.
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must be noted that the potential for using a server as a tax planning instrument greatly depends on
the amount of profits attributable to it which is presumed to be rather low.”® Moreover, due to
potential uncertainties regarding the degree of nexus required for the existence of a permanent

establishment in practice, the tax risk is increased.’"!

In addition, employees telecommuting from a telecommuting centre, €.g. shared service centres, can
represent a permanent establishment.”” Since telecommuting centres are not as mobile as a server,
they do not constitute a means for international tax planning that is as flexible as the use of a server.
However, it is a more effective means, as probably more income is attributable to such a kind of
permanent establishment. Moreover, particularly with regard to other forms of telecommuting, such
as home-based telecommuting or an employee working at the customer’s premises, there is a

potential tax risk due to the uncertainty of whether a permanent establishment is set up.m3

To conclude, the use of ICT provides more opportunities to reduce the effective tax rate for a
permanent establishment. One essential condition for using the permanent establishment as a tax
planning instrument is that the tax exemption method is applied in the residence country of the head
office. Otherwise, under the tax credit method, at least the tax rate of the residence country is
applied. In addition, the permanent establishment only constitutes a suitable means to reduce the
effective tax rate if a certain amount of profits is attributable to it. However, the tax risk also
increases, since uncertainties regarding the question whether a permanent establishment exists or

not occur more often.

4.2.3.1.3. Direct Investments in the Form of a Subsidiary

Since a subsidiary constitutes a distinct legal entity, the profits can be retained and reinvested in the

source country without being taxed in the residence country’* Thus, the differences in

Particularly if only limited functions are performed by the server, a rather small amount of profits is attributable to
it. For more details on this question, see also the quotations in footnote 271, and Strunk, 2001, p. 1533; Strunk /
Kaminski, 2001, pp. 162-164; Ditz, 2002, p. 215; Buciek, 2003, pp. 143-144. This example has also been discussed
by the OECD. See OECD, 2001a, sections 41-110. Therefore, the question whether a server can constitute a
permanent establishment or not is deemed to be not that important. In addition, also the incentive to shift profits by
use of a server is presumed to be not that high. See also Wichmann, 2003, p. 147, and the comments in chapter
6.2.3.2.2.

See Eicker, 2001a, p. 60. For a discussion of the fact whether the relocation of a server entails the application of an
add back taxation according to paragraph 42 of the German General Tax Act, see Arndt / Fetzer, 2001, pp. 1177-
1180; Graf, 2003, pp. 197-198. They conclude that the application of add back taxation in the case of relocating a
server within the EU would infringe European Law.

For an analysis of different forms of telecommuting, see chapter 6.2.2.2.

Further issues in international tax planning arise if the permanent establishment located abroad does not generate
active income. For more details, see chapter 4.2.3.1.4.

This fact is an important difference in relation to the permanent establishment. Thus, the investment in form of a
subsidiary is particularly advantageous if the tax credit method is applied to the profits of the permanent
establishment. As regards non-fiscal reasons, compared to a permanent establishment, a subsidiary will in general
be preferred if an investment is planned for longer periods or due to legal or image reasons. Also, a permanent
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international tax rates can be used to a great extent and the possibility of retaining profits in the
source country constitutes a decisive advantage compared to the permanent establishment. If the
profits of the subsidiary are distributed to the parent company, the tax planning opportunities by use
of a subsidiary depend on the applicable method to avoid double taxation. In general, the tax
exemption method provides for an optimal use of the lower tax rate in the source country, since
under this method, the tax level of the source country is finally applied. Otherwise, under the tax

credit method, at least the tax level in the residence country is applicable.”5

Moreover, in addition to using a subsidiary as a form of direct investment in the source country, the
effective tax rate can be reduced by repatriating profits from abroad to the parent company via an
intermediary subsidiary in a third country. In some cases, regardless of whether the tax level is
lower in the source country or in the residence country, it is possible to reduce the tax level even
below. These strategies for minimising the effective tax rate can be implemented for any functions
which are less dependent on a physical location and highly mobile, such as holding functions or
financing.*® Since in the age of ICT, the value added process is more decentralised and fragmented
and, as the use of ICT can ensure the effective implementation of such a constellation by bridging
geographical distances, this kind of planning strategies are of increasing importance. The main
issues arising from the use of ICT on tax planning with subsidiaries are the changes in the

applicability of anti-tax-haven rules discussed below.

4.2.3.14. Limitations on Investing Abroad

Direct investment abroad in the form of a permanent establishment or a subsidiary fall under anti-
tax-haven legislation if the following three prerequisites are fulfilled. First, the domestic
shareholder must control the foreign entity or must have a significant ownership stake in it. Second,
the geographical location where the entity is established or does business is qualified as a tax haven
with the income being taxed at a relatively low level.*” Third, with regard to the nature of the

foreign entity’s activities, the income resulting thereof must be passive.m8 Whilst the first criterion

establishment may be transformed into a subsidiary after a certain time period.

For more details, see chapter 3.4.

If profits are exempted from taxation in the jurisdiction of the parent company, the optimal tax planning strategy is
to realise profits in lower-taxing countries. Otherwise, if the jurisdiction of the parent company has stipulated the
tax credit method, the optimal tax planning strategy is to optimise the crediting by reducing the amount of excess
tax credits. Finance centres are especially relevant in practice. For more details, see Jacobs (Ed.), 2002, pp. 813-
815; Herzig, 2003, p. S 88; Jacobs, 2003, pp. 118-121; Spengel, 2003, pp. 45-52, 164-171; ibid., 2008, pp. 17-21
for empirical analyses of the evidence of fiscally-motivated financing strategies. For empirical results of a survey
among UK companies on intermediaries in third countries, see Devereux / Pearson, 1989, pp. 66-67.

For the tax haven criteria highlighted by the OECD, see OECD, 2000a, p. 10, and Arnold / Dibout, 2001, pp. 27-
30, who provide an overview of the various criteria used in different jurisdictions.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 323. For an overview of CFC-definitions in different
countries, see Arnold / Dibout, 2001, pp. 40-48.
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is a legal one and, therefore, not influenced by an increase in the use of ICT, the second and the

third criterion may be influenced by it.

If an add back taxation rule is applicable to a subsidiary abroad considered as a controlled foreign
company (CFC), the undistributed income of the CFC is subject to current inclusion, i.e. it is not
deferred but attributed to its domestic shareholders and taxed on a current basis. The application of
the add back taxation particularly comes into question if the subsidiary is an intermediary in a
triangular constellation.®® Anti-tax-haven rules are also applied to permanent establishments. For
example, if a permanent establishment realises passive income, the tax credit method may be

applied instead of the tax exemption method.>'°

The application of anti-tax-haven rules constitutes a
potential tax risk and can increase the effective tax rate if a double taxation of profits results. The
following comments are mainly based on examples of CFC rules which are relevant to subsidiaries.

However, they are also valid for permanent establishments.

With regard to the second criterion, in order to determine whether the source of a CFC’s income is
located in a tax haven and thus taxed at a low level, the residence of the controlled foreign entity
and the source of the respective income have to be identified. Due to an increase in the use of ICT,
these locations tend to be rather blurry. For example, especially for virtual organisations, it may be
difficult to determine the company’s residence on the basis of the place of management.*!!
Identifying the source of income is particularly complicated with regard to the place of provision of
services or the place of use or consumption of intangibles.312 Consequently, the ICT-induced
taxation issues also influence the application of anti-tax-haven rules and increase the tax risk for the

taxpayer.

With regard to the third criterion, a distinction must be drawn between active income and passive or
foreign base company income. Typical activities in the age of ICT are trading with digital goods,
providing services or licensing. Taking the CFC provisions in the United States as an example,
income from the sale of property, such as intangibles, is deemed to constitute foreign base company
sales income if it is derived from transactions between the CFC and related parties and if it arises
from sales made outside the CFC’s tax jurisdiction.’'® With regard to the provision of services, the

income is deemed to be foreign base company services income if it is derived from services

For more details of this tax planning strategy, see chapter 4.2.3.1.3.

For the German practice, see Jacobs (Ed.), 2002, p. 492; Schwarz, 2003, p. 283. See also the judgement of the
German Supreme Tax Court on 5 June 2002 with regard to a server installed in Switzerland, and the discussion in
Kaminski / Strunk, 2002, pp. 1037-1042; Schwarz, 2003, pp. 282-283. For examples of activity clauses in double
tax treaties, see Scheffler, 2002, p. 193; Schwarz, 2003, p. 282.

For further details, see the analysis in chapter 4.2.1.

See the comments in chapter 4.2.2., and also United States Department of the Treasury, 2000, p. 76.

See section 954 (d) of the United States Internal Revenue Code; United States Department of the Treasury, 2000,
p- 77; Maguire / Anolik, 2000, pp. 1937-1939 for further examples; Rogers / Lemanowicz, 2001, pp. 911-912.
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provided outside the CFC’s country of residence for or on behalf of a related party.>'* For royalties,
e.g. from the lease of software, the resulting income is considered to be active income if the CFC
has developed, created or produced the software or has added substantial value to the software in

the regular course of the CFC’s business.*"

To examine in practice whether the income is active or not, the income first has to be classified
under the respective income categories.*'® The fact that the outcome of the anti-tax-haven rules
differs depending on the income classification is of special interest in cases in which some activities
of a company are very similar but classified differently}” These circumstances can be used for tax
planning since the company in question can arrange its business affairs in order to prevent the
application of CFC rules. In addition, the classification of income as active or passive depends on
the actual nature of the CFC’s activities and on the location of the activities.'® These days,
functions, tasks or intangible assets, such as know-how, are more mobile and can be shifted more
easily.m Consequently, the business affairs of a company can be arranged in such a way that the
CFC generates active income. For example, the operations of a company can be restructured by
transferring software development personnel and the respective functions, tasks, and assets to the
CFC.3

Moreover, there may be anti-tax-haven rules which include tests for distinguishing between active
and passive income which are no longer suitable in the era of ICT, since generating active income

requires a human element.*”' For example, in Canada, a CFC’s royalty income is deemed to be

314 See section 954 (e) of the United States Internal Revenue Code; United States Department of the Treasury, 2000,

p- 79; Maguire / Anolik, 2000, pp. 1939-1941; Rogers / Lemanowicz, 2001, p. 912.

See section 954 (c) of the United States Internal Revenue Code; United States Department of the Treasury, 2000,

p. 78; Rogers / Lemanowicz, 2001, p. 910.

Due to an increase in the use of ICT, such a classification can turn out to be complicated in some cases. See United

States Department of the Treasury, 2000, p. 76; Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 328-331, who

provide further examples. For the qualification as active or passive income according to the German Foreign

Transaction Tax Act, see Strunk / Zéllkau, 2000, pp. 95-109; Miiller, 2001/2002, pp. 520-528; Brunsbach, 2003,

Pp. 45-59; Kroppen / Hagemeier, 2004, pp. 1137-1144, who focus on new organisational forms of distribution. For

the provisions in Canada, see Li, 2003, pp. 480-484.

For example, a CFC may purchase software from its parent company and either sell it to third parties or provide

services to unrelated parties by making use of this software. Whilst the selling-on of the software is foreign base

company sales income, the income realised by the provision of services is qualified as active income, provided
that the parent company did not render substantial assistance to the CFC. Also if a product can be sold either

physically or digitally, the income qualification may differ. See United States Department of the Treasury, 2000,

pp. 79-80 for further examples.

As regards the issues related to the location of a company’s activities, see the comments above.

For further details on the shifting of functions and risks, see chapter 4.2.2.1.

3 See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 334.

3 See Canadian Advisory Committee on Electronic Commerce, 1998, section 4.2.5.1. For CFC rules based on a
human element in the UK, see Inland Revenue, 1999, sections 5.33-5.34; Kilby / Wildi, 2000, p. 27. In the UK, the
CFC’s activities are exempted from the CFC rules if it has locally employed staff. To conclude, a re-examination
of these rules is necessary in an ICT environment, especially for activities that can be performed solely by use of
ICT. For a reform approach, see Glicklich / Leitner, 2001, p. 511, who propose to focus on the effective tax rate to
which the income is subject to decide whether CFC rules are applicable or not.
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active income only if the CFC employs more than five full-time employees in the licensing business
throughout the year.*?? As, due to ICT, the number of employees may be lower, add back taxation
may be applied although the foreign entity carries out active activities. Consequently, these rules
can increase the tax risk for the taxpayer and can also increase the effective tax rate if a double
taxation of profits results from the application of CFC rules.

To conclude, with the advent of ICT, there might well be more cases in which the existence of a

3 since the

controlled foreign subsidiary or permanent establishment is called into question,32
organisational structure of companies is becoming increasingly decentralised and minor functions
or parts of a company may be separated and dispersed all over the world. However, this does not
necessarily imply that the number of cases in which anti-tax-haven rules are actually applied has
increased. As shown above, it may nowadays be easier to prevent add back taxation by restructuring
operations. Thus, companies can legally avoid the application of anti-tax-haven rules with greater
ease. However, the current anti-tax-haven rules also constitute a potential risk, as more situations

occur in which their application is uncertain and has to be clarified.’?*

4.2.3.1.5. Comparison of the Investment Alternatives and Location Decisions

Following an analysis of each of the three investment alternatives, it is debatable whether there has
been a shift between their relative frequencies due to ICT. When exclusively considering business
management aspects, it is, in certain cases, no longer necessary to establish a physical presence in
the source country to do business there, as the link between the company and the customer can be
provided by ICT. Thus, it has often been stated that more direct business will be carried out in the
source country and that there will be fewer subsidiaries and permanent establishments present in
physical form.””® However, often, having a physical presence in the source country is still required
to provide products or services in a cost-effective manner or to make use of favourable investment
conditions.**® Moreover, links within a company can be provided more easily with ICT which can
facilitate the connection between the physical presence established abroad and the parent company.

It is therefore doubtful whether the amount of direct business carried out can really be expected to

32 See Canadian Advisory Committee on Electronic Commerce, 1998, section 4.2.5.3.; Pantaleo / Zylberberg, 2001,

p. 441; Li, 2003, p. 483.

See also Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 331; Li, 2003, p. 478.

Particularly if an entity abroad carries out ICT-related tasks, a company may not be aware of the fact that anti-tax-

haven provisions have to be applied. Furthermore, it has been discussed in principle whether the current anti-tax-

haven rules are compatible with the basic principle of non-discrimination as stipulated in the EC Treaty. For more

details, see Schon, 2001, pp. 940-947; Kellersmann / Treisch, 2002, pp. 197-199; Jacobs (Ed.), 2002, pp. 254-259;

Spengel, 2003, pp. 284-288.

5 Inter alia, see Satzger, 1997, p. 232; Doernberg, 1998, pp. 1013-1014; Satzger, 1999, p. 43; McLure Jr., 2000,
pp- 10-11; Brunsbach, 2003, p. 120.

3% See also Portner, 1999, pp. 645-646; OECD, 2003, section 6.
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21 If there is a physical presence in the source country, permanent establishments may

increase.
become more frequent than subsidiaries for economic purposes. Particularly in this age of ICT with
its ever-changing business models and lack of capital, a permanent establishment is in general less

costly, less time-consuming and more flexible.>

When examining just fax planning aspects, the investment decision is based on the distinction
between lower-taxing and higher-taxing countries. Thus, how often each investment option is
chosen depends on its ability to make use of the international tax differential to reduce the overall
effective tax rate. In general, investing in a source country with a lower tax burden is preferable. If a
comparison is made between permanent establishments and subsidiaries for tax purposes,
subsidiaries are advantageous to permanent establishments since they constitute a suitable means
for lowering the effective tax rate by use of profit retention. If profits are distributed, as shown
above, for both a permanent establishment and a subsidiary, the lower tax rate can be used in an
optimal way if the tax exemption method is applied in the residence country of the parent
company.329 Further differences between subsidiaries and permanent establishments consist in the
possible imposition of a withholding tax on dividends distributed by the subsidiary or differences
regarding the allocation of income and the treatment of losses.>® In addition, subsidiaries can be
used in triangular constellations. However, permanent establishments also constitute a suitable
alternative for doing business abroad, especially when taking into account the advantages under
business management aspects.”®' To summarise, it is impossible to predict an overall effect with

regard to whether the number of permanent establishments or subsidiaries will increase.

In general, ICT-induced economic changes, such as greater flexibility and less dependence on
location factors, enable taxpayers to achieve their business and tax optimising strategies more often
and more conclusively.**? For example, creating a permanent establishment or a subsidiary in a low-
tax source country, or avoiding an investment in a high-tax source country, is easier to do through
ICT.* Thus, since tax aspects may also become more important due to the decreasing relevance of

other location factors, investments in lower-taxing countries could be expected to increase in the

" Up to now, definite empirical results with regard to this issue do not exist.

3% See Eicker, 2001a, p. 60.

52 For further details, see the comments in chapter 3.4.

30 For further details, see chapter 3.3. and chapter 3.4.; Scheffler, 2002, pp. 296-297. For differences in loss
treatment, see Jacobs (Ed.), 2002, pp. 756-757. Also the capital gains tax for a sale of a foreign direct investment
differs. See paragraphs 2 and 4 of Article 13 of the OECD Model.

See also Ficker, 2001a, p. 60; Owens, 1997, p. 1848, who argues that income allocation issues are at least as likely
to arise these days with subsidiaries as they are with permanent establishments.

For optimal tax strategies in e-commerce activities, see Satzger, 1997; Strunk / Zéllkau, 1998, pp. 592-596;
Endriss / Kibisch / Labermeier, 1999, pp. 2280-2281; Pinkernell, 1999, pp. 282-290; Schwarz, 2003, pp. 286-287
with regard to inbound and outbound transactions from a German perspective; Scheffler, 2000, pp. 279-297.

See also Satzger, 1999, p. 43, who notes a dramatic increase in the possibilities for tax planning.
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age of ICT, especially in the form of permanent establishments and subsidiaries.”* In the end, since
the choice of the optimal form of investment is based on many factors, the outcome will differ

depending on the relevant factors and on the characteristics of the target jurisdiction.

4.2.3.2.  New Forms of Enterprise Co-Operation

As well as investing abroad, it is also possible to enter into a form of co-operation with another
business partner. As mentioned above, an increase in the use of ICT has led to new hybrid forms of
co-operation which may be organised virtually.*®® In legal terms, these virtual co-operations in
general constitute a contractual joint venture. From a tax point of view, it is debatable whether a
contractual joint venture with profit pooling entails the creation of a partnership subject to
taxation.** This question depends on the degree of economic linkage between the two partners. If a
country classifies a contractual joint venture as a partnership, the income of the entity is subject to
taxation in this country. The final tax rate depends on whether the tax exemption method or the tax
credit method is applied in the residence countries of the business parmersA337 In contrast, if a
contractual joint venture is classified as doing direct business, the business partners are not liable to
tax in the source country, but the apportioned business profits are taxed in the residence countries of

the business partners according to the tax levels prevailing there.**®

Due to the emergence of new hybrid forms of co-operation in the form of contractual joint ventures,
it is often not clear whether a partnership exists or not, and at which tax rate the profits are taxed. If
the qualification of a contractual joint venture by the countries involved differs, double taxation or

double non-taxation may result.*”

In terms of international tax planning, the possible qualification conflict and the difference in the

final tax rates which apply to a partnership or to doing direct business, can be used to minimise the

¥ For empirical results on the scope of income invested abroad, see Spengel, 2005, pp. 104-107, who indicates that

this amount is dependent on the method to avoid double taxation in the residence country. Moreover, it has been
shown in several analyses that the international tax differential does indeed have an impact on the location
decisions of companies. For studies supporting this fact, see Devereux / Pearson, 1989, pp. 64-65; Commission of
the European Communities, 1992, pp. 93-119; Devereux / Griffith, 1998, pp. 335-363; Hines Jr., 1999, pp. 305-
322, who show evidence indicating that taxation significantly influences the location of FDI, transfer pricing and
R&D performance. For further empirical studies which show that investors favour jurisdictions with a favourable
tax system, see the overview in Koop, 1993, pp. 25-29. For an overview of international studies and studies on
German inbound and outbound investments, see Spengel, 2003, pp. 210-220.

For further details, see chapter 2.4.4.

This should be decided in accordance with the laws of all jurisdictions involved. For more details, see
Fischer-Zernin, 1997, pp. 1273-1277; Brunsbach, 2003, pp. 61-63; Bogenschiitz / Schanne, 2003, pp. 949-955. In
particular for non-virtual contractual joint ventures, it is argued that a partnership does not exist if the aim of the
partners consists in pooling profits and losses and not in establishing a joint business. See Bogenschiitz / Schanne,
2003, p. 953; Endres, 2003, p. 199, who refer to examples in German jurisprudence.

See also the general comments in chapter 3.4.

Thus, the tax consequences of doing direct business as shown in chapters 3.4. and 4.2.3.1.1. apply.

¥ See De Hosson, 1996, pp. 85-86; Holz / Hippe, 1996, p. 253; Jacobs (Ed.), 2002, pp. 1202-1203.
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effective tax rate. A company can take advantage of the international tax differential by stipulating
the contractual terms of the joint venture and, thereby, choosing either a qualification as a
partnership or as doing direct business to achieve the lowest possible rate of taxation. For example,
if extensive contractual relationships are entered into, the existence of a partnership is likely. 3
Moreover, a potential qualification conflict can be used to achieve a double non-taxation of some of

the profits in order to lower the effective tax rate.

However, the taxation of international contractual joint ventures also contains a potential tax risk.
Due to the uncertainty regarding the fiscal qualification of a virtual contractual joint venture, the
taxpayer cannot be sure of whether he is liable to tax in a country or not. If there is a differing
qualification of the co-operation, a double taxation of profits and an increase in the effective tax rate
may occur.**' To conclude, the creation of hybrid forms of co-operation, such as virtual contractual
joint ventures, constitutes a further opportunity for reducing the effective tax rate. However,

potential risks must be borne in mind.

4.24. Summary of the Relevant Changes in International Tax Planning and Derivation

of the Main Taxation Issues

The outcome of the previous analysis on the different tax planning instruments is summarised
below. For each instrument, current and non-current tax aspects relevant in the age of ICT are
considered. They are compared to the “old economy”, i.e. more centralised organisational forms

making no use of ICT. In addition, the respective tax risks are mentioned.

Table 4.2:  Overview of the most Relevant Changes Regarding Different Tax Planning
Instruments
Issue “Old Doing Business in the Age of ICT
Economy”
Economic Opportunities for Risks in International Tax
Changes due to International Tax Planning
ICT Planning
location of a | - place of effective | - place of effective - residence of a company can | - possible uncertainties regarding
company’s management management may be be chosen more freely place of residence
residence fixed in one place | mobile or there may | _ very effective instrument to | - effectiveness of instrument is
- restricted scope be seyeral places of lower effective tax rate, restricted in the case of relocation
for tax planning effecqve manage- particularly when setting up a | of residence
by choosing ment in different company => scope for tax
location of countries planning is enlarged
residence

340
341

See for more details Brunsbach, 2003, pp. 71-72.
This double taxation may be prevented by the agreement of an advanced ruling with the tax authorities involved.

See Jacobs (Ed.), 2002, p. 1203; Endres, 2003, p. 199.
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Issue “Old Doing Business in the Age of ICT
Economy”
Economic Opportunities for Risks in International Tax
Changes due to International Tax Planning
ICT Planning

allocation of
functions and
risks

quite centralised |-
and immobile
business activities
relocation -
generates high
costs, since
activities are

more mobile and
decentralised
business activities
business activities are
based on firm-
specific intangible
assets and services

- wide range of functions can
be allocated to lower-taxing
countries

- very effective means of
lowering the effective tax
rate, especially for additional
investments or new

- transfer of assets: potential
realisation and taxation of hidden
reserves impairs effectiveness of
this instrument

- valuation issues, difficulties in
allocating profits when dealing
with intangibles => increased tax

based on physical | - cost-effective foundations => scope for tax risk

factors of relocation may be planning is enlarged

production possible

- restricted scope

for tax pl g
implemen- - transfer prices for | - business activities are | - on the basis of more flexible | - difficulties in finding and
tation of a physical goods based more on firm- allocation of functions and identifying comparable
transfer can normally be specific intangible risks: scope for tax planning transactions for firm-specific

pricing system

found,
comparable trans- | _
actions exist

assets and services
high number of intra-
company transactions

by use of transfer pricing is
enlarged in certain cases

intangibles and services

- increase in costs due to high
number of intra-company
transactions

legal structure

of a company

- doing direct
business

more clear-cut -
income qualifica-
tion for different
forms of doing
direct business

new business models
emerge

- new tax planning potential
due to qualification conflicts
potential risks can be avoided
more easily

- increased uncertainty and double
taxation due to blurry income
qualification and qualification
conflicts

- permanent
establish-
ment

activities of a -
company in
general constitute
a fixed place of
business

extensive activities
without fixed place of
business emerge

- more flexibility to create or
avoid permanent
establishment

- increased potential for
reducing effective tax rate
particularly under the tax
exemption method

- possible uncertainty whether
permanent establishment exists
or not, e.g. for a server

- limitations on investing abroad:
see below

- subsidiary

more centralised |-
organisational
structure

mobile and
decentralised
business activities

- increased potential for
reducing effective tax rate,
particularly under tax
exemption method

- triangular constellation with
intermediary subsidiary can
be used more easily => scope
for tax pl is enlarged

- limitations on investing abroad:
see below

limitations on

more centralised |-

more decentralised

- application of anti-tax-haven

- application of anti-tax-haven

investing organisational organisational rules may be prevented more | rules comes into question more
abroad: structure structure easily due to increased often
subsidiary and - minor functions can flexibility regarding location | _ increased risk due to
permanent be separated of income and income uncertainties regarding source of
establishment classification income and income classification
hybrid forms | - international - efficient international | - classification of virtual - increased tax risk due to blurry
of enterprise contractual joint co-operations are contractual joint venture as classification of contractual joint
co-operation ventures often not |  possible partnership may be possible venture

efficiently => virtual contractual | => international tax - qualification conflicts may entail

feasible joint ventures differential can be used by double taxation

- contractual joint stipulating the requisite terms

ventures often of contract

classified as - qualification conflicts could

doing direct be used => new tax planning

business potential

The aim of the previous analysis on international tax planning in the age of ICT was to identify the




73

most important tax fields which have to be considered in more detail in the following analysis.
Firstly, it has turned out that the location of a company’s residence on the basis of economic criteria
is a taxation issue influenced by the increase in the use of ICT. Secondly, the definition of the
permanent establishment in the source country is one of the most important taxation issues in the
age of ICT. Thirdly, the income allocation between a permanent establishment and its head office
and among affiliated groups ranks among the main taxation issues to be analysed further. Fourthly,

the applicability of the methods to avoid double taxation should be discussed in more detail.

In addition to these main taxation issues which are analysed in more detail in chapter 6, the issue
whether an entity constitutes a tax subject or not is not discussed further. This question which is of
special importance in the case of hybrid forms of co-operation has already been discussed in chapter

32 Moreover, the following

4.2.3.2. and, in the end, has to be decided on a case-by-case basis.
analysis will focus on business income, since the income classification issues have already been
discussed in chapter 4.2.3.1.1. and since no particularly new taxation issues are created in the
context of royalties. Also the impact of ICT on CFC rules has been analysed in detail in chapter

4.2.3.1.4. and is therefore not considered further in the subsequent analysis.

4.3. Implications for the Allocation of the International Tax Base Between Different

Jurisdictions

As stated above, an increase in the use of ICT entails several changes with regard to the form,
location, and degree of a company’s international investments. It is analysed in the following
whether and to what extent these changed patterns of doing business abroad have an impact on the
allocation of the international tax base among different jurisdictions. The allocation of the tax base
can either be affected by ICT-induced economic changes, by the companies’ tax planning activities
or by feasibility issues with regard to the administration of taxation. These influences are examined
below and evaluated with regard to their relevance and the degree to which they are supposed to

change the allocation of the tax base.

4.3.1. Shift in the Taxable Base from Source Countries to Residence Countries

As regards the allocation of tax revenues, it has often been stated that an increase in the use of ICT
would lead to a shift in the taxable base from source countries to residence countries.**® This
assumption is based on various grounds. Firstly, it has been stated in the beginning of the discussion

on ICT and taxation that a process of disintermediation could lead to a reduction in the number of

342

s For a detailed discussion, see Brunsbach, 2003, pp. 63-72.

In general, source countries are largely ICT-importing countries (e.g. India), whereas residence countries are
mostly ICT-exporting countries (e.g. the United States).
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intermediaries in the country where the consumer is located and, consequently, less income would
be attributable to the source country.*** However, the process of disintermediation and the resulting
effects on the allocation of the tax base are nowadays not very likely.* Thus, a shift in the
allocation of the taxable base from source countries to residence countries cannot, at present, be

based on the argument that disintermediation has occurred.

Secondly, it has often been stated that an increase in the use of ICT leads to a reduction in physical
investments in the source country, which is inter alia due to the replacement of traditional retailers
by e-tailers who can distribute their products via ICT.® Since it is assumed that the latter do not
need to have a physical presence in the country of destination or only require a limited physical
presence for only a few functions, tax attributes in the source country would arise less frequently
and less income would be attributable to them. In such cases, there is a possible loss of tax revenues
for the source country and an increase in the tax revenues for residence countries.>*’ Even if these
events could occur, their impact has not yet been determined’®® and it is therefore doubtful whether

they really lead to a shift in the allocation of the taxable base between different jurisdictions.

Thirdly, it has been argued that an increase in business models based on the provision of know-how
in the form of licensing might - on the tax level — lead to an increase in the relative frequency of
royalties.** Since the OECD Model provides for exclusive residence taxation of royalties, this
development would also lead to a shift in the taxable base from the source country to the residence
country.’® However, it is debatable whether this shift would actually occur, as there would only be
changes if the licensing replaced a direct investment in the source country. Moreover, the tax
revenues of source jurisdictions might increase due to the increasing importance of the provision of

services which are in general qualified as business income and taxed in the source country if a

3% Inter alia, see McLure Jr., 1997a, p. 296; Owens, 1997, p. 1835; Cockfield, 1999, p. 159; Cockfield, 2001, sections
17-22. For an overview of arguments in favour of a shift in the tax revenues, see OECD, 2003, section 115.

For further arguments, quotations, and empirical results, see chapter 2.4.2.

For further quotations, see footnote 325.

Inter alia, see Tillinghast, 1996, p. 525, who argues that the division of tax revenues is threatening to be altered
fundamentally; Doernberg, 1998, pp. 1013-1014, who assumes a dramatic shift in the tax base from countries
importing e-commerce to those exporting e-commerce; Cockfield, 1999, pp. 157-159; Pinkernell, 1999,
pp- 287-288, who gives the example of Germany as an ICT-importing country losing tax revenues and the United
States as an ICT-exporting nation gaining more tax revenues; McLure Jr., 2000, p. 11; Doernberg / Hinnekens /
Hellerstein / Li, 2001, p. 342; Li, 2003, p. 523; Hinnekens, 2003, p. 319. This argument has also been brought
forward by certain jurisdictions. For example, see Indian Ministry of Finance (Ed.), 2001, pp. 71-72. In contrast,
see eCom Taxpert Group, 2002, pp. 8-9, who suppose that ICT will not shift tax base away from India.

See also Bird, 2003, p. 5. As mentioned in chapter 4.2.3.1.5., companies often still have a physical presence in the
source country for various reasons. See also Portner, 1999, p. 646; Avi-Yonah, 2001, pp. 1395-1400, who
presumes that a shift in tax revenues has not taken place since it is harder for multinational firms to avoid having a
permanent establishment in market countries than previously supposed. See also Sprague / Hersey, 2003, p. 315,
who argue that remote vendors of consumer goods are not the predominant e-business model in the economy.

For further quotations, see footnote 287.

See Li, 2003, p. 523. In this point, double tax conventions can deviate from the OECD Model.
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permanent establishment exists.>*’

To conclude, the degree of the often predicted demise of source-based taxation cannot at present be
measured by trade data and does not seem to have occurred to a great extent.? It is also impossible
to determine at present whether countries will see a significant reduction in their tax revenues due to
the business changes related to ICT.*® For example, as illustrated by the OECD, the effect of a
significant loss in direct revenues in a given source jurisdiction would only be relevant if the growth
of e-commerce was very important, was mostly at the expense of traditional commerce and

represented a shift from purely domestic to international commerce. >

Issues arising from the practical implementation of the tax law have been mentioned as a further
reason for a change in the allocation of the tax base, as it may be difficult to obtain and verify the
necessary information. With regard to source countries, the collection of source taxes may become
more difficult due to the lack of meaningful audit trails in electronic transactions.” For residence
countries, it has been argued that issues with unavailable and unreliable information on foreign-
source income may cause problems.>*® In addition to the shift in the tax base, the possibility of an
erosion of the world-wide tax base has been assumed due to the aforementioned issues.*’ Although
these administrative issues may arise to a certain degree, it is debatable whether, and to what extent,
they have an impact on the allocation of the tax base. Certainly, an improvement in control
technologies and procedures for international information exchange is needed to prevent tax fraud

and to protect tax I'CVel'll.lCS.358

4.3.2. Shift in Tax Revenues Based on Location Factors

Unlike with a shift in tax revenues from source to residence countries, it is conceivable that the new

351

12 For details on the classification of business models, see chapter 4.2.3.1.1.

In contrast, it has been shown by use of macroeconomic data that there is no significant decline in corporate tax

revenues collected by OECD member countries. See Avi-Yonah, 2001, pp. 1395-1400. See also Sprague / Hersey,

2003, p. 300, who assume that the opposite is true, i.c. that developing nations are expected to derive significant

economic growth from the e-commerce economy.

See the quotations in footnote 347, and Hinnekens, 1999, p. 442; Sprague / Hersey, 2003, pp. 316-317.

Additional prerequisites are that these effects must not be compensated for by residents of the country in question

engaging in reciprocal e-commerce business, by an enhanced tax on consumption or by other benefits and business

opportunities, such as a transfer of functions. See OECD, 2003, section 116.

3% For further details and examples, see Doernberg, 1998, p. 1014; Li, 2003, p. 523. See also Guttman, 1999, p. 1392,
who states that these issues are due to disintermediation.

3¢ See Li, 2003, p. 530.

7 Inter alia, see Avi-Yonah, 1997, p. 516; Portner, 1999, pp. 645-646, who argues that a reduction in the overall tax

base might result from cost savings due to efficiency gains through the use of ICT; Neubig / Poddar, 2000,

pp- 1153-1161, who argue that pressure for such a reduction is put on almost all types of taxes; Doernberg /

Hinnekens / Hellerstein / Li, 2001, pp. 341-342; Li, 2003, p. 534.

See The Dutch State Secretary of Finance, 1998, p. 24; Australian Taxation Office, 1999, pp. 170-171; Westberg,

2002, pp. 80-81, 235, who states that the OECD Model Agreement on Exchange of Information on Tax Matters is

of importance to the promotion of international tax co-operation. In July 2004, the OECD’s Committee on Fiscal

Affairs refined Article 26 of the OECD Model and the Commentary thereon to enhance the exchange of
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business structures enable a shift in tax revenues from countries with less favourable investment
conditions to countries with more favourable investment conditions. With the increased
international mobility of business activities, a company can exploit non-tax business location
factors, such as low labour costs, well-trained employees or a fully developed infrastructure, with
greater ease and to a larger extent by optimising the group structure and the allocation of the
group’s functions and risks.*® Therefore, jurisdictions with favourable location factors are
supposed to attract investments and, consequently, tax revenues, to a greater extent.’®® Since
nowadays, the companies’ activities tend to be less dependent on specific business location factors,
the tax system of a particular jurisdiction is a more and more important location factor.*®' The ICT-
induced economic changes, such as greater flexibility and mobility of firm-specific intangible assets
and services, less dependence of a company’s activities on specific location factors, and the
decreased importance of geographical distances in some cases, enable companies to use the
international tax differential to a greater extent. Consequently, taxpayers can nowadays achieve
their tax optimisation strategies more often by making use of the international differences in tax
rates. For example, avoiding a tax attribute in a high-tax source country and investing in a
lower-taxing country in the form of a permanent establishment or a subsidiary is made easier by
ICT. As regards residence countries, a company can nowadays locate its residence more easily in a
low-tax country. Moreover, the application of CFC rules can be avoided in certain cases.’® In
addition, conceming residence and source countries, an optimal allocation of the company’s tax
base between different jurisdictions by centralising or decentralising business functions to minimise
the effective tax rate can be achieved with less effort.>®> Thus, investments in low-tax countries will
increase further, whereas investments in countries with a higher tax burden tend to decrease. This
effect may have an influence on the allocation of the tax base, leading to a possible shift in the tax

revenues from high-tax to low-tax countries.>*

4.3.3. Summary

When summarising the different developments mentioned above, it becomes clear that a shift in the
tax base from source to residence countries is not likely, whereas a shift to jurisdictions with more

favourable investment conditions, in particular low-tax jurisdictions, is more likely due to the

information between jurisdictions.

For more details, see chapters 4.2.1. to 4.2.3.

For a survey analysing the reasons for investing abroad, see footnote 31.

For analyses which show that the tax system is an important location factor, see footnotes 258, 334.

2 Seg also Li, 2003, pp. 528-530.

3 In addition to the possibilities for legal international tax planning, the risk of illegal tax evasion and tax fraud has
also increased in the age of ICT and this may have an impact on the tax revenues of high-tax countries. For more
details, see Drefiler, 1999, p. 291; Guttman, 1999, p. 1395; Eicker, 2000, p. 124.

See also Rddler, 2004, p. 370, who presumes a tax base erosion of countries with high tax rates.
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increased mobility of business activities. The actual impact has not been measured to date, but
studies on the dependence of investment decisions on specific location factors, such as a
Jjurisdiction’s tax system, corroborate this assumption.365 However, it is almost impossible to predict
the net effect of ICT-induced economic changes on the tax base of a specific jurisdiction, since the

diverse effects have an impact on the domestic tax base to varying and opposing degrees, >

Certainly, it is in the interest of a jurisdiction to preserve its right to tax.>¢” However, countries do
not have a right to a particular level of tax revenues and it is not the function of tax law to guarantee
a particular level of tax revenues for a given country. The normative criteria for optimal taxation do
not include preserving a country’s tax revenues; however, the evaluation criterion of inter-nation
equity is based more on an allocation of revenues in line with the source of the income.®® To
conclude, an increase in the use of ICT does not really provide a persuasive argument in favour of a
shift in tax revenues from source to residence countries.® As a consequence, possible reforms

cannot be based only on such a shift in tax revenues.*”

44. Implications for a Systematic Analysis

On the basis of the precedent analysis, the most important tax fields in the era of ICT have been
defined by identifying inconsistencies in current international tax law which provide opportunities
for tax planning. On the basis of this outcome, for these tax fields, a systematic analysis is
conducted in more detail. This means that it is on the basis of normative criteria for an optimal
taxation analysed whether the current tax rules are still suitable and to what extent reforms are
required. Thus, in addition to the analysis of the implications resulting from the increased use of

ICT for companies, the consequences for tax administrations are considered.

3 For quotations of empirical studies, see footnote 334.

See also footnote 352. For rough estimates showing that there was no impact on Australian tax revenues, see
Australian Taxation Office, 1997, pp. 32-33, 81. See Canadian Advisory Committee on Electronic Commerce,
1998, p. 47, who state that the effects on Canadian tax revenues are not clear. For the Netherlands, see The Dutch
State Secretary of Finance, 1998, pp. 23-24, who state that, at that time, there were no significant developments of
the Dutch national budget. A long-term budgetary impact from the growth of e-commerce is expected, but it is
unclear whether, on balance, it will lead to any real loss of or surplus in the Netherlands’ tax revenues. For
possible scenarios for the Irish tax revenues, see Irish Revenue, 1999, p. 46.

See also Spence, 1997, p. 143, and Inland Revenue, 1999, p. 74, who aim to preserve traditional taxing rights in
the UK.

For more details, see chapter 5.1.2.

See also The Dutch State Secretary of Finance, 1998, p. 12.

For further details, see the discussion on models for reforming permanent establishments in chapter 7.2.

367

368
369
370



78

5. Normative Criteria for Optimal Taxation

The theoretical framework underlying the following analysis consists of basic normative criteria for
an optimal taxation which are shown in figure 5.1 below.””’ The normative criteria are used to

evaluate the current tax regulations and to recommend possible reforms.

Figure 5.1:  Evaluation Criteria

Evaluatlon Criteria

nation

Taxpayer Inter-|
Equity Equity Neutrality

Supply Supply-
approach demand

Ability-to-pay approach Capital Capital

principle import export
neutrality neutrality

5.1. Equity
5.1.1. Taxpayer Equity

The criterion of equity between different taxable entities calls for equal treatment of taxpayers who
are in a comparable situation regarding fiscal aspects. This criterion can be seen in concrete terms in
the “ability-to-pay” principle, requiring a fair treatment among different taxpayers according to
their contributive capacity.’’” The taxpayer’s economic ability to pay, i.e. his net income, serves as
the benchmark to measure the discretionary economic power of each taxpayer.’” Two aspects of
the equity principle can be distinguished. To ensure horizontal equity, all taxable entities with the
same ability to pay, i.e. the same level of earnings, should be subject to an equal amount of tax.
Vertical equity occurs when taxable entities with an unequal economic ability to pay, i.e. different

levels of earnings, face a different tax burden. Since the criterion of taxpayer equity requires that

n

2 For the basic normative criteria of a fiscal system, see also Jacobs (Ed.), 2002, pp. 294-295.

For more details, see Neumark, 1970, pp. 121-137; Haller, 1981, pp. 14-16; Musgrave / Musgrave, 1989,
pp- 223-232; Vogel, 1994, pp. 367-369; Schaumburg, 1998, pp. 601-602; Tipke, 2000, pp. 321-325; Commission of
the European Communities, 2001, p. 26; Tipke / Lang, 2002, pp. 78-83.

See Li, 2003, pp. 53-54. The ability-to-pay principle can also be applied at the corporate level, since a corporation
is a “halfway house” for the income flowing to the shareholders. See Musgrave, 2001, p. 1339; Li, 2003, p. 58.
A corporation’s ability to pay is an objective ability to pay. For more details, see Birk, 2000, p. 328; Jachmann,

n



79

each taxpayer is taxed at exactly his ability to pay, it can further be derived from this criterion that
no double taxation should take place, since otherwise, the taxpayer would be taxed as if he disposes

of a higher ability to pay.>™

In an international context, as long as at least two jurisdictions with different tax systems are
involved, the equity criterion can be interpreted in line with the valuations of the source country or
the residence country, and can thus be met in only one jurisdiction. For taxation under the residence
principle, the absolute, world-wide ability to pay is considered in the country of residence.”” This
approach is based on the idea that a taxable entity in general only has a single ability to pay. In
contrast, for taxation under the source principle, the ability to pay is split into a domestic and a
foreign share, i.e. the ability to pay in the country of residence and in the source country.376 This
concept rests upon the assumption that the taxable entity’s ability to pay varies depending on the

various economic conditions existing in different jurisdictions.*”’

5.1.2. Inter-Nation Equity

The criterion of inter-nation equity calls for an equitable allocation of the international tax base
between different source countries.’”® Thus, the fair conditions under which different countries shall
have a right to tax have to be determined.’” According to the principle of source country
entitlement, the source country has the prior right to tax profits generated within its jurisdiction.”®
In general, varying interpretations of what constitutes an equitable allocation exist which are based
on different apportionment criteria. The profit allocation can be effected depending on the benefits
received from public services, the location of factors of production or the origin of profits.381 These

criteria are considered in the following.

In principle, a country should have the right to tax all profits whose source is within its borders. The

2000, pp. 16-22; ibid., 2000a, p. 12; Tipke / Lang, 2002, pp. 82-83.

7% See also Flick, 1961, p. 172; Schawmburg, 1998, p. 600 for further quotations. See also Jacobs (Ed.), 2002,
pp. 4-5, who shows the implications of double taxation on the decisions of companies, on free competition and on
the flows of capital.

375 See also Jacobs (Ed.), 2002, p. 305.

3% See Schaumburg, 1995, p. 130.

7" For a further discussion, see chapter 6.4.2.

% In addition to the scenario that income is earned in more than one source jurisdiction, the issue of sharing the

international tax base also arises in the case of allocating taxing rights between the source country and the

residence country. See Li, 2002, p. 827, and footnote 132. In this scenario, the source country’s effective tax rate is
relevant to the sharing of the inter-nation tax base, whereas the way the residence country taxes the investments

abroad determines the division of the gains between the treasury and the taxpayer. See Musgrave, 1972,

pp. 394-395.

Dividing the “tax cake” is the main function of international tax rules. See Bird, 1988, p. 297.

See Musgrave, 2000, p. 47; Commission of the European Communities, 2001, p. 26, and chapter 3.2.2.

For more details, see Musgrave, 1972, pp. 399-401; QOestreicher, 2000, p. 172. A further approach is to allocate the

tax base in accordance with net national gains. See Musgrave / Musgrave, 1972, pp. 68, 72-74; Musgrave, 2000,

pp- 52-53, and the comments in Vogel, 1988, p. 398; Zuber, 1991, pp. 109-110.
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source of profits is defined as the location where the profits are generated, i.e. where the activities
contributing to the generation of profits take place. A company generates profits by participating in
the economic life of the source country, i.e. by using public and private services. Thus, under the
benefit principle, the country within whose borders the profits are generated contributes to this
generation of profits and therefore should be entitled to tax the profits.382 For example, due to the
provision of transport infrastructures, digital infrastructures, security, economic stability, education

. . .. : 8.
or a stable legal and economic system, business entities are able to operate commercially.*®?

To allocate taxing rights according to the generation of profits, the profits’ source has to be
identified. However, under economic terms, it is not possible to clearly identify the location where
the income is generated. Consequently, there is no universally valid definition of the source of
income for tax purposes, but the source of income is always defined by conventions the
Jurisdictions agreed on. In general, two approaches for identifying profit-generating factors exist.®
Under the supply approach, the source of income is considered to be located where the company’s
income generating factors of production operate. In line with this approach, a consumer market does
not represent a factor contributing to the added value of the company. In contrast, the supply-
demand approach states that profits are generated through the interaction of supply and demand. It
is argued that the value of a good inter alia depends on the utility it has for the consumer and that, as
a consequence, the amount of the company’s profits is also influenced by the consumer market.*®®
Relevant attributes having an impact on the demand of a product are, for example, the purchasing
power of the consumers, social standards or fashion developments. Thus, since the demand
jurisdiction contributes to the generation of the company’s profits by providing a consumer market,

the demand jurisdiction should also have the entitlement to tax.

When discussing which of the two approaches should be favoured, there seems to be no
straightforward basis for arguments from an economic point of view.”® As mentioned above, it is
impossible to define the real source of profits. As a consequence, under economic terms, one cannot
decide on whether the supply approach or the supply-demand approach is to be preferred. An

evaluation of the two approaches is rather based on how the jurisdictions’ entitlements to tax are

% Thus, profit allocation takes place according to each country’s share in the profit-generating activities of business

entities. For more details, see Musgrave, 1972, pp. 399-400; Musgrave / Musgrave, 1972, pp. 70-71, 82-83; ibid.,
1989, pp. 219-222; Zuber, 1991, pp. 108-109; Musgrave, 2000, p. 52; Oestreicher, 2000, pp. 154-155, 173-174;
Commission of the European Communities, 2001, p. 26; Li, 2003, pp. 52-53. This approach touches the very
nature of taxes: they are defined as payments levied by the country in order to obtain revenues. Here, only the right
to tax is derived from the benefit principle, not the level of taxation. See also footnote 135.

See Schanz, 1892, pp. 372-373; Vogel, 1988, p. 313; McLure Jr., 2000, p. 11; Fohr, 2001, p. 77.

See Musgrave, 1984, p. 234; Oestreicher, 2000, p. 179.

See also footnote 744.

See also Musgrave, 1984, pp. 234, 241; Oestreicher, 2000, p. 180; Hellerstein / McLure Jr., 2004, pp. 209-210;
Schreiber, 2004, p. 221.
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viewed.® Thus, it is debatable whether a part of the taxable income should be assigned to the
demand jurisdiction for providing a consumer market. According to current tax law, the supply
approach is the prevailing doctrine, since the provision of a consumer market does not entitle the
source jurisdiction to tax.*®® Furthermore, the supply-demand approach can entail feasibility issues
in practice, as it will be discussed later on in chapter 7. In addition, it can be argued that the
contribution of the demand jurisdiction can better be captured by a consumption tax. Based on these

arguments, the supply approach is favoured here over the supply-demand approach.

5.2. Efficiency and Neutrality

One of the fundamental criteria for optimal taxation is efficiency. To provide efficiency, taxation
should be neutral and not interfere with or affect the taxpayer’s decisions.®® Consequently,
equivalent transactions should be taxed in the same way.**® The theoretical origin of this principle
can be based both on an examination from the point of view of national economies and from a

microeconomics’ point of view.

The postulate of neutral and efficient taxation at the national economies’ level is based on the
general welfare theory. In an economy with perfect competition, the market mechanism, without
any interference from the state, would result in an efficient allocation of economic resources.>"!
Given this so-called Pareto-optimum, it is not possible to enhance the welfare position of one
individual by changing the methods of production or the type of goods produced without lowering
the welfare position of another individual. A tax system provides efficiency and maximises the
overall utility if this Pareto-optimum remains unchanged when implementing taxes.”* Thus,
production efficiency exists if the total output cannot be reallocated in such a way as to reduce total
costs.*” The mere income effect resulting from levying taxes does not entail a loss of efficiency.
However, when the level of tax depends on specific economic circumstances which can be
influenced by the taxpayer, the latter will try to minimise the tax due by adjusting his decisions.
This substitutional effect provides an allocation that is not Pareto-optimal and thus leads to
inefficiencies and welfare losses. To avoid this excess burden of taxation and to provide efficient

taxation, the tax system must be neutral.

¥ See Musgrave, 1984, p. 234. For a further discussion on the consequences resulting of these two approaches,

see chapter 7.3.2.4.3.

See also Schreiber, 2004, p. 221. For more details on profit allocation under current tax law, see chapter 3.3.

See also Commission of the European Communities, 2001, p. 26; ibid., 2004, p. 37.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 67.

For more details, see Pareto, 1909, pp. 354-379.

For further details on the following comments, see Musgrave / Musgrave, 1989, pp. 279-294; Schwinger, 1992,
pp. 12-18; Konig, 1997, pp. 7-8; Homburg, 2003, pp. 159-163.

See Devereux / Pearson, 1995, p. 1658; Spengel, 2003, p. 224.
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The microeconomics’ approach looks at taxation effects with regard to a sole company. In this
context, taxes should be neutral and should not interfere with an entrepreneur’s decisions in order to
guarantee efficiency at the corporate level. Basically, two reasons for a neutral and efficient tax
system exist at the corporate level. Firstly, neutral taxation allows the minimisation of costs for tax
planning or of information costs with regard to the taxation of alternative business madels, since
such information is redundant if all possible options entail the same tax consequences.>® This
minimisation of costs is in the interests of the company, as it serves to maximise the company’s
profits. Secondly, a non-neutral tax system involves the risk that the outcome of managerial
decisions is not optimal and most efficient for the company from a business economics perspective.
Rather, to minimise the tax burden, an economically suboptimal and inefficient decision may be
taken.>® Therefore, a neutral tax system is preferable, as managerial decisions are then solely based
on relevant economic aspects and the tax law does not include incentives for non-optimal and

inefficient business decisions.>®

Since the neutrality concept on the level of national economies and the microeconomic approach are
based on different backgrounds and perspectives, they camnot be equated with one another.
However, at the very least, if taxation at the firm level is not neutral but influences the taxpayer’s
decisions, there is presumably no optimal factor allocation at the level of the whole economy. Thus,
neutral taxation at the firm-Jevel serves to achieve efficiency at the level of national economies.,*”’

The general requirement of a neutral and efficient taxation is inter alia applied to the allocation of

398

JSactors within and between companies.”" If the allocation of factors is organised via markets in a

market economy, it follows from the aforementioned requirement of an efficient and neutral

taxation that taxation should not distort the competitive equilibrium within a market economy.*®*

The competitive equilibrium is distorted if there is no optimal factor allocation.“®

401

The general postulate of competitive neutrality is applied in various respects.” Depending on the

¢ See Wagner, 1989, pp. 264-265; Zuber, 1991, pp. 50-51; Wagner, 1992, p. 4; ibid., 1995, p. 735; Niemann, 2001,
p. 6. The argument is limited insofar as an entrepreneur would favour a non-neutral tax system if the tax due
combined with the costs of information and tax planning are lower than the tax due under a neutral tax system.
See Wagner, 1995, p. 737.

Since the fiscal consequences are easily quantifiable, fiscal arguments might outweigh other important but not
easily quantifiable arguments. See Zuber, 1991, p. 52; Jédger, 2001, p. 99.

The requirement of neutrality is also included in the OECD taxation framework conditions for electronic
commerce. See OECD, 1998, p. 4; Hinnekens, 1999, p. 440; OECD, 2003c, p. 12.

See Spengel, 2003, pp. 224, 226 with further quotations, and also the discussion in Elschen, 1991, pp. 106-110;
Homburg, 2003, pp. 331-333.

For an overview of other fields of application, see Brodhag, 1997, p. 12.

See Elschen / Hiichtebrock, 1983, p. 257; Herzig / Watrin, 2000, p. 379; Schén, 2004, p. 64.

See Brodhag, 1997, p. 9 with further quotations.

See the overview in Brodhag, 1997, p. 10, who differentiates between regional, intertemporal and intersectoral
neutrality, and also Herzig / Watrin, 2000, pp. 379-380. For more details on regional neutrality, i.e. neutrality in
the international context, see the discussion below in this chapter.
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decisions to be taken, one can distinguish between different forms of intersectoral neutrality. The
most important ones are neutrality with regard to the choice of the legal form, the size of the
company or the type of investment and financing.402 The basic assumption of neutrality is that all
those situations which are comparable in economic terms should be treated the same. Thus, when
examining whether a neutral taxation is provided, economically comparable pairs of taxable
elements have to be compared with regard to their fiscal treatment. For example, when considering
neutrality with regard to the legal form, it is assumed that, in economic terms, the legal form of the
investment is irrelevant. Thus, permanent establishments and subsidiaries are considered to be
comparable investment alternatives. The postulate of a neutral treatment of different legal forms
then requires that the tax burden is not dependent on the legal form of the investment.
Consequently, both permanent establishments and subsidiaries should be taxed in the same way in
order to avoid a preferential tax treatment of one legal form.“® Then, a non-neutral taxation and

inefficiencies can be prevented,

To conclude, taxation neutrality states that taxes should not interfere with the economic decisions of
rational decision-makers and should not create incentives for factor relocation or profit shifting.
Otherwise, inefficiencies caused by the decision-makers adapting their decision may result. Thus, it
is postulated as an evaluation criterion that tax law should be neutral with regard to economically

comparable situations, such as permanent establishments and subsidiaries.

In an international context, the neutrality principle calls for the neutral treatment of cross-border
transactions within the framework of national tax systems.“o“ Since, in practice, the tax systems of
at least two jurisdictions have to be applied, and since the tax regulations in general differ,
neutrality and efficiency can always be fulfilled in line with the valuation of only one jurisdiction.
Basically, there are two different concepts that consider the economic benefits of neutrality and
efficiency: capital export neutrality and capital import neutrality, which guarantee neutrality either

in the residence or in the source country and, therefore, non-neutrality in the other country.**

Under the basic principle of capital export neutrality, a tax system should not affect the decisions of
any taxpayer regarding in which country to invest. This can be achieved by treating all domestic
taxpayers in line with the valuation of their country of residence.*®® Capital export neutrality

guarantees international production efficiency.*”’ Since all domestic investors are taxed at an equal

2 See also Neumark, 1970, p. 264; Jager, 2001, pp. 102-109; Spengel, 2003, pp. 224-225.

B See also Jdger, 2001, p. 102.

M See Spengel, 2003, p. 230.

95 See also Gandenberger, 1983, p. 9; ibid., 1985, pp. 42-43. For a general description of the two concepts,
see Jacobs (Ed.), 2002, pp. 19-35.

“%  See Zuber, 1991, p. 116; Spengel, 2003, pp. 231-232.

“7 " This is due to the fact that the gross interest rates and the marginal productivity of capital in the residence and the
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rate, they are indifferent to investment alternatives in the country of residence or in the source
country.*® The most common way to achieve capital export neutrality is to tax the world-wide
income of a taxable entity (world-wide principle) in accordance with the tax rules applied by the
country of residence.*” Therefore, profits generated abroad have to be determined in accordance
with the rules of the residence country as accrued, taxed at the same tax rate as domestic income,
with taxes paid abroad being fully credited against the tax due in the residence country.“lo In theory,
in the context of international taxation, this would lead to immediate and sole taxation at the
shareholder’s level, since a corporation would not constitute a taxable entity. However, in
international taxation, this approach is not feasible and therefore does not represent a workable

solution.*!"

Alternatively, it is possible to finally tax the profits of a foreign corporation — now
representing a taxable entity — in the country of residence as accrued. Under the “residence
principle”, at the level of the domestic shareholder, taxes paid by the corporation in the source
country would have to be fully credited against the tax due by the shareholder in the country of
residence in the accrual period (tax credit method and full tax imputation).*'? Thus, to avoid the
shelter effect of foreign corporations in the case of profit retention resulting in a taxation according
to the level in the source country, a general implementation of the tax credit method and an add

back taxation is necessary.*'?

In contrast, the basic idea behind capital import newtrality is to treat all investors equally in line
with the valuation of the source country.** Thus, all income arising from business activities within

a given jurisdiction is subject to the same overall tax level, regardless of the beneficiary of the

source country are equal. For more details, see Richman, 1963, p. 8; Brunsbach, 2003, pp. 155-156; Homburg,
2003, pp. 282-284. However, consumption efficiency cannot be achieved, since the net interest rates differ
between locations. See Homburg, 2003, p. 285; Spengel, 2003, p. 229.
See Musgrave / Musgrave, 1972, p. 69; Gandenberger, 1983, p. 8; Weichenrieder, 1995, p. 15; Commission of the
European Communities, 2001, p. 27; Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 68; Homburg, 2003,
p. 283.
One cannot fully equate capital export neutrality and capital import neutrality with the methods used to avoid
double taxation, i.e. the tax credit method and the tax exemption method, since further measures are necessary to
guarantee one of the two forms of neutrality. See Spengel, 2003, p. 231. Even if the source principle in
combination with the tax exemption method could also guarantee capital export neutrality if the effective tax
burdens on business profits were harmonised, such a harmonisation is impossible in practice. For details,
see Spengel, 2003, pp. 235, 317.
:;‘: See Spengel, 2003, pp. 231-232, and also Musgrave, 1969, pp. 109-111; OECD, 1991, p. 39.

See Advisory Council of the German Federal Ministry of Finance, 1999, p. 36; Jacobs (Ed.), 2002, pp. 295-296,
and also Jacobs (Ed.), 2002a, pp. 99-101.
See Jacobs (Ed.), 2002, pp. 291, 296; Spengel, 2003, pp. 232-233. In addition to the implementation of capital
export neutrality at the level of the corporation, to achieve capital export neutrality at the shareholder level
(shareholder capital export neutrality or portfolio capital export neutrality), all foreign and domestic dividends
would have to be treated equally for the distribution of profits to the shareholders. See Devereux / Pearson, 1989,
p. 24; Spengel, 2003, pp. 233-234.
For a further discussion of the shelter effect and a general add back taxation, see Schreiber, 1998, pp. 75-76;
Homburg, 2000, pp. 33-37, 46-47.
See Zuber, 1991, p. 116; Spengel, 2003, p. 231.
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income.*”® Since the tax rate does not depend on the country of residence of the investor,
competitive disadvantages between foreign and domestic producers operating on the same
consumer market in the source country are avoided.*'® The tax burden is then only one location
factor among others in the source country.*'” The principle of capital import neutrality is based on
the assumption that the taxable entity has close links with the economy of the source country and
that investors operate and sell on the market of the source country. Moreover, it is assumed that
domestic and foreign markets can clearly be distinguished and that the competitive conditions on
these markets differ substantial]y.“18 Given different tax rates between countries, the capital import
neutrality principle does not allow for international production efficiency but ensures international
consumption efficiency.”’® In order to implement capital import neutrality in practice, the most
common method is to tax income according to the “source principle”, meaning that the income
generated within a jurisdiction (territoriality principle) is finally taxed in the source country and is
exempted in the country of residence (tax exemption method).*?° It will be discussed in chapter 6.4.

which of the two principles is more suitable in the age of ICT.

5.3. Feasibility

The requirement of feasibility states that the international tax system must be enforceable in
practice in order to achieve its basic objectives, i.e. the other normative criteria for optimal

taxation.*?!

The criterion of feasibility includes several aspects. First, a feasible tax system has to
provide reasonable results. In addition, the administration and control of the tax system has to be
fair and not arbitrary. Moreover, the tax system should be simple and easily applicable.“22 The
feasibility of a tax system also includes cost effectiveness, meaning that the costs of operating a tax

system should be minimised. These costs include compliance costs for the taxpayer and

5 See Richman, 1963, p. 8; Gandenberger, 1983, p. 9; OECD, 1991, p. 39; Tanzi, 1995, p. 76; Weichenrieder, 1995,
p- 15; Homburg, 2003, p. 284.

4 See also Brunsbach, 2003, p. 157.

T See Scheffler, 1996, p. 165.

“B  See Schreiber, 1994, p. 241; Fohr, 2001, pp. 69-70.

“®  See Weichenrieder, 1995, p. 16; Brunsbach, 2003, pp. 156-157; Homburg, 2003, pp. 285-286; Spengel, 2003,

p- 229. The allocation of the consumption possibilities maximises overall welfare, since, with equal marginal rates

of substitution, foreign and domestic consumers cannot realise further benefits from bartering. However, since the

gross interest rates, i.e. the costs of capital, and thus also the marginal productivity of capital differ depending on

the respective location, production efficiency cannot be guaranteed.

To provide capital import neutrality, a mere business tax for all business entities could be established with a

proportional tax rate and no deduction of interest. For more details, see Jacobs (Ed.), 2002a, pp. 101-103; ibid.,

2002, p. 303; Spengel, 2003, pp. 228-229.

See also Neumark, 1970, pp. 358-364. For example, only a tax system that guarantees equal law enforcement in

practice can be called equal. See also Tipke, 1980, pp. 281, 286; Theisen, 1990, p. 22; Schaumburg, 1998, p. 79;

Utescher, 1999, p. 335; Tipke, 2000, pp. 348-349.

This requirement is also included in the taxation framework for taxing electronic commerce. See OECD, 1998,

p- 4; Owens, 2000, p. 10; OECD, 2003c¢, p. 12.
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administrative costs for the public authorities, such as the cost of controlling abuses of law.*® In
addition, feasibility includes that the tax system is politically acceptable. In particular, with regard
to reform proposals at the international level, it is obvious that the tax system is a political and
controversial matter. Consequently, international tax rules are often purpose-driven and based on
pragmatic considerations.*** To conclude, the requirement of a feasible system of company taxation
is of great importance, particularly in an international context, as it constitutes the basis for

achieving the other objectives of international tax law.

B This requirement is also one of the conditions in the taxation framework for taxing electronic commerce.

See OECD, 1998, p. 4; Owens, 2000, p. 10; Commission of the European Communities, 2001, p. 28; Doernberg /
Hinnekens / Hellerstein / Li, 2001, p. 70; OECD, 2003c, p. 12. See also the study on the importance of compliance
costs in the European Union in Commission of the European Communities, 2004e, pp. 21-53.

% See Bird / Wilkie, 2000, p. 91.
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6. Application of International Tax Law to the Changed Organisational Structures

The objective of this chapter is to compile the issues in international company taxation resulting
from the ICT-induced economic changes. Thus, each of the tax fields of international company
taxation identified in chapter 4 as important in the age of ICT is assessed in light of the
aforementioned evaluation criteria. Subsequent to the analysis of defining a company’s residence,
the permanent establishment as the main tax attribute for business profits in the source country is
examined. Afterwards, the allocation of the tax base between different taxable entities in different
jurisdictions is evaluated. The analysis ends with the examination of the suitability of the residence

and the source principle in the age of ICT.

6.1. Taxation in the Residence Country: Localisation of a Company’s Residence

According to the Place of Management

The current tax system is based on legal entities as tax attributes. Thus, the residence and the
taxable profit of each separate company have to be determined. This is also valid for a multinational
group with a parent company and several subsidiaries.*” In order to locate the residence jurisdiction
of a company, different criteria are applied according to domestic laws, inter alia the place of
effective management and the place of central management and control. For dual resident
companies, paragraph 3 of Article 4 of the OECD Model stipulates the place of effective

management as a tie-breaker rule.*?®

As mentioned in chapter 4.2.1., the changes in the economic organisation of companies mainly have
an impact on economic criteria determining a company’s residence. Therefore, the analysis focuses
on economic criteria, whereas other criteria are taken into account when discussing possible
reforms.*” Even though there are some differences between the place of central management and
control and the place of effective management according to domestic laws and to the OECD Model,
they can be subsumed under the notion of place of management for purposes of this analysis, since

the main relevant characteristics are the same.*?

The place of management is in general located where the key management works and where
decisions necessary for conducting a business are made. To identify the place of management, it

first has to be determined which persons are responsible for the management in the sense that they

425 As shownin chapter 3.2.1., it has to be ascertained, in a first step, whether an economic entity constitutes a taxable

entity. Since it has turned out in chapter 4 that this issue is not as relevant as the identification of a company’s
residence, the issue of the existence of a tax subject is not considered in more detail here. See also footnote 342.
For more details on national criteria and the OECD tie-breaker rule, see chapter 3.2.1.

For a discussion of possible reforms, see chapter 7.1.

For more details on the definition of the place of management, see chapter 3.2.1.
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take the decisions of relevance for the company. Second, once the persons responsible for the
management are identified, the location where the management tasks are performed has to be

ascertained.

In the age of ICT, it is debatable whether the place of management is still an appropriate criterion to
determine a company’s residence. This rule works well if the underlying assumptions of a
hierarchical organisation with a clear allocation of management competencies and a management
that is centralised at a certain place for a certain period of time are met.*”” In the past, the top level
management tended to operate from one single location. This place often coincided with the place
where the company was incorporated, where the main business activities were conducted and where

430
d.

the directors or senior managers reside Whilst this company organisation model is still valid for

a number of companies, particularly for multinational groups and virtual companies in the age of
ICT, the organisational structure of the company and the management structure have changed.®”!
Therefore, it is analysed in the following to what extent the criterion of the place of management as

currently defined can still be upheld in the era of ICT.

6.1.1. Identifying the Persons Responsible for Management

To determine a company’s place of management, in a first step, the persons responsible for the
management of a company by taking the relevant decisions must be identified.***> With the changed
internal organisation of companies, there are two issues which have an impact on this
determination. The first issue is the degree of decentralisation, meaning that hierarchical structures
are often replaced by horizontal, object-orientated and matrix structures. It is a characteristic of
those organisational forms that there is no traditional centre of management located at one specific
place.**® The second issue concerns the fact that the legal structure of a group differs more and more
from the operational structure. Due to these developments, the identification of the most senior
person or group of persons responsible for the relevant decisions regarding the main business
operations of a company may not be clear-cut, since the board of managers — as in the case of
traditional business organisations — does not necessarily represent the main decision authority. In

the following, several examples are considered including these issues to different extents.

" See Herzig, 1998, p. 283; Raupach, 1998, p. 63; Schlofmacher, 2002, p. 98; Brunsbach, 2003, p. 80.

0 See OECD, 2001, section 33.

“U Por details on changes in the internal organisation and the management structure, see chapter 2.4.3.

“2 According to the OECD, also a group of persons may be responsible for the management, for example a managing
board. Thus, the identification of one single lead manager is not necessary. See also paragraph 24 of the
Commentary on Article 4 of the OECD Model.

See Breuninger / Kriiger, 1999, p. 101. The mere fact of decentralisation does not necessarily constitute a problem
for the determination of the place of management if the decision competence is still assigned to the single
companies, i.e. to their managing board.
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A typical example for a changed business organisation is an affiliated group with an operational
structure which is based on lines of business and fragmented into different profit centres and which
coincides with the statutory structure. However, the management of several subsidiaries belonging
to a company may be effected by one management centre for the whole group.'m In this case, the
person accountable for the management of a subsidiary is not the management board of the

company, but the responsible directors working at the management centre.

Taking the example of a multinational group with a decentralised organisational structure, the
management function and the respective competencies are often allocated to several persons.***
Thus, it may in certain cases be difficult to appoint one single person who is mainly responsible for
the company’s management, since several managers may have equal management rights. The
scenario of several management centres can also be due to a merger between companies‘436
Moreover, coming along with the fact that the company’s operational structure differs more and
more from the statutory structure, the allocation of decision-making competencies is often rather
based on the operational structure.*” Thus, several management levels can be relevant and may

need to be considered for the allocation of the management authority.

As a consequence of the two aforementioned items, the decision-making competencies are not
necessarily assigned solely to the managing board of a subsidiary, but are also assigned to the head
of the division, i.e. the line of business, the function or the region the subsidiary belongs to, for
example in the case of a matrix structure.*® Since, as a rule, the head of a division has the
management authority over the companies which are part of the division — otherwise, the formation
of an operational structure based on divisions would not be effective —, he would probably be the
person disposing of the main decision-making competencies relevant to the determination of the
place of management.**® However, the more dimensions a company’s organisational structure has,

the more persons may be regarded as a manager disposing of the relevant decision-making

4 See also Breuninger / Kriiger, 1999, p. 82; Michel, 2001, pp. 231-232. Similarly, in the case of a centralised group

structure with a head office, in certain cases the relevant decisions of a subsidiary may permanently be taken at the
controlling shareholder, i.e. by persons working in the head office and not by the management of the subsidiary.
Under these circumstances, the main decision-makers might again not be the management of a subsidiary, but the
respective managers at the head office. See Michel, 2001, pp. 228-229. This general issue is not especially related
to organisational changes induced by ICT.

See also the example of the M Group in chapter 2.4.5. and Brunsbach, 2003, p. 81.

See in more detail Breuninger / Kriiger, 1999, pp. 80-82, showing the example of the Daimler / Chrysler merger in
1998. Two operational headgquarters were maintained, one in Germany and one in the United States. An
integration committee was established disposing of consultative functions which shall meet one time per week via
video-conferencing. See sections 4.2 and 4.3 of the Business Combination Agreement among Daimler Benz AG,
Chrysler Corporation and Oppenheim AG dating from 7 May 1998. Thus, the management of the Daimler /
Chrysler Corporation was split between several locations.

“7 " See also Brunsbach, 2003, pp. 81-82.

8 See also Raupach, 1988, pp. 503-504 for examples.

“% See Michel, 2001, p. 230.

435
436



90

authority, for example in the case of a matrix structure based on business functions and lines of
businesses.**° Thus, under certain circumstances, it may be hard to identify the real decision-making
process in practice, since the decisions relevant to the company may be taken jointly by different
persons, for example the head of the line of business, the head of the region and the chairman of the

board of management of a company.

However, it has to be noted that also for those new forms of organisational structures, in many cases
it is probably possible to identify the most senior manager or group of managers by weighting the
actjvities and functions performed or the responsibilities assumed even if several different managers
are responsible for the management.*' To sum up, in the case of a multinational group with a
decentralised management structure, it is not necessarily a director at the head office who manages
the subsidiary’s business operations, but it may be a manager or a group of managers of the

respective divisions the subsidiary belongs to according to the operational structure of the group.

Taking the example of a virtual company such as the C Company pictured in chapter 2.4.5., it is
presumed that the relevant decisions are taken jointly by the partners of the company. Thus, under
these assumptions, the persons responsible for the management are easy to identify.*? However,
due to the decentralised operational structure in such a networked company, the management of the
company is not necessarily institutionalised but, often, several persons are responsible for the

management of the company.

To sum up, due to the changes in the internal organisational structure of companies and affiliated
groups, the persons responsible for the management of a company are often not exclusively the
board of directors of a company but also managers working at other company premises. Thus, cases
occur more often in which several persons dispose of equal rights and the relevant decision-making
authority for a company. However, in a number of cases, the most senior manager or group of
managers can be determined by weighting the activities and functions exerted or the responsibilities
assumed. In addition, with the tendency towards a decentralised structure, the location of managers

may be mobile or they may work distantly from each other.

See also Raupach, 1988, pp. 505-506, who argues that, in this case, the management of the functional entities
probably has the most senior decision-making authority. See also Michel, 2001, pp. 232-233.

With regard to the weighting of activities, see also Brunsbach, 2003, pp. 82-83 and 86-87. For example, according
to German jurisprudence, the location of the commercial management is considered to be more relevant than the
one of the technical management. See German Supreme Tax Court, 1991, p. 555.

Other cases are conceivable in which the allocation of the management competence is not that clear and in which
difficulties to identify the persons responsible for management might arise. Then again, a weighting with regard to
the activities and functions performed or responsibilities assumed would in many cases lead to a clear
determination of the most senior managers. Since a single company is presumed here, the issue of a person outside
the company deemed to have the main decision-making authority as outlined above in the case of affiliated groups
does not arise.
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6.1.2. Determination of the Place of Decision-Making of the Managers

Once the person or group of persons responsible for the management of a company is identified, the
location of the exertion of the management functions has to be determined. According to the
definition of the place of management, it is assumed that this is the location where the commercial
decisions necessary for the conduct of a company’s business are made. Due to the possibility of
using different means of ICT while performing the management function, the responsible persons
are mobile and geographically independent of the company’s premises, the beneficiaries of the
decisions or of other managers. As a consequence, the location of the decision-making differs more
and more from the aforementioned locations. Several scenarios are conceivable which are outlined

in the following.

First of all, the manager or a group of managers can exert management activities on a mobile basis.
Given one most senior manager, he may take the relevant decisions at alternating places, for
example during business trips, at altering meeting rooms or at different business premises.*® Given
a group of responsible managers in a bi- or poly-centric management structure, the managers may
meet at different locations on a rotational basis.*** As regards the determination of the company’s
residence, a place of management can always be determined in those cases in which a predominant
location exists either because the most relevant decisions are taken at a specific place or because
decisions are taken most frequently and permanently at a specific location.*** Certainly, a number of
cases can be decided on this basis. However, it is especially in the age of ICT conceivable that in
special instances, no unambiguous place of management can be determined since there is no
location where the most relevant decision-making takes place most frequently. This scenario may
lead to a mobile place of effective management.**® Whilst such situations were also possible in the
past, the cases in which these issues occur increase in the age of ICT due to the use of different

means of communication and the changed organisational structures of companies.

Second, geographical distances between different managers can be bridged by the use of ICT. A
group of managers disposing of equal decision-making authorities can — while doing their work at
several locations — communicate by various means of ICT, such as e-mail, electronic discussion
group applications or video conferencing. Thus, a group of managers does no longer need to be

physically located or to meet in one place in order to take decisions necessary for the conduct of the

“3 See also Brunsbach, 2003, p. 87.

See also the examples of the M Group and the C Company in chapter 2.4.5., and OECD, 2001c, section 44, and
the example in Brunsbach, 2003, p. 89.

Thus, a geographical weighting is necessary. See Brunsbach, 2003, p. 88.

See OECD, 200ic, section 44. If a certain minimum duration is required for the existence of a place of
management, no place of management may exist at all since this requirement is not fulfilled at any place.
See Brunsbach, 2003, p. 89.
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entity’s business.*’ Such a scenario is conceivable for a bi- and polycentric management structure
or a virtual organisation. As regards the ascertainment of the company’s residence, it has to be kept
in mind that it is only necessary to consider several managers for the determination of the place of
management if their functions performed and responsibilities assumed are exactly the same.*4®
Under the assumption that the managers dispose of equal rights, which might, for example, be the
case if the management of a company is not institutionalised, it is difficult and sometimes
impossible to pinpoint one most significant place of management.“’49 Then, a place of management
might be regarded as existing in each jurisdiction where a manager is located at the time of

decision-making,*5

Third, the exercise of management functions is geographically independent of the location of the
company’s premises and, therefore, of the beneficiaries of the managerial decisions. This is due to
the fact that geographical distances can be bridged by using ICT which provide the necessary link.
Thus, irrespective of whether the place of management is mobile or fix, the relevant place of
decision-making of the one most senior manager or the most senior group of managers may be
located in a country where the company does not exert its main activities or any activities at all. !
For example, it is conceivable that one manager or a group of managers takes the relevant decisions
in meeting rooms being located distantly from the company’s premises or on business trips. It is
also possible that, as shown in the scenarios above, the most senior person or group of persons
works distantly from the company, for example at a management centre or — as a head of a line of
business — at other business premises of the group. In those cases, the place of management could
be situated in another jurisdiction than where the main activities of the company take place or where
the company is incorporateci.452 In the past, these places were rather located in one jurisdiction.
Whilst the scenarios of a dislocated management also occurred before the advent of ICT, they take
place much more often these days, because the location of managers is more and more independent

of the location of the company or the location of the main activities of the company.

To sum up, different scenarios for the identification of the place of management result. Certainly,
there are still a lot of cases in which a determination of a company’s place of management is still

possible and provides reasonable results. However, due to the decentralised organisational structure,

“7 See also Herzig, 1998, pp. 283-284, talking about a “virtual management of organisations”; Hinnekens, 2001,

pp- 323-324; OECD, 2001c, section 37.

Otherwise, a determination of one place of business would be possible by weighting the relative importance of the

manager’s functions and tasks. See chapter 6.1.1. above.

See also Raupach, 1998, p. 95; The Dutch State Secretary of Finance, 1998, p. 10; Hinnekens, 2001, p. 323.

“® " See OECD, 2001, section 38.

' See also McLure Jr., 2000, p. 14.

“? This is valid on the assumption that the determination of the place of management is based primarily on the fact of
decision-making.
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the operational structure differing more and more from the statutory structure and the possibilities
of bridging geographic distances, the place of management may not be readily determinable. The
place of management may be mobile, there might be different equally relevant places or the place
may be located distantly from the company’s premises. These issues are due to the fact that merely
the place of decision-making is considered which constitutes neither a permanent nor a clear-cut
element today. Beyond, the fact that it is necessary to determine a place of management for each

legal entity is not appropriate for today’s organisational structure of affiliated groups.

6.1.3. Assessment of the Current Tax Rules in Light of the Evaluation Criteria

Subsequently, the outcome of the application of the current place of management rule to the
changed organisational structure is assessed in light of the feasibility criterion. First of all,
feasibility of a tax system means that the general objectives of the tax system are met*? As
mentioned above, the residence country’s jurisdiction to tax is founded on the benefit theory,454
meaning that a company shall in general be resident in the country to which it has its closest
connection. It is assumed that the jurisdiction in which the company makes greater use of economic
resources or of the legal, financial, physical and social infrastructure should be defined as the
company’s residence jurisdiction and should have the right to tax the resulting profits on a world-
wide basis. Thus, the determination of the company’s residence should ensure that the residence
country is the one with which the company has its closest connections and where the focal point of
the company’s activities is located.*> However, it is debatable whether this objective of
international taxation can still be achieved in the era of ICT. The notion underlying the economic
criterion of the place of management is to attribute the company’s residence to the place where the
main economic activities of the company are located. As shown above, the application of the
current definition of the place of management to the changed organisational structures may provide
inadequate results. In certain cases, the place of management is not located in the jurisdiction where
the main economic activities take place, but it may be located in a different place where the
company exerts less or no activities at all. This result is not consistent with the underlying idea of
the concept of the place of management. As a consequence, the basic objective of ascertaining the
jurisdiction to tax according to the benefit principle is not met. Thus, the current rule for
determining a company's residence according to the place of management does not provide

reasonable tax results in certain cases and is therefore not feasible.

453
454
455

For more details on the feasibility criterion, see chapter 5.3.

For more details and further quotations, see chapter 3.2.1.

Under neutrality considerations, it is irrelevant which country taxes the world-wide income, i.e. which country is
the residence country. See Homburg, 2003, p. 284.
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Second, with regard to the feasibility criterion, the definition of residence has to be workable in
practice, should ensure legal certainty and prevent manipulation. Since there are more and more
cases in which the place of management cannot be identified precisely, the current rule to determine
a company’s residence does not provide legal certainty. As a consequence, this rule is in certain
cases not practicable and therefore no longer appropriate in the above-mentioned scenarios.** It has
further been argued that the increased mobility of the company’s managers may provide too much
flexibility for companies to move their place of management only for tax purposes. Thus, the place
of effective management can nowadays be influenced more easily than before in order to establish a

residence in a low tax (:ountry.457

6.1.4. Conclusion

To summarise, due to the changed organisational management structures in combination with the
possibility of communicating via ICT without meeting physically, it is in certain cases difficult — if
not impossible — to determine one permanent physical location which indicates the place of
management. Possibly, a company’s place of management may be mobile, there can be several
places of management and the place of management may be situated in a location differing from the
one of the company’s main activities. Consequently, the residence jurisdiction of a particular
corporation may be ambiguous.**® Thus, with regard to both the criterion of the place of effective
management and the place of management and control, a company’s residence cannot clearly be
determined in the cases mentioned above. Also with regard to the place of effective management as
a tie-breaker rule according to the OECD Model, a criterion that does not provide clear-cut results

in certain cases is not suitable as a tie-breaker for double resident companies.

These developments are not completely new, but they are more likely to occur as a result of recent
technological changes.*® Even if the residence of a number of companies can still be identified in a
reasonable way, these days, there is an increasing number of cases in which the current criterion of
the place of management does not constitute a suitable means for determining a company’s
residence.*®® The issues can be put down to the fact that the criterion of the place of management is
focussed on the place of decision-making. Moreover, the fact that it is necessary to determine a
place of management for each legal entity is not suitable for today’s organisational structure of

affiliated groups. Certainly, difficulties with regard to the determination of a company’s residence

6 See also Michel, 2001, p. 246.

“7 See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 304; Brunsbach, 2003, pp. 174-175. However, the potential
for tax planning is restricted, particularly in the case of a relocation of residence. For details, see chapter 4.2.1.

“8  See McLure Jr., 2001, pp. 334, 336.

9 See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 165.

See also Brunsbach, 2003, p. 175, who argues that these issues are no longer restricted to holding companies but
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always existed, since, in the end, a company is nothing more than a nexus of contractual
relationships among shareholders, employees, suppliers, creditors and customers. Thus, the

4! However, since the operational

determination of residence of such a construct is always artificial
structure differs more and more from the statutory structure, the determination of residence
becomes even more artificial *** It therefore has to be analysed how to revise the definition of a
company’s residence to ensure reasonable results also for the changed organisational structures.
Beyond, the requirement of ascertaining a place of residence for each legal entity within a group

can in principle be questioned.*s*

6.2. Tax Attributes in the Source Country: Defining a Permanent Establishment

In this chapter, it is examined whether the current permanent establishment concept can still be
applied in an appropriate way in the age of ICT. In an introductory part, it is examined to what
extent the conditions inherent in the permanent establishment definition are challenged by the ICT-
induced economic changes. Based thereon, it is analysed in more detail for each relevant economic
change whether the application of the current permanent establishment rule is still suitable insofar

as it is in line with the evaluation criteria as stipulated in chapter S.

6.2.1. The Impact of ICT on the General Attributes of the Permanent Establishment

Definition
6.2.1.1.  The General Attributes of the Permanent Establishment Definition

Under current tax rules, the term permanent establishment serves as the tax attribute for business
profits and indicates the threshold that has to be met by business activities in the source country in
order to entitle that country to tax the pertinent business income. In Article 5 of the OECD Model, a
basic-rule permanent establishment is defined as a fixed place of business through which a business
of an enterprise is wholly or partly carried on.*** This definition can be traced back to several
conditions the activities of a company in the source country have to meet in order to constitute a
permanent establishment. First, according to the place of business test, the taxpayer has to have a

physical presence in the source country.““ In addition, this presence has to be fixed at a certain

now also include operative companies.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 301.

“2 " See Brunsbach, 2003, p. 210.

43 See also Herzig, 1998, p. 284, and chapter 7.3.2.2.1. for a discussion of the reform approach of a consolidated
group as the relevant taxable entity.

For more details on the basics of taxation in the source country, see chapter 3.2.2.

For a more detailed discussion, see Skaar, 1991, pp. 111-123. According to the changes of the Commentary on
Article S of the OECD Model in 2003, a permanent establishment has to represent a geographic entity. Otherwise,
two permanent establishments might exist. See paragraphs 5.1 to 5.4 of the Commentary on Article 5 of the OECD
Model.
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location according to the location rest.*%

The right of use test stipulates that a permanent establishment only exists if the company has the
right to use the business units abroad.*’ In terms of the permanence test, the right to use the fixed

place of business has to be permanent, meaning that it has to last for a certain duration,*

In addition to the ownership of a fixed place of business, functional criteria have to be fulfilled in
order to establish a permanent establishment. Thus, according to the business activity test, a
permanent establishment only exists if the physical establishment carries on a business activity.
Under the OECD Model, certain activities are expressly excluded and the business activities have to
exceed the minimum threshold of mere auxiliary or preparatory activities, i.e. they have to
constitute core activities of the company.*® In practice, this question has to be decided on a
case-by-case basis. One test to be applied in this regard is whether the activities constitute a
significant part of the activities of the company in respect of qualitative aspects, meaning whether
they carry weight as regards the overall activities of the cornpany.470 A second test is whether the
activities are relevant on a quantitative level, meaning that if they contribute at more than a
marginal level to the profits of the company, the activities would not be considered as
preparatory.*’”! Consequently, if a company’s activities are significant with regard to either

quantitative or qualitative aspects, the activities are no longer deemed to be auxiliary or preparatory.

The business connection test stipulates that the company’s activities have to be performed through

the place of business, meaning that for the existence of a permanent establishment, the business

46 For more details and examples, see Skaar, 1991, pp. 125-152. The place of business test and the location test stand

for the objective presence of the taxpayer in the source country. To delimit a permanent establishment, different
locations are considered one single place of business if there is both geographical and commercial coherence
amongst those different locations. See paragraphs 5.1 to 5.4 and also 27.1 of the Commentary on Article 5 of the
OECD Model; Caridi, 2003, p. 13.

For an overview over the history of the test and the distinction between a factual and a legal approach, see Skaar,
1991, pp. 155-158. It may be required that the taxpayer has a legal position to the extent that he cannot be removed
from the place of business without his own consent. As applied in most countries, the actual use of the place of
business is deemed to be sufficient. See Skaar, 2000, p. 190; Jacobs (Ed.), 2002, p. 380 and also the discussion of
the new paragraph 4.1 to 4.6 of the Commentary on Article 5 of the OECD Model in Caridi, 2003, pp. 8-12.
“Permanent” means continuing indefinitely rather than everlasting. In the international context, at least six months
are considered to be sufficient to constitute a permanent activity. Dependent on the respective definition used for
the right to use test, the permanence test either requires the legal position or the actual use to be of a certain
duration. See Skaar, 2000, pp. 190-191. The right of use test and the permanence test are also referred to as the
subjective presence of the taxpayer in the source country. See Skaar, 1991, pp. 209-226.

For the definitions of core versus auxiliary or preparatory activities, see Skaar, 1991, pp. 279-325; ibid., 2000,
p. 191. The evidence of exercising business activities is considered to be determinative with regard to whether or
not a business is actively participating in the economy of the source jurisdiction. See OECD, 2003, section 163.
According to the change in the Commentary on Article 5 of the OECD Model, a permanent establishment has to
constitute an economic entity, meaning that if this entity does not exist, two permanent establishments might exist.
See paragraph 5.1 to 5.4 of the Commentary on Article 5 of the OECD Model.

By stipulating this minimum threshold, some foundation for facilitating assessment and collection of the tax shall
be provided. See paragraph 24 of the Commentary on Article 5 of the OECD Model.

See Storck, 1980, pp. 149-150; Kumpf, 1982, p. 35; Jacobs (Ed.), 2002, pp. 381-382; paragraph 24 of the
Commentary on Article 5 of the OECD Model; Gorl, in: Vogel / Lehner, 2003, Article 5 section 85.
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activities of the enterprise have to be connected to the place of business.*’? Pursuant to the OECD
Model, only the activities directly performed by the permanent establishment are considered to be
connected to it. Under paragraph 1 of Article 7 of the UN Model and some bilateral tax treaties
concluded with developing countries, the attraction theory is applied. According to this rule, also
activities performed at places differing from the permanent establishment within the same
jurisdiction are attributed to the permanent establishment. This rule can either be applied to all
activities performed in a jurisdiction or only to those activities which are economically related to

those performed by the permanent establishment.*”?

In addition to the basic-rule permanent establishment, also a dependent agent can constitute a
permanent establishment of the company if no permanent establishment exists according to the
basic rule outlined above.*™ The dependent agent rule is intended to cover those cases in which
business activities are performed through a person without a fixed place of business.””> An agent is
a person who performs legal acts on behalf of another person.476 The requirement of the place of
business and other objective criteria is replaced by the requirement of an agent being a person in
terms of Article 3 of the OECD Model. This person has to have the authority to conclude
contracts.*” Since a real representative activity is necessary, a mere contact to customers is not
sufficient. The location test is replaced by the personal connection test according to which it is
required that the agent has to have a qualified connection to the source country, meaning that he has
his habitual abode there.*”® In addition, the subjective criterion for an agency permanent
establishment is that the agent has to be legally and commercially dependent upon the principal.“79
As regards the functional criteria for an agency permanent establishment, there is no special activity

of the agent required. The only requirement is that the activity must be essential and significant to

“  See Skaar, 1991, pp. 327-328; ibid., 2000, p. 192. For the delimitation of one permanent establishment,

a geographical entity is necessary. See footnote 465.

For further details on different forms of a force-of-attraction rule, see Skaar, 1991, pp. 328-340; Jacobs (Ed.),
2002, pp. 484-486. For details on the implementation of force-of-attraction rules in practice in the United States,
see footnote 697.

See Skaar, 1991, p. 463. The reasons for this agency clause are that taxation would not be neutral if the taxation of
a company’s foreign business operations depended upon whether the company conducts the business itself or
through a dependent agent. In addition, without the agency clause, a permanent establishment could easily be
circumvented.

See paragraph 31 of the Commentary on Article 5 of the OECD Model.

The characteristic of agency is the authorisation to act on behalf of someone else. See Skaar, 1991, p. 490.

This authorisation may be specifically limited, provided that the agent acts in a way binding upon its principal.
See Skaar, 2000, p. 193. It is not necessary that the agent himself signs the contract, but it is sufficient that he has
the authority to negotiate all parts of the contract. See paragraph 33 of the Commentary on Article 5 of the OECD
Model and Skaar, 1991, pp. 489-490; Jacobs (Ed.), 2002, pp. 400-401; Lee, 2002, pp. 1327-1329. For a detailed
discussion of the recent changes in the Commentary on Article 5 of the OECD Model regarding the authority of
the agent, see Caridi, 2003, pp. 42-44; Piltz, 2004, pp. 183-185.

% See Skaar, 1991, pp. 464, 485; ibid., 2000, p. 193.

" For more details, see Skaar, 1991, pp. 465-466 and 503-514; ibid., 2000, p. 193.

473

474

475
476
477



98

the principal’s business.*®® In addition, like the business connection test, the agent has to be

instrumental to the principal and has to exercise his attorney to conclude contracts habitually.*®'

Figure 6.1: Tests Underlying the Permanent Establishment Definition

Basic-rule permanent Substitution rule: agent
establishment permanent establishment

* agent, disposing of

¢ place of business — authority to conclude
test Objective contracts,
. criteria
* location test « disposing of a qualified
connection
o right of use * legally and commercially
test Subjective dependent on the
* permanent criteria principal
test
. - ¢ activity performed is
* business activity essential and significant to
test Functional the principal's business,
s business criteria .

agent is instrumental to

connection test the principal

6.2.1.2.  The Impact of ICT on the Tests Underlying the Permanent Establishment

Definition

The current definition of the permanent establishment is in several respects based on the economic
circumstances of a company’s activities. For example, the degree of economic activities performed
in the source country is decisive for the existence of a permanent establishment. Consequently, due
to the ICT-induced changes in the nature of business and in the way business is carried on, it is
reasonable and might be necessary for this threshold to be adjusted. It thus has to be examined
whether the definition of a permanent establishment representing the minimum threshold for the
source country’s right to tax is still appropriate with regard to the changed organisational structures
of the economy. Several of the above-mentioned tests underlying the permanent establishment

concept might be challenged in the age of ICT.

First of all, the place of business test is challenged in the era of ICT. Source-based principles have
been developed in an era when commerce was typically conducted through a “bricks and mortar”

presence in a country. The definition of a permanent establishment was based on the assumption

“  The business activity test in paragraph 4 of Article 5 of the OECD Model also applies to an agency permanent

establishment. See also Skaar, 1991, pp. 523-525.

1 See Skaar, 1991, pp. 525-527; ibid., 2000, p. 194.
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that the factors of production, capital and labour, are immobile.*® It was assumed that a physical
location was necessary for the production of income. Foreign enterprises that did not reach a
sufficient level of physical or representative presence would in general have had a low level of
participation in the economic life of the source country, such as small operations of limited duration
where only little income is produced.483 However, in the era of ICT, it has been argued that
companies can participate easier and to a substantial degree in the economic life of the source
country without installing a physical place of business there. Thus, since income can be derived and
value can be added by a company without establishing a physical presence, it has to be analysed in
the following whether the use of a physical location by the company still constitutes a significant
factor for deriving income.*® Since the connection between a company’s physical and economic
presence is becoming weaker, the current definition of a permanent establishment including the
place of business test which relies on physical manifestations of an economic presence has been

called into question.

In addition to the place of business test, also the location test and the permanence test are
challenged. Nowadays, the activities of a company are becoming more mobile and independent of
any physical location.”®® It has been argued that the more mobile international business becomes,
the less adequate are rules which require a physical presence at a certain place for a certain amount

8 Moreover, the right of use test is called into question in the age of ICT. These days,

of time.
employees can work distantly from the company in fixed locations for which the company has no
right to use, for example if employees work at home or at the customer’s premises. Thus, it is
debatable whether the criterion of the right to use is reasonable in an era where substantial value
adding activities can be conducted by employees without the place of business being at the disposal

of the company.

Furthermore, as regards the business activity test, the requirement of the permanent establishment
performing the core activities of the company is in principle still suitable in the age of ICT.
However, since nowadays, a stronger fragmentation of business is possible, this rule may in certain

cases not be reasonable.*®’ Thus, it is debatable whether the differentiation between auxiliary or

2 When the concept of permanent establishment was introduced, it was based on the following three groups of

enterprises: extractive industries with direct dependence upon natural resources, factories and plants as well as
other commercial establishments with a fixed location. Mobile industries were not explicitly mentioned, since they
were not significant. Given also a low mobility of the labour force, the only mobile international activity of
significance was transportation. See Skaar, 1991, pp. 66-67.

3 See Skaar, 1991, p. 559; Australian Taxation Office, 1999, pp. 92, 109; Sprague / Hersey, 2003, pp. 302-303.

“4 See also Skaar, 1991, p. 15.

5 For more details, see chapter 2.3.1.

8 See Skaar, 2000, p. 194.

AT With regard to tax planning activities related to this rule, see chapter 4.2.3.1.2.
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preparatory activities and core activities in paragraph 4 of Article 5 of the OECD Model is still
suitable. In addition, with the possibility of a fragmentation of business and of allocating only a
small amount of profits to a permanent establishment, it is debatable whether the business
connection test stipulating that only those profits which are created through the activities of the

permanent establishment are attributable to the permanent establishment is still appropriate.

With regard to the dependent agent rule, it is debatable whether the requirement of the authority to
conclude contracts is still suitable.®® This rule is based on the assumption that the agent acts in
relation to third parties and is designed to be applied to sales activities mostly. However, nowadays,
it is possible that a substantial amount of business activities is performed through an employee
working in the source country who does not act as an agent disposing of the authority to conclude
contracts, but may for example provide services to customers or may perform internal tasks for the

company.

Based on these general examinations regarding the suitability of the basic tests inherent in the
permanent establishment rule, it is in the following analysed in more detail for several ICT-induced
changes whether and to what extent the current tax law applied to these changed economic
structures is in line with the evaluation criteria stipulated in chapter 5. The analysis is divided into
economic changes within the internal organisation of a company, namely the fragmentation of
business and the emergence of telecommuting, and economic changes with regard to the relation
between a company and markets, including services and the sale of goods. The evaluation criteria

serving as a basis for the analysis are inter-nation equity, neutrality and feasibility of the tax system.

6.2.2. Internal Organisation
6.2.2.1.  Organisational and Regional Decentralisation Within a Company
6.2.2.1.1. Application of the Current Tax Law

In the following, the consequences resulting from the decentralised business structures for the
current definition of a permanent establishment are analysed. Here, mainly two tax provisions are
relevant. First, according to the Commentary on Article 5 of the OECD Model, a business location
has to constitute a commercially and geographically coherent entity in order to be considered one
single permanent establishment.*® Second, the minimum threshold inherent in the business activity

test stipulated in paragraph 4 of Article 5 of the OECD Model is relevant in this context. According

%8 See paragraph 33 of the Commentary on Article 5 of the OECD Model, which states explicitly that an authority to

conclude contracts regarding activities similar to the core activities and related to solely the internal business
operations does not qualify as an authority to conclude contracts.

Thus, only those activities which can be attributed to this entity are considered as belonging to this place of
business. See footnote 465.
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to this rule, a permanent establishment only exists if more than preparatory or auxiliary activities
are performed through it.*”° Subsequently, it is examined whether these two rules are still suitable in

the age of ICT.

With the increased use of ICT, it can be observed that an organisational and regional
decentralisation takes place within companies and affiliated groups.491 Thus, different functions and
activities of a company can be spread among several places within one jurisdiction. Such a
decentralised and international business structure is nowadays effectively feasible due to the use of
ICT. When applying the current tax law to these changed economic structures, the possibility of a
fragmented business structure and, thus, of splitting off some auxiliary activities of the company
and locating them distantly can either lead to the fact that no permanent establishment exists in the
source country at all or that a permanent establishment exists but with less functions and, thus,

2 This is due to the fact that the activities performed at several places of

profits attributable to it.
business may fall under the exemption rules in subparagraphs 4 a) to 4 f) of Article 5 of the OECD
Model. However, a centralisation of the same activities in one place could entail the creation of a
permanent establishment, provided that the activities then exceed the preparatory or auxiliary
threshold.*® An extreme and striking example for such a decentralised business structure is the one
of several places of business maintained in a country, each of them used to exert one of the
activities mentioned in subparagraphs 4 a) to 4 e) of Article 5 of the OECD Model, for example
collecting information or storing goods for delivery. Then, the places of business do not constitute a
permanent establishment, since they fall under the exemption rules. Thus, even though the company
disposes of physical locations in the source country, no permanent establishment would exist.
In contrast, if these activities were centralised in one place, they could represent a permanent
establishment. Even if this example is extreme, it can illustrate the basic implications of the
fragmented business structure. In addition, it is possible that although a permanent establishment
still exists at a certain place in the source country, some activities are split off and might not be
included in the taxable base in the source country if they fall under the minimum threshold.
In contrast, if these auxiliary activities were performed at the same location as the permanent
establishment and, thus, would constitute a part of the geographical and economic entity, these
functions and the respective profits would be attributed to the permanent establishment.

Consequently, less income is attributable to the existing permanent establishment.*** These tax

For more details on the definition of a permanent establishment, see chapters 3.2.2. and 6.2.1.1.

For more details with regard to these developments, see chapter 2.4.3.

It has to be noted that, normally, not much income is attributed to auxiliary activities and, therefore, the
differences in the amounts of income attributable to the permanent establishment are not that big.

Thus, subparagraph 4 f) of Article 5 of the OECD Model is not applicable in this case.

“ See also Jacobs (Ed.), 2002, p- 416.
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consequences of the fragmentation of functions are reinforced insofar as the exemption rules in
subparagraphs 4 a) to 4 d) of Article 5 of the OECD Model stipulate that the activities mentioned
there are in general exempted, since they are in principle deemed to constitute activities which
contribute only to a minor degree to the generation of profits. However, some of these activities
may represent a substantial part of the company’s business activities, for example the collection of
information or the delivery of goods.*® Thus, although these activities might constitute more than
preparatory or auxiliary activities and although significant profits might be attributable to them on
the basis of a functional analysis, no permanent establishment exists.**® However, it has to be noted
that even if such scenarios are possible in practice, the situations in which really no permanent
establishment is created and would be created if the activities were located in one place are deemed

to be rather seldom.

6.2.2.1.2. Assessment on the Basis of the Evaluation Criteria

Subsequently, the outcome of the application of the current tax law to the changed economic
structures is evaluated in light of the evaluation criteria. As a result of the above-mentioned
scenarios, it is first debatable whether the general exemptions of certain activities in subparagraphs
4 a) to 4 d) of Article 5 of the OECD Model are still suitable.*”” In general, according to the
criterion of inter-nation equity, the source country should be entitled to tax all profits arising within
its jurisdiction as defined by the currently prevailing supply approach. However, the exception for
mere preparatory or auxiliary activities in paragraph 4 of Article 5 of the OECD Model is assumed
to be justifiable under feasibility considerations. Otherwise, the system of international taxation
would hamper international trade and create feasibility issues of profit allocation to such minor
business activities.*® The resulting deviation from the general concept of sharing the tax base
according to inter-nation equity is deemed to be acceptable, since there is not much profit
attributable to these activities. However, it has to be guaranteed that really only preparatory and
auxiliary activities are exempted to guarantee a taxation that is in accordance with inter-nation
equity. Otherwise, the source country has to be entitled to tax the profits resulting from the activities

within its jurisdiction. Since, as mentioned above, the current exemption rules cannot guarantee that

3 See also OECD, 2003, section 198.

% See also OECD, 2003, section 178.

#7 " In addition, it is debatable whether the definitions of the activities are suitable for business activities based on ICT,
i.e. whether the notion “goods or merchandise” in subparagraphs 4 a), 4 b) and 4 c¢) is applicable to digital
products or data and to what extent “storage” and “delivery” can apply to digital products downloaded from
servers through computer networks. See OECD, 2003, section 186.

See also Skaar, 1991, p. 279; OECD, 2003, sections 163, 182, who further show that this exception is justified by
the aim of the OECD Model not to establish a jurisdiction to tax but to limit it, and paragraph 23 of the
Commentary on Article 5 of the OECD Model. It is assumed that these activities are so different from the main
activities of the company that it would be difficult to allocate profits to this entity and the effort to determine
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really only preparatory and auxiliary activities are exempted, they do not provide a taxation in

accordance with inter-nation equity. Therefore, an adjustment of these rules is necessary.

Secondly, it is debatable whether the fact that one place of business has to constitute a coherent
commercially and in particular geographically entity in order to represent one permanent
establishment is still suitable in the age of ICT with a decentralised business structure as the
predominant business model. Under the current rule, an unjustifiable distinction is created between
different companies performing the same business functions either in disaggregated facilities or
centralised in one place.499 This outcome does not provide a neutral taxation, since two situations
which are economically comparable are treated differently for tax purposes. As a consequence, the
necessity of the geographical entity might be called into question in the age of ICT where

geographical distances can in certain cases be bridged.

To conclude, with the more and more fragmented business structure of companies, firstly, the
exemptions of the business activity test in subparagraphs 4 a) to 4 d) of Article 5 of the OECD
Model are challenged in the age of ICT and should be adjusted in order to guarantee that the scope
of exempted activities exactly encompasses preparatory and auxiliary activities. Secondly, it can be
discussed whether the necessity of a geographical entity is still appropriate. These two issues are

addressed in chapter 7.2.1.1.

6.2.22.  Telecommuting: Employees Working Distantly from the Company
6.2.2.2.1. Application of the Current Tax Law

These days, employees can work distantly from the company’s premises, for example work at
home, at the customer’s premises, at the premises of another group company or in a mobile way.>®
In addition, a manager of a company might perform his tasks distantly from the company.
Particularly in the case of an affiliated group such as the example of the M Group in chapter 2.4.5.,
the management of a subsidiary can be effected by a person working in another country than the
subsidiary’s residence country, for example if the management is performed by executives working
at the parent company. It is discussed in the following whether the current tax provisions can still be

applied in a reasonable way.

Based on these economic changes, in terms of taxation, it is debatable whether the employees
performing different types of telecommuting from abroad constitute a permanent establishment of

the company. According to the basic rule of the permanent establishment definition, the place of

profits of a negligible amount is deemed to be too high in relation to the resulting amount of taxable profits.
% See also OECD, 2003, sections 179.
For more details, see chapter 2.4.3. and the examples of the M Group and the C Company in chapter 2.4.5.
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business test and the right of use test imply that a permanent establishment only exists if the
company has the right to use over a certain place of business. Additionally, the exemption rule in
paragraph 4 of Article 5 of the OECD Model shall not be applied and the permanence test has to be
fulfilled. The agent rule stipulates that a person other than the company itself can only constitute a

50! The following analysis of the

permanent establishment if the company is represented by an agent.
basic-rule permanent establishment and the agent rule considers employees telecommuting from
home, at the customer’s premises, at the premises of other group members and working in a mobile

way. 502

6.2.2.2.1.1 Basic-Rule Permanent Establishment

In the case of home-based telecommuting, the place of business test is met by the fact that the
employee works at home and also the permanence test will often be met. However, the company
does not have the right to use the employees’ home. Thus, since the right of use test is not met, the
employee’s home is not considered as a permanent establishment of the company.503 It has to be
decided on a case-by-case basis whether the activities of the employee telecommuting from home
fall under the exemption rule of the business activity test in paragraph 4 of Article 5 of the OECD

Model. This exception might be applicable particularly for large companies or groups.5 04

Given the example of a manager working at another fixed place than the company, again the right
to use test is the decisive criterion which is not met. Consequently, no permanent establishment
exists.>® In general, managerial activities do not constitute auxiliary or preparatory activities.’®

Moreover, it depends on the respective case whether the permanence test is met or not.*”

Furthermore, it is conceivable that employees work at the customer’s premises, for example in order
to provide services there. Again, the right to use test is not met, since the employing company does

not have the customer’s premises at its disposal. Consequently, the employees working there do not

501

w For more details, see chapter 6.2.1.1.

The example of employees working in telecommuting centres does not raise new taxation issues with regard to the
question whether a permanent establishment exists in general, since a telecommuting centre is comparable to other
fixed places of business of a company. Thus, if the company has a right to use the centre, a permanent
establishment exists, provided that more than preparatory or auxiliary activities are performed. For more details,
see Utescher, 1999, pp. 173-174, 195-196.

See Utescher, 1999, pp. 159-169 for the German jurisprudence, and pp. 187-191 for the OECD Model; Pasch /
Utescher, 2001, p. 1663; Jacobs (Ed.), 2002, pp. 374, 412; Brunsbach, 2003, p. 129.

Then, subparagraphs 4 d), 4 ¢) and 4 ) might be applicable. See Utescher, 1999, p. 190; Pasch / Utescher, 2001,
p. 1664.

Also a place of management explicitly mentioned in subparagraph 2 a) of Article 5 of the OECD Model has to
meet the general criteria of a permanent establishment. See paragraph 12 of the Commentary on Article 5 of the
OECD Model and Kumpf, 1982, pp. 35-36; Utescher, 1999, pp. 112-113; Jacobs (Ed.), 2002, p. 413; Brunsbach,
2003, pp. 130-131; Gérl, in: Vogel / Lehner, 2003, Article 5 section 36; paragraph 47 of the Commentary on
Article S of the OECD Model.

See also Utescher, 1999, pp. 191-194; Sieker, 2001, p. 91; Brunsbach, 2003, p. 131.

As regards the place of business test, the same implications as for home-based telecommuting are valid.
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establish a permanent establishment. It again has to be decided on a case-by-case basis whether the

permanence test is met or not.*%®

In addition, it is possible that employees perform their activities in a mobile way, for example while
providing professional services which can be performed independently of a certain geographical
location.® In those cases of mobile telecommuting, the employees would not create a permanent
establishment according to the basic rule, since the place of business test and the right of use test are

not met. In addition, the permanence test is probably not fulfilled in many cases.”"”

To sum up, in all the examples of employees working distantly from the premises of the company,
the decisive criterion which is not met is the company’s right to use the fixed place at which the
employees perform their activities. Additionally, in the case of mobile telecommuting, the place of
business test and the permanence test might also not be fulfilled. As a consequence, under the
current basic-rule permanent establishment, the company does not have a permanent establishment
in the source country and the source country has no right to tax profits resulting from the
employees’ activities, even if significant income-producing functions may take place within its
jurisdiction. This is due to the fact that the current definition of the permanent establishment focuses
on the location of a fixed place of business that is at the disposal of the company and not on the
location of the employees’ activities. Moreover, the basic-rule permanent establishment is primarily
focussed on manufacturing and sales activities which are deemed to require a fixed place of
business,”"! whereas service activities are not explicitly mentioned in the definition of a permanent
establishment according to the OECD Model.’'? Thus, service activities which now represent a
significant business activity only fall under this rule if they are performed within a fixed place of

business which is at the disposal of the company.

6.2.2.2.1.2 Agent Rule

The dependent agent rule in paragraph 5 of Article 5 of the OECD Model is intended to cover those
cases in which business activities are performed through a person without a fixed place of

business.”’”® Thus, it is debatable whether employees working distantly from the company’s

™ With regard to the exception for preparatory and auxiliary activities, the commentaries on home-based

telecommuting are again valid.

As regards the implications of this mobility for taxation issues related to the organisation of markets, see
chapter 6.2.3.

For the exception for preparatory and auxiliary activities, see the commentaries for home-based telecommuting
above.

' See also OECD, 2003, sections 238-239.

312 In contrast, under paragraph 3 of Article 5 of the UN Model, a permanent establishment also exists if services are
provided by an enterprise through employees or other personnel engaged by the enterprise for such purposes if the
activities continue for a period or periods aggregating more than six months within any twelve-month period.

For more details, see chapter 6.2.1.1.
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premises and not constituting a permanent establishment fall under this subordinate rule. Since the
agent rule stipulates that the company has to be represented by the agent, it is a precondition that the

agent acts in relation to third parties and habitually makes use of his authority to conclude contracts.

If an employee performs internal activities for the company and does not act in relation to
customers, as it may often be the case for telecommuting from home, the employee does not fulfil
the preconditions for acting as an agent of the company.®' In addition, employees may work in
relation to third parties, for example if an employee is working at the customer’s premises or in a
mobile way while providing services to customers. Even then, in most cases, the employee would
not represent an agent of the company, since he does not exert real representative activities and does
not habitually exercise his authority to conclude contracts. In contrast, given the example of a
manager of a company working at the premises of another group company in a mobile way or in
rather seldom cases at home, it is conceivable that the conditions for the manager acting as an agent

of the company are met.’'>

To sum up, employees working distantly from the company’s premises and providing either internal
activities or working in relation to customers in most cases do not constitute an agency permanent
establishment, except in the case of a manager. This is due to the fact that the agency rule is
designed to be applied to sales activities mostly.5 16 Thus, it is not considered in the concept of the
permanent establishment that the company’s activities can be performed by an employee working
distantly from the company’s premises. Additionally, service activities provided by an employee
who does not act as an agent in order to perform his activities are not considered. This is due to the
fact that this concept was created in an era when services were not a core income generating
activity. Subsequently, this outcome of the application of the current permanent establishment

definition to the changed organisational structures is assessed on the basis of the evaluation criteria.

6.2.2.2.2. Assessment on the Basis of the Evaluation Criteria

In most of the cases of telecommuting considered, the employee does not establish a permanent
establishment of the company. Thus, the source country has no right to tax the company’s income
resulting from these activities. According to inter-nation equity based on the supply approach that is
favoured here, the source country should be entitled to tax the income resulting from a significant

economic activity within its jurisdiction, since it contributes to the generation of these profits. In the

514 See also Jacobs (Ed.), 2002, pp. 412-413; Brunsback, 2003, pp. 129-130, and the example of the M Group in

chapter 2.4.5.
In practice, this question has to be decided on a case-by-case basis. See also Sieker, 2001, p. 96 for an example of
j, nagency permanent establishment for a manager.

See also OECD, 2003, section 238.
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examples of telecommuting outlined above, irrespective of the kind of activities performed, a
certain amount of a company’s value added can be created in the source country. Particularly in the
case of an employee permanently telecommuting from home, working at the premises of other
group companies, the customer’s premises or in a mobile way but permanently in the source
country, the economic allegiance to the source country and, thus, the contribution of the source
country to the generation of profits is of similar intensity as if the employee would work at the
company’s premises.5 1 Furthermore, contrary to mere sales activities from abroad, in the case of
the telecommuting, the provision of services takes place directly in the source country, since the
employee is physically present there. As a consequence, contrary to a supplier distributing goods
from abroad, the enterprise carries on its activities directly in the source country. The source
country contributes to the generation of profits for example by providing for a technical
infrastructure and, thus, enabling the communicational link, or by providing for public safety or a
legal system.’'® However, the source country has no right to tax the profits generated by
telecommuting, since the value is not created within a fixed place of business which is at the

disposal of the company. This outcome is not consistent with inter-nation equity.519

According to the requirement of neutrality, situations which are comparable economically shall be
taxed equally. In the case of an employee telecommuting from home in the source country, the same
activities may be performed to the same extent and the same amount of profits can be generated in
the source country as if the employee works at the company’s premises. Also the situations of an
employee working at the customer’s premises, a manager working at the premises of another group
company or in a mobile way but permanently in the source country are economically comparable to
employees or managers working at the company’s premises.520 This is due to the fact that the
intensity of activities performed in the source country is the same, irrespective of whether the
employee works at one fixed place. The only difference between the cases considered here is that
the activities are either performed at a fixed place of business that is at the disposal of the company
or not. However, a differing treatment on this basis is not justified. Consequently, the current
regulations provide a different treatment of situations which are economically the same and are in
this regard not consistent with the neutrality criterion. In contrast, if an employee works only

temporarily in the source country, the situation is not deemed to be economically comparable to an

37 See also Utescher, 1999, pp. 362-363 for home-based telecommuting. It is further argued that mobile

telecommuting is clearly not comparable and that it is not clear whether an employee working at the customer’s
premises is a comparable situation, since in the case of home-based telecommuting, an employee working under
the authority of the company has the place of business at his disposal, whereas this is not the case for an employee
working at the customer’s premises.

See also the discussion in OECD, 2003, sections 42-43 and chapter 5.1.2. for more details.

*19 " See also Brunsbach, 2003, p. 184.

520 See also the quotation in footnote 517.
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employee working permanently in the source country. In this case, the activities performed by the
employee are considered to be less intensive and, consequently, a taxation in the source country in

those cases is not required under the criterion of neutrality.

According to the requirement of feasibility, the permanent establishment definition shall be
workable in practice, meaning that it can be implemented and administered in an effective way.
Therefore, if an employee works in a mobile way in the source country, it might be difficult to trace
the taxable profits created by the employee. In addition, given the case that the employee works
only temporarily in the source country, for example in the case of some mobile forms of
telecommuting or also in the case of an employee working at the customer’s premises, the creation
of a permanent establishment would again not be preferable under feasibility considerations, since
the administrative effort of determining the correct amount of income might be too high. If the
employee works permanently in the source country, a taxation in the source country is assumed to
be feasible, since this situation is comparable to the one of the provision of independent personal
services which is already implemented now. Justifiable exceptions of the source country’s right to

tax would then only exist if the employee performs mere preparatory or auxiliary activities.

A further feasibility issue that might arise in the case of an employee constituting a permanent
establishment is the determination of the source as well as the amount of profits generated by the
employee.’' It may be difficult to distinguish which portion of the profits arises from which
activity since particularly in the case of the provision of services, the product and the “production
process” are immaterial. In addition, the contributions of several employees are interrelated and
might often hardly be separated.522 As a result, in case the source of income cannot be identified, an
allocation of the tax base in accordance with the principle of economic allegiance and the neutrality

principle is difficult.

To summarise, the current concept of the permanent establishment is challenged by the
decentralised working structures which imply that employees working distantly from the company’s
premises can contribute to a significant extent to the creation of value and the generation of profits.
Particularly the increased importance of services which often constitute core activities in the age of

ICT and which can be provided without a fixed place of business are not considered adequately.

521

. With regard to the attribution of profits to such a permanent establishment, see chapter 6.3.2.

Furthermore, also the allocation of expenses to the respective source of income is raised as an issue. See Spengel,
2003, p. 328.
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6.2.3. Organisation of Markets
6.2.3.1. Doing Business Without a Physical Presence
6.2.3.1.1. Application of the Current Tax Law

The economic changes with regard to the market organisation have been considered the most of all
implications of ICT on the taxation in the source country. The main ICT-induced change with
regard to the market organisation is that activities which previously required a physical or
representative presence within a jurisdiction such as the sale of goods or the provision of some
types of services can nowadays be effected from a remote place.’® Thus, it is possible for
companies established abroad to work a market and to reach customers with greater ease and in far
greater numbers without establishing a physical presence and without having employees working
there.”* In those cases, a permanent establishment is created neither according to the basic rule nor
according to the agency rule in the source country, since neither the place of business test nor the
agency requirement is met. As a consequence, the source country has no right to tax the company
doing direct business from abroad. In the following, this outcome is evaluated in light of the

evaluation criteria.

6.2.3.1.2. Evaluation in Light of the Evaluation Criteria

Under the criterion of inter-nation equity based on the benefit principle, a source country has the
jurisdiction to tax if the taxpayer takes part in the economic life of a jurisdiction and if the source of
the profits is located in the source country. In the aforementioned scenarios, the company’s only
participation in the economic life of the source country consists in selling goods or providing
services to customers. Thus, the company is not actively doing business in the source country, but
only making use of that country’s infrastructure and of the consumer market by selling goods or
providing services.’”® Pursuant to the supply approach as the currently prevailing basis for
attributing taxing rights among different source countries, a mere consumer market does not
represent a factor that contributes to the value added of a company.526 In contrast, the supply-
demand approach attributes a right to tax to a country for the provision of a consumer market. Thus,
the source country has a right to tax if the company’s only participation in the source country

consists in selling goods or providing services to customers. Under the supply-demand approach,

*B For more details, see chapter 2.4.2.

% See also Hickey, 2000a, p. 92; Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 355.

53 The company’s participation is rather a participation with the economic life of a country than in the economic life.
See eCom Taxpert Group, 2002, p. 20; Sprague / Hersey, 2003, p. 312.

It has further been discussed whether the use of the infrastructure in the source country gives rise to a taxing right
for the source country according to the supply approach. See also the discussion in OECD, 2003, sections 41-44.
However, a sufficient connection is deemed to exist only if the company really carries out activities there.
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the current non-taxation of a company selling goods or providing services to customers in the
source country is not consistent with inter-nation equity. However, since the supply approach is
preferred here, it is consistent with inter-nation equity based on the supply approach that no taxation

takes place in the source country.’”’

A non-taxation of a foreign company without any physical nexus in the source country is also
consistent with the criterion of taxpayer neutrality. This is due to the fact that doing e-commerce
from abroad and doing remote selling in the traditional way without using ICT are considered as
representing the same extent of functions and activities performed in the source country. In contrast,
it was sometimes argued that the scenario of an enterprise participating to a significant degree in the
economic life of a jurisdiction by means of ICT without the need of a human or physical presence is
economically comparable to a company that needs to establish a physical presence in the source
country in order to sell products or provide services. As a consequence, also in the case of remote
selling via the Internet, a taxation should take place in the source country.*?® However, it is assumed
here that the economic connection to the source country and the degree of activities or functions
performed in the source country of a company working a market remotely by use of ICT is rather
comparable to a company doing business from abroad without using ICT and not to a company

having established a physical presence in the source country.**

In addition, it is consistent with the criterion of feasibility that under the current permanent
establishment rule, the source country has no taxing right if only the consumption takes place within
its jurisdiction. By this rule, potential feasibility issues can be avoided, since it might be complex
for the tax authorities to determine the correct amount of income to collect taxes if the taxpayer has
no physical attribute in the source country at all, i.e. neither a permanent establishment nor

employees working there. >

In contrast, under the supply-demand approach, a taxation would be justified.
577 See also The Dutch State Secretary of Finance, 1998, p. 11; Brunsback, 2003, pp. 181-182. For further details on
the discussion of the supply approach and the supply-demand approach, see chapter 5.1.2.
B TInter alia, see Strunk, 1999, pp. 267-268, 273, 276-277; Strunk / Wickmann, 2001, p. 420.
» Holding a different view, see Utescher, 1999, pp. 366-367, who states that the participation in the consumer
market is more intensive when a company is doing e-commerce than when a company sells its products from
abroad on a conventional way, since in the case of e-commerce, due to the high degree of interactive
communication, a lot of information on the product or services can be provided.
As a matter of administrative expediency, the source country must levy taxes on an entity which can be held
accountable under its tax laws. See Musgrave, 1972, p. 398. Otherwise, it is difficult to ensure proper compliance
and collection of tax for a foreign enterprise that does not have a physical presence in that country. For further
details on these feasibility issues, see chapter 7.2.2.2.1.
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6.2.3.2.  Alternative Attributes
6.2.3.2.1. Application of Current Tax Law

In addition to the aforementioned fact that less tax attributes might exist under current tax law in the
source country with the economic changes of market organisations, it is also debatable whether new
attributes of doing business in the source country in the era of ICT can constitute a permanent
establishment.**! In the case of sales and distribution, several functions can be performed by the use
of a server.” The conditions under which a server constitutes a permanent establishment according
to the basic rule stipulated in the Commentary on Article 5 of the OECD Model have been outlined
in chapter 4.2.3.1.2.%%

In addition, as regards the implications from the organisational changes on markets resulting for the
agency rule, particularly a company’s web site or an ISP providing services to customers come into
question to qualify as an agent of the company. It is stated in the Commentary on Article 5 of the
OECD Model that in most cases the ISP will not constitute an agent of the content provider, since
the ISP will in general not have the authority to conclude contracts in the name of the content
provider.®* With regard to the web site of a company, it is in general stated that it cannot constitute

an agent, since it does not qualify as a person under Article 3 of the OECD Model >

6.2.3.2.2. Evaluation in Light of the Evaluation Criteria

The application of the current tax law to the aforementioned attributes is now evaluated in light of
the evaluation criteria. As regards a server, it is deemed to be consistent with inter-nation equity
based on the supply approach that under the respective conditions according to the Commentary on
Article 5 of the OECD Model, a server can represent a permanent establishment in the source
country and, consequently, that the source country has the right to tax the respective profits. If core

activities of the company can be performed by use of the server, the source of the profits is located

%' With regard to the new attribute of employees working under the authority of the company but not at the

company’s fixed premises, alternative attributes are discussed in chapter 7.2.1.2.

See also the example of the M Group in chapter 2.4.5. As regards other parts of the ICT-related infrastructure or

equipment constituting a permanent establishment such as the Internet itself, a company’s web site, and the

computer of a consumer, it has already been elaborated that they cannot constitute a permanent establishment

according to the basic rule. Therefore, they are not considered in more detail here. Inter alia, see paragraph 42.2 of

the Commentary on Article 5 of the OECD Model; OECD, 2000, section 6; Owens, 1997, pp. 1846-1847;

Peter, 2002, pp. 141-149 for a detailed discussion.

See also paragraphs 42.2-42.9 of the Commentary on Article 5 of the OECD Model and paragraph 10 of the

Commentary on Article 5 of the OECD Model which shows the conditions under which automated equipment

constitutes a permanent establishment.

53 See paragraph 42.10 of the Commentary on Article 5 of the OECD Model; Brunsbach, 2003, p. 125.

5 See also Sprague / Hersey, 2003, pp. 340-341. Holding a different view regarding web sites, see Gradl, 2000,
pp. 176-179, who argues that a web site can constitute an agency permanent establishment. The treatment of an
ISP under the agency rule is in the following not considered in more detail, since the current taxation is deemed to
be appropriate in this regard.
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in the jurisdiction where the server is installed and contributes to a certain extent to the generation

of profits by providing the technical infrastructure.**

In addition, it is assumed to be consistent with the neutrality criterion between different taxpayers
that a server can under the respective conditions constitute a permanent establishment. Since it is
possible that similar functions are performed by use of a server and through a sales office, these two
comparable economic situations shall be treated similarly in terms of taxation. In both cases, the
question whether a permanent establishment exists is then rather dependent on whether the

permanence test is met or whether more than auxiliary or preparatory activities are performed.

If a server is qualified as a permanent establishment, various feasibility issues have been mentioned.
Since a server can be relocated easily, it has been argued that it does not constitute a stable tax
attribute and is therefore not suitable as a tax attribute.”>’ Therefore, it might be difficult to localise
the activities performed and to determine the correct amount of income attributable to the server.”®
Furthermore, it has been argued that a server can be used to shift income to low tax countries.”*
However, it can be argued against these presumptions that, in practice, a frequent relocation of the
server is expected to be rather an exception, since still, a relocation requires some effort. >4
Moreover, by use of data recording, it seems to be possible to trace the mode of operation and, thus,
the functions performed and profits generated by the use of a server. In addition, since in most
cases, it is unlikely that much tax revenue is attributed to a server constituting a permanent

establishment, the use of a server for tax avoiding strategies shall not be overestimated.>!!

6.2.4. Conclusion

Firstly, with regard to the decentralised internal business structure, the current tax law might no

6 See also Brunsbach, 2003, p. 183. Holding a different view see Utescher, 1999, p. 369, who argues that the

contribution of the source jurisdiction to the functioning of a server is very low and rather comparable to the
import of goods.

Inter alia, see Portner, 1998, p. 597; Eicker / Scheifele, 1999, pp. 789, 790; Utescher, 1999, p. 368; Portner, 1999,
p- 644; ibid., 1999a, p. 23; Cockfield, 1999, pp. 186-191; ibid., 2000, pp. 2411-2415; Fetzer, 2000, pp. 114-115,
140-141; Cockfield, 2004, p. 648.

This issue is reinforced by the fact that often, several mirror servers are used in a transaction and business
activities can be shifted from one server to another by use of remote controlling applications. See Portner, 1999,
p- 645; ibid., 1999a, p. 23; OECD, 2003, section 149.

For a further discussion of tax planning strategies by the use of a server, see chapter 4.2.3.1.2. Additionally, if a
tax attribute should be created in a certain country, this aim can always be achieved by means of a subsidiary.
See also Hickey, 2000, p. 70. The Commentary of the OECD represents a good basis and is to be welcomed for the
clarification and acceptable certainty it provides. See also Rainerman / Clegg / Anolik, 1999, p. 12, who criticise
that a few of the practical cases encountered in the age of ICT are resolved, and Hinnekens, 2001a, p. 300, who
argues that not many cases of servers will satisfy all the conditions for qualifying as a permanent establishment
and that this rule can easily be circumvented. For a further discussion, see Hinnekens, 2001, pp. 326-328.

In addition, a frequent relocation of the server would ensure that the profits are liable to tax in the residence
country. However, if this is the aim of the taxpayer, this objective can be reached more easily by installing the
server in the residence country. See Jacobs (Ed.), 2002, pp. 407-408.

41 See also Knodler, 2004, p. 162.
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longer be neutral and does in certain cases not provide inter-nation equity, since it is not always
guaranteed that this rule provides an exemption of exactly preparatory and auxiliary activities as
intended. Therefore, reform measures regarding the exemption for preparatory and auxiliary
activities are necessary. In addition, a reform of the delimitation of a permanent establishment can
be discussed.’** Secondly, also the fact that employees can nowadays work distantly from the
company’s premises is not considered adequately according to current tax law. Even if in certain
cases the employees work permanently in the source country and generate a certain amount of
profits there, they might not establish a permanent establishment of the company. Since this result is
not consistent with the neutrality criterion and the requirement of inter-nation equity, a reform of

the current tax system is necessary.>®?

As regards the organisation of markets, it is deemed to be consistent with the evaluation criteria that
the remote selling of goods or provision of services does not entail the creation of a permanent
establishment according to current tax law. In addition, also the fact that a server can in general
constitute a permanent establishment under the circumstances mentioned above is considered to be
in line with the evaluation criteria. However, particularly with regard to the changes in market

- . . 544
organisation, several reform approaches have been suggested which are also discussed later on.

6.3. Profit Allocation

Subsequent to the discussion of the tax attributes in the residence country and in the source country,
in this chapter, the impact of ICT on the allocation of profits between different entities belonging to
an economic entity is discussed. The focus is on profit allocation between legal entities forming a

part of a multinational group. In addition, profit allocation to permanent establishments is analysed.

6.3.1. Profit Allocation Within Multinational Groups According to the Arm’s Length
Principle

The trade between affiliated companies is assessed to average out at more than 60% of the world

trade®

and the amount of cross-border intragroup trade is expected to further increase in future
years. In addition, it is estimated that at least two third of Internet transactions are conducted within

multinational firms.*® Thus, the issues of international profit allocation within economic entities

2 For the discussion of several reform approaches with regard to the internal fragmentation of the business

structures, see chapter 7.2.1.1.

For reform approaches, see chapter 7.2.1.2.

For the discussion of reform approaches with regard to the market organisation, see chapter 7.2.2.

3 See OECD, 1996, pp. 29-30; Commission of the European Communities, 2001, p. 263; Owens, 2002, p. 126,
Schneider, 2003, p. 53. In addition, it has been estimated that 70% of the trade between the United States and
Canada is intra-firm in nature. See Bird, 1994. p. 752.

34 See Owens, 1997, p. 1836.
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and the equitable allocation of cross-border income between jurisdictions are already today crucial
international taxation issues and are supposed to become more important,547 In general, issues of
profit allocation emerge if different legal entities are under common control and form an economic
entity. Then, in the case of a transaction, there is no divergence of interests between the two

parties.*®

The increased use of ICT together with the changing competitive environment is leading to changes
in the organisational structure of multinational groups. First, the products transferred and services
rendered between affiliated companies as well as the organisational structures of affiliated groups
are often specific and not comparable to others. Moreover, the importance of human capital and of
mobile factors of production, such as intangible assets, increases. In addition, the conventional
value added chains turn into value added networks with the contribution of each partner tending to
be small and hard to identify. Furthermore, the companies’ boundaries are blurring, as the creation
of hybrid forms of enterprise co-operation becomes more frequent.549 These organisational
structures have implications on the suitability of the currently prevailing methods of profit
allocation. It is examined in the following whether and to what extent the traditional transaction
methods based on the arm’s length principle are still appropriate given the economic changes by the
use of ICT. The evaluation of the current tax regulations is based on the evaluation criteria of inter-

nation equity and feasibility.

6.3.1.1.  Applying the Arm’s Length Principle to the Changed Economic Structures

6.3.1.1.1. The Theoretical Rationale of the Arm’s Length Principle and the Issue of

Non-Comparability of Controlled and Uncontrolled Transactions

One of the essential assumptions of the arm’s length principle consists in the comparability of
transactions between controlled and uncontrolled panies.sso Pursuant to the arm’s length principle,
market prices constitute the benchmark for profit allocation.®>' It is examined in the following
whether this basic assumption underlying the arm’s length principle is conform to the economic

structure of multinational groups.

¥ This has also turned out in the analysis on international tax planning in the age of ICT in chapter 4.2.2. and in a

recent survey among multinational enterprises. See Ernst & Young, 2003, p. 7.

See also McLure Jr., 1984, p. 105; OECD, 2001, section 1.29, and the example of the M Group in chapter 2.4.5. It
depends on the economic boundaries of the firm whether issues of profit allocation occur. See also Jacobs /
Spengel / Schdfer, 2004, pp. 271-272. For a more detailed discussion on the economic boundaries of the firm,
see chapter 7.3.2.2.1.

For more details on the organisational changes, see chapter 2.4.3. and chapter 2.4.4.

See also chapter 3.3.2.1.

The arm’s length principle is based on the assumption of perfect market conditions. They imply perfect
competition with easily verifiable free market prices, no interdependencies between the parties of a transaction and
homogeneous products. See McLure Jr., 1984, p. 93; Theisen, 1990, p. 24; Helbing, 1995, pp. 65-66.
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If transactions between controlled parties take place under market conditions and thus are
comparable to market transactions, profit allocation on the basis of the arm’s length principle is in
accordance with the profit-generating activities of the members of a multinational group.552

However, it is doubtful whether these situations exist between related parties.® 53

A group of companies consists of legally distinct enterprises which are uniformly managed and
economically linked. Thus, a co-ordination via markets is abandoned in favour of a co-ordination
via intra-organisational hierarchies by forming an affiliated group. The underlying purpose is to
realise excess profits and to achieve competitive advantages.”® The economies of integration
generated within a multinational group may, for example, consist in ownership-specific advantages
such as an improvement of information flow, quality control, managerial efficiency or lower
transactional costs.’® Thus, the parts belonging to such a group are more profitable than they would
be if they were independent.™>® Since these firm-specific excess profits accrue on the level of the
affiliated group, it is impossible to determine the source of these profits and they cannot be
attributed to specific transactions. Such firm-specific excess profits resulting from the
interconnections between several firms do simply not exist in the case of transactions under market
conditions. As a consequence, they cannot be allocated correctly by means of separate accounting
on the basis of the arm’s length principle.”*” Consequently, the assumption of market conditions

within an affiliated group seems to be illogical and systematically inapplicable,>®

In addition to this fundamental difference between controlled and uncontrolled transactions, further

differences exist. Firstly, the division of risks assumed by the parties often differs between affiliated

2 See also McLure Jr., 1984, p. 93; Oestreicher, 2000, pp. 24, 124.

% See also McLure Jr., 1984, p. 93. From a theoretical point of view, since affiliated groups just exist due to
imperfections in the arm’s length market, there is no reason why comparable transactional pricing should even
exist. See Li, 2002, p. 834.

%% See Oestreicher, 2000, p. 24; Kleineidam, 2001, pp. 724-725; Schreiber, 2004, p. 218. See also McLure Jr., 1984,

p. 93, who states that “In case commonly owned firms were connected by a flow of goods and payments strictly at

market prices, we might wonder why they were commonly owned.”

The linkages within affiliated groups might consist of economies of scale commonly found within horizontally

integrated firms, economies of scope frequently present among vertically integrated firms, as well as shared costs

of management, R&D, and a multiplicity of other cost items. See Musgrave, 1984, p. 236. For further examples,
see Berry / Bradford / Hines, 1992, p. 737; Portner, 1992, p. 865; Higinbotham / Levey, 1998, p. 235, and

Li, 2002, pp. 832, 834; ibid., 2003, p. 538, who uses the notion of “organisational intangibles™ for the integration

advantages.

This means that larger profits accrue to the affiliated group taken as a whole than would to each unit operating

independently yet performing the same functions. See also Musgrave, 1972, p. 403; Bird, 1988, p. 294; Berry /

Bradford / Hines, 1992, p. 737; Higinbotham / Levey, 1998, p. 235; QOestreicher, 2000, p. 20; Jacobs (Ed.), 2002,

p. 875; Schneider, 2003, p. 54.

Therefore, the allocation of the excess profit is rather arbitrary. See also Musgrave, 1984, p. 237; Hellerstein,

1993, p. 1136; Kleineidam, 1997, p. 860; Newlon, 2000, p. 216; Li, 2002, p. 834; ibid., 2003, p. 538; Oestreicher,

2003, pp. 36-37. For more details on the general issue of identifying the source of income, see chapter 5.1.2.

% See also McLure Jr., 1984, pp. 94, 105; ibid., 1989, p. 246; Portner, 1992, p. 865; Herzig, 1998, p. 285;
Oestreicher, 2000, p. 20; Jacobs (Ed.), 2002, pp. 875-876; Schréer, 2002, p. 16. Thus, “exact” transfer prices can
only be found if the creation of the company was never advantageous. See Neus, 1997, p. 44.
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and non-affiliated companies.’® For example, the allocation of the exchange rate risk between
related parties in general differs from the one between independent third parties. Furthermore, the
total amount of the exchange rate risk often differs, since several exchange rate fluctuations may be

560

balanced within an affiliated group.”™ Thus, by applying the arm’s length principle, an exchange

rate risk is assumed which does not correspond to the risk actually assumed by the parties.

Secondly, another important general difference between controlled and uncontrolled parties consists
in the fact that unrelated parties are co-ordinated via contracts whereas related parties are
predominantly governed by control.*®! Even if related parties conclude contracts with each other,
due to the missing conflict of interests between them, these contracts normally do not have to be
enforced by the legal process but may also be enforced or changed by other means at the will of the
parent company. In contrast, given a situation between uncontrolled parties, the divergence of
interests ensures that the parties seek to hold each other to the terms of the contract and that the
contractual terms are only ignored or modified if it is in the common interest of both parties.**
Consequently, two alternatives for the application of the arm’s length principle result. The contracts
between related companies can either be accepted as they were concluded, even though the parties
are not actually bound to them and although they can be changed without any economic
consequences. Or the companies can be taxed in a rather arbitrary way according to a theoretical
alternative that would have been concluded between uncontrolled parties. Since neither of the two

options is convincing, again, the underlying premise of the arm’s length principle is challenged.

To summarise, the arm’s length principle ignores the fundamental differences between controlled
and uncontrolled transactions and attempts to “create an artificial fantasy world in which all
transactions are between independent third parties”.*® Thus, in all those cases in which the
aforementioned differences between controlled and uncontrolled transactions exist, the arm’s length
principle is not a suitable method for profit allocation. Even if there might be controlled transactions
that are comparable to uncontrolled transactions, the existence of comparable transactions is less

likely due to the fact that multinational groups are highly integrated these days.>®

¥ See also Hinnekens, 1996, p. 348, who enumerates the examples of transaction, market, insolvency, currency

exchange and interest rate fluctuation risks; Kleineidam, 1997, p. 859.

For further details and examples, see Jacobs (Ed.), 2002, pp. 876-877; Oestreicher, 2003, pp. 37-38.

For the following remarks, see also Jacobs (Ed.), 2002, p. 877, Li, 2002, p. 833; ibid., 2003, p. 537, who state that
this characteristic mirrors the very nature of a group; Oestreicher, 2003, pp. 39-40.

See OECD, 2001, section 1.29. The enforcement of the respective terms of the contract is possible only by means
of the legal process.

3 Miller, 1995, p. 1034.

%4 For further details, see also the following chapter 6.3.1.1.2,
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6.3.1.1.2, The Impact of Organisational Changes on Comparability

In addition to these fundamental issues of non-comparability between controlled and uncontrolled
transactions inherent to the arm’s length principle in general, the comparability of transactions is
further impaired by the organisational changes induced by ICT. In general, the arm’s length
principle can be applied if the number of transactions is limited and if the conditions of comparable

d.5% However, these conditions exist less often

transactions between third parties can be identifie
due to different changes within the organisational structure of multinational groups in the age of

ICT.

Firstly, the products transferred and services rendered within affiliated groups are less often
comparable, since they are rather ownership-specific and their values often result from their specific
relevance for the respective parties.*®® Particularly in the case of intangible assets — a more and
more important income-producing factor — such as know-how or proprietary technology, the value
of the intangible is unique to the relevant parties.’® Standard examples are headquarter services
which are by definition not relevant to independent companies.’®® Secondly, with the intra-
organisational changes, the organisational structures of multinational groups become more unique
and differ from those of independent parties. Consequently, the allocation of functions,
responsibilities and risks taken on by the parties in the group organisation are less comparable.”®
For example, special centres within a group typically carry out activities which are exclusive to the
group or are subsidiary to the mainstream of other group members. Since they are often not
performed with the same economic significance by independent companies, their productivity is
ill-defined when compared to independent enterprises.”’® Thirdly, differences in business strategies
pursued by the group or in economic circumstances imply differing profit levels for related

companies compared to independent <:ompzmies.571

To conclude, since the determination of adequate transfer prices depends on the comparability of

goods and services, functions and risks, business strategies performed and on the economic

585 See Herzig, 1998, p. 285; Oestreicher, 2000, p. 25.

36 See also Hinnekens, 1996, p. 348; Oestreicher, 2000, p. 24, Wassermeyer, 2005, p. 66.

%7 See also Mobus, 1992, p. 408, Herzig, 1998, p. 285; Newlon, 2000, pp. 215-216; Commission of the European
Communities, 2001, p. 264. The development and exploitation of exclusive intangibles often constitute the most
important reasons for integration. See Li, 2002, p. 833; ibid., 2003, pp. 536-537.

See Commission of the European Communities, 2001, p. 264.

For the individualisation of the organisational structure of groups, see Wichmann, 1999, p. 196, and for further
details on the changed organisational structures, see chapter 2.4.3. As regards the differences of applying the arm’s
length principle to the changed operational structures of affiliated groups, see Raupach, 1997, p. 709;
Higinbotham / Levey, 1998, p. 238; Raupach, 1998, p. 88.

S0 See Hinnekens, 1996, p. 348.

ST See also Hinnekens, 1996, p. 348.
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environment, differences as outlined above impair the comparability of controlled and uncontrolled

transactions.

6.3.1.1.3. The Impact of ICT on the Identification of Transactions

Even if controlled transactions were comparable to uncontrolled transactions, still all relevant
attributes would have to be identifiable in practice for the purpose of taxation. However, since the
transfer of intangibles and the provision of services has become more important in the age of ICT,
the identification of the characteristics of a transaction becomes more and more difficult.’”
Particularly for digitised goods such as software programs or other intangible assets such as know-
how which can be transferred via the Internet or other means of ICT, the identification of the goods
transferred or services rendered often raises problems.’™ In contrast to a transaction performed
physically, the transfer of digital products and the provision of services by means of ICT do not
leave any traceable attributes that are relevant to taxation. Additionally, since several transactions
often form a bundle of transactions, for example if products are transferred in combination with the
respective services rendered, it is hard to separate these transactions.””™* Furthermore, the
identification of separate transactions becomes even more difficult if they form a part of a value
added network with mutual relationships between several parties, for example in the case of world-

55 As a consequence,

wide simultaneous co-operations, such as R&D networks or global trading.
the functions performed and risks assumed by the partners of a transaction are not always easy to
identify.

One proposal to cope with the aforementioned issues is to bundle several transaction under the
“package deal” and to assess them altogether using the most appropriate arm’s length method.”
Eligible for aggregation are particularly those transactions which are so closely linked or continuous
that they cannot be assessed adequately on a separate basis, such as in the case of global trading or
e-commerce. However, even if this package deal may reduce several feasibility issues of the
traditional transaction methods, it cannot cope with other issues such as the lack of comparables.””’
To summarise, in the age of ICT, it becomes more difficult to identify individual transactions which

is necessary for applying the arm’s length principle.

5 See Herzig, 1998, p. 285. In addition, due to the possibility of payments through unaccounted systems remaining

invisible unless declared, the tax administration has less possibilities to identify the participating party, the
location and the amount of income. For more details, see United States Department of the Treasury, 1996,
pp. 37-38; Fairpo, 1999, p. 6.

P See Qestreicher, 2000, p. 44.

3% See Qestreicher, 2000, p. 43, and also the example of the M Group in chapter 2.4.5.

*% " For further details, see chapter 2.4.3. and Kaminski / Strunk, 1999, p. 221; Wichmann, 1999, p. 195.

76 See Herzig, 1998, p. 285; OECD, 2001, section 1.42; Vogele / Borstell / Raab, 2004, Chapter B, sections 194-196.

7 See also Herzig, 1998, pp. 285-286.
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6.3.1.1.4. The Impact of ICT on Cost-Effectiveness

Moreover, the costs of taxation under the arm’s length principle are affected by the changed
organisational structures. Tax compliance costs on the side of the taxpayer include costs for finding
comparables, documenting the respective transfer prices and defending these prices in audits. It is
estimated that large multinational groups incur compliance costs related to transfer pricing of
approximately 4 to 5,5 million € a year.*”® With the advent of ICT, the tax compliance procedure for
transfer pricing becomes even more cost-intensive, since the necessary data for finding comparables
is often not readily available. Furthermore, the large scale of integration, the emergence of value
added networks and the decreasing quantity of contributions to the value added imply that the
identification and documentation of such small contributions to the creation of value is very

579

complex.”” Moreover, the substantial increase in the quantity of transactions and the increasing

number of entities taking part in a transaction accumulate compliance costs to a great extent.

On the side of the tax administration, costs related to transfer pricing include costs of control and
verification of transfer prices, prevention of manipulation and costs of transfer pricing disputes.
Since manipulation becomes more frequent, also the costs for preventing manipulation are
increased.**® In recent years, the documentation requirements for the taxpayer with regard to

581 Whilst the costs for the tax administration

transfer pricing were extended in several countries.
might thereby be lowered to a certain extent, in turn, costs on the side of the taxpayer increase

considerably.

6.3.1.1.5. The Impact of ICT on Profit Shifting

The arm’s length principle provides the incentive to shift profits to low-tax countries in order to
optimise the allocation of the tax base for tax purposes. As shown in chapter 4.2.2., particularly the
relocation of functions and risks as well as international transfer pricing policy constitute effective
tax-planning tools to shift profits from countries with a high tax burden to those with a relatively
low tax burden.’®? Therefore, it becomes more and more difficult for the tax administration to
control the appropriateness of transfer prices. The advent of ICT reinforces the possibilities of profit

shifting, as ICT provide for a shift to highly mobile intangible assets and a new mobility of

5 See Commission of the European Communities, 2001, p. 267. Moreover, it is estimated that compliance costs for

large companies amount to 1,9% and for SMEs to 30,9% of the taxes paid. See Commission of the European
Communities, 2004e, p. 23.

See also Gummert / Trapp, 2001, p. 127; Strunk / Wichmann, 2001, p. 429.

See Commission of the European Communities, 2001, p. 262. The incidence of transfer pricing audits has
increased between 2001 and 2003. See Ernst & Young, 2003, p. 11.

See Commission of the European Communities, 2001, p. 263; Ernst & Young, 2003, pp. 8, 19. With regard to
German documentation regulations for cross-border transactions, see Kroppen / Rasch, 2003.

See also McLure Jr., 1989, p. 245; ibid., 1997, p. 864; Newlon, 2000, p. 216; Commission of the European
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8 Although it is difficult to assess the degree to which transfer prices are used to shift

activities.
profits, evidence of profit shifting by use of transfer prices can be found within the European Union

and the United States.>3

6.3.1.1.6. Double Taxation

When applying the arm’s length principle, a double taxation of profits can arise since the transfer
prices determined by the two jurisdictions involved in a cross-border transaction often differ.”® For
example, one jurisdiction may adjust a given transfer price because the price is not deemed to be at
arm’s length. In most cases, the other jurisdiction does not make a corresponding adjustment. Then,
cross-border transactions turn out to be less cost-efficient for the company. Under the EU Tax
Arbitration Convention, an agreement between the respective jurisdictions is obligatory, which
constitutes a good means to avoid double taxation.’® Outside the scope of the convention, the

taxpayer does not qualify for a respective adjustment.

6.3.1.2.  Assessment of the Arm’s Length Principle in Light of the Evaluation Criteria

As shown in the preceding chapters, the ICT-induced organisational changes have an impact on the
suitability of the current tax law. The outcome of the application of the current tax law to the

changed economic circumstances is subsequently evaluated in light of the evaluation criteria.

To be consistent with inter-nation equity, a method of profit allocation should allocate the profits
according to their source, i.e. in accordance with the profit-generating activities of the company. As
the source of income cannot be clearly determined under economic criteria, different approaches

587

based on various conventions to define the source of income exist.”®’ The arm’s length principle

follows the supply approach, since the provision of a consumer market does not play any role for

Communities, 2001, p. 261.
B See also Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 309-310.
% For further details, see Bartelsman / Beetsma, 2000; Newlon, 2000, pp. 221-229. In general, the allocation of the
taxable base is independent from whether the residence principle or the source principle is applied. See Advisory
Council of the German Federal Ministry of Finance, 1999, pp. 67-68; Spengel, 2003, p. 315. However, the
incentive to shift profits to low-tax countries mainly accrues under the source principle. In contrast, under the
residence principle, a possibly lower tax burden is overridden by the final taxation according to the valuations of
the residence country. The benefit of shifting income to the source country then exists in deferring taxation, as the
profits are not taxed until distribution. For further details, see chapter 3.4., chapter 4.2.3.1.5. and chapter 6.4.2.
See also Herzig, 1998, pp. 282-283; Newlon, 2000, pp. 220-221. According to a recent survey, in practice, one
third of audits conclude with an adjustment. See Ernst & Young, 2003, pp. 14-15, 23. In 2003, 40% of transfer
pricing adjustments resuited in double taxation.
See Commission of the European Communities, 2004d for a proposal for a code of conduct for the effective
implementation of the Arbitration Convention, and Herzig, 1998, p. 286. The EU Tax Arbitration Convention is
preferred over Mutual Agreement Procedures, since the Mutual Agreement Procedures according to Double Tax
Conventions often take a long time and an agreement is not obligatory. See Commission of the European
Communities, 2001, pp. 275-278.
For more details on inter-nation equity and the difficulties of determining the source of income, see chapter 5.1.2.
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the apportionment of the tax base.”®®

If transactions between third parties are carried out under market conditions, the profits are
attributed on the basis of reasonable assumptions and in accordance with the profit-generating
activities. However, as outlined above, transactions between affiliated groups do in general not take
place under market conditions due to economies of integration generated within a group. As
discussed in chapter 5.1.2. and chapter 6.3.1.1.1,, it is impossible to identify the source of these
firm-specific excess profits in an unambiguous way. Thus, it is not possible to allocate profits in
line with the profit-generating activities under the arm’s length principle, but the profits are
allocated according to an artificial assumption, since the arm’s length principle does not take the
existence of economies of scope within groups of companies into account.” Tt has been suggested
to adjust the arm’s length transfer prices by respective reductions or supplements in order to take

>0 However, since the source of the excess profits cannot be

the economies of scope into account.
determined, it is not possible to calculate such differences in an exact way. Thus, also this proposal
cannot lead to a better solution. To conclude, as the currently applied separate accounting rules
cannot provide an allocation of the excess profits in line with the profit-generating activities within
the group, these rules are bound to fail with regard to inter-nation equity.591 This issue already
existed before the advent of ICT, but it comes into existence on a larger scale these days, since the
number of multinational groups and the degree of integration have increased.

According to the requirement of feasibility, the profit allocation between companies has to be

92 As outlined above, the scope for finding and identifying

workable in practice and cost-effective.
comparable uncontrolled transactions is strongly diminishing.””® Thus, since the arm’s length
principle is deprived of its fundamental basis, i.c. the existence of comparable transactions, its
feasibility in practice is impaired to a great extent. In addition, the application of the arm’s length

principle has become very cost-intensive with the missing comparable transactions and the strong

8 See also Oestreicher, 2000, p. 180.

¥ See Li, 2002, pp. 838-839; ibid., 2003, p. 538, who argues that since excess profits are often attributed to the
parent company or to intangible assets which are in turn often attributed to the parent company, residual profits are
by design and by default allocated to the residence jurisdiction. However, as shown in chapter 4.2.2.1., intangible
assets might also often be centralised in a company created in a lower-taxing country and, consequently, residual
profits would be attributed there.

See Langbein, 1992, pp. 719-730; Higinbotham / Levey, 1998, p. 244 and the comments in Oestreicher, 2003,
p- 40. However, it is not further specified how these adjustments can be calculated.

' See McLure Jr., 1984, pp. 95-96; Schreiber, 1992, pp. 846-847; Hellerstein, 1993, p. 1136; Higinbotham / Levey,
1998, p. 237. “The fact that the group draws its strength from the integration of its sections ... is entirely at odds
with the philosophy that profits can be allocated realistically only by adhering to the arm’s length principle.”
De Hosson, 1991, p. 146.

For further details, see chapter 5.3.

See also Horner / Owens, 1996, p. 521; Avi-Yonah, 1997, p. 546; Commission of the European Communities,
2001, p. 264; Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 312; McLure Jr., 2001, p. 336; Portner, 2001,
p.93.
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increase in intragroup transactions. As outlined above, those feasibility issues are aggravated to a
great extent as regards both quality and quantity with the use of ICT and the resulting organisational

changes.®*

The criterion of taxpayer equity calls for a taxation in accordance with the ability to pay of each
taxpayer. This implies that an over- or undertaxation of cross-border income has to be avoided.
Thus, the risk of double taxation inherent in the arm’s length principle as outlined above is not
consistent with equity between different taxpayers, since in this case, a taxpayer would not be taxed

according to his ability to pay, but at a higher tax rate.”*®

To cope with the issues of feasibility and taxpayer equity, advance pricing agreements (APAs) have
been proposed as a remedy for the proceeding of transfer pricing negotiations. In advance of
controlled transactions, companies conclude APAs with the tax administration to specify an
appropriate set of criteria for the determination of the transfer price, such as the transfer pricing
method to be applied to those transactions over a fixed period of time.>* By use of these
agreements, a transfer price should be determined in advance to avoid the aforementioned
feasibility issues and a double taxation of profits. However, it is debatable to what extent APAs can
render taxation more cost-effective, since they may also be cost-intensive and time-consuming. On
the side of the taxpayer, costs of providing information are very high, as the documentation
requirements are extensive.”” On the side of the tax administration, the conclusion of APAs
requires a lot of resources as well.”*® The high costs on both sides are also caused by the long
duration of the negotiation of APAs which in general lasts at least two years, for multilateral APAs
even longer.” It is therefore debatable whether a proceeding that causes such a high administrative
effort can cope with the complicated exchange of products and services between related
enterprises.”” In addition, due to the element of subjectivity inherent in the use of APAs, such as

differing negotiation skills of the taxpayers, different transfer prices may result which would

The extent of the feasibility issues depends on the nature of the controlled transaction and on the standard transfer
pricing method applied. The issues of comparability and identification particularly have an impact on the CUPM,
as it is directly based on comparable uncontrolled transactions. See also Wichmann, 1999, p. 196. Furthermore, the
RPM and the CPM are impaired by the lack of comparables, as they are also based on comparable uncontrolled
transactions to identify comparable margins.

See also Li, 2002, p. 840; ibid., 2003, p. 553. For further details on taxpayer equity, see chapter 5.1.1.

% See QECD, 2001, section 4.124.

i Thus, costs for double taxation and fines have to be compared to the costs of the APA. See Herzig, 1997, p. 116.
One suggestion to cope with the high administrative effort was to develop simplified administrative procedures in
the form of a “mini-APA” available for small and medium-sized enterprises on de minimis grounds.
See Commission of the European Communities, 2001, pp. 355-356.

See Commission of the European Communities, 2001, p. 356; OECD, 2001, section 4.151.

See Herzig, 1997, pp. 116-117.

0 See Jacobs (Ed.), 2002, p. 1086.
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infringe the criterion of taxpayer equity.®*' As regards the prevention of double taxation, unilateral
APAs cannot prevent double taxation and are therefore not recommendable.*”> The conclusion of
bi- or multilateral APAs represents a suitable method to prevent double taxation, but is more
complex and time-consuming.*® However, APAs do not constitute a means to cope with the other
feasibility issues of the arm’s length principle, such as the lack of comparables and the difficulties

of identification.

To conclude, due to several reasons, an increasing number of cases emerges in which the arm’s
length principle is no longer feasible. Thus, with the ICT-induced changes in the business
organisation, the already existing feasibility issues with regard to transfer pricing are now
aggravated to a great extent. Consequently, in those cases, also other objectives of profit allocation

such as an allocation providing inter-nation and inter-taxpayer equity cannot be achieved.

As outlined above, under the arm’s length principle, transfer pricing and the relocation of functions
constitute very effective tax-planning tools to shift profits from countries with a high tax burden to
those with a relatively low tax burden.’® Thus, the arm’s length principle as a method of profit

allocation entails the incentive to shift profits.

6.3.2. Profit Attribution to a Permanent Establishment
6.3.2.1.  Application of the Current Tax Law

As outlined in chapter 3.3.2.1., the separate entity approach based on the arm’s length principle is
the predominant method of profit attribution to permanent establishments according to current tax
law. Under the authorised OECD approach, the application of a consolidation and apportionment

method is even considered as redundant.

With regard to the arm’s length principle, the same implications as discussed in chapter 6.3.1. are
again valid. However, a permanent establishment constitutes an even less independent part of a
company compared to a subsidiary, since it forms an independent part in legal and factual respects.
Here, only intra-company benefits exist and contracts between the permanent establishment and the

rest of the enterprise it belongs to cannot be concluded.® Consequently, for a permanent

91 See Li, 2002, pp. 840, 842; ibid., 2003, p. 556; Oestreicher, 2003, p. 42.

%2 See also Herzig, 1997, p. 115; OECD, 2001, section 4.148.

03 Gee Herzig, 1997, p. 115; OECD, 2001, sections 4.131, 4.143; Jacobs (Ed.), 2002, p. 1085. The average amount of
time for unilateral APAs in the United States in 1999 was 23 months, for bilateral or multilateral APAs up to more
than 35 months. See Oestreicher, 2003, pp. 42-43. See also Bergquist, 1992, pp. 387-402; Pagan / Wilkie, 1993,
sections 8.19-8.28, who illustrate Apple’s positive experiences with the world’s first bilateral APA concluded with
the tax authorities of the United States and Australia. For the use of APAs in practice, see the findings in Emst &
Young, 2003, pp. 22-23. In 2003, 14% of the parent companies and 18% of the subsidiaries used the APA process.
For more details, see chapter 4.2.2.

See also Forster / Naumann, 2004, p. 1778.
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establishment, the application of the arm’s length principle is based on even advanced hypothesis
and fictions compared to an affiliated group, thus enhancing the degree of abstraction.*® Therefore,
the critical remarks already mentioned in the context of groups of companies now hold to an even
greater extent. Firstly, again, the assumptions underlying the arm’s length principle differ in the
case of a permanent establishment even further from the economic reality. Secondly, due to the
legal and factual entity between a permanent establishment and the head office, it is often difficult
to identify the functions performed and risks assumed by the parties and to allocate them
correctly.®” Thirdly, the identification, delineation, and assessment of separate dealings between
the permanent establishment and the head office is particularly difficult due to the missing
agreements valid under civil law.%® As a consequence of all these developments, the issues of

comparability and identification of transactions occur again.

6.3.2.2.  Evaluation in Light of the Evaluation Criteria

As outlined above, from an economical point of view, an affiliated group representing one
economic entity can be considered as being comparable to an individual enterprise disposing of a
permanent establishment.®® Consequently, according to the neutrality criterion, an equal taxation
of these two comparable situations is required. Indeed, the current authorised OECD approach
harmonises the profit attribution for permanent establishments and subsidiaries insofar as in both
situations, the arm’s length principle is applicable.*’® However, numerous issues are raised when

applying the arm’s length principle.

Above all, the application of the arm’s length principle for allocating profits to permanent
establishments raises a lot of feasibility issues since it is very difficult to identify and assess the
dealings taking place between the permanent establishment and its head office. These issues
become even more relevant with the economic changes such as value added networks in the case of

611

global development and global trading.®’ It is therefore assumed that the arm’s length principle

cannot be applied in a cost-effective way. Consequently, the application of the arm’s length

See also Forster / Naumann, 2004, p. 1790.
See also Dirz, 2002, p. 211. In the end, only the whole company can be the responsible body for civil law rights
s and duties, e.g. acquiring ownership of property. For more details, see Ditz, 2004, pp. 44-45.

See also Ditz, 2002, p. 212; Graf, 2003, pp. 221-222; Ditz, 2004, pp. 369-370.
For more details, see chapter 3.3.1.
This approach has been appreciated for providing a harmonisation on the arm’s length approach for profit
allocation. See Diz, 2002, p. 211; Konrad, 2003, pp. 791-792; Ditz, 2004, pp. 130-131, 177-182. Also arguing in
favour of an exclusive application of the arm’s length principle, see Sieker, 1996, pp. 110-113; Sprague / Heresy,
2003, pp. 16-19.
See also Ditz, 2002, p. 213; Graf, 2003, p. 223. For a detailed discussion of profit attribution to permanent
establishments carrying on global trading of financial instruments according to the authorised OECD approach,
see OECD, 2004a. If traditional transaction methods can not be applied reliably, consideration should be given to
profit methods. See OECD, 2004a, section 240.
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principle to permanent establishments is deemed to be even less feasible than it is for groups of
companies.%'? Additionally, since it is more difficult to attribute profits according to the profit-
generating activities when applying the arm’s length principle to permanent establishments, it is

also difficult to provide inter-nation equity.**

To summarise, with regard to the attribution of profits, the same issues regarding feasibility and

inter-nation equity as discussed for groups of companies occur, but to a greater extent.

6.3.3. Conclusion

To conclude, in the era of ICT, pressure is put on several of the foundation stones of the arm’s
length principle.ﬁl4 Namely, the separate treatment of each transaction, the separate entity approach
and the comparability requirement are challenged. Due to the ICT-induced changes in the
organisational structure, the arm’s length principle tends to be no longer conform to today’s
organisational structures of affiliated entities such as groups of companies and permanent
establishments and their head office. This is due to the general inappropriateness of the theoretic
rationale underlying the arm’s length principle for affiliated entities. In addition, the arm’s length
principle cannot adequately capture the many subtle and largely not quantifiable transfers of value
taking place between the different parts of an affiliated group or between a permanent establishment
and the head office. Thus, various feasibility issues arise such as difficulties of finding comparables

or identifying separate transactions.

These issues inherent in the arm’s length principle which already existed before the advent of ICT
are nowadays accumulated to a great extent and raised in a new dimension.’'* As a consequence,
the arm’s length principle is further questioned in the age of ICT.%'® The more often these issues
occur, the more important it gets to consider alternative approaches which can address and
overcome these problems.®'” An alternative might consist in replacing the controversial separate

entity approach by a consolidated tax base in combination with formula apportionment.6l8

12 See also Baron, 2001a, pp. 8-10.

3 For more details on the determination of the source of profits, see chapter 5.1.2. See also Kleineidam, 1999,
p- 695, who states that the arm’s length principle, applied to permanent establishments, cannot guarantee taxpayer
equity.

% See Li, 2002, p. 835.

815 See also Horner / Owens, 1996, p. 519; Wichmann, 1999, p. 194.

616 See also Oestreicher, 2000, p. 26.

7 See also Musgrave, 1972, pp. 403, 407, ibid., 1984, p. 237; Herzig, 1998, p. 286.

18 See the detailed discussion of this reform approach in chapter 7.3.2.
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6.4. Taxation According to the Source Principle or the Residence Principle
6.4.1. Introduction

In general, two methods to avoid double taxation relying on two different principles of international
taxation exist. Under the “source principle” as defined here, the foreign profits generated in the
source country are finally taxed according to the valuations of the source country, since the income
is exempted from taxation in the residence country. The source principle ensures capital import
neutrality. Taxation pursuant to the “residence principle” as defined here means that the world-wide
income is finally taxed according to the valuations of the residence country. Under the tax credit
method, the foreign income is included in the taxable base in the residence country and taxes paid in
the source country are credited against the tax due in the residence country. The residence principle

together with the world-wide principle ensures capital export neutrality.*"”

6.4.2. Discussion of the Two Principles in Light of the Evaluation Criteria

1t is often brought forward in favour of the source principle providing capital import neutrality that
under this approach, economic activities abroad will not be hindered and that, otherwise, the
competition between companies acting on the same market would be distorted, since investors from
high tax countries would be discriminated in the source country.m Thus, a lower tax burden and
possible further tax incentives provided by the source country should be preserved finally and
should not be offset. This argument is of special importance for developing countries.®®' The source
principle has further been based on the argument that all firms doing business in the source country
have to be taxed equally, since they face the same competitive conditions. This argument is based
on the assumption that all foreign and domestic investors operating in the source country and
selling on the same market in the source country are competing with each other and must therefore
face the same fiscal competitive environment.%*? However, exports from the source country to third

: . . . . . 623
countries or to the country of residence are not taken into account in this argumentation.

% For more details on the two methods to avoid double taxation and the two theoretical principles behind,

see chapter 3.4, and chapter 5.2.

D Inter alia, see Zeitler, 1993, p. 956; Hauser, 1996, p- 50.

2l See Skaar, 1991, pp. 573-574; Hauser, 1996, p. 51; Scheffler, 1996, p. 166. For a counterstatement, see Homburg,
2000, pp. 18-19; Scheffler, 2002, pp. 69-70, who argues that capital export neutrality prevents international
undertaxation, since unjustified preferential tax treatments are offset in the residence country. A further argument
in favour of capital import neutrality is that the final tax burden to be applied is independent of the relationship
between the tax burden in the residence and in the source country. To some extent, it has also been argued that
only the tax exemption method complies with the freedom of movement of labour and the idea of having a
common market in the EU. For more details, see Warrel, 1996, pp. 161-162; Daurzenberg, 1997, p. 1358,
Kemmeren, 2001, pp. 131-140.

2 See Musgrave, 1987, p- 206; Spengel, 2003, p. 238.

% For example, goods may be produced in the source country and then exported to the country of residence. Since
the producing company then competes with businesses producing and selling in the country of residence, there is
no neutral tax treatment of foreign and domestic producers operating on the same consumer market. The same
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Moreover, the source principle is based on the assumption of spatially distinguishable economic
consumer markets with different conditions. However, these assumptions underlying the
competitive argument of the source principle are no longer entirely valid in light of the changed
economic and organisational structure of companies and markets in the era of ICT and
globalisation. Nowadays, with a substantial increase in cross-border trade, the location of
production corresponds less often to the location of consumption. Since companies compete with
one another on a world market rather than on a limited market in one jurisdiction, the distinction
between different consumer markets cannot be upheld totally. Consequently, at least for today’s
competitive environment of multinational firms, the competition argument with regard to the source
country inherent in the source principle is not a sound argument. Thus, this argument in favour of
the source principle and capital import neutrality is less important these days.®** Moreover, also the
assumption that different market conditions depend on different jurisdictions cannot be upheld
entirely nowadays. For example, particularly within the internal market of the EU, the market
conditions of at least several jurisdictions are comparable.®” To conclude, the two assumptions on
the competitive environment underlying the source principle are in many cases no longer

appropriate in today’s competitive world of multinationals.

It is further argued in favour of the source principle and capital import neutrality that there is a link
between the level of benefits provided by a jurisdiction and the level of national taxes.® An
investor would base his decision on both the level of such benefits and the level of taxation.®”’
Given this correlation, the source principle takes this relation into account, whereas taxation under
the residence principle providing for capital export neutrality does not consider this correlation and
is therefore not neutral with regard to investment decisions.”® The assumption that an investor takes
into account the level of public benefits provided in a country is correct. Therefore, a general right
to tax for the jurisdiction can be deduced from this fact, but it is debatable whether implications for
the level of taxation can be deduced from this argument. Firstly, the country of residence also

provides some public benefits to the company investing abroad, at least in the form of legal

issue arises if goods of a company producing in the source country and those of another company producing in the
country of residence are both exported to the same third country. Again, businesses located in the country of
residence compete with those established in the source country on a given consumer market but do not face the
same fiscal treatment. See Schreiber, 1994, p. 241; Brunsbach, 2003, pp. 157-158.

$2 " See Schreiber, 1994, p. 241; Jacobs (Ed.), 2002, p. 32; Spengel, 2003, p. 239.

%% See Devereux / Pearson, 1989, pp. 18, 64; Jacobs, 1994, pp. 224-226; Schreiber, 1994, p. 241; Scheffler, 1996,
p- 168.

926 For the following argumentation, sce Gandenberger, 1983, pp. 25-26; Vogel, 1985, p. 27; ibid., 1988, pp. 312-314.

7 See Zuber, 1991, p. 131.

% Given this correlation, the residence principle either discriminates investments abroad if the benefits provided
abroad are lower or promotes foreign investments if the benefits are higher. See Spengel, 2003, p. 242.
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protecticm.629 Secondly, even if there seems to be a correlation between the provision of public
benefits and the level of taxation, up to now, no clear empirical evidence for this correlation has
been found.* Furthermore, some categories of income can be realised independently of the
provision of public benefits, such as interests. Thus, the validity of this argument supporting the

source principle is limited.®*!

When evaluating the economic effects of the two concepts, the majority of economists prefer
production efficiency over consumption efficiency. Thus, capital export neutrality is favoured
compared to capital import neutrality with regard to allocation considerations.®** In light of the
taxpayer equity, the only dimension to measure a taxpayer’s ability to pay are his eamings.633
Consequently, the ability to pay of a taxable entity does not depend on the economic circumstances
in a given jurisdiction and it does not make any difference for the ability to pay from which
jurisdiction the revenues flow, since eamings of the same amount result in an ability to pay of
exactly the same degree.®®* Therefore, the basic argumentation of the source principle, i.e. that
different economic structures lead to a different ability to pay, cannot be maintained.**®

Furthermore, under feasibility considerations, it is much more practical for the residence

629 See Musgrave, 1969, p. 116; Spengel, 2003, p. 243, and the discussion in Gandenberger, 1983, p. 23.

0 See Spengel, 2003, p. 243 for further quotations, and also OECD, 1991, p. 41; Scheffler, 1996, p. 166.
Furthermore, company taxes do not bear an equivalence for utility. See Spengel, 2003, p. 243. Moreover, it has
been argued in favour of capital import neutrality that differing tax burdens in the source country and the residence
country would - in addition to competitive disadvantages — lead to liquidity advantages or disadvantages,
compared to taxation under capital import neutrality. See Gandenberger, 1983, p. 10; Vogel, 1988, p. 312,
Zuber, 1991, pp. 128-129; Fischer / Warnecke, 1998, pp. 280-283. For higher liquidity outflows, the possibility of
self-financing would be limited and thus the company’s competitiveness would be impaired. This argument also
applies if it is considered that the tax base does not represent the true economic profit of a company, but also
includes cost elements, such as the interest on equity capital. See Gandenberger, 1983, pp. 12-15; ibid., 1985,
p- 44; Zuber, 1991, pp. 130-131. Whilst this is true, it may also be argued that these liquidity disparities could only
be avoided under capital import neutrality if production and consumption take places within the same jurisdiction.
For more details, see Maiterth, 2001, p. 212; Spengel, 2003, p. 242.

See Spengel, 2003, p. 243 and also the discussion in Zuber, 1991, pp. 132-134; Scheffler, 1996, pp. 165-166;
Schreiber, 1998a, p. 123; Maiterth, 2001, p. 225. It has further been argued against capital import neutrality that,
since from an economic point of view the profits generated abroad are attributable to the parent company, an equal
taxation of these profits in the source country is not reasonable. See Brunsbach, 2003, p. 158; Homburg, 2003,
pp. 287-288.

For a literature survey, see Gandenberger, 1983, pp. 4-6; ibid., 1985, p. 43, and also Richman, 1963, pp. 125-126;
Musgrave, 1969, p. 111; ibid., 1987, p. 206; ibid., 1992, pp. 181-182; Bird / Wilkie, 2000, p. 82; Homburg, 2000,
pp. 14-17; ibid., 2003, p. 287; Spengel, 2003, p. 230; Devereux, 2004, p. 81. This argumentation has also been
based on the fact that international capital substitution, i.e. the elasticity of investment with respect to differences
in after-tax rates of return, is higher than the relatively low inter-temporal substitution in consumption, i.e. the
interest elasticity of saving. See Tanzi, 1995, p. 77; Weichenrieder, 1995, p. 80; Advisory Council of the German
Federal Ministry of Finance, 1999, p. 94. For an overview of further arguments and quotations with regard to an
efficient allocation in favour of capital import neutrality, see Vogel, 1984, pp. 47-48; ibid., 1988, p. 222; ibid.,
1993, pp. 386-387.

For more details on the principle of taxpayer equity, see chapter 5.1.1.

See Musgrave / Musgrave, 1972, pp. 68-69; Homburg, 2003, p. 267..

A further issue with horizontal equity immanent to the source principle is the restricted loss offsetting. See Jacobs
(Ed.), 2002, p. 306; Homburg, 2003, p. 268; Spengel, 2003, p. 320. As regards vertical equity, the application of
the source principle is disadvantageous if a progressive income tax rate is deemed to be preferable.
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o . . . . . 636
jurisdiction to take the ability to pay of its residents into account than it is for the source country.
Therefore, the residence principle can better guarantee a taxation in accordance with taxpayer

equity than the source principle.””’

A further argument in favour of the residence principle is that nowadays, jurisdictions rather
provide social contributions than infrastructure, since the biggest part of the tax revenues are used
for social contributions.*® Thus, a tax transfer system is considered as insurance and taxes are
interpreted as an insurance premium. The insured person should be burdened with the premium of
the jurisdiction from which he draws the fringe benefits. Since this is the residence country of the
taxpayer, a taxation according to the residence principle should be favoured. In addition, a
competition between various tax transfer systems can only function if the taxpayer is confronted
with the benefits and costs of such a system, since only then, he can weigh up the advantages
resulting from a higher social protection against the disadvantage of higher taxes.

Moreover, the source and the residence principle rely on the tax artributes in the source and the

residence jurisdiction.639

Under the source principle, the tax attributes in the source country are
relevant and, therefore, need to be clearly determinable. As analysed in chapter 4.2.2.1.,
chapter 4.2.3.1.1. and chapter 6.2., due to the changed economic structures, issues of determining
the source and the amount of income for defining the tax attributes in the source country can
arise.** In general, these issues are also relevant under the residence principle, since the tax credit
method relies on the amount of tax paid in the source country and creditable in the residence

country,*! but the final amount of tax due is not affected.®?

In addition, the two principles have to be compared with regard to their incentive compatibility to
shift profits abroad. Since the source principle provides for the final taxation according to the tax

level of the source country, it enables the taxpayer to make use of tax advantages in the source

¢ See Fohr, 2001, p. 80.

®7  Coming to the same result, see Ault / Bradford, 1990, p. 41; Dautzenberg, 1997, pp. 1358-1359; Bird / Wilkie,

2000, p. 82; McLure Jr., 2000, p. 11 in the context of taxation of individuals; Fohr, 2001, pp. 72-73, 79-80;

holding a different view, see Zuber, 1991, pp. 90-91; Schaumburg, 1995, pp. 131-133, and also Vogel, 1985, p. 26,

who argues that the risk to generate profits abroad is higher than at home. Therefore, the profits generated abroad

do not have to be treated in the same way as profits generated in the residence country.

For further details with regard to this argument, see Homburg, 2005, p. 21.

See also Bird / Wilkie, 2000, pp. 94-98, who argue that the “nexus” question is prior to the question of source or

residence taxation.

0 See also Bird / Wilkie, 2000, p. 81; Homburg, 2000, p. 52; Spengel, 2003, pp. 325-326. A further administrative
drawback of the source principle consists in the difficulty to allocate the expenses to the respective jurisdictions.
For more details, see Spengel, 2003, p. 328. See also Kemmeren, 2001, pp. 536-554, who nevertheless argues in
favour of a complete source-based taxation based on the assumption that only people can create income, and the
comments thereon in Radler, 2004, pp. 365-366.

#1 See also McLure Jr., 2000, pp. 12, 14,

This is valid under the assumption of a tax credit method without limitations. However, given a limitation of the

tax credit, the tax credit method approaches to capital import neutrality but differs with regard to the tax base

since, for example, losses are set off. See Jacobs (Ed.), 2002, p. 48.
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country such as a lower tax burden. Thus, the source principle itself entails the incentive to shift
profits to lower-taxing countries in order to reduce the tax burden. In light of the increased mobility
of businesses and the increased issues of determining the source of income in the era of ICT, it is
debatable whether international taxation shall be based on a concept that is not neutral with regard
to the place of investment®”® Also the identification of the company’s residence may now be
influenced with less effort by establishing a company’s residence in a country with a lower tax
burden as discussed in chapter 4.2.1. and chapter 6.1. Consequently, also the residence principle
providing for a final taxation according to the tax level in the residence country gives the incentive
to shift profits. However, due to several reasons, a relocation of residence is supposed to be not that
frequent and not as easy as a relocation of source. Particularly with the re-definition of the
company’s residence as shown in chapter 7.1., a company’s residence can be determined more
easily than the source of income, since the latter is more mobile and more obscure.®** Thus,
compared to the incentives provided under the source principle, the issues inherent in the residence
principle are deemed to be less serious. To sum up, the residence principle is assumed to be less
susceptible to profit shifting and more robust with regard to competition about mobile production

factors.®*

However, in practice, severe feasibility issues with regard to the implementation of the residence
principle arise for income from foreign corporations. To avoid the shelter effect of foreign
corporations, a current taxation with a general application of the tax credit method and a general
add back taxation is necessary.* Such a world-wide application of the tax credit method poses
administrative problems, since it is deemed to be complicated and since it requires a high
administration effort, particularly in the case of portfolio participations of natural persons.*’ In
addition, a general add back taxation is not in line with EU Law®® and can hardly be
administered.**® Moreover, the residence principle requires a high level of control on the
international level which is difficult particularly for interest income.5® Thus, it is debatable whether
the necessary degree of co-ordination and the huge administrative effort can be realised in practice.

Furthermore, the implementation of both principles has to be enforceable on the political level to

3 See also United States Department of the Treasury, 1996, p. 23; Homburg, 2000, pp. 51-52; Jacobs (Ed.), 2002,
p- 311; Spengel, 2003, pp. 325-326.

4 See also Advisory Council of the German Federal Ministry of Finance, 1999, pp. 93-94; Homburg, 2000, p. 52;
Jacobs (Ed.), 2002, p. 309; Spengel, 2003, pp. 324-326.

5 See also Schreiber, 1998, p. 54.

For more details, see chapter 5.2.

%7 See DECD, 1991, p- 180; Jacobs (Ed.), 2002, p. 312, and for further details, see Spengel, 2003, pp. 234, 326-327;

Devereux, 2004, pp. 82-83.

For more details and numerous quotations, see Kessler / Spengel, 2004, p. 7.

For more details, see Spengel, 2003, p. 234.

For more details, see Spengel, 2003, pp. 324-325.
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reach a workable solution.®”! Since currently most of the European jurisdictions apply the tax
exemption method, it is with regard to the political feasibility not likely that they will agree to

implement the tax credit method.

6.4.3. Summary

From a theoretical point of view, the residence principle providing for capital export neutrality is
favourable in light of allocation efficiency and taxpayer equity. In addition, the suitability of some
assumptions underlying the source principle providing for capital import neutrality is restricted
today. As regards the impact of ICT and the resulting organisational changes, the feasibility issues
of determining the source and amount of income in the source country have a stronger impact on
the source principle than on the residence principle. In addition, the residence principle is less
susceptible to tax planning. However, it is debatable whether the residence principle can be
implemented in practice in such a way that its effectiveness can be guaranteed. If a workable
implementation of the residence principle cannot be realised, also its theoretical advantages cannot
unfold their positive impact. In contrast, the implementation of the source principle can be

administered easier.®>

' See Bird / Wilkie, 2000, p. 105.
2 See also the further discussion in chapter 7.4.



132

7. Reforming International Taxation

The objective of this chapter is to develop suitable reforms for the taxation issues analysed in
chapter 6. Again, the tax attributes in the residence and in the source country, the profit allocation
and the choice between the residence and the source principle are analysed. The respective reform

proposals should be consistent with the evaluation criteria outlined in chapter 5.

7.1. Reforming the Criteria to Determine a Company’s Residence

As elaborated in chapter 6.1., the main taxation issue in the context of taxation in the residence
country consists in defining a company’s residence. The criterion of the place of residence should
provide legal certainty, should be workable in practice and a company’s residence should not be

located at a place where the company does not exert any economic activities.

With regard to the criterion of the place of management, the problem is that the place of
management is defined as the place where the key management takes decisions of main importance
for the company. However, given the changed organisational structures of companies and the
increase in the use of ICT, a company’s place of management may under certain circumstances be
mobile, it may be different from the place of the main activities of the company and it may not be
possible to pinpoint one most important place of management. These issues can be traced back to
the fact that merely the place of decision-making is considered which is neither a permanent nor a
clear-cut element today and which is not geographically related to the economic activities of the
company. Furthermore, it seems to be inappropriate in today’s organisational structure of groups

that a place of management has to be determined for each legal entity.

The criterion of the place of management is used in several national laws and in the OECD Model
as a tie-breaker rule for dual resident companies. The reform proposals discussed in the following
are valid for both regulations. Possible reforms of the definition of a company’s residence could
consist in an adjustment of the criterion of the place of effective management — as a solution with
the fewest changes to the current situation ~ or in a substitution of this criterion by another one.
However, it is only reasonable to abandon the criterion of the place of management if other
alternative criteria can be found which provide a more suitable way of determining a company’s

residence.

In the following, first of all, possible modifications of the criterion of the place of management
itself are discussed. Second, alternative criteria to determine a company’s residence are considered
and 1t is questioned whether they should be preferred over the place of management criterion. In a
third step, the possibility of introducing a hierarchy of tests as it is applied to natural persons is

considered in more detail. Advanced reform approaches with regard to the taxation of groups of
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companies and changes in the definition of the taxable subject are considered in chapter 7.3.2.

7.1.1. Refinement of the Place of Management Definition

As regards the possibility of a refinement of the place of management definition, it is debatable
whether the criterion of the place of management with some modifications is deemed to be in
general suitable in the age of ICT or whether this criterion of the place of decision-making should
be abandoned completely because it is considered to be no longer workable. As analysed in
chapter 6.1., there are still a lot of situations in which a company’s place of management can be
determined. In addition, it still seems reasonable to determine a company’s residence according to
where the company is effectively managed and where the central management is located. Thus,
since the management function still exists for every company also in the age of ICT, the criterion
does not have to be discarded completely from the outset, but still constitutes in principle a
reasonable approach to define a company’s residence.®> However, it is debatable whether and how

the aforementioned issues inherent to the place of management can be solved.

In order to analyse whether a refinement of the definition of the place of management could deal
with the issues outlined above, in a first step, the identification of the most relevant person or group
of persons responsible for the management is considered. As shown in chapter 6.1.1., with the
operational structure differing from the statutory structure, the most senior manager may not be a
director at the head office managing the subsidiary’s business operations, but it may be a manager
or a group of managers of a division the subsidiary belongs to according to the operational structure
of the group. Therefore, the search for the most senior manager or group of managers should be
based on the operational structure of the company in order to identify the relevant managers.®*
Here, a substance-over-form approach is to be applied, meaning that the person or group of persons
who takes the decisions in substance is relevant and not those persons who formally finalise

them.*® This substance-over-form approach is already stipulated in paragraph 24 of the

Commentary on Article 4 of the OECD Model where the place of management is defined as the

S See Brunsbach, 2003, p. 214.

4 See Michel, 2001, p. 247; Brunsbach, 2003, p. 213.

95 For the proposal of refining the place of management definition in the OECD Model by replacing paragraph 24 of
the Commentary on Article 4 of the OECD Model, see OECD, 2003a, section 7. One example considered is a
board of directors formally finalising in its meetings the relevant decisions which are in substance made in another
country. In this case, the latter country should be the place of management. In addition, it is conceivable that a
controlling interest holder such as a parent company or an associated enterprise effectively makes the key
management and business decisions instead of the board of directors of the company and should therefore be
considered as the relevant person or group of persons. A third scenario considered is a board of directors routinely
approving the decisions made by the executive officers. Here, the latter would be the relevant persons for
determining the place of management, since they considered the decisions and ultimately developed them. For
commentaries on these proposals, see Hinnekens, 2003, pp. 316-317, who discusses the effectiveness and practical
usefulness of this fine-tuning approach.
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place where the decisions are in substance made.®®® Even if it may nowadays be more difficult to
identify the relevant senior managers, since there are more persons to be considered, it seems that if
the real operational structure of a company is taken as a basis, it is in most cases possible to identify
the most senior manager or group of managers also in the case of the changed business structures.®’
Consequently, even if the application of this substance-over-form approach may sometimes be

complex, it is assumed to provide reasonable results and shall not be manipulated easily.

Once the most senior persons responsible for the decision-making are identified, in addition, the
issues regarding the place of the decision-making have to be solved. First of all, there is the problem
that one cannot determine one single permanent place of decision-making, i.e. that the place may be
mobile or that there may not be one single place of management, since the managers do not meet
while taking their decisions.®®® It should be kept in mind that these cases are rather seldom, since
already nowadays, a weighting according to the geographical location and according to the persons
responsible for management is necessary to determine the one single most important place of
management.®® For example, in the case of a mobile place of management, no single jurisdiction

would be identifiable where decisions are taken more often than in other ones.

In order to address the issue related to mainly focussing on the place of decision-making, in a
refinement of the place of management, other facts and circumstances with regard to the fulfilment
of the management task should be taken into account. For example, in the case of a mobile place of
management, it is possible that rather static criteria such as the physical location of the headquarter,
the functions performed and influence exerted at the headquarter, the location of the company’s
central management and control according to the memorandum of association or the residence of
the key managers might provide a more clear-cut definition of the place of managemem.660 This
refinement of the place of management could explicitly be included in the Commentary on Article 4
of the OECD Model where it is already stipulated in paragraph 24 that all relevant facts and

circumstances should be taken into account in order to determine the place of management.661 In so

656

o Holding the same view, see Burgstaller / Haslinger, 2004, pp. 383-384.

When weighting the different functions performed and responsibilities assumed as outlined in chapter 6.1.1., an
identification of the most relevant person or group of persons is assumed to be possible. For further details on
management offices representing a permanent establishment, see also footnote 722.

However, to determine a company’s residence, it is necessary to find one single most important place of
management. Thus, the judgement of the German Supreme Tax Court which states that a company can have
several places of effective management does not really provide a solution for determining a company’s residence.
For further details, see footnote 145.

As regards the geographical weighting, see also the analysis in chapter 6.1.2.

9 See also OECD, 2001c, section 64.

Although the OECD has suggested these factors among others for a refinement in 2001, the refinement approaches
proposed in 2003 do not include these factors but focus on clarifying the criterion of decision-making. See
footnote 655, and Hinnekens, 2003, p. 319. The place of the location where the senior management takes its
decisions which is often the headquarter is proposed as a second option in a hierarchy of tests. For more details,

658
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doing, the basic idea that the place of management should be located where the company is
managed is maintained. In addition, this solution is deemed to be feasible in practice and shall not
be circumvented easily, since the determination of residence is based on several matters of facts.
Given that even when considering all these relevant facts and circumstances regarding the
management of a company in a refinement of the place of management definition no clear-cut
determination of residence is possible, it would be necessary to add a further criterion to the place

of decision-making as discussed in chapter 7.1.3. below.

Once rules are found to identify one single place of management, the issue still exists that this place
might not coincide with the place of the company’s main activities. To ensure that the place of
decision-making is located at a place where the company’s activities take place, a solution might be
to add the condition that the company really has to exert a certain degree of economic activities at
the place where it is resident.%? In so doing, the issue that the place of management could be
located in a jurisdiction where the company does not exert any activities could be prevented.
However, it has to be noted that the need to define the required extent and the nature of economic
activities constitutes a disadvantage inherent in this approach with regard to its feasibility in
practice. Thus, if the application of the criterion of the place of management results in a definition
of residence in a jurisdiction where the company does not exert any activity, it would be necessary
to consider alternative criteria.% In the following chapters, alternative criteria and the

implementation of a hierarchy of tests are analysed.

To conclude, the issues regarding a mobile place of management and that no place of management
can be determined 5t all are deemed to be resolvable with the reform approaches outlined above in
the majority of cases. Thus, the criterion of the place of management is for many situations
supposed to still be applicable in the age of ICT with the modifications mentioned above which
could be included in the Commentary on Article 4 of the OECD Model. In those exceptional cases
in which a determination of the place of management is not possible, alternative criteria would be
necessary. Beyond, the fact that the place of management may often not coincide with the main
€conomic activities cannot always be solved in a satisfying way. These issues often occur in the
range of affiliated groups and are largely due to the fact that each legal company is considered a
taxable entity. Thus, further reform approaches might be helpful with regard to the definition of a

taxable entity.**

see chapter 7.1.3.

For a similar approach, see Breuninger / Kriiger, 1999, p. 112; Brunsbach, 2003, p. 217.
863 See also Brunsbach, 2003, p. 218.

%4 See the proposal of a consolidated and apportionment approach in chapter 7.3.1.
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7.1.2. Alternative Criteria

Even if the criterion of the place of management is considered to still be applicable in many cases in
the age of ICT, it is worth considering alternative criteria in order to find out whether a replacement
by other criteria might be preferable in terms of feasibility or with regard to the residence country’s
jurisdiction to tax in accordance with the benefit principle. Subsequently, legal criteria, the
residence of the managers or the shareholders and the economic nexus are discussed with regard to

their suitability as replacing criteria.

A substitution of the economic criterion of the place of management by a legal criterion such as the
statutory seat or the place of incorporation would imply that legal criteria constitute the sole
criterion for determining a company’s residence instead of being applied as a second criterion in
addition to the economic one.®® The main advantage of such legal criteria is that they are easily
verifiable and therefore provide certainty with regard to the determination of the place of

residence.%%

Administration and compliance costs with regard to the incorporation would then be
minimised.*” However, these approaches are rather artificial as — in the case of a definition of
residence based solely on these criteria — the residence is determined without considering the
effective place of the activities performed by the company. Consequently, the place of incorporation
or of the statutory seat can differ completely from the centre of the company’s operations which is
not consistent with the concept of the residence country’s jurisdiction to tax according to the benefit
princ;iple.‘“’8 Therefore, even if under feasibility considerations the legal criteria have some
advantages, a determination of the residence solely based on these criteria cannot be recommended

due to the results differing from the economic reality and the risk of manipulation.®®®

A further suggestion is to base the residence of a company on the residence of the key managers or
directors 5™ This proposal rests on the assumption that the residence of a natural person is easier

671 As mentioned above, it can be

verifiable and not as mobile as the one of a legal person.
reasonable to consider this rather stable criterion among others in the context of a refinement of the

place of management, since it may in certain cases provide a more stable definition, for example in

#5 " For details on the criteria for determining a company’s residence, see chapter 3.2.1. above.

See also Perer, 2002, p. 262.

See OECD, 200lc, section 51. However, the costs of preventing manipulation should not be underestimated.
If only a legal criterion is applied, it can be manipulated easily since the company may choose to be incorporated
or to have its statutory seat in the country with the most favourable tax system just by a legal act, without
establishing any physical presence there.

See also chapters 3.2.1. and 6.1.3. and Avi-Yonah, 1997, pp. 527-528; Doernberg / Hinnekens / Hellerstein / Li,
2001, p. 302.

See also Berniitz / Weinreich, 2001, p. 700 and the discussion in OECD, 2001c, sections 52-57.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 372.

See Hinnekens, 1998, p. 66.
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the case of a mobile place of decision-making. However, if the company’s residence cannot be
defined according to the criterion of the place of management, it is probably also impossible to
identify it according to the managers’ residence. Given the example that the managers do not meet
physically in order to take their decisions but communicate via ICT, this phenomenon is partially
just due to the fact that the managers work and reside in different countries. Thus, the criterion of
their residence would not necessarily provide an easier or more workable definition of the
company’s residence than the place of management. In addition, it has to be noted that in certain
cases the criterion of the managers’ residence does not necessarily lead to a determination of the
residence in accordance with the economic activities of a company. Therefore, it is not assumed to
be reasonable to base the determination of a company’s residence solely on the residence of the key
managers or directors, since this criterion cannot provide a more clear-cut solution than the criterion

of the place of management.

A further proposal is to base the residence of a company on the residence of its shareholders,
meaning that the company’s residence is located in the jurisdiction where the biggest portion of the
shares is held by the residents.®’> This approach is based on the idea that, finally, a corporation is
nothing more than a network of contractual relationships between natural persons, among them the
shareholders who ultimately own the company. In the case of a subsidiary belonging to a
multinational group, the subsidiary’s residence would in general be located at the place of the head
office. In those cases in which the main shareholder also takes the main decisions of the subsidiary,
this rule provides for similar results as the approach of the place of management. Apart from these
cases, the shareholders often reside in many different jurisdictions and especially the private
shareholders’ residence may often be unknown.® Thus, this criterion is not always feasible and
might lead to results that are not consistent with the determination of a company’s residence
according to the benefit principle. Consequently, it seems that a company’s residence can better be
determined according to the place of management and a replacement of this criterion by the

residence of the shareholders is not reasonable.

Another possibility consists in determining a company’s residence according to the place where the
economic nexus is the strongest, i.e. where the company has the closest economic relations
according to all facts and circumstances.®’ First of all, the location of the factors of production is

relevant. One factor to be considered is the country in which the entity has most of its employees,

7 See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 372; OECD, 2001c, section 58. See Rivier, 1987, p. 57, who

gives the examples of Australian and Swedish tax law taking this criterion into account.

For example, a publicly-traded corporation would be resident where it is traded. However, this might lead to
ambiguous results, especially in the case of global trading.

See Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 374; OECD, 2001c, section 59.
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since the human capital becomes more and more important for the generation of a company’s
profits. In addition, another factor of production to be considered is the location of a company’s
assets. Also intangible assets should be taken into account, as they constitute another decisive
element of the generation of profits for a company. However, it is often rather difficult to determine
the location of imangibles.675 Furthermore, the location where the company carries on most of its
activities should be considered. This factor can be determined on the basis of a functional analysis
in order to specify in which country the functions performed by the company are most important.676
As regards the suitability of the criterion of the economic nexus, as outlined above it is useful to
consider this criterion additionally when determining the place of management in order to prevent
those special cases in which the company does not exert any business activities at its place of
management. When considering a complete replacement of the place of management by the
criterion of the economic nexus, it could be guaranteed that the company’s residence is not located
in a jurisdiction where no activity of the company takes place. This outcome would be consistent
with the benefit principle to determine the residence country’s jurisdiction to tax. However, as
indicated above, the choice and definition of the factors in practice might raise feasibility
problems.677 Thus, it is doubtful that this rule is feasible in practice as the main criterion to
determine a company’s residence. In addition, the concept of economic nexus rather serves as the
underlying rationale for source taxation.®”® Thus, it seems to be more suitable for residence taxation
to identify the jurisdiction where the main operative management of the company is located rather
than where the main activities are exerted. To conclude, in the special cases outlined above it seems
reasonable to consider the economic nexus within the place of management rule. However, a mere
application of the economic nexus rule seems to be less feasible than the place of management rule

and the underlying rationale is less appropriate for residence taxation.

To sum up, it has turned out that none of the alternative criteria discussed here can be favoured over
the criterion of the place of management as the main criterion to determine a company’s residence.

Therefore the place of management shall persist and, in the following, the alternative criteria are

675

o6 For the localisation and valuation of intangibles in the context of formula apportionment, see chapter 7.3.2.4.2.

Further factors proposed by the OECD to determine the company’s closest economic relations are the country in
which the company derives most of its revenues. See also Hinnekens, 2003, p. 317. This factor is not considered
here, since it is assumed that it is less suitable to represent the economic nexus than the company’s factors of
production and the functions performed. Moreover, the factor of the headquarter is not considered, since it is
deemed to be already included in the context of the criterion of the place of effective management. Moreover, the
company’s legal status does not necessarily represent the entity’s economic relations and should rather be
considered as the third rule in a hierarchy of tests.

77 See also OECD, 2001c, section 61.

% See also the discussion in OECD, 2001, section 60 and Baron, 2001, p. 7, who assumes that an implementation of
this criterion could lead to an interesting re-formulation of the whole basis for allocating taxing rights and,
furthermore, would render residence taxation redundant since it would merely constitute a second layer of taxation
levied on the basis of the same rationale as source taxation.
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assessed with regard to their applicability in a hierarchy of tests in addition to the criterion of the

place of management.

7.1.3. A Hierarchy of Tests to Identify a Company’s Residence

In order to provide a clear-cut and unambiguous definition of a company’s residence, it is for both
domestic faw and the OECD Model necessary to consider further criteria if the residence of a
company cannot be determined definitely according to the criterion of the place of management.
Here, for both domestic law and the OECD Model, a hierarchy of tests would be a suitable
approach.679 This proposal has first been put forward by the OECD in order to implement a rule

equivalent to the one for individuals in paragraph 2 of Article 4 of the OECD Model %

Since the refined criterion of the place of management is still applicable and can in most cases
provide a determination of the country of residence, it shall persist as the first criterion in the
hierarchy. As a second criterion, it is considered to be useful to include a criterion taking into

8! Here, the criterion of the economic nexus as

account the economic activities of the company.
outlined above, i.e. the place where the company has the closest economic relations to, should be
applied. This criterion can guarantee a determination of residence in accordance with the economic
reality and with the objective of specifying the residence country’s jurisdiction to tax according to
the benefit principle. Such a criterion of the company’s closest economic relations including all
relevant facts and circumstances determined by factors such as the location of the employees, the
assets or the main functions and activities of the company can provide a definition of a company’s
residence in the majority of cases in which the residence cannot be determined according to the

place of effective management. Thus, the criterion of the company’s closest economic relations is

deemed to be suitable as a second criterion in the hierarchy of tests. As a third rule, it is reasonable

% The alternative suggestion to consider different factors in a formula, such as the residence of managers,

shareholders and employees, the place of the company’s property and of incorporation, is not preferred.
a0 See Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 372-373.
See OECD, 2001c¢, sections 69-72.

S8 See also Hinnekens, 2003, p. 317; Burgstaller / Haslinger, 2004, p. 385. For the proposal of two options for a new
paragraph 24.2 of the Commentary on Article 4 of the OECD Model, see OECD, 2003a, section 9. Additionally, it
has been proposed by the OECD as a further option to consider the place at which the clear majority of senior
executive decisions are taken which will usually be the jurisdiction where the headquarters of the company are
primarily located. With the refinement of the place of management as outlined above — particularly the fact of
weighting the geographical locations and the functions performed, the consideration of the operational structure
and the consideration of the physical headquarter — this criterion is not deemed to be suitable as a second criterion
in a hierarchical test, since it does not lead to a more clear-cut solution than the criterion of the place of
management and therefore does not provide any more guidance for determining a company’s residence. However,
since it has been outlined above that it is necessary to extend the place of management definition to other facts and
circumstances besides the mere decision-making by including among others the place of the headquarter, this
option proposed by the OECD is partly already considered in the refinement of the place of effective management.
See chapter 7.1.1. above.
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to consider a legal criterion, i.e. the place of incorporation.682 The application of such a legal
criterion can provide certainty and is therefore reasonable as a criterion in the hierarchy of tests. As
a last resort, the OECD has proposed to settle the question of a company’s residence by mutual
agreement between the jurisdictions concerned.®®* Even though according to Article 25 of the
OECD Model the initiation of a Mutual Agreement Procedure is already possible, the inclusion of
this procedure clarifies this option.684 Thus, in the end, it is expected that this hierarchy of tests
finally provides a clear-cut determination of a company’s residence. As in the case of the hierarchy
of tests for individuals, the hierarchy of tests for determining a company’s residence should be
included directly in Article 4 section 3 of the OECD Model. Such a hierarchy of test could be

formulated as shown in the following table.

Figure 7.1: A Hierarchy of Tests to Identify a Company’s Residence

1) Can the company’s place of yes
management be determined
according to the refined

The company is deemed to be
resident where its place of
management is located

definition?
no
yes The company is deemed to be
2) Is the company's economic resident in the jurisdiction where
nexus closer to one jurisdiction? the economic connections are

) closer

3 3

3) Does the company derive its
legal status from one of the

yes The company is deemed to be

. e " resident in fhejuﬁsdic"ﬁn from
'S"'e”:‘ld!fctfl’;z e the statutory - which it derives its legal status
no

a3

4) Determination of a company's
residence on the basis of mutual
agreement

7.1.4. Summary

To conclude, also in the age of ICT, the place of management is still a suitable criterion to define a

company’s residence for both domestic law and the OECD Model since the management function

2 For more details on the application of legal criteria in domestic laws depending on the underlying theory in

corporate law, see chapter 3.2.1. See also the proposal for a new paragraph 24.3 of the Commentary on Article 4
of the OECD Model in OECD, 2003a, section 9.

See also the proposal for a new paragraph 24.4 of the Commentary on Article 4 of the OECD Model in OECD,
2003a, section 9.

See also the discussion in Hinnekens, 2003, p. 318; Burgstaller / Haslinger, 2004, p. 386, who point out the
problems inherent in the Mutual Agreement Procedure, such as the long duration and the missing obligation to
settle the question. Here, the EU Tax Arbitration Convention or, in the long run, a European Double Tax
Convention might be a suitable means. See also chapter 6.3.1.1.6.

683
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as such still exists and constitutes a suitable basis for determining a company’s residence. However,
a refinement of this criterion is necessary in order to ensure that the most important place of
management can be determined in the majority of cases. To identify the persons relevant to the
management, a substance-over-form approach is recommended. Based thereon, for the
determination of the place of management, other facts and circumstances should be considered
beyond the mere decision-making, such as the place of the headquarter or even the residence of the
key managers. To avoid that this place is located in a jurisdiction where the company exerts no
activities at all, it is useful to include the condition that the company exerts economic activities at

the place of management.

When considering alternative criteria for the determination of residence, it turned out that none of
these criteria are advantageous compared to the place of management. Thus, for those rare cases in
which the criterion of the place of management does not lead to a clear-cut solution, further criteria
are necessary which should be considered in a hierarchy of tests. For both domestic law and the
OECD Model, the introduction of a hierarchy of tests consisting of the place of management, the
economic nexus, the place of incorporation and the final settlement by mutual agreement is deemed
to provide a clear-cut solution in the end. However, it is still in principle debatable whether the

definition of the taxable entity should be changed .5

7.2 A Reform of the Permanent Establishment Definition

On the basis of the issues inherent in the permanent establishment definition outlined in
chapter 6.2., subsequently, different possible approaches to reform taxation in the source country
are outlined and assessed on the basis of the evaluation criteria to develop a permanent
establishment definition that is consistent with these criteria. The analysis is again made for the
different economic changes. The evaluation criteria to be considered are the inter-nation equity, the

neutrality and feasibility.
7.2.1. Internal Organisation

7.2.1.1.  Fragmentation of Business

As outlined in chapter 6.2.2.1., the fragmentation of business entails in certain cases a taxation that
is not consistent with inter-nation equity and neutrality. The current paragraph 4 of Article 5 of the
OECD Model does not always guarantee that exactly a company’s preparatory and auxiliary

activities are exempted from taxation in the source country, since possibly, significant profits may

5 For further quotations and more details on the discussion of a consolidation and apportionment approach,

see chapter 7.3.2.2.1.
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be attributed to the activities excluded. In addition, differing tax consequences result depending on
whether the activities are performed in one or in several locations. Even though these issues already
existed before, they are reinforced to a certain extent in the age of ICT. Subsequently, several

reform proposals are discussed and assessed on the basis of the evaluation criteria.

7.2.1.1.1. Elimination of the Threshold Inherent in the Business Activity Test

To cope with the issues of tax planning by a fragmentation of functions, one suggestion was to
eliminate all the exceptions in paragraph 4 of Article 5 of the OECD Model, i.e. to abolish the
threshold inherent in the business activity test.®® This approach implies that even if only
preparatory or auxiliary activities are exerted in a country, a permanent establishment exists. This
modification is in line with inter-nation equity, since it allows a country to tax all profits having
their source within the jurisdiction. However, as stated above, an exemption for preparatory and
auxiliary activities is deemed to be justifiable in light of inter-nation equity.®®” In addition, a
complete elimination of the exemption rule guarantees a neutral and equitable taxation, since no

88 However,

distinction is made depending on whether the activities are exerted at one place or not.
under feasibility considerations, the proposal of eliminating all the exceptions in paragraph 4 of
Article 5 of the OECD Model is assumed to entail a too high administrative burden for both the tax
administration and the taxpayer, in particular since it would have to be applied to all kind of
business. Additionally, international trade would be impaired.689 Moreover, although the taxation
issues with regard to a fragmentation of businesses could be solved by introducing this reform
proposal, the problems would be shifted from finding out whether or not a permanent establishment
exists according to international tax law to the issue of attributing profits to a permanent

establishment exerting only a very small amount of activities. Therefore, this reform proposal is not

favoured.

7.2.1.1.2. Preparatory or Auxiliary Activities as the only Exemption Rule

An alternative reform proposal is to eliminate all the exceptions explicitly mentioned in
subparagraphs 4 a) to 4 d) and 4 f) of Article 5 of the OECD Model. Thus, the only rule that would

persist is the threshold in subparagraph 4 e) with the explicit exemption of preparatory and auxiliary

690

activities.” With this reform approach, it can be guaranteed that really only preparatory and

96 See the discussion in OECD, 2003, section 176, 178.

%7 See chapter 6.2.2.1.2.

8 See also OECD, 2003, section 183.

% This argument particularly holds for the OECD Model, since ~ in contrast to domestic tax codes — the avoidance of
impairing international trade is the underlying aim of the OECD Model. See also the discussion of the business
activity test in chapter 6.2.1.1.

A reform proposal by the OECD based on the same intention is to subject all activities in one country to the
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auxiliary activities are exempted from the permanent establishment definition. Thus, the threshold
for the business activity test is more clear-cut.®' In addition, this threshold can be justified by
reasons such as practicability and the facilitation of international trade. As mentioned above, such a
deviation from the business activity test can reasonably be tolerated with regard to the sharing of the
international tax base. Since this reform proposal ensures that exactly preparatory and auxiliary
activities are exempted, it is in accordance with inter-nation equity based on the supply approach.692
Certainly, it has to be defined whether the activities are preparatory or not. This may create
uncertainties particularly regarding the new technologies. However, these issues can be solved on
the basis of some precedents. Already before the advent of ICT, this question had to be decided on a
case-by-case basis in the end according to the guidelines provided in paragraphs 21 to 30 of the
Commentary on Article 5 of the OECD Model and the respective interpretations.*® In 2003, special
ICT-related provisions and examples were introduced in paragraphs 42.7 to 429 of the
Commentary on Article 5 of the OECD Model. Altogether, these rules constitute a useful basis,
since they include examples in which an activity is deemed to be preparatory or auxiliary and in
which the scope of activities exceeds this threshold. In contrast, the current exemptions of specific
activities in paragraph 4 of Article 5 of the OECD Model do not constitute a feasible basis for this
decision. As mentioned above, they do not necessarily represent preparatory or auxiliary activities
and it would have to be clarified whether the activities mentioned and some notions are applicable
in an appropriate way to business activities in the age of ICT.®* A further advantage of this reform
proposal compared to the one outlined before is that issues of determining the profits attributable to
a permanent establishment exerting only preparatory or auxiliary functions can be avoided.®® Thus,

the proposal of maintaining the preparatory and auxiliary threshold is in this regard more feasible.

To conclude, it is considered to be suitable in the age of ICT to reduce the exceptions to the

overall condition that they are auxiliary or preparatory. See OECD, 2003, section 177. This rule may perhaps

already implicitly be applicable according to the last sentence of paragraph 21 of the Commentary on Article 5 of

the OECD Model. See OECD, 2003, section 188. Additionally, it has been proposed to eliminate the exception of

storage, display and delivery based on the argumentation that there might be reasonably significant profits

attributable to the activities in question and a permanent establishment could be avoided by taking advantage of

this exception. For further details, see OECD, 2003, sections 196-212.

For example, already now, the exceptions in subparagraphs 4 b) and 4 ¢) of Article 5 of the OECD Model are

rather declaratory according to the prevailing opinion, since in those cases the requirements for a permanent

establishment according to the basic rule are not fulfilled. See Utescher, 1999, p. 115 for further quotations.

See also Storck, 1980, p. 152, who argues that the requirement of a certain minimum threshold can be justified by

neutrality arguments, i.e. that an equal treatment of permanent establishments and resident companies can only be

justified if the activities performed in the source country reach a certain minimum degree.

For more details on the interpretation of these rules, see the discussion of the business activity test in

chapter 6.2.1.1,, i.e. whether the activities constitute a significant part of the company’s activities in both

quantitative and qualitative respects.

%4 See OECD, 2003, sections 197-198, 201. For more details, see footnote 497.

% In the end, with regard to feasibility, a decision between the first and the second proposal is mainly a decision
between the issue of determining the attributable amount of profits and the issue of delimiting preparatory or
auxiliary activities.
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business activity test insofar as really only preparatory and auxiliary activities should fall under this
rule. When comparing this approach to the complete elimination of all exemptions as discussed in
the precedent chapter, the maintenance of the exemption rule is preferable, in particular under

feasibility considerations.

7.2.1.1.3. Modifying the Business Connection Test by Adding a Force-of-Attraction Rule
7.2.1.1.3.1 Formulation of a Reform Proposal

As outlined in chapter 6.2.2.1., with the fragmented business structure, there may be cases in which
the current tax system is not neutral with regard to whether the activities are performed at one place
or at different places. Certainly, these taxation issues will diminish insofar as they are deemed to
occur less often and to a minor extent if the reform approach mentioned in the precedent chapter is
implemented, but still then, such scenarios are possible. It is therefore debatable whether the
requirement of an organisational and geographical entity for a permanent establishment shall still be
upheld. One way to eliminate this requirement is to modify the business connection test by
introducing a force-of-attraction rule. Under this rule, the requirement of a geographical coherence
is given up insofar as business profits realised in a source country in which already a permanent

establishment exists are attributed to this permanent establishment.%®

Dependent on whether the
organisational entity is abolished additionally, this rule can either be applied to all kind of profits
realised in the source country or only to those profits resulting from related business activities.
A force-of-attraction rule for activities of the same or similar kind is already implemented in
paragraph | of Article 7 of the UN Model.%" In contrast, according to the Commentary on Article 7
of the OECD Model, the source country only has a taxing right for those profits generated through a
permanent establishment and not for all the company’s profits generated within its jurisdiction once

a permanent establishment exists.®*®

% See also Skaar, 1991, pp. 328-332 for examples of national jurisprudence supporting such force-of-attraction rules.

Additionally, it has been discussed by the OECD that profits derived from sales or other business activities carried
on in another country through a web site shall be deemed to be attributable to the permanent establishment. The
proposal is based on the assumption that e-commerce often leads to a co-existence between a physical presence
and a web site which are clearly interrelated. See OECD, 2003, sections 213-231. However, it is consistent with
the currently international consensus based on the supply approach that remote selling does not entail taxation.
Thus, an increase in remote selling is not considered as an argument in favour of a force-of-attraction rule here.

In practice, this rule is only implemented in a minority of bilateral tax treaties. See OECD, 2003, section 230.
In 1999, 5 of the 48 tax treaties that have been negotiated by the United States adopted restricted force-of-
attraction rules for business profits. Another five treaties have adopted a force-of-attraction rule that goes beyond
the one set out in the UN Model. See Cockfield, 1999, pp. 207-208.

Thus, the different sources of profits have to be considered separately when deciding whether a permanent
establishment exists. This approach has been confirmed in the OECD working hypothesis for attributing profits to
a permanent establishment. See OECD, 2001b, sections 13, 22; OECD, 2004, sections 10, 19. For more details on
this hypothesis, see chapter 3.3.3. For a discussion of both approaches, see paragraph S of the Commentary on
Article 7 of the OECD Model.
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7.2.1.1.3.2 Evaluation in Light of the Evaluation Criteria

The implementation of a force-of-attraction rule is subsequently discussed in light of the evaluation
criteria. As regards the criterion of inter-nation equity based on the supply approach which is
favoured here, a mere consumer market does not entail a company’s right to tax the profits. Thus,
from this point of view, the introduction of a force-of-attraction rule under which also activities of

doing direct business are taxed cannot be suppor[ed.699

As regards the requirement of neutrality, the reform proposal provides for a taxation that does not
differentiate between business activities performed at the same place or not. Consequently, the
reform approach is more neutral in this rc:gard.m0 However, issues of non-neutrality compared to
preparatory or auxiliary activities in a country without an additional physical permanent
establishment arise, since these activities fall under the general exemption for preparatory or
auxiliary activities. Furthermore, another serious issue of the proposed force-of-attraction rule for

701

permanent establishments is that it is not neutral compared to subsidiaries.” Thus, even if some

issues can be resolved, other neutrality problems are created.

Moreover, as regards feasibility considerations, the introduction of a force-of-attraction rule
imposes an additional administrative burden on companies and tax administrations, since it is
necessary to track sales to any country where a permanent establishment exists.” In addition,
investments may be discouraged and the international trade may be impaired, since the mere
activity of doing direct business is taxed if a company disposes of a permanent establishment in the
source country. In contrast, it can be argued in favour of the force-of-attraction rule that it can
prevent tax planning strategies such as splitting off some activities or completely avoiding a
permanent establishment by doing direct business.”” Thus, a restricted force-of-attraction rule

might be suitable as an anti-abuse rule.’”* However, a general implementation of the force-of-

% The implementation of a force-of-attraction rule can be justified under the supply-demand approach and would

have in a way the same effect as the inclusion of the demand-factor in a formula to apportion profits. For more
details, see chapter 7.3.2.4.3. It has also been discussed whether the implementation of a force-of-attraction rule
can be justified under the supply approach interpreted as a pure nexus rule and not as an administrative threshold.
For further details, see OECD, 2003, sections 219-220.
™ See also Skaar, 1991, p. 333; OECD, 2003, section 221.
For more details, see OECD, 2003, sections 221, 226-227.
See also paragraph 8 of the Commentary on Article 7 of the OECD Model. For counter-arguments, see OECD,
2003, section 223.
See also paragraphs 7 and 9 of the Commentary on Article 7 of the OECD Model. For further details on tax
planning strategies, see chapter 4.2.3.1.2.
See also Jacobs (Ed.), 2002, p. 485. The tax planning strategy of splitting one integrative business operation into
several activities to assert that each of the activities is preparatory or auxiliary is explicitly mentioned in paragraph
27.1 of the Commentary on Article 5 of the OECD Model. For a discussion of this new paragraph, see also Caridi,
2003, pp. 41-42.
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attraction approach is not favoured due to the aforementioned issues inherent in this approach.7°5

7.21.2.  Telecommuting: Employees Working Distantly from the Company
7.2.1.2.1. Formulation of a Reform Proposal

As elaborated in chapter 6.2.2.2., the current definition of a permanent establishment raises issues in
several respects when considering employees working distantly from the company’s premises. A
certain amount of a company’s value added can be created by employees working abroad under the
authority of the company without a company’s physical presence established there. In those cases,
no taxation takes place under the current permanent establishment rule, which has turned out to be
inconsistent with the evaluation criteria. As discussed above, the source country should be allowed
to tax the company’s business profits generated by employees telecommuting from abroad if the

employees are present in the source country for that purpose for a certain time.

The necessary reforms can be based on either the basic-rule permanent establishment definition or
on the agency rule. In general, the reform proposals must provide that taxation is in accordance with
inter-nation equity and neutrality between taxpayers. In addition, potential feasibility issues have to
be avoided, i.e. with regard to the determination of the source and the attributable amount of

income.

When considering reforms of the basic-rule permanent establishment, it is possible to adjust the
right to use test insofar as a right to use also exists in those cases in which an employee works
under the authority of the company, meaning that the company has the right to give instructions, but
he does not necessarily work at a fixed place that is at the disposal of the company.” The right to
use is then extended to the company’s human capital. This rule takes into account that the provision

of services has become an important income-generating factor.””’

Furthermore, to define whether a permanent establishment exists, in addition to the right to use test,
the permanence test has to be met. This test is then applied in respect of an activity performed in the

source country and not in respect of the use of a place of business. Consequently, the place of

08 Additionally, if the precedent reform approach of subjecting all activities under the preparatory and auxiliary

condition is implemented, the tax planning issues are considered to be less extensive. In the end, it depends on the
relative weight given to the respective arguments whether the introduction of a force-of-attraction rule is favoured.
Here, the issues inherent in a force-of-attraction rule are considered to be more severe than the potential tax
planning issues. See also paragraph 10 of the Commentary on Article 7 of the OECD Model. Holding a different
view, see Skaar, 1991, p. 574; Cockfield, 1999, pp. 205-215, supporting a force-of-attraction rule to enforce
source-state taxation.

See also Utescher, 1999, pp. 379-385, who proposes that employees telecommuting from home represent a
permanent establishment since the company has the right to give them instructions or alternatively a complete
abandonment of the right to use test.

™ See also OECD, 2003, section 238.
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business test and the location test loose their significance to a certain extent for the benefit of the
permanence test which becomes a more decisive criterion. Thus, the notion of a permanent
establishment is then rather based on the requirement of a certain duration of an activity performed
in the source country instead of the requirement of a permanent use of the place of business at one

specific location.”®

In practice, the extension of the right to use test can be implemented by adapting the permanent
establishment definition in Article 5 of the OECD Model. For example, as in subparagraph 3 b) of
Article 5 of the UN Model, a new nexus for employees exerting activities for a certain amount of
time in the source country can be added to Article 5 of the OECD Model. Under the new nexus rule,
a permanent establishment exists if an employee is physically present and works for a certain
minimum time period in the source country even if the company itself has no physical presence

there.

When implementing such a new nexus, a criterion for measuring the duration of the employee’s
presence has to be chosen. In this context, either the duration of the employee’s physical presence in
the source country or the duration of carrying out the respective activities can be used as a
benchmark.”® Given that the performance of activities is relevant here, this criterion should be
preferred as a benchmark to determine the duration of presence, since it provides for a more

realistic result.”'°

To determine whether one or several permanent establishments exist when several employees of
one company are working in the source country, the current permanent establishment rules for a
fixed place of business are again applicable. Thus, a geographical entity is necessary, meaning that
it has to be tested for every place where an employee acts whether a permanent establishment exists
or not. In addition, according to the UN Model, the activities performed in one permanent
establishment have to be related to a single project or to related projects, meaning that an economic
entity is required.”"’ However, this rule is not considered to be essential. In the case of mobile
telecommuting, it is decisive that the employee works for a certain minimum duration in the source

country, irrespective of whether he works permanently at one place or not.

In addition, the minimal duration of the employee working in the source country that is necessary

™ See Skaar, 1991, p. 570.

For the following remarks, see also OECD, 2003, section 234. Currently, the days-of-physical-presence rule is
applied in subparagraph 2 a) of Article 15 of the OECD Model and subparagraph 1 b) of Article 14 of the UN
Model, whereas subparagraph 3 b) of Article 5 of the UN Model is based on the days of activities performed.
Particularly in the case of home-based telecommuting, a determination of the time period on the basis of the
employee’s physical presence is not reasonable.

Thus, an enterprise could be furnishing services in a country throughout the year without triggering source
taxation, provided that the services are furnished under unrelated projects. For the geographic and the economic
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for the existence of a permanent establishment has to be determined.”’? Paragraph 6 of the
Commentary on Article 5 of the OECD Model suggests a minimum time period of approximately 6
months, depending on the relevant circumstances. Also subparagraph 3 b) of Article 5 of the
UN Model requires a 6-month period within any 12-month period, whereas paragraph 3 of Article 5
of the OECD Model suggests a minimum time period of 12 months for a building site or a
construction project. Since the employee can work in a mobile way and is rather independent of a
fixed place in the source country, it is recommended to apply a minimum time period of 12 months
for the provision of services under the OECD Model. Whilst this threshold can serve as a general
benchmark, the required period of time has to be determined on a case-by-case basis, also taking
into account the general considerations mentioned in paragraphs 6 to 6.3 of the Commentary on

Article 5 of the OECD Model.
Based on the precedent considerations, the new nexus can be formulated as follows: "'
The term “permanent establishment” likewise encompasses:

Activities performed by an enterprise through employees or other personnel engaged
by the enterprise for such purposes, but only while activities of that nature are

performed within the country for a period of more than 12 months.

Since the exception for auxiliary or preparatory activities in paragraph 4 of Article 5 of the OECD
Model is again applicable, the new nexus rule is only applied if a company’s core business activities

are performed by the employee in the source country.”*

7.2.1.2.2. Evaluation of the Proposal in Light of the Evaluation Criteria

The suitability of this nexus rule is now assessed in light of the evaluation criteria. Firstly, the
proposal is in line with inter-nation equity based on the supply approach, since it allows the creation
of a permanent establishment in those cases in which substantial activities of the company are
performed by employees in the source country. Then, the contribution of the source country goes
beyond providing a mere consumer market.”"> The departure from the place of business test
stipulating a fixed place of business at the disposal of the company is not assumed to constitute a

problem. In contrast, this departure is reasonable and even necessary for a fair taxation between

entity, see paragraphs 5.1 to 5.4 of the Commentary on Article 5 of the OECD Model.

For the following discussion, see also OECD, 2003, section 236.

This formulation is based on subparagraph 3 b} of Article 5 of the UN Model. By introducing this nexus rule for
employees telecommuting distantly from the company’s premises, some differences that currently exist between
the OECD Model and the UN Model can be bridged. See Joseph, 2004, p. 400.

For more details on the proposed reform for this exemption rule, see also chapter 7.2.1.1.2.

™5 See also OECD, 2003, section 240.
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jurisdictions in the era of ICT with the increased importance of value added created by employees
working distantly from the company’s premises and the decreasing importance of a fixed company

site.

Secondly, as regards taxpayer neutrality, introducing a nexus rule for employees working distantly
from the company’s premises provides for a neutral treatment of activities performed within a
company’s fixed place of business in the source country and those which are performed physically
but without a fixed company site.”'® Since in both cases, the same degree of activities is performed,

an equal treatment of these cases is reasonable.”"”

Thirdly, with regard to feasibility, the administrative effort coming along with an introduction of
this rule will increase for taxpayers and tax administrations, for example since the determination of
the time the personnel spent in the source country may be complex.”'® However, the verification
whether an employee provides services for a certain time in the source country is already required
under Atrticle 15 of the OECD Model. Thus, even if the extent of the administrative effort has risen,
the introduction of this new nexus is considered to be feasible in practice. In addition, since already
a number of developing and also industrialised countries have included this provision in their tax

h.”'? However, it has been argued

treaties, the probability of political acceptance should be rather hig
that the determination of profits could raise problems, particularly with regard to the fact that
separate accounts do not exist.”?® Whilst this is true, it does not constitute an insuperable burden and
a profit allocation may nevertheless be possible. In general, the functions performed by the
employee working in the source country shall be the starting point for allocating the profits
reasonably. Since such a kind of nexus rule is already implemented in a number of tax treaties, there
should already be some experience in profit allocation. Alternatively, it is worthwhile to consider

formula apportionment as a rule for allocating profits.”!

To summarise, the implementation of a nexus rule for core activities performed by employees
working distantly from the company’s premises but under the authority of the company would be a

reasonable and necessary modification of the nexus in the source country in the era of ICT. By

T See also OECD, 2003, section 241.

"7 Furthermore, with the 2003 change of the Commentary on Article 5 of the OECD Model, the right to use test is
construed extensively insofar as a permanent establishment can for example exist if painter services are provided
permanently at the customer’s premises. See paragraph 4.5 of the Commentary on Article 5 of the OECD Model.
This interpretation is then applied respectively to all kind of activities performed by employees from home, from
the customer’s premises and in a mobile way to provide a neutral taxation between different forms of activities.

8 See also OECD, 2003, section 242.

™ See OECD, 2003, section 249, who quote an IBFD research project according to which around 27% of the tax
treaties conducted between 1980 and 1997 included a provision based on that in subparagraph 3 b) of Article 5 of
the UN Model.

"™ See Utescher, 1999, p. 381; OECD, 2003, section 243.

™' For more details, see chapter 7.3.2. Especially in the case of the examples discussed here, a formula based on
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introducing this rule, international tax law is more in line with the evaluation criteria. The overall
administrative burden is assumed not to be too high, as the cases in which this rule applies are
restricted by the minimum time period of 12 months and by the condition that more than auxiliary
and preparatory activities have to be performed.”

Alternatively, it has been proposed to achieve the aim of creating a permanent establishment for
employees working distantly from the company’s premises by reforming the agency rule.’”
However, for reaching this aim, it is deemed to be more appropriate to reform the basic rule, since
the agency rule has only been introduced as a subordinate clause and is intended to include those

cases in which employees really act in relation to third parties.”*

7.2.2, Organisational Changes of Market Structures

With the organisational changes of market structures, it is possible for a company to participate in
the market of the source country without a physical presence. The fact that in such scenarios no
taxation takes place has been assumed as being consistent with the evaluation criteria.”?
Subsequently, several suggestions that have been made to reform the permanent establishment

definition are discussed.

7.2.2.1.  Excluding Specific ICT-Related Items from the Permanent Establishment

Definition
7.2.2.1.1. Reform Proposal

Several suggestions with regard to the explicit exclusion of specific ICT-related items from the
permanent establishment definition have been discussed. For example, activities that do not involve
human intervention by personne],726 servers in itself’*’, and functions attributable to software when

applying the preparatory or auxiliary exception’?® have been considered to be excluded.”” The

payroll can represent an alternative.

In general, the introduction of this new nexus can also be applied if management services are provided. However,

probably, a permanent establishment often exists anyway under the agency rule. For the establishment of

management offices, see also paragraph 24 of the Commentary on Article 5 of the OECD Model.

B See Brunsbach, 2003, p. 226.

™ Furthermore, it has been argued that particularly in the era of ICT, an agent disposing of the authority to conclude

contracts shall only be qualified as a permanent establishment if he in fact exercises business judgements and not

if the agent simply follows a script provided by the company. See Sprague / Hersey, 2003, pp. 338-342. Whilst the

underlying idea of this proposal is presumed to be useful, this interpretation might already now be intended by

paragraph 32 of the Commentary on Article 5 of the OECD Model, which says that the rule should only be applied

to those persons which effectuate that the principal is involved to a particular extent in business activities in the

state concerned.

See the detailed analysis in chapter 6.2.3.

75 See Utescher, 1999, pp. 386-387, and the discussion in OECD, 2003, sections 127-143.

727 See the discussion in OECD, 2003, sections 144-159.

% See the discussion in OECD, 2003, sections 160-175. This proposal is based on the assumption that the existence
of tools supporting the business activities is in general excluded when analysing the business activities to
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exclusion of a server or activities that do not involve human intervention is based on the assumption
that in those cases only limited functions are supposed to be conducted in the source country. Thus,
only little — if any - profits could be attributed to such a permanent establishment. In addition, such
exclusions would have significant feasibility advantages with regard to certainty, compliance and

administrative costs.”°

7.2.2.1.2. Evaluation of the Proposal in Light of the Evaluation Criteria

When evaluating the aforementioned proposals in light of the evaluation criteria, several issues are
raised. In light of the neutrality criterion, the proposed exclusions would not be neutral against
different forms of doing business. For example, a differentiation would be made between
companies doing the same kind of business by using either only means of ICT or additionally using
manpower. As the same kind of functions may be performed by either personnel or automated
equipment, such a differentiation according to the way in which functions are performed is not
justified and creates distortions between different ways of carrying on similar functions.””’ The
decision whether a permanent establishment exists shall rather be based on the nature and extent of
functions performed at a specific place and not on the nature of the equipment used there.” In light
of feasibility, these modifications can reduce the administrative burden, since all cases in which
only automated equipment is maintained in a source country are no longer relevant to the question
whether a permanent establishment exists.”> However, new administrative issues may be raised.
For example, in the case of occasional human intervention, it has to be decided whether the

734

exemptions are applicable.”” Moreover, the argument that a tax-motivated shift of only automated

equipment to low-tax jurisdictions could be prevented by introducing these reform proposals is not

determine whether a permanent establishment exists. Since also software constitutes a tool supporting the business
activities, an exclusion is deemed to be consistent with the treatment accorded to other business tools.
Furthermore, as only little profits can be attributed to the use of software, it would be more practical to in general
exclude functions attributable to software.

For a far more advance approach, see Lejeune / Vanham / Verlinden / Verbeken, 1998, pp. 54-55, who argue in
favour of the complete abandonment of the permanent establishment concept and exclusive residence-based
taxation.

70 See Utescher, 1999, p. 386; OECD, 2003, sections 130, 135, 137. Furthermore, also difficulties of profit allocation
to such entities would be avoided.

See also OECD, 2003, sections 132, 164, 166. The criterion of human intervention is rather coincidental. See also
the evaluation of the current tax rules in light of neutrality in chapter 6.2.3.2.2.

See also OECD, 2003, section 154, Furthermore, in special cases, the assumption that only limited functions can
be performed by servers or by automated equipment without human intervention is not necessarily true. Since in
those rare cases the source country should have the right to tax the profits generated within its jurisdiction, the
reform proposals are not in line with inter-nation equity. See also the discussion in OECD, 2003, sections 131.

3 See also the arguments in OECD, 2003, sections 137, 156, 168. As discussed in chapter 6.2.3.2., there are
possibilities to identify the functions performed by use of a server or a certain software. Thus, it is not necessary to
implement these reforms in terms of feasibility considerations.

See also OECD, 2003, section 138. Additionally, the proposals give rise to uncertainty with regard to the
distinction between activities of dependent and independent agents. See OECD, 2003, section 136.
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supported.735 It is rather debatable to what extent such forms of international tax planning are really

implemented, since only little amounts of profits could be shifted by use of such a strategy.”

Instead of introducing the reform proposals discussed here, it is always examined whether the
activities performed exceed the activities listed in paragraph 4 of Article 5 of the OECD Model.
This test which is also applicable if only automated equipment without human intervention is set up

is considered to provide reasonable results.”’

7.2.2.2.  Further Extension of the Source Country’s Jurisdiction to Tax
7.2.2.2.1. Introducing a Virtual Permanent Establishment as an Alternative Nexus
7.2.2.2.1.1 Reform Proposal

A further reform proposal is to extend the source country’s right to tax by lowering the permanent
establishment threshold and, thus, extending the permanent establishment definition to a virtual

permanent establishment.”®

The requirement of a physical place of business is discarded and the
foreign enterprise is deemed to have a permanent establishment in the source jurisdiction once a
certain minimum level of the company’s economic activities in the source country is exceeded.
Thus, this nexus does not depend on the existence of a fixed place of business, but focuses on the
company’s economic presence within a jurisdiction while providing services or other business
activities at the customer’s location.”” In order to implement this approach, it is necessary to
specify a certain minimum threshold representing a significant level of economic activity. Here, a
facts and circumstances test is possible including qualitative criteria, for example the presence of

infrastructure such as web sites or computer servers or the use of trademarks, and quantitative

™3 See the reasoning in OECD, 2003, section 140.

76 See also OECD, 2003, section 139 and the discussion in chapter 6.2.3.2. Furthermore, it is conceivable that new
forms of international tax planning occur, for example with regard to the form of employment contracts to
influence the extent of human intervention. Thus, international tax planning activities may to a certain extent be
shifted to other tax fields instead of being reduced significantly.

For more details on reform proposals with regard to this test, see chapter 7.2.1.1.2.

The underlying idea of this reform proposal is to create a new nexus that does not require a fixed place of business
but that still effectively and closely connects the business to the territory of the source country. For discussions of
this approach, see McLure Jr., 1997a, pp. 295-296 for state sales taxes; Hinnekens, 1998a, pp. 195-199; Lejeune /
Vanham / Verlinden / Verbeken, 1998, p. 54; Eicker / Scheifele, 1999, p. 792; McLure Jr., 2000, pp. 12-15, who
suggests a test based on gross receipts; Doernberg / Hinnekens / Hellerstein / Li, 2001, pp. 351-353; Mcintyre,
2001, pp. 503-506; Peter, 2002, pp. 205-214; OECD, 2003, sections 319-320; Pinto, 2003, pp. 191-205; Cockfield,
2004, pp. 650-654; ibid., 2004a, pp. 121-122, who suggests a mere quantitative economic presence test. For an
explanation of the notion “virtual”, see footnote 18.

The difference compared to the reform approach in chapter 7.2.1.2. for employees working distantly from the
company is that now, neither a company’s fixed place is installed nor an employee is physically present in the
source country. See also OECD, 2003, section 325. Here, the services performed by personnel located abroad are
considered as being performed at the customer’s location and, therefore, shall be taxed in the source country. For
an example of the French jurisprudence according to which a complete cycle of operations results in a permanent
establishment, see Conseil d'Etat, 1968; Conseil d’Etat, 1979, and the discussion in Perer 2002, pp. 207-208.
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criteria in the form of monetary thresholds such as turnover or volume of transactions.”® An
example of a virtual place of business is a company’s web site through which the company conducts

its business.”*'

One major intention behind the extension of a source country’s jurisdiction to tax is to attribute a
bigger portion of the tax revenues to the source country, since it is presumed that with the
possibility of doing business without establishing a physical presence there, less income is
attributed to source countries according to the current tax law. However, as analysed in chapter 4.3.,
a shift of tax revenues from source countries to residence countries is not presumed to take place to
a great extent.* Consequently, the implementation of these extensions of the permanent
establishment definition cannot be based on the argument of revenue shifting from source to

residence jurisdictions.

7.2.2.2.1.2 Evaluation of the Reform Proposal in Light of the Evaluation Criteria

In the following, the aforementioned extensions of the source country’s jurisdiction to tax are
discussed in light of the evaluation criteria. It is argued in favour of the reform approaches
discussed here that an extensive participation in the source country’s economic life is possible
without a fixed place of business. Therefore, the source country should have the right to tax these
profits in order to guarantee inter-nation equity. However, the company’s participation mainly
consists in the use of a consumer market by selling goods or providing services and is therefore
rather a participation wirth the economic life of a country than in the economic life.** Consequently,
under the favoured supply approach, a source country’s taxing right in the scenarios discussed here

cannot be justified in light of inter-nation equity.”

With the use of ICT, it is possible to penetrate a foreign market without establishing a physical

presence there. In contrast, in former times, a physical presence was necessary for the same degree

Also limitations on the types of activities covered are possible. For details on proposals for the minimum
threshold, see Avi-Yonah, 1997, pp. 535-536; Hellerstein, 1997, p. 497; Strunk, 1999, pp. 277-279; Pinto, 2003,
Pp- 196-197; Cockfield, 2004, p. 650.

Additionally, the existing agency rule could be extended to electronic equivalents of a dependent agent, such as a
company’s web site through which contracts binding on the foreign company are habitually concluded.
See OECD, 2003, p. 321, and Gradl, 2000, pp. 176-179, who advocates that a web site can constitute an agency
permanent establishment.

This particularly holds when considering the reform proposals favoured above, especially the new nexus for
employees working distantly from the company’s premises in chapter 7.2.1.2. Additionaily, it should be kept in
mind that there is not much income allocated to a virtual permanent establishment.

For further details and quotations, see chapter 6.2.3.1.

In contrast, it has been argued in favour of the supply-demand approach that functions which require the
interaction of the customer, such as sales and many service transactions, are at least partly carried out in the
demand jurisdiction. Therefore, the demand jurisdiction should be entitled to tax the profits. However, the supply-
demand approach is not favoured here. For more details, see chapter 5.1.2.
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of penctration.745 Therefore, it has been argued in favour of the enlargement of the permanent
establishment definition that under neutrality considerations, commercial operations conducted
without any physical presence should be treated the same way as the respective commercial
operations performed via a physical presence.’*® However, since these two scenarios differ with
tegard to the participation in the economic life of the source country, it is in terms of neutrality
reasonable that these two situaticns representing different competitive positions are taxed
differently in the source country.747 In addition, in the case of a virtual permanent establishment,
there may be significant feasibility issues of taxing a non-resident without a physical presence in the
source country since it poses practical problems to define the minimum threshold for economic
activities and to determine and enforce a tax on a non-resident conducting trade in the source
jurisdiction without having any physical presence there.”*® Furthermore, in the case of a virtual
permanent establishment, issues of profit allocation would arise, since probably, only a small

7 To conclude, due to

amount of profits is attributable to such a virtual permanent establishment.
the drawbacks discussed here, the implementation of a virtual permanent establishment is not

supported.

7.2.2.2.2. Implementing a Withholding Tax According to the Base Erosion Approach

7.2.2.2.2.1 Reform Proposal

Various approaches of implementing a withholding tax to all or some cross-border payments have

been proposed in order to extend the source country’s right to tax, among them the base erosion

h 750

approac According to this approach, irrespective of the category of income, a withholding tax is

75 See also OECD, 2003, sections 253, 324.

™S Inter alia, see Strunk, 1999, pp. 267-268, 273; Strunk / Wichmann, 2001, p. 420; Pinto, 2003, p. 199.

™ See also the discussion in chapter 6.2.3.1., where it is concluded that since the scenarios of remote selling via the
Internet are economically comparable to the scenario of doing direct business from abroad, an equal treatment of
these two situations is reasonable and necessary. Holding the same view, see Brunsbach, 2003, p. 227.

See also chapter 6.2.3.1. and Urescher, 1999, p. 366; McLure Jr., 2000, p. 13; Doernberg / Hinnekens /
Hellerstein / Li, 2001, p. 348; OECD, 2003, sections 330-333; Pinto, 2003, pp. 203-204; Sprague / Hersey, 2003,
p. 312; Knodler, 2004, pp. 165-166.

See also Pinto, 2003, p. 204; Knddler, 2004, p. 166. Moreover, it has been argued that the proposed reform
approaches could be circumvented easily, for example by relocating the web site to another server in a low tax
Jurisdiction. For further details regarding possible tax planning strategies related to such a virtual establishment,
see OECD, 2003, sections 337-339.

The following discussion is focussed on this base erosion approach which has first been advocated by Doernberg.
See Doernberg, 1998, pp. 1013-1022; ibid., 2000, pp. 2417-2430, and for a discussion of this approach, see Indian
Ministry of Finance (Ed.), 2001, pp. 75-79, who support the base erosion approach in the form of a final
withholding tax as a replacement for the permanent establishment concept; OECD, 2003, sections 269-292; Pinto,
2003, pp. 174-190. See also Avi-Yonah, 1997, pp. 537-541, who proposes a withholding tax regime for
e-commerce; Portner, 1999, p. 645; Strunk, 1999, pp. 279-281, who suggests to levy a withholding tax if a
utilisation of the goods sold or services provided in the source country exceeds a certain threshold; Li, 2003,
pp. 592-596, who proposes a uniform withholding tax for portfolio income; Pinto, 2003, pp. 207-233, who
recommends for all international e-commerce transactions a withholding tax being refundable if the total gross
sales of a business in a source country remain below a minimum threshold. For a discussion of implementing a
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permitted in the source country on any payment that has the effect of eroding the source country’s
tax base.”' Thus, a foreign vendor without a fixed place of business in the source country is liable
to withholding taxes there. The withholding tax can then be credited against the tax due in the
residence country. Alternatively, to avoid a potential excessive tax burden due to the gross basis of
taxation, vendors can opt for filing on a net basis in the source country. The base erosion approach
is intended to supplement the traditional permanent establishment rules. The proposal of a
withholding tax is not new. For example, the general implementation of a withholding tax on cross-
border interests has been discussed in the context of the reform of paragraph 8 a of the German
Corporate Income Tax Act.””> However, the “Interest and Royalties Directive” provides that interest
or royalty payments arising in a Member State should be exempted from any taxes imposed on

those payments, whether by deduction at source or by assessment.”™

7.2.2.2.2.2 Evaluation in Light of the Evaluation Criteria

In general, it has been argued in favour of such a withholding tax that tax law would be simplified
in certain respects and that it can be enforced in an effective way. In addition, international tax
avoidance and tax evasion can be curbed and the tax base would be apportioned in a fair way
between residence and source countries.”>* However, there are also some drawbacks inherent to this
approach. The main intention behind the base erosion approach is to avoid an undue shift of the tax
base from source countries to residence countries by attributing more tax revenues to the source

755 As stated above, such a shift in the tax revenues from source countries to residence

country.
countries is not presumed to take place.”® This particularly holds when taking into account the
implementation of the supported reform proposals discussed above. ™ Consequently, the
assumptions underlying the justification for implementing a withholding tax cannot be confirmed.
In addition, the base erosion approach is not consistent with the aim of the OECD to reduce
withholding taxes to stimulate international investment and trade.””® Furthermore, within the
European Union, the “Interest and Royalties Directive” prohibits withholding taxes on cross-border

interest and royalty payments. Moreover, the implementation of a gross basis tax is not consistent

final withholding tax for certain e-commerce transactions, see OECD, 2003, sections 252-268.

A payment erodes the tax base if it is deductible by a source country purchaser. See Pinto, 2003, pp. 177-178.

Thus, payments made by private consumers are not subject to withholding.

For further details, see the discussion in Spengel / Goliicke, 2003, p. 347, and also Pollath / Ridler, 1980, p. 6.

See Article 1 of the Council Directive on a Common System of Taxation Applicable to Interest and Royalty

Payments made Between Associated Companies of Different Member States.

For further details, see Li, 2003, pp. 592-593, and the quotations in footnote 750.

7% See OECD, 2003, section 273; Pinto, 2003, p. 178.

% For more details, see chapter 4.3.

7 This is particularly valid for the new nexus for employees working distantly from the company’s premises
discussed in chapter 7.2.1.2.

T8 See also eCom Taxpert Group, 2002, p. 23; Cockfield, 2004, p. 649.
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with the idea of an income tax.”®

Furthermore, this reform proposal attributes a taxation right to the source country solely for
providing a consumer market. Thus, the approach is based on the supply-demand approach.mO
Consequently, the introduction of the base erosion approach is not consistent with inter-nation
equity based on the favoured supply approach. With regard to neutrality, if the approach is intended
to be applied only to e-commerce transactions, it unduly differentiates between different forms of
doing business which is not consistent with the neutrality requirement and the Ottawa framework

76! Otherwise, if the approach is to be applied to all kinds of cross-

conditions agreed by the OECD.
border transactions, it imposes a more burdensome taxation on imported goods than on goods of
domestic origin and is therefore discriminatory against offshore vendors which might be subject to

2 Under feasibility considerations, as mentioned above,

challenge under international trade rules.
an advantage of the base erosion approach is that it simplifies the tax law by eliminating
complicated income characterisation and sourcing rules.”®> However, new characterisation issues
arise, for example with regard to distinguishing B2B- and B2C-transactions. Moreover, this
proposal imposes an increased compliance burden for taxpayers and govemments.764

To conclude, even if there are some arguments in favour of a withholding tax, the implementation

of a withholding tax is not supported due to various reasons.’®

7.2.3. Summary of Reforms for the Permanent Establishment Definition

To summarise, it has turned out in the analysis that also in the era of ICT, the permanent
establishment concept should remain the appropriate standard upon which taxation of foreign

enterprises is based. Even if the nature of inputs and outputs may have changed to a certain extent,

™ See eCom Taxpert Group, 2002, p. 22; OECD, 2003, section 275.

7% See OECD, 2003, section 274.

! See OECD, 1998, p. 4; ibid., 2003, section 276. Moreover, under neutrality considerations, this approach would
not be neutral with respect to the type of transaction, since it differs between B2B-transactions and
B2C-transactions. See OECD, 2003, section 277; Pinto, 2003, pp. 185-186.

For example, paragraph 4 of Article III of the GATT might be infringed. See also eCom Taxpert Group, 2002,
p- 22; OECD, 2003, section 289. This rule might also not be consistent with EU law. In addition, it has been stated
that since it is unlikely that the supplier’s country of residence will grant relief from double taxation by credit for
such a new withholding tax, a double taxation results. For a detailed discussion of this issue with selected country
analyses, see eCom Taxpert Group, 2002, pp. 23-31.

7 See also OECD, 2003, sections 282-283; Sprague / Hersey, 2003, p. 309. The simplicity of the base erosion
approach depends on whether it is applied in its purest form or not. See OECD, 2003, sections 284-285. It has
further been argued that the base erosion approach is feasible and likely to be enforceable. See Pinto, 2003, p. 182;
Sprague / Hersey, 2003, p. 309.

For example, it is necessary to determine the origin of product purchases on a transaction-by-transaction basis,
since only payments to non-residents would be subject to tax.

In the event it would ever be necessary to attribute more income to source countries, this aim can rather be
achieved by use of a consumption tax. See OECD, 2003, section 254. See also Portner, 1999, p. 647, ibid., 1999a,
p- 26, who argues that the introduction of a consumption-based taxation would seem rushed at present, since a
shift in tax revenues has not been proved yet.
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the essential fact remains the same in the age of ICT: Companies still use capital and labour to
perform their activities, i.e. to create products and to provide services.”® Consequently, the
principle that income tax revenues are attributed to the location where a company is engaged in
value-creating activities remains the appropriate basis for the imposition of an income tax also in
the era of ICT.”"

However, even if the permanent establishment threshold remains the standard threshold upon which
taxation is based, several adjustments are necessary due to the various ICT-induced economic
changes. Firstly, the auxiliary and preparatory condition inherent in the business activity test has to
be re-defined. To guarantee that really only preparatory and auxiliary activities are exempted, the
exceptions referring to specific activities should be abolished. Secondly, employees working
distantly from the company’s premises in the source country should also constitute a permanent
establishment if they work permanently in the source country and perform more than auxiliary or
preparatory activities. Thus, less emphasis should be put on the place of business test and the right
of use test, but more emphasis on the permanence test. Thirdly, the business activity test should
persist insofar as the permanent establishment definition should not be extended to those cases in
which the company has no presence at all in the source country. Thus, as regards the organisational
changes in market structures, possible reforms concerning an enlargement of the permanent
establishment concept, such as the proposals of a virtual permanent establishment or of introducing
a withholding tax, are not supported. This is due to the fact that the underlying assumption of a shift
in tax revenues from source countries to residence countries is not considered to take place and that

feasibility issues are supposed to occur.

7.3. Reforming the Allocation of the Taxable Base

In the analysis conducted in chapter 6.3., the traditional transaction methods have turned out to be
inappropriate for today’s changed organisational structures in many respects. Thus, subsequently,
transactional profit methods and a consolidated tax base combined with formula apportionment are
discussed as possible reforms. The reform concepts have to be conform to the evaluation criteria
stipulated above. Furthermore, considerations developed by other countries or by supranational
institutions such as the OECD are taken into account. Here, special interest is devoted to the
proposals of the European Commission for possible reforms of company taxation in the Internal

Market.”®

See also eCom Taxpert Group, 2002, p. 19; Sprague / Hersey, 2003, pp. 311-312.
See also Sprague / Hersey, 2003, p. 310.
See Comunission of the European Communities, 2001.
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7.3.1. Transactional Profit Methods

The transactional profit methods were mainly developed for those situations in which transactions
are so interrelated that they cannot be evaluated on a separate basis.”® The intention behind was to
preserve the arm’s length principle but to interpret it broadly enough to permit the use of non-
traditional methods in last resort cases, but with strict limitations.”™ Thus, it is discussed in the
following whether the transactional profit methods constitute a suitable alternative to the traditional
transaction methods which are challenged in the era of ICT due to various issues such as the
incompatibility with the economic situation of affiliated entities or the identification of transactions

and the finding of comparables.

The Transactional Profit Split Method (TPSM) seeks to split the profits resulting from a transaction
among the relevant parties on a basis approximating the division that would have been concluded

! Therefore, the functions performed and risks undertaken have to be

between uncontrolled parties.
identified and assessed for each transaction in a functional analysis. External data from uncontrolled
transactions is necessary to assess the value of the parties’ contributions to the transactions, but not
directly to calculate the division of profits.”’* Since the TPSM does not directly rely on the use of
comparable transactions, comparability is less emphasised in this approach than in the traditional
transaction methods.”” The application of the TPSM presupposes that the profit is determined in a

uniform way on the basis of identical methods by the jurisdictions involved.”*

The Transactional Net Margin Method (TNMM) works in a way similar to the Resale Price Method
(RPM) and the Cost Plus Method (CPM) since it compares the net profit margin of controlled
transactions with the net profit margin of uncontrolled transactions.”” This method requires the use
of comparables, but does not presuppose the same amount of detailed information on the cost base
as the RPM and the CPM and the prerequisites with regard to the comparability of companies are
not that high.””® In addition, the net margin is more tolerant to some functional differences between
the controlled and the uncontrolled transactions than the gross margin used in the CPM and the

RPM."” However, it may still be that comparable data on uncontrolled transactions is not available

™ See OECD, 2001, section 3.5, and Portner, 1999b, p. 535.

7 For more details on the development of these methods, see Horner / Owens, 1996, p. 520. Transactional profit

methods are equally applicable to permanent establishments. See Dirz, 2004, p. 382.

For more details, see chapter 3.3.2.1.

2 See OECD, 2001, section 3.6.

7 See OECD, 2001, section 3.6, and Horner / Owens, 1996, p. 520; Pormer, 1999b, p. 536; Oestreicher, 2000, p. 66;
Commission of the European Communities, 2001, p. 258.

% See Portner, 1999b, p. 535; Kaminski, 2000, p. 152; Portner, 2001, p. 95; Graf, 2003, p. 242.

75 For more details, see chapter 3.3.2.1.

7% See OECD, 2001, section 3.28, and Commission of the European Communities, 2001, p. 258; Jacobs (Ed.), 2002,
p. 940.

77 See OECD, 2001, section 3.27, and Kaminski, 2001, p. 136; Jacobs (Ed.), 2002, pp. 940-941.
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at the time of the controlled transaction and it may be difficult to calculate arm’s length net margins
since the net margins can be influenced by factors that either do not have an effect or have a less

substantial effect on price or gross margins.””®

When evaluating the transactional profit methods in light of inter-nation equity, it is assumed that
the TPSM can to a certain extent take specific facts and circumstances of affiliated enterprises into
account,”” whereas the TNMM does not consider the particularities of affiliated groups at all.
Consequently, under the TNMM, with regard to inter-nation equity, the same issues as those for
traditional transaction methods occur. In addition, also the TPSM considers the particularities of
affiliated entities only to a certain extent and its application has to be in line with the arm’s length
principle. Therefore, according to both approaches, the issues outlined in the analysis of the
traditional transaction methods occur again, since the profits generated by affiliated entities cannot
readily be allocated according to their source. Thus, the requirement of inter-nation equity is not

met.”®0

As regards feasibility, the TPSM does not require the same degree of comparability as traditional
transfer pricing methods. The TPSM may therefore be more feasible in a way, for example in those
cases in which no such transactions between uncontrolled parties can be found, as for interrelated

781

transactions or unique intangibles.” However, it is debatable whether the data necessary for the

profit split is available with reasonable effort.”s2 Moreover, it is presumed to be difficult to identify

8 A double taxation of profits can only

the contribution of each entity for the functional analysis.
be prevented if the criteria applied by the respective jurisdictions for profit splitting are the same.”®*
As regards the TNMM, in principle, the same feasibility issues as with the RPM and the CPM
occur, except that the TNMM requires less detailed information. In addition, since the TNMM is
based on the net profit margin, differences between controlled and uncontrolled transactions in the

functions performed have less influence.’® Thus, in these regards, the TNMM can be considered to

T8 See OECD, 2001, section 3.29-3.30, and Kaminski, 2001, p. 137.

" The TPSM is therefore considered to be flexible insofar as it can take these differences into account while still

constituting an arm’s length approach by reflecting what independent parties would reasonably have concluded in

a comparable situation. See OECD, 2001, section 3.6. For more details on the characteristics of affiliated entities,

see chapter 6.3.1.1.1.

For more details on the analysis of the traditional transaction methods with regard to inter-nation equity,

see chapter 6.3.1.2. For a comparison between the TPSM and the consolidation and apportionment approach,

see Portner, 1995, p. 357.

8 See OECD, 2001, section 3.6, and Commission of the European Communities, 2001, p. 258; Vigele / Borstell /
Raab / Diessner, 2004, chapter D, section 311.

8 See Portner, 1995, p. 357; Kaminski, 2000, p. 156; OECD, 2001, sections 3.8-3.9.

8 See Kaminski, 2001, pp. 189-190.

¢ See Kaminski, 2001, pp- 160, 194-195; Graf, 2003, p. 242. At least in theory, with this two-sided approach, only
the profit actually achieved by the group is taxed. See also OECD, 2001, section 3.7.

™ See OECD, 2001, section 3.27, and also Jacobs (Ed.), 2002, p. 941, who argues that the feasibility of the TNMM
is restricted due to the numerous requirements established by the OECD.
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be more feasible than the traditional transaction methods, but the other feasibility issues still exist.
For example, a double taxation of profits can only be prevented if the jurisdictions apply the same
method for determining and defining profits.”® To sum up, even if some feasibility issues can be
softened by the use of the transactional profit methods compared to the traditional transaction
methods, the general problems of finding the necessary data and identifying comparable
transactions still exist. Other important issues inherent to the transactional profit methods are that,
in practice, independent parties only rarely establish their prices based on a profit method.”®’
Furthermore, profit margins or splits can be effected by factors that are imrelevant to the

determination of transfer prices, such as management inefficiencies.”®®

To sum up, transactional profit methods constitute an improvement compared to the traditional
transaction methods in certain respects.”® However, since they are still based on separate
transactions, the feasibility issues that result from taking into account separate transactions still
exist. In addition, the TPSM and the TNMM are still intended to approximate arm’s length pricing
by requiring that profits arising from controlled transactions are comparable to profits arising from
uncontrolled transactions.”® Thus, the structural issues inherent in the arm’s length principle, such
as the general incompatibility with the economic reality of affiliated entities and the issues of
comparability, can be lowered only to a certain extent and still exist. As a consequence, it has to be
examined whether a method of profit allocation based on a consolidation of profits and formula

apportionment can resolve these issues in a better way.
7.3.2. Consolidated Tax Base and Apportionment of Income

7.3.2.1.  General Attributes of the Consolidation and Appoertionment Approach

The development and use of the consolidation approach along with formula apportionment can be
traced back to the fact that the application of the arm’s length principle to the changed
organisational structures does not provide reasonable results. As analysed above, the arm’s length

principle cannot adequately capture the many subtle and largely not quantifiable transfers of value

786
87
788
789

See Kaminski, 2001, pp. 137, 144-145.
See OECD, 2001, sections 3.2, 3.54, and Commission of the European Communities, 2001, p. 258.
See Commission of the European Communities, 2001, p. 258.
As regards the argument that for e-commerce transactions, the TPSM can lead to a more reasonable allocation of
profits than the traditional transactional methods and constitutes a more pragmatic approach, see Horner / Owens,
1996, p. 521; Portner, 1998a, p. 550; ibid., 1999b, p. 536, ibid., 2000, p. 895; ibid., 2001, p. 95. See also
Kaminski, 2001, pp. 185-194, who argues that the TPSM is not suitable for e-commerce transactions since it is
difficult to determine the profits generated by a certain transaction and since the necessary data is not documented
adequately. Before the advent of ICT, the TPSM was in particular suggested for licence agreements and global
trading. See Portner, 1995, pp. 357-360; Kaminski, 2001, pp. 166-177. The TPSM is also suggested as an
alternative method of profit allocation for permanent establishments. See Portner, 1998a, p. 551; ibid., 2000,
o PP 896-897; ibid., 2001, p. 99; Dirz, 2004, pp. 382-384.

See OECD, 2001, section 3.3.
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taking place between different parts of an affiliated group.”™® Particularly due to the increased use of
ICT within the economy, the issues inherent in the arm’s length principle are accumulated to a great
extent and are now raised in a new dimension. It is in the following examined whether and to what
extent the approach of a consolidated tax base in combination with formula apportionment
constitutes a more suitable method of profit allocation in light of the different evaluation criteria.
The analysis comprises both affiliated groups and head offices with permanent establishments. The
focus of the analysis is on issues that arise due to the increased use of ICT. In addition, the analysis
is focussed on the implementation of a consolidated and apportionment approach in the European
Union, since implementing such an approach represents a suitable alternative particularly for
economic markets such as the European Union. This is due to the widespread use of ICT across
Europe and to the ongoing European integration with regard to economic and financial markets with
cross-border transactions taking place to a great extent. Up to now, this level of integration has not
been achieved in the field of taxation. Currently, 25 different company tax systems are coexistent.
As a consequence, the aforementioned issues inherent in the arm’s length principle with regard to
the ICT-induced organisational changes are raised to a great extent in the European Union. In the
study issued by the European Commission in 2001, transfer pricing issues turned out to be one of
the main current tax obstacles in the European Union.”* Based on these results, the European
Commission has made different suggestions for reforming and harmonising company taxation in

the European Union which are all based on the approach of a consolidated tax base.””

The basic characteristics inherent to the consolidation and apportionment approach differ from the
basic attributes of the arm’s length principle insofar as the former is not based on comparable data
but considers the unique economic situation of only one economic entity. As a consequence, it is
not presumed that transactions between controlled parties are comparable to those between
uncontrolled parties. Thus, the issues of finding and identifying comparable transactions resuiting
from the increased use of ICT which play a decisive role for the functioning of the arm’s length
principle do not have an impact in the case of the consolidation and apportionment method.”* In
addition, the consolidation approach considers an affiliated entity as one single entity for tax
purposes. Thus, the basic economic essentials immanent in an affiliated group, i.e. the fact that
affiliated groups are highly integrated and that excess profits result within the group, are taken into

account.” In contrast to the arm’s length principle, the theoretical rationale of the consolidation

™ For more details on the formula apportionment approach, see chapter 3.3.2.2. For a detailed analysis of the

appropriateness of the arm’s length principle, see chapter 6.3.

See Commission of the European Communities, 2001, p. 371.

For more details, see chapter 3.3.2.2,

For a discussion of these issues inherent in the arm’s length principle, see chapters 6.3.1.1.2.-6.3.1.1.4.

See also Bird, 1986, p. 343, Coffill / Willson Jr., 1993, p. 1114. For more details on the excess profits generated
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and apportionment approach is in accordance with the economic reality of groups of companies.
Furthermore, even if both approaches in general seek to allocate the profits according to their
source, the arm’s length principle is focussed on determining the right operating profit of each
company, whereas formula apportionment is rather aimed at providing for a non-arbitrary and
verifiable profit allocation on the basis of suitable apportionment factors. Therefore, this approach
can in general only provide an estimate of the geographic source of income.” The formula should

contain factors that reflect the geographic origin of income.”’

Based on these differing basic characteristics, several general assumptions can be derived when
comparing the formula apportionment approach to the arm’s length principle with regard to the
evaluation criteria stipulated above. The criterion of inter-nation equity calls for a profit allocation
between different source jurisdictions according to the profit-generating activities.””® Since the
consolidation approach takes into account the existence of economies of scope resulting from the
integration between the different parts of the commonly owned business, the underlying theoretic
rationale of the approach is in line with the economic reality. Therefore, the consolidation and
apportionment approach has the potential to allocate the profits according to the profit-generating
activities.”® Whether and to what extent an equitable allocation between jurisdictions can really be
achieved when implementing the approach in practice depends on the definition of the consolidated
group, on the scope of apportionable income and on the design of the allocation formula.®® It has to
be kept in mind here that it is in practice not possible to determine the source of firm-specific excess

profits on an economic rationale.®”’

In addition, the intention behind the consolidation and apportionment approach was to provide a
pragmatic solution for profit allocation among jurisdictions in order to better cope with the
feasibility issues inherent to the arm’s length approach. In those cases in which the arm’s length
principle is simply not feasible because comparable data does not exist or because single
transactions cannot be identified, formula apportionment is intended to represent a more workable
solution.®? Furthermore, with regard to the benchmark for profit allocation, the complex search for

comparables and their identification is replaced by a simple, generalised mathematical formula. Due

within affiliated entities, see chapter 6.3.1.1.1.

Thus, formula apportionment does not attempt to identify the precise geographic source of a company’s profits.
See Weiner, 2002a, p. 3; Oestreicher, 2003, p. 44.

See also Commission of the European Communities, 2004a, p. 5; Hellerstein / McLure Jr., 2004, p. 208.

For more details, see chapter 5.1.2.

See also Musgrave, 1984, p. 236, who states that this fact provides a more fundamental rationale for applying the
unitary approach than the feasibility issues with regard to the arm’s length principle.

With regard to these aspects, see chapter 7.3.2.2. and chapter 7.3.2.4.

For more details, see chapters 5.1.2.,, 6.3.1.1.1., and 6.3.1.2.

See McLure Jr., 1989, p. 246.
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to the simplicity of this formula, the application of formula apportionment is supposed to be more

cost-effective in practice than the arm’s length principle.

Moreover, the consolidation and apportionment approach has the potential to prevent the risk of
double taxation inherent to the separate entity approach if the same formula is applied across
different jurisdictions and might therefore provide taxpayer equity. Since again these facts depend
on the form of implementation in practice, a further examination of the allocation formula is
necessary. In addition, with regard to neutrality and incentive compatibility, formula apportionment

is deemed to better cope with the issue of income shifting inherent to the arm’s length principle.go3

However, when implementing the consolidation method along with formula apportionment in
practice, it depends on the definition of the consolidated group, on the scope of the income to be
consolidated and on the apportionment mechanism used whether a taxation based on formula
apportionment is in accordance with the above-mentioned evaluation criteria. Since the
organisational structures changed by the use of ICT also have an impact on the suitability of the
formula apportionment approach, it has to be examined whether a solution for these issues can be
found. For example, the fact that intangible assets are increasingly important for the generation of
profits entails issues of locating and valuating intangibles also when applying formula
apportionment. It has to be analysed in the following whether the objectives of inter-nation equity,
feasibility, taxpayer equity and neutrality can be met in a better way than according to the arm’s
length principle. Therefore, subsequently, the delineation of the affiliated group, the scope of the
apportionable income and the methods of profit apportionment are analysed in more detail with
regard to their suitability in light of the evaluation criteria in the age of ICT. The stages necessary to
implement the consolidation and apportionment approach that are discussed subsequently in more

detail are shown in the following figure.

803 See McLure Jr., 1989, p. 245, ibid., 1997, p. 864; McLure Jr. / Weiner, 2000, p. 267; Jacobs (Ed.}, 2002, p. 949.
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Figure 7.2:  Stages to Implement the Consolidation and Apportionment Approach

1. Definition of the consolidated group

=> Whose income is to be consolidated?
a2

2. Definition of the income to be consolidated
as regards

- the geographical scope and
- the categories of income

=> Which income is to be consolidated?

@

Consolidation of profits

=> Which consolidation rules should be
applied?
8

Apportionment of the consolidated
profits

~

=> Which formula should be applied?

Il

Definition of the jurisdiction to tax

L

=> Which jurisdictions are entitled to tax a
part of the consolidated tax base?

7.3.2.2.  The Delimitation of the Consolidated Tax Base

For implementing formula apportionment, first, the appropriate scope of the consolidated tax base
has to be determined. In the following, it is discussed against the background of the ICT-induced
economic changes whose income is to be consolidated, i.e. the definition of the group, and which
income is to be consolidated, i.e. whether some parts of the income should be excluded from the
apportionable base. It is further assumed that the territorial scope of the consolidated group is

limited to the European Union according to the so-called water’s edge approach.804

7.3.2.2.1. Defining the Consolidated Group

To implement the consolidation and apportionment approach, it is required to define the
consolidated group. Whilst the inclusion of permanent establishments is obvious, the inclusion of

subsidiaries depends on the delimitation of the consolidated group which can be defined either in

84 The question of the territorial scope of the consolidated tax base, i.e. the income from where should be

apportioned, is not discussed in more detail, since this question is of a general nature and not particularly related to
ICT. For a further discussion of this issue in the context of the EU, see McLure Jr. / Weiner, 2000, p. 259;
Commission of the European Communities, 2004, pp. 9-12; ibid., 2004a, p. 10; Hellerstein / McLure Jr., 2004,
pp. 206-207. For a detailed discussion of income from third countries the context of HST, see Lodin / Gammie,

2001, pp. 54-55, 86-87, who argue in favour of exempting profits of branches located in, and dividends derived
from, countries outside the EU.
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terms of legal or economic relationships.*™ In general, an affiliated group may be defined by legal
criteria such as a minimum holding quota (financial integration) or by the economic criteria of an
integration of central functions and the existence of economies of scope (economic integration) and
a common control or a common management (organisational integration). In the following, these
approaches are first outlined and then discussed with regard to their compatibility with the

evaluation criteria in the era of ICT.%%

7.3.2.2.1.1 Description of the General Approaches

According to the legal definition of an affiliated group, all affiliates exceeding a certain direct or
indirect ownership threshold are included in the affiliated group.*”” The level of ownership may

amount from more than 50% up to 100% %%

Alternatively, the scope of the affiliated group and,
thus, of the consolidated tax base, can be defined in economic terms. Under this approach, all
entities which are related to one another as a single economically integrated business belong to the
affiliated group. As regards the organisational integration, common control is considered to be a
necessary prerequisite for the existence of an affiliated group, since in the absence of common
control, firms can pursue their own objectives, rather as non-affiliated companies do.*® Common
ownership is deemed to be usually, but not always, indicative of common control.¥'° In addition, as
regards the economic integration, the existence of economic interdependencies such as an
integration of central functions is required, which may result in economies of scale and scope or in
cost reductions due to shared expenses.®'' To justify a finding of unity, these interdependencies
must be substantial, so that an allocation based on separate accounting does not provide a reliable

result and is practically impossible 52

805 S . - " -
The delineation according to economic criteria can also be based on entities of the company’s organisational

structure, such as organisation departments or value added processes. For detailed approaches based on value
added processes, see Oestreicher, 2000, pp. 208-217, 230; Graf, 2003, pp. 250-258.

For a discussion of the control-concept under IAS 27 as a basis for defining the consolidated group which is
mainly based on legal aspects of exerting an influence, see Schreiber, 2004, pp. 222-223.

See also Commission of the European Communities, 2004, p. 4.

See also Lodin / Gammie 1999, p. 292; Schon, 2002, p. 281; Commission of the European Communities, 2004,
p 4

See McLure Jr., 1984, p. 105. Common control may even exist at a lower threshold than a certain majority
ownership percentage, as it exists if the parent entity exercises some influence on the affiliated companies for the
purpose of reaching its own objectives. See Weiner, 2002a, pp. 7-8; Commission of the European Communities,
2004, p. 4. From an economic point of view, common majority is neither necessary nor sufficient for the existence
of an affiliated entity. See McLure Jr., 1984, p. 103.

See McLure Jr., 1984, p. 105.

For examples for such economies of integration, see footnote 555.

See McLure Jr., 1984, p. 105. For further details on the economic approach of defining a unitary business,
see McLure Jr., 1984, pp. 106-108; McLure Jr. / Weiner, 2000, p. 266, who propose the “three-stage test”, an
approach similar to the one outlined here.
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7.3.2.2.1.2 Assessment of the Approaches in Light of the Evaluation Criteria

The two aforementioned approaches are now assessed in light of the above-mentioned evaluation
criteria. To permit that an allocation of profits is consistent with inter-nation equity, the scope of the
attributable profits should include all relevant sources of profits and these profits should be
allocated in accordance with the profit-generating activities. In general, the economic approach of
defining the consolidated group is assumed to be more in line with the economic reality and thus
more coherent with the conception of merging the group income together and apportioning it}
Thus, the economic approach can better take the interrelations between different entities into
account. Since these particularities such as economies of scale and scope between different legal
entities are one major reason and justification for implementing a consolidation and apportionment
approach, such interrelations should lay the foundations for determining the delineation of the entity
whose tax base is to be apportioned.®™* It thus seems that economic criteria have the potential to
better guarantee inter-nation equity than a legal criterion, since the economic approach can — due to
the more realistic definition of an affiliate group - better provide an inclusion of all the relevant
sources of profits.®'> Therefore, from a theoretical point of view, the delineation of the consolidated

group according to economic criteria should be favoured.

However, in addition to these theoretical criteria, the method for the determination of the affiliated
group also has to be feasible, meaning that it can be administered by both the taxpayer and the tax
administration and that it can be implemented in a cost-effective way. Defining a consolidated
group according to a legal ownership test is workable, cost-effective, provides certainty with regard
to the entities to be included and can be implemented quickly.®'® In contrast, it seems that the
definition of the consolidated group according to economic criteria requires a high administrative
effort, is rather subjective and does not provide legal certainty.®'” Therefore, this approach is
considered to be less feasible than the legal approach. Taking the example of the United States,
there is no uniform definition of a unitary business for state tax purposes, but four tests are applied

which have been developed by the courts and which are mainly based on economic criteria.*'® Even

813
814
815

See Commission of the European Communities, 2004, p. 5.

See also Li, 2002, p. 84S; Hellerstein / McLure Jr., 2004, p. 204.

For example, it has been argued that under a legal approach, it is possible that a company is under a majority
ownership but economically unrelated. Then, the income of these entities would be sourced by reference to
apportionment factors that would not have contributed to the production of the income in question. See Coffill /
Willson Jr., 1993, p. 1114 for further examples; Commission of the European Communities, 2004, p. 33;
Hellerstein / McLure Jr., 2004, p. 205.

See also Li, 2002, p. 845; Commission of the European Communities, 2004, p. 5.

See also Commission of the European Communities, 2003, p. 22.

These tests combine the aforementioned criteria of a financial, economic and organisational integration in a
slightly different way. For further details, see Miller, 1984, pp. 140-149; Coffill / Willson Jr., 1993, pp. 1113-1114;
McLure Jr. / Weiner, 2000, pp. 264-265; Oestreicher, 2000, pp. 136-139.

8l6
817
818



167

though the unitary method has already been applied for a certain time in the United States, it is
stated that almost overwhelming problems exist in attempting to define with any degree of precision
what constitutes a unitary business.®! Thus, already before the increase in the use of ICT, defining
an affiliated entity was extremely difficult and constituted a major source of administrative
complexity.820 The use of ICT reinforces the issue of defining an affiliated group, as with the
increase in and the diversity of hybrid forms of co-operation, the economic entities’ boundaries are
blurring and economic interrelations are even harder to identify. Now, economic criteria can less
than ever provide a clear-cut definition of an economic entity. Instead of boundaries that are clearly
defined by attributes such as intercompany participation, ownership of property or a hierarchical
organisation, various hybrid forms of co-operation constituting a complex network of relationships
between companies or affiliated groups result in blurry boundaries.®?' Since it is often difficult to
find out whether common control exists within these relationships, it becomes more and more
difficult to determine the exact boundaries of an economic entity. Therefore, the emergence of
hybrid forms of co-operation in the age of ICT increases the uncertainty with regard to the

boundaries of an economic entity.

Moreover, the definition of an affiliated group shall not be susceptible to manipulations. One
disadvantage of the legal approach is that it may open the door for abuse, since a minimum holding
quota can be circumvented easily by companies carefully adjusting their ownership interests in
other corporations for tax minimisation purposes, depending on whether consolidation or separate
company reporting was more advantagcous.822 Here, anti-abuse measures can be helpful, such as
setting a rather high threshold for inclusion in the group or stipulating a certain minimum amount of
time before subsidiaries can benefit from the advantages of consolidation.*”® In addition, both legal
and economic criteria entail issues of manipulation in the form of profit shifting by use of transfer
pricing if the definition of the consolidated group is more restrictive than the real scope of group

control. Then, entities outside the group can be used for profit shifting.?**

9 See Coffill / Willson Jr., 1993, p. 1114. See also Hellerstein / McLure Jr., 2004, p. 204, who state that *... the use

of economic criteria to define the consolidated group is a recipe for uncertainty and inconsistency in the
determination of the consolidated group.”

See Luttermann, 1996, p. 944.

For further details and quotations on the emergence of hybrid forms of co-operation, see chapter 2.4.4.

822 See Coffill / Willson Jr., 1993, p. 1114; Weiner, 2001, p. 383; ibid., 2002a, pp. 6-7; Commission of the European
Communities, 2004, p. 5; Hellerstein / McLure Jr., 2004, p. 205.

See Commission of the European Communities, 2004a, p. 10; Hellerstein / McLure Jr., 2004, p. 205.

For example, it has been argued that if the delineation under economic criteria is more restrictive than under legal
criteria, affiliates that are not within the scope of the group can be used for shifting profits by transfer pricing. For
more details, see Commission of the European Communities, 2004, p. 6; Oestreicher, 2005, p. 89.
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7.3.2.2.1.3 Ceonclusion

To summarise, basically, two possibilities exist: one that is conceptually attractive, but
administratively cumbersome, and one that is administratively attractive but entails the issue of
manipulation.®® In theory, an affiliated group should be defined according to economic criteria, as
it depends just on the economic realities — the contribution and dependency between the activities of
several affiliated entities — whether an affiliated group exists.®? However, since a legal approach
seems to be the only workable approach, a minimum holding quota can provide a workable solution
in practice.®” Under a rather narrow legal definition by use of a high threshold, issues of profit
shifting as mentioned above occur, whereas with a lower threshold, issues of distortion and
manipulation of the ownership threshold rather occur.®® Thus, the inclusion of 75%-shareholdings
allowing for changes in the company statutes can constitute a middle course.?” The advantage of
the consolidation and apportionment approach consists in the fact that it is no longer necessary to
determine the residence of every company, since the taxable entity is the whole group. Thus, the
issues of determining a company’s residence discussed in chapter 6.1. and chapter 7.1. are mitigated

to a certain extent.®*®

7.3.2.2.2. The Tax Base Distinguished from the Apportionable Tax Base

Furthermore, it is debatable whether all sources of income of the entities belonging to the affiliated
group should be consolidated and apportioned by formula or whether particular elements should be
excluded from apportionment and be allocated directly on the grounds of their particular nature.

Here, a distinction can be made between business and non-business income.®*' Business income
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See Hellerstein / McLure Jr., 2004, p. 205.

See also McLure Jr., 1984, p. 90.

Coming to the same result, see Commission of the European Communities, 2004a, p. 10; Hellerstein / McLure Jr.,
2004, p. 206.

If the group includes affiliates owned less than 100%, the question arises whether the entire 100% profits of such
group units should be apportioned by formula or only that share of income equal to the ownership percentage of
the consolidated group in the affiliates. For a detailed discussion, see Commission of the European Communities,
2004, p. 7; Hellerstein / McLure Jr., 2004, p. 205. Given a high ownership threshold, it seems under feasibility
aspects reasonable to include the whole income of the affiliate. Thus, the minimum holding quota of 50% under
IAS 27.12 is not considered to be suitable for tax purposes. See Commission of the European Communities, 2003,
p- 20; Schreiber, 2004, p. 223.

See also Scheuchzer, 1994, pp. 241-242 and section 2 of the Proposal for a European Directive on Cross-Border
Loss Compensation which suggests a 75%-threshold, and Schreiber, 2004, p. 223, who suggests a minimum
holding quota that allows for changes in the company statutes. For example, a 100% threshold is currently applied
in Australia, Denmark and Japan, whereas more than 95% ownership are necessary in France, Luxembourg and
the Netherlands. For an overview of national regulations, see Endres, 2003b, pp. 461-482; ibid., 2003c, pp. S 37-
S 40. With regard to the different proposals made by the European Commission, the HST approach differs from
the other concepts insofar as it is based on the definition of an affiliated group in the home state. Thus, differing
definitions of the affiliated group might lead to inconsistencies and double taxation. Since the other three concepts
allow for a new, uniform Europe-wide definition of the affiliated group, they are deemed to be preferable.

See also Doernberg / Hinnekens / Hellerstein / Li, 2001, p. 372; Brunsbach, 2003, p. 209, and footnote 463.

This distinction is made in the United States, since under the United States Constitution, a state is only allowed to
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typically includes all income arising from the activities of the regular business, whereas non-
business income typically includes income such as capital gains, dividends, interest receipts and
rents. It is assumed that the source of these types of income is identifiable since they are connected
with one taxing jurisdiction and would therefore be allocated to the jurisdiction where the income-

d.%? However, royalties have to be included in the taxable base. If they

producing activity is locate
were not included, the issue of profit shifting would still exist, since intangible assets can be

relocated easily for tax purposes.

Normally, formula apportionment is intended to be applied to those parts of income whose source
cannot be determined easily. Since, in practice, formula apportionment can lead to a rather inexact
attribution of income, income whose source can be identified would, under formula apportionment,
not be allocated according to its source. Consequently, under inter-nation equity, it is preferable not
to include non-business income in the apportionable tax base but to directly allocate it to its source.
In addition, the administrative burden of distinguishing between business and non-business income
is assumed to be higher than the advantages resulting thereof, since the distinction is notoriously
difficult to make.®>> Furthermore, no automatic loss offset across all categories of the group income
would be possible.®* Thus, in the end, it seems under feasibility considerations preferable to
apportion all sources of income by formula apportionmem.835 Subsequent to the determination of
the scope of the profits to be included, the tax base is consolidated in order to obtain one

consolidated tax base of the whole affiliated group.®*

7.3.2.3.  The Jurisdiction Entitled to Tax a Part of the Consolidated Tax Base

Pursuant to the delimitation of the group’s consolidated tax base, it has to be determined in a next

tax income produced by the taxpayer’s activities with which it has a substantial connection. For more details,

see Coffill / Willson Jr., 1993, p. 1112; Hellerstein / McLure Jr., 2004, p. 202.
B2 See also Musgrave, 1984, p. 235.
83 See Hellerstein / McLure Jr., 2004, p. 203, who state that in the United States, this distinction has been subject to
considerable litigation. In addition, business income is in general far more significant than non-business income.
See Commission of the European Communities, 2004, p. 9.
85 See also Commission of the European Communities, 2004a, p. 10; Schreiber, 2004, p. 224. If 100% of the
corporate tax collected is based on formula profits, a very high level of standardisation in the formula is required.
See Commission of the European Communities, 2001, p. 420, who state that in the United States, up to 19% of the
income is allocated according to a formula, in Canada up to 37% which is due to the level of standardisation in
formulae.
For further details on the consolidation rules, see Commission of the European Communities, 2003, pp. 19-20;
Schreiber, 2004, pp. 223-224. For an overview of the consolidation rules currently used in Europe, see Endres,
2003b, pp. 461-482; ibid., 2003c, pp. S 37-S 40. In addition, an agreement on the basic rules for a uniform tax
base has to be achieved. Here, the set of IAS / IFRS may serve as a common basis which has to be modified
adequately for tax purposes. For a discussion of the suitability of IAS / IFRS as a starting point for a common
European tax base, see Oestreicher / Spengel, 2001, pp. 889-902; Commission of the European Communities.
2003, pp. 16-21; Spengel, 2003, pp. 310-314; ibid., 2003a, pp. 29-36, 67-72; ibid., 2003b, pp. 253-266; Centre for
European Policy Studies, 2004, pp. 4-9; Rddler, 2004, pp. 372-375; Schreiber, 2004, pp. 224-226; Spengel, 2004,
pp. 130-140.
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step which taxing jurisdictions are entitled to tax the consolidated tax base. It is assumed here that
the apportionment of income is effected according to micro factors such as payroll, property, sales

d.837

or value adde As a basic principle, only those jurisdictions in which at least one of the factors

of the formula is found should be entitled to tax profits of the group.838

The approach of basing the jurisdiction to tax on the mere existence of apportionment factors in a
country seems to be the most consistent with the logic of formula apportionment.839 However, this
approach is supposed to be problematic with regard to administrative feasibility, cost-effectiveness
and the encouragement of international trade.**® In addition, as regards the sales factor, a taxation of
doing direct business would take place in the source country which is not consistent with the current
international interpretation of infer-nation equity according to the supply approach which is
favoured here. This tax treatment would even go beyond the introduction of a force-of-attraction
rule as outlined in chapter 7.2.1.1.3. Thus, under feasibility considerations, minimum thresholds

from which on a taxation takes place should be established for the apportionment factors.

Thus, it seems suitable to use the aforementioned modified definition of a permanent establishment
as a minimum threshold to determine whether a company should be subject to tax in the source
jurisdiction 34! Taking this definition as a basis, at least either the payroll or the property factor
would exist at the place of the permanent establishment, since they form the basis of the permanent
establishment definition.**> However, the factor of sales by destination is neither considered in the
actual permanent establishment concept in the OECD Model nor in the proposed reforms. Thus,
basing the jurisdiction to tax on the permanent establishment definition is insofar more restrictive,
as a mere consumer market does not represent a justification for a jurisdiction to tax. When basing
the jurisdiction to tax on the permanent establishment definition, an inclusion of the sales factor in
the apportionment formula would be similar to implementing a force-of-attraction rule in the
permanent establishment definition as discussed in chapter 7.2.1.1.3. The advantages of the

permanent establishment approach are that this approach is already a common legal concept which

7 For a discussion of different micro factors, see chapter 7.3.2.4. The determination of the jurisdiction to tax depends

to a certain extent on the choice of the apportioning formula. For further details on the choice of macro factors or
the use of some industry aggregates and the implications for the jurisdiction to tax, see Commission of the
European Communities, 2001, pp. 414-415; Commission of the European Communities, 2004, pp. 12-14;
Sgrensen, 2004, p. 96; Wellisch, 2004, p. 271.
a0 Thus, the choice of factors has a bearing on the jurisdiction to tax.

See OECD, 2003, section 295.
¥ See QECD, 2003, section 295, who argue that this approach might be difficult to administer and that it is debatable
whether enough revenue is at stake to justify the cost of compliance. Thus, the same arguments that have been
discussed in connection with the minimum threshold inherent in the permanent establishment definition are again
valid. For more details, see chapter 7.2.1.1.
See also Mintz, 1999, p. 405; Commission of the European Communities, 2004, p. 13. For more details on
reforming the definition of a permanent establishment, see chapter 7.2.
Thus, the situation that a permanent establishment exists but that no apportionment factor is located there does not

838

842



171

is considered to represent a suitable minimal threshold for the allocation factors of payroll and
property and, as the case may be, for the value added factor. Therefore, this approach is considered
to be feasible in practice. In addition, this minimum threshold does not infringe inter-nation equity
in an unjustifiable way. With regard to the sales factor, it is deemed to be in line with the current
interpretation of inter-nation equity that the mere existence of a consumer market in a source
jurisdiction does not entail a taxing right. To conclude, the jurisdiction to tax shall not be based on
the existence of at least one of the apportionment factors, but on the existence of a permanent

establishment by taking into account the reform proposals outlined in chapter 7.2.

7.3.2.4. The Factors to be Included in the Formula

Subsequent to the definition of the apportionable tax base and the determination of the jurisdictions’
right to tax, the apportionment mechanism has to be defined. Firstly, the method of formula
apportionment on the basis of the three apportionment factors payroll, property and sales is

discussed.*** An example of a formula with equal wei ghts for all three factors is shown below.

8" =crg| L L L1 K 15

+
3L 3YK 338

TB = Tax base

FA = Formulary apportionment
CTB = Consolidated tax base
L =Labour

K = Property

S = Sales by destination

In the following, the different apportionment factors are assessed with regard to their
appropriateness in light of the evaluation criteria. Firstly, to be in line with inter-nation equity, all
relevant sources of the generation of income have to be included in the apportionment formula to
provide an allocation that is as similar to the real location of profits as possible.®* Secondly, the
apportionment factors have to be feasible in practice, meaning that the valuation and localisation of
the factors should be possible without too much effort and that the apportionment formula has to be
acceptable by the jurisdictions.845 In connection with this, the location of the factor and the resulting

profit attribution should not be directly influenceable by the companies to ensure that the factor

occur.
For quotations on an allocation based on macro factors, see footnote 837.
84 See also Wellisch, 2004, p. 271.

¥ See also Schreiber, 2004, p. 221.
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cannot be manipulated easily.s“6 Here, the fact that the inclusion of a factor in the formula works as

if the jurisdiction imposes the factor directly provides incentives for circumventive acti vities.®’

7.3.2.4.1. Payroll Factor

The payroll factor reflects the contribution of labour as a production factor to the generation of
income. The payroll can be calculated by the total cost of all kind of labour compensation paid to
employees, such as salaries, commissions, and bonuses. These variables can in general be
calculated easily.®*® The payroll factor is located at the place where the employee actually works,*
If an employee exerts his activities at different places, the payroll could be allocated to each country
on the basis of the time spent there.®® In the end, a clear localisation of the payroll factor is

assumed to be possible.

Due to the increased importance of human capital as a value-creating factor, it is nowadays in either
case necessary to include the payroll factor in the formula to consider all relevant factors of income
production. Then, an allocation of income similar to the actual source of profits as required by the
criterion of inter-nation equity could be achieved. The implementation of the payroll factor in the
formula is also deemed to be feasible, since this factor can be valued and localised easily‘851 Thus,
since the location and valuation of the payroll factor is often clear-cut, the payroll factor is deemed

not to be prone to manipulation.®>

¢ See also Schreiber, 2004, p. 221; Wellisch, 2004, p. 272. For example, within the EU, the incidence of profit
shifting depends on the degree of harmonisation of the corporate tax rates.

For a detailed analysis, see McLure Jr., 1980, pp. 328-337, and also Wellisch, 2004, pp. 268- 269.

Also the alternative of using the number of employees instead of payroll is hardly satisfactory due to the
differences in labour productivity. Therefore, the aforementioned definition of payroll is the relatively best
alternative. For a detailed discussion of the issues of international differences in wage rates and the implicit
assumption of equal labour productivity inherent in this approach, see Oestreicher, 2000, pp. 184-190;
Commission of the European Communities, 2004, pp. 17-18.

This approach is similar to the one of determining the localisation of employees inherent in the permanent
establishment definition outlined in chapter 7.2.1.2.

8% See also Li, 2002, pp. 847-848; ibid., 2003, p. 600; Schreiber, 2004, p. 222. According to the practice in the
United States, payroll is assigned to a country if the majority of the employee’s services are performed there.
If services are performed in several states, a kind of a tie-breaker rule is applied. The payroll is attributed to the
state in which a part of the services is performed and where the employee’s base of operations is located, where
the services are directed or controlled or where the employee’s residence is located. See Multistate Tax
Commission, 2004, Reg. IV.14.(1); Weiner, 2001, p. 385.

Therefore, the payroll factor is the least controversial of all three factors in the United States. See Coffill /
Willson Jr., 1993, p. 1107; Hellerstein / McLure Jr., 2004, p. 211.

See also Schreiber, 2004, p. 222, who argues that the payroll factor can only be influenced by a significant
extension or reduction of business activities. The Workshop on the Experimental Application of “Home State
Taxation” to Small and Medium-Sized Enterprises in the European Union recommended to use payroll as the sole
factor, if a simple formula is sought to allocate profits between the Member States. See Commission of the
European Communities, 2002a, p. 6, and Rddler, 2004, p. 371. Also in Germany, the payrol! factor currently
constitutes the only factor used. See section 29 subsection 1 of the German Trade Tax Act and Oestreicher, 2000,
pp. 145-148. A formula based solely on payroll is not adequate in those rare cases in which a server is maintained
in a certain country without any company staff. See also Commission of the European Communities, 2002, p. 6.
Then, no tax revenues would be attributed to this jurisdiction, although profits are generated there.
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7.3.2.4.2. Property Factor

The inclusion of a company’s property as a factor in the formula reflects the contribution of the
property as an income-producing factor. In the following, both tangible and intangible property are
discussed, whereas the focus is on the latter, since intangibles are particularly relevant in the age of
ICT.

A company’s tangible property should include all real and tangible property owned or rented by the
taxpayer, such as land, buildings, machinery, stocks of goods or equipment.853 Since the company’s
assets constitute a standard income-producing factor, the property factor should be included in the
formula to provide an allocation that can reflect the source of profits as exactly as possible in light

854

of inter-nation equity.”* The localisation of tangible property is easily possible in the majority of

cases.®> With regard to the valuation, the measurement of property gives cause for concern. In
theory, a valuation according to the actual fair market value of the assets is necessary. This is
determined by the discounted value of the anticipated income inflow the property will generate.
However, since this figure is in most cases unknown in practice or its determination would entail a
huge administrative burden, it seems necessary to retreat to the property’s book value.¥® A further
issue inherent in the property factor consists in the unrealistic assumption of equal productivity.®’
Since the tangible property factor is verifiable and not very mobile and since a relocation of tangible

property in order to shift profits is rather cumbersome, manipulation of the tangible property factor

is not a serious issue.

In the digital age, intangible assets — the company’s “crown jewels” — are becoming more important
for the generation of profits, whereas the importance of tangible assets is decreasing.gs8 In light of

inter-nation equity, the property factor should comprise all the relevant parts of a company’s

8% This definition corresponds to the definition of the property factor currently used in the United States.

See Multistate Tax Commission, 2004, Reg. IV.10.(a).

The jurisdiction in which a company’s property is located is entitled to tax a portion of the income generated by

use of the property, since it provides for example legal protection and infrastructure. See Li, 2002, p. 848; ibid.,

2003, p. 601. It has also been suggested that — given that corporation tax is intended to be a tax on the return to

capital — assets should be the only apportionment formula. See Sgrensen, 2004, pp. 95-96.

85 See Li, 2003, p. 601.

856 See also McLure Jr. / Weiner, 2000, p- 269. The historical costs should be adjusted by depreciation according to
tax rules and indexed by a rate of inflation. For more details, see Oestreicher, 2000, pp. 178-179, 190-191;
Comumission of the European Communities, 2004, p. 18; ibid., 2004a, p. 5; Wellisch, 2004, p. 273. For the current
practice of valuation at original cost in the United States, see Multistate Tax Commission, 2004, Reg. IV.11.(a).

87 For a further discussion, see Hellerstein, 1993, pp. 1140-1141; McLure Jr. / Weiner, 2000, p. 269; Oestreicher,
2003, p. 44. Since this issue is not particularly related to ICT, it is not considered further.

88 See also McLure Jr., 2000a, p. 1302; Hellerstein / McLure Jr., 2004, pp. 211-212. For further details. see
chapter 2.3.3. To define the scope of intangibles in general, IFRS 38 could serve as a basis. See IFRS 38 which
defines an intangible asset as an identifiable non-monetary asset without physical substance. An asset is a resource
that is controlled by the enterprise as a result of past events (for example, purchase or self-creation) and from
which future economic benefits (inflows of cash or other assets) are expected. Thus, the three attributes of an
intangible asset are identifiably, control (power to obtain benefits from the asset) and future economic benefits

854



174

property. In addition, since royalties are included in the apportionable tax base, the formula
apportioning this tax base should include intangible assets.’ Thus, it is essential to include
intangible assets in the property factor to take the most relevant income-producing factors into
account and to achieve an apportionment of profits that is in accordance with the economic reality.
Otherwise, a decisive income-producing factor would be missing in the formula and, consequently,
the income would not be allocated to its actual sources.®®® Thus, since especially today, intangible
assets may have considerable value even though they may have no book value in the company’s
balance sheet, ignoring them would be inappropriate.?*' However, when including intangible assets
in the formula, novel issues arise, since it is inherently difficult to measure the value of intangibles

and to assign a situs to them, as discussed subscquent]y.862

With regard to the requirement of feasibility, both a valuation and a localisation of the income
generated by use of a company’s property have to be possible in practice. However, the inclusion of
intangible assets in the property factor entails issues of valuing and locating intangibles. The
theoretically preferable value of an intangible asset should be based on the discounted value of the
anticipated income inflow generated by the property.®> Again, these figures can in most cases not
be determined and they give leeway to manipulation.®® For example, one could calculate the value
of a patented intangible asset by discounting the royalties paid for its use. However, since intra-

company royalties may be distorted, transfer-pricing issues re-emerge to a certain extent 5%

It is therefore debatable whether the costs for creating and maintaining an intangible might serve as
an alternative.®® In its Transfer Pricing Guidelines, the OECD distinguishes between commercial
intangibles such as patents, know-how or designs and marketing intangibles such as trademarks and
trade names.®®’ This distinction is also used for the following analysis. Taking the example of

commercial intangibles, the costs of R&D and of obtaining legal protection of the intangible could

(such as revenues or reduced future costs).

For more details on the determination of the apportionable tax base, see chapter 7.3.2.2.2.

It is assumed here that omitting intangibles from the formula has an effect on the way of apportionment. For a

discussion, see Coffill / Willson Jr., 1993, pp. 1107-1108; Miller, 1993, pp. 250-251, who assumes that the

inclusion of intangible assets does not necessarily affect the apportionment percentage; McLure Jr., 1997,

pp. 865-867. :

81 See also Coffill / Willson Jr., 1993, p. 1110; McLure Jr., 1997, p. 865.

82 See also Frieden, 2000, p. 240; McLure Jr. / Weiner, 2000, p. 270. The treatment of intangible assets is even
called the “Achilles Heel” of formula apportionment. See McLure Jr., 1997, p. 865.

863 See McLure Jr., 1997, p. 866; Schreiber, 2004, p. 221.

864 See also Schreiber, 2004, p. 221.

85 See Commission of the European Communities, 2004, p. 19; Hellerstein / McLure Jr., 2004, p. 212; Sprensen,

2004, p. 97. For further details of the transfer pricing issues, see chapter 6.3.

See also IAS 38.74 which stipulates that subsequent to initial recognition, intangible assets should be carried at

cost less any amortisation and impairment losses.

See also footnote 57.
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be used to determine the value of the intangible.*® The valuation of marketing intangibles seems to
be more complex, since they are often developed over a period of years in the ordinary course of

89 Here, all costs that were necessary to create the intangible, such as advertising and

business.
marketing costs, should be included ®™® However, particularly in the case of intangibles such as
brand names, the costs of creating and maintaining the intangible cannot really represent the actual
value. Thus, determining the value of marketing intangibles may be problematic, since there is not
necessarily a link between the costs and the actual fair market value of the intangible.87l To sum up,
it seems that even if a valuation at the actual value of the intangibles is preferable in light of inter-
nation equity, under feasibility considerations, there is no better solution for the time being than a

valuation at costs.®”?

In addition to the valuation of intangibles, assigning a situs to them is also particularly difficult
since the real location of an intangible is rather fictional.*”® If the intangibles are valued at the costs
of creation and maintenance, they would be located in the jurisdiction where these activities take
place. For example, commercial intangibles valued at R&D costs would be located where the
biggest part of R&D is conducted, i.e. where the intangible property was developed.m“ Whilst this
approach may be workable for commercial intangibles, the location of marketing intangibles whose
value is driven by various factors may not be that clear. Under the cost approach, marketing
intangibles can either be located where the costs of developing the intangible occurred, which is the
supply jurisdiction, or where the costs for marketing activities accrued, which is often the demand

jurisdiction.®”®

88 R&D costs mainly consist of labour costs, but also of costs for materials, ingredients etc. In addition, headquarter

costs related to the license agreement or perhaps costs of assisting the licensee in effectively installing and using
the licensed product might be relevant. See Frieden, 2000, p. 217.

89 See McLure Jr., 1997, p. 866.

80 See Li, 2002, p. 849; ibid., 2003, p. 601. Again, labour costs, e.g. for publicity experts and marketing analysts,
represent a huge part of the costs. The real value of marketable intangibles depends on many factors, including the
reputation and credibility of the tradename or the trademark, the degree of quality control and ongoing R&D, the
availability of the goods or services being marketed, the extent and success of promotional expenditure and the
nature of any right created in the intangible. See OECD, 2001, section 6.4.

71 See also OECD, 2001, section 6.27; Li, 2002, p. 849; ibid., 2003, p. 601; Commission of the European

Communities, 2004, p. 19, and McLure Jr., 2000a, p. 1302, who argues that particularly in the age of e-commerce,

the value of inputs has little relation to the value of the intangible.

Furthermore, whatever factor is used for valuation, due to value added networks, it can be difficult to separate the

respective contributions performed in different jurisdictions, since intangibles often arise from the synergy effects

generated by the interaction of several affiliates in a group. See also Commission of the European Communities,

2004, p. 19.

See also Hellerstein, 1993, p. 1142; Miller, 1993, p. 250, who argues that the fictional situs of intangible property

gave rise to its exclusion in the United States. The difficulties of assigning a situs to intangibles also arise due to

the fact that a certain part of the excess profit generated within affiliated groups may be derived from intangibles.

See Li, 2002, p. 848; ibid., 2003, p. 602.

Certainly, this approach reflects a somehow limited view of the nature of intangibles. See McLure Jr., 1997,

o5 p- 867, and Li, 2002, p. 849 for an example showing the difficulties of this approach.

See also McLure Jr., 1997, pp. 865, 867, OECD, 2001, section 6.4; Li, 2002, pp. 849-850; ibid., 2003,
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Due to the difficulties of valuating and locating intangibles, it has been argued that their inclusion in
the property factor would provide an additional instrument of tax planning and profit shifting ¥’
However, to shift profits on a large scale under the aforementioned cost approach, the location of
costs, such as R&D expenditures, has to be influenced which requires at least a certain amount of
effort. Furthermore, under a consolidated and apportionment approach, the profits resulting from
intangibles cannot be centralised in one jurisdiction as it was the case under the separate entity

877 Therefore, the

approach, but are allocated to all jurisdictions under the apportionment formula.
issues of profit shifting by use of intangibles are presumed to be not too serious and they are

deemed to be less serious under formula apportionment than under the arm’s length principle.

Given the feasibility issues mentioned so far, it is debatable whether such an imperfect
approximation of intangibles in the apportionment formula is preferable compared to the complete
exclusion of intangibles. The latter possibility is also the current practice in the United States where
intangible assets are not included in the property factor to avoid the immense feasibility issues.’”®
When this rule was established in the 1950s, a manufacturing age, its possible negative impact as
outlined above did not carry weight, since intangible assets were not a significant income-producing
factor in this time.*”” However, the fact that tangible property rather diminishes in importance raises
the question about the utility of a property factor focussing exclusively on tangible property.880 Asa
counter-argument, it has been argued that this negative impact might be compensated through other
factors. If intangibles are not considered separately, their value would be allocated on the basis of
the remaining factors, i.e. payroll, tangible property and sales. For commercial intangibles, the
activities that gave rise to the intangible and the ongoing costs of maintaining it are then reflected
by the property and the payroll factor, since the costs of creating intangibles mainly consist of
labour costs and investment costs for equipment.®' The existence of marketing intangibles could be

reflected by increased sales which are captured by the sales factor.*®?

pp. 602-603. Definitely, it has to be acknowledged that the determination of the jurisdiction to which the
intangibles are attributable is fraught with difficulties and presents issues that are not likely to arise when limiting
the property factor to tangible property. See Hellerstein, 1993, pp. 1141-1142. See also footnote 744 on further
details on the participation of consumers in the generation of profits and the resulting entitlement to tax for the
demand jurisdiction.

See Commission of the European Communities, 2004, p. 19.

See also Li, 2002, p. 850; ibid., 2003, p. 603, and Schreiber, 2004, pp. 218-219 for a more detailed analysis.

In formulas for specific industries, such as financial services, intangible assets are included. See Hellerstein /
McLure Jr., 2004, p. 211.

57 See Caffill / Willson Jr., 1993, p. 1107.

88 See Frieden, 2000, p. 241.

See Miller, 1993, p. 251; Li, 2002, p. 850; ibid., 2003, p. 603. Thus, to some extent, the R&D costs are reflected in
the salaries paid to the research staff and in expenditures on equipment to carry out R&D.

See Li, 2002, p. 850; ibid., 2003, p. 603. However, it has to be noticed that the valuation of sales can give a hint to
the existence of intangibles, whereas the location of sales at destination is different from the location of the
intangibles. For a similar argumentation, see McLure Jr., 1997, p. 865. See also Hellerstein, 1993, p. 1141, who
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However, since intangible assets constitute a separate production-factor of increasing importance,
they should not be omitted from the formula but should be considered explicitly in the property
factor. If the difficulties of valuation and localisation of some intangibles are too serious, an
alternative would be to restrict the circle of intangibles to those whose value can reasonably be
approximated by the costs incurred, for example considering only commercial intangibles and

83 Moreover, the issue that the cost approach cannot adequately

omitting marketing intangibles.
determine the actual value of intangibles can be mitigated by the fact that the difference between the
costs incurred and the actual fair market value of the intangibles can be reflected to a certain extent

884

in the sales factor.”* However, it has to be noticed that this approximation only works if the

intangibles are located in the demand jurisdiction, as it may be the case for marketing intangibles.

To conclude, the omission of intangible assets has turned out highly unsatisfactory, since one of the
most important factors for the generation of group profits would be ignored.sss Therefore,
intangibles should be included and valued according to the cost approach. The issues of valuation
and localisation under this approach are supposed to be not too big. Even if a valuation according to
the actual market value is not possible, this alternative is supposed to be preferable to the complete

omission of intangibles.

7.3.2.4.3. Sales Factor

The rationale for including sales in the formula is to consider the part that sales play in realising
profits. ¥ By using sales at destination as one allocation factor, profits are attributed to the
jurisdiction where the company generates its revenues by selling goods or performing services. The
sales at destination factor should comprise the taxpayer’s gross receipts, such as receipts from the
sale of tangible and intangible property and from the performance of services outside the group.®®’

Since the sales factor is intended to represent the part that sales play in realising profits, the only

argues that it is not necessary to include intangibles in the property factor since the value of intangibles is
adequately captured by the tangible property, the sales and the payroll factor. See also Schreiber, 2004, p. 222,
who proposes to use wages as a substitute for intangible property since labour costs form the biggest part of the
costs for intangibles and since the labour factor is not easy to manipulate. A formula apportionment approach
without including intangible assets is still preferable to the treatment of intangibles under separate accounting,
since residual profit of intangibles would not be assigned to the owner of the intangible alone, but to all
jurisdictions considered by formula apportionment. See Li, 2002, p. 850; ibid., 2003, p. 603.

See also Schreiber, 2004, p. 221. However, then, a clear-cut definition of the intangibles to be included is
necessary.

8% See also Li, 2002, p. 849; ibid., 2003, p. 603.

85 See also Commission of the European Communities, 2004, p. 19. Also the panel of experts held that an inclusion
of intangibles is in general necessary if the property factor is to be really relevant. See Commission of the
European Communities, 2004a, p. 6.

See Commission of the European Communities, 2004, p. 20.

See also Commission of the European Communities, 2004, p. 20, and for the definition in the United States,
see Multistate Tax Commission, 2004, Reg. 1V.15.(a), which defines sales as all gross receipts derived by the
taxpayer from transactions and activity in the regular course of the trade or business.
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reasonable possibility is to locate it at the place of demand, i.e. the place of destination or use which
is in general the customer’s location.®®® Given the aforementioned assumption that the jurisdiction
to tax is based on the existence of a permanent establishment in that country,®™ the issue arises of
how to attribute export sales or services provided outside the area covered by the formula. Here, a
throwout rule is considered to be a more consistent approach than the throwback rule currently
applied in the United States, even if under the throwout rule possibly a certain amount of income

0.5 Moreover, with the jurisdiction to tax depending on the existence of a

could be exclude
permanent establishment, an inclusion of the sales factor has a similar effect as a force-of-attraction
rule discussed in the context of the permanent establishment definition.®’

An inclusion of the sales factor in the formula is deemed to be necessary in terms of inter-nation

h,%? as the sales factor represents the demand side in

equity according to the supply-demand approac
the apportionment formula.®®® Since here, the supply approach is favoured over the supply-demand
approach, in general, an inclusion of the sales factor is not favoured in terms of inter-nation
equity.*® However, one can argue that the inclusion of the sales factor could under certain
circumstances capture the difference between the costs and the actual fair market value of the
property factor, and here particularly of intangibles, if sales are located in the same jurisdiction as
the property.®°

Under feasibility considerations, the sales factor is easy to measure on the basis of an objective cash

896

flow amount.™ As mentioned above, the sales factor has to be located at the place of demand, since

8 In the United States, sales of tangible property are in general attributed to the state of destination, whereas income

from the sale of intangibles and from the performance of services is assigned to the state in which the income-
producing activity is performed, or, if these activities are performed in multiple states, in which the greatest
proportion is performed based on costs of performance. The sourcing of costs of performance is particularly
difficult for e-commerce activities. For more details, see Frieden, 2000, pp. 214-221; Hellerstein / McLure Jr.,
2004, p. 212, and Multistate Tax Commission, 2004, Reg. IV.16.(a), Reg. IV.17. If the company is not taxable in
the country of destination, a throwback rule is applied for attributing the income to the state of origin. If the
income generated by use of intangible property cannot readily be attributed to any particular income-producing
activity, the income should be excluded. See Multistate Tax Commission, 2004, Reg. IV.18.(c).(3).

For more details, see chapter 7.3.2.3.

See also Commission of the European Communities, 2004, p. 21, who argue that the throwback rule would
re-introduce tax planning opportunities by manipulating the origin of profits.

For more details on this discussion, see chapter 7.3.2.3. This effect would take place correspondingly for
subsidiaries and would be neutral in this regard.

It has to be noted that, here, the supply-demand approach is limited insofar as the jurisdiction to tax should depend
on the existence of a permanent establishment. See chapter 7.3.2.3. Consequently, the underlying intention of
attributing a portion of income to the demand jurisdiction cannot be realised if no tax attribute exists and the
demand factor cannot fully unfold its effect. See McLure Jr., 1997, p. 863; Oestreicher, 2000, p. 182. For more
details on inter-nation equity, see chapter 5.1.2.

See also footnote 744, and for the following discussion, see Qestreicher, 2000, pp. 183-184.

A non-integration of the sales factor coincides with the basic understanding of “source” as it is immanent in the
separate entity approach. See Musgrave, 1984, p. 240; Oestreicher, 2000, p. 180.

For more details, see chapter 7.3.2.4.2.

See Commission of the European Communities, 2004, p. 20.
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the destination-based sales factor is intended to work as a counterpart of the payroll and the
property factor both representing origin-based factors.®®” However, the place of use might in various
cases not be easy to determine®® Particularly with the ongoing decentralisation and
internationalisation and the increase in digital transactions, the localisation of the destination of
sales and services provided becomes more complex in the age of ICT. It is thus more and more
difficult to identify the place of demand in an exact and, at the same time, cost-effective way. For
example, in the case of sales of digital products or the provision of services via ICT, the customer
may remain anonymous and his place of residence may be hard to identify with reasonable effort.*”
In addition, in e-commerce transactions, a clear localisation of sales may be difficult to
determine *® Here, various definitions for determining the place of sales come into question, such
as the residence of the consumer, the place of consumption, the place of payment or the place of
contracting.go' Particularly in the age of ICT, these definitions do not have to be located at one
place. Consequently, due to ICT, situations in which the income cannot readily be attributed and has
to be excluded are assumed to occur more often. Also in the United States, the sales factor has
generated the most practical controversy of all three factors.”2

The location of sales itself is not easy to manipulate, since the consumers are rather immobile.*”

However, the realisation of sales in a low-tax country entails the incentive to create a tax attribute in

order to shift profits to the low-tax country.”® With the increased mobility of activities, establishing

¥7 See also Miller, 1993, p. 251; ibid., 1995, p- 1030. Thus, by use of an origin-based sales factor, the origin of the

profits would be considered twice. Also the aforementioned practice in the United States attributing in certain
cases the location of sales to the origin is inconsistent with the underlying rationale of the sales factor. See also
Frieden, 2000, pp. 221-222. These rules were drafted in a time when major businesses were involved in
manufacturing and mercantile activities. See Miller, 1993, p. 251. In addition, the different location rules for the
sales factor can create inconsistencies between products delivered in conventional form and over the Internet.
For more details, see McLure Jr., 2000a, p. 1300.

See also McLure Jr., 1997, p. 868.

Although there are possibilities to trace the way and the final destination of data in the Internet, this is only
achieved in a time-consuming and cost-intensive manner. See also Weiner, 2001, p. 385; Hellerstein / McLure Jr.,
2004, p. 213.

Given the example of eBay, under a destination-based source factor, the location of sales would be where the
customer paying the agent’s commission resides.

See Commission of the European Communities, 2004, p. 20, and footnote 150 for further quotations.

For example, the location of income-producing activities for localising intangible assets creates special problems.
Thus, also under an origin-based determination of sales, feasibility issues with intangibles arise. See Coffill /
Willson Jr., 1993, pp. 1109-1110; Weiner, 2001, p. 385; Hellerstein / McLure Jr., 2004, p. 213. However, contrary
to these feasibility problems immanent in the sales factor, in the United States, a tendency towards an increased
weight of the sales factor can be observed which is due to political reasons. As at the same time the payroll and
property factors are decreased, business investments can be attracted, since a production site located in these states
is not taxed on the basis of capital and payroll. See Coffill / Willson Jr., 1993, p. 1106; Weiner, 2001, p. 385;
Schreiber, 2004, p. 222. However, attracting economic activities does not have the intended effect if sales of
intangibles and services are not attributed to market states. See McLure Jr., 2000a, p. 1300.

%% See Wellisch, 2004, p. 272.

See Schreiber, 2004, p. 222. Therefore, it has been proposed to exclude sales to countries that do not tax income
from the numerator of all sales factors but not from the denominator. See Hellerstein / McLure Jr., 2004, p. 213.
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such a tax attribute is now easier possible.”® Thus, when including the sales factor in the formula,
issues of manipulation occur, but are quantitatively less important than under the separate entity

approach.

To conclude, the implementation of the sales factor in an apportionment formula cannot be
supported under the currently prevailing supply approach, but can only be justified under the
supply-demand approach.”® Since the supply approach is favoured according to the currently
prevailing international tax law, under inter-nation equity, a sales factor should not be included. In
addition, it might be difficult to locate the place of sales at destination. However, an inclusion of the

sales factor could be justified by the arguments mentioned in the subsequent summary.

7.3.2.44. Summary on the Design of the Formula

To sum up the discussion of the three factors above, it has turned out that the main problems are the
difficulties with regard to the inclusion of intangibles in the property factor and the localisation of
the destination-based sales factor.””” Based on this outcome, the design of the formula is discussed
subsequently. In any case, the payroll factor has to be a part of the formula. Also the property factor
has to be included and should comprise both tangible and intangible assets valued at costs. From a
theoretical point of view, the sales factor should not be included in the formula. However, in
general, the more factors the formula comprises, the greater is the degree of imperfection that is
tolerable with respect to each individual factor because the impact of that factor on the tax burden is
averaged with other factors.”® According to this argumentation, an inclusion of the sales factor
could be justified. In addition, the sales factor can in certain cases count for the difference between
the valuation of tangible and particularly intangible property at costs and their actual fair market

value.*® It seems appropriate to weight the factors all equally.”"®

In addition, for transactions with non-consolidated affiliates, the inclusion of sales entails the incentive to use
transfer pricing strategies to lodge sales in low-tax jurisdictions. See Hellerstein / McLure Jr., 2004, p. 213;
Commission of the European Communities, 2004, pp. 20-21; ibid., 2004a, p. 6. In contrast, under an origin-based
treatment of sales, incentives to locate production activities and thus costs of performance in low-tax jurisdictions
are accentuated. See McLure Jr., 2000a, p. 1300.

It has also been proposed to use sales as the only apportionment factor. See Avi-Yonah, 1993, p. 1513. However, in
addition to the fact that sales are rather to be considered in a consumption tax, a demand-only approach is not
consistent with inter-nation equity as interpreted here and is likely to violate international trade rules. See also
Weiner, 2001, p. 385, Hellerstein / McLure Jr., 2004, p. 210. Another possibility is to use sales as a surrogate for
payroll and property and thus to create a formula containing two elements: sales at origin and sales at destination,
See McLure Jr., 2000a, p. 1302.

See also McLure Jr., 2000a, p. 1303.

%8 See Miller, 1995, p. 1031.

Also favouring a formula based on payroll, property and sales, see Wellisch, 2004, p. 273. For an overview of the
effects different formulae have on the distribution of income between the jurisdictions, see Weiner, 2001,
pp. 382-383; ibid., 2002, p. 18. For empirical results on the impact of the choice of the formula on the allocation of
tax revenues, see Sheffrin / Fulcher, 1984, pp. 192-208 for the United States. As regards the incentives of
manipulation for different allocation formulae, see Pethig / Wagener 2003, pp. 12-15. Within the EU, the incentive
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It can be argued that a standard apportionment formula may produce an arbitrary apportionment or
even inequities, as the factors of production vary in importance for different industries.”"’ Whilst
this may be true for some special industries, the advantage of a uniform formula is that no double
taxation of the company’s profits occurs and that it is simpler to apply, since there is no need to
determine the boundaries of different industries and to use the arm'’s length principle to split income
between industries.”'? Thus, for an implementation on a European level, either a uniform formula
should be implemented or, if special formulas for special industries are considered to be necessary,
they should be implemented uniformly within the European Union. A special formula for the ICT
sector is not assumed to be necessary, since the standard formula is also applicable to ICT-intensive
industries. In addition, it would be difficult to identify the scope of these industries, since, as

outlined in chapter 2.4., every business uses ICT more or less intensively.

When applying such a formula to typical ICT-structures, in the case of a server without personnel
for example, income would be attributable according to the property factor and, if applicable,
partially according to the sales factor. For example, under business models such as eBay, the
agent’s commission might under the sales factor be apportioned to the server to the extent that the
customers are located in the same jurisdiction as the server.” Otherwise, without the inclusion of
the sales factor, income would be attributed to the server only on the basis of the property factor.
Thus, it is assumed that there is not too much income attributable to the server. Independent of
whether the sales factor is included or not, no income is apportioned to a demand jurisdiction in
which the company does not have any permanent establishment, since the permanent establishment
is here assumed as a threshold for the jurisdiction to tax. Given an employee working distantly from
the company’s premises, income would be attributable on the basis of the payroll factor and, if
applicable, of the sales factor. Given a subsidiary in a jurisdiction in which the group’s intangibles
are centralised, the profits resulting from the intangibles would be allocated to the whole group on

the basis of the formula.”™

to manipulate the factors can be lowered to a certain extent by stipulating a minimum corporate tax rate.
See McLure Jr. / Weiner, 2000, p. 263; Wellisch, 2004, p. 275; German Council of Economic Experts, 2004,
section 783; Spengel, 2004a, p. 5; and also the analysis in Schreiber, 2004, pp. 212-217. To encourage
investments, Member States could then provide direct investment incentives. For more details with regard to the
impact of the choice between the residence and the source principle on the issue of manipulation, see chapter 7.4.
If sales are included, it can also be argued to weight the supply and the demand side equally.

"' See McLure Jr. / Weiner, 2000, p. 259 for further examples; OECD, 2001, section 3.67.

% See also the discussion in McDaniel, 1994, pp. 710-711; Luttermann, 1996, p. 945; McLure Jr., 1997, p. 861;
McLure Jr. / Weiner, 2000, p. 259; Qestreicher, 2000, pp. 150-151; OECD, 2001, sections 3.64, 3.66; Weiner,
2001, p. 385.

For details on sourcing income from e-auctions, see Barron / Price, 1999, p. 415. For more details on e-auction
platforms, see chapter 2.4.2.

See chapter 7.3.2.4.2. for further details.
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7.3.2.4.5. Apportionment Based on a Value Added Key
7.3.2.4.5.1 Description of the Approach

In addition to an apportionment on a three factor formula as discussed above, the consolidated tax
base can also be allocated according to a value added key. This apportionment method is not
currently applied but has been proposed as a conceivable alternative particularly for the European
Union, as the necessary data is already recorded and collected for the consumption-based VAT

system.”"

To allocate the consolidated tax base of the group, the value added is calculated for each member of
the group.”’® As shown in the formula below, the ratio of the individual company’s part and the
total value added of the group forms the base for the part of the consolidated tax base attributable to

the company.

TB" =CTB YA
VA

i

TB = Tax base
VA = Value added
CTB = Consolidated tax base

Under the subtraction-based method, the value added is calculated as follows:?!"

Value added = Total value of the output (production) ./. Total value of the inputs (consumption)
Total output = Sales + Final stocks ./. Initial stocks (of final goods)

Total inputs = Purchases + Initial stocks ./. Final stocks (of inputs or materials used to make
the final product)

The addition-based value added is calculated by measuring value added as the total remuneration to
the production factors employed and thus shows where the value added by a company goes. When

abstracting from spatial- and temporal-specific notations, the value added can be measured by

%S However, special rules for the calculation of value added would be necessary for companies that are VAT-exempt,

such as financial institutions and insurance companies. In the United States, this allocation factor is not used since
there is no VAT on the basis of which the apportionment factor could be calculated. See Lodin / Gammie, 2001,
pp. 47-48.

See Lodin, 2004, pp. 6-8 for an example for a calculation scheme.

See Commission of the European Communities, 2004, pp. 22-23. It has to be defined whether the total output
should include only sales in the regular course of business or also proceeds from non-regular business, such as
dividends, interests, sales of financial assets or rentals. See Commission of the European Communities, 2004,
p. 32.
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adding the labour compensation, interests and profits as shown in the formula below.”'®

VA=wL+rl +]]

VA = Value added

w = Average wage per employee
L = Number of employees

1 = Interest rate

1= Total level of capital borrowed
I1 = Gross before-tax profits

The existing consumption-based VAT system is destination-based. For income tax purposes, an
origin-based value added is more meaningful.()19 To convert the existing system into an origin-based
system, exports have to be added and imports have to be subtracted. Additionally, the reports for
profit allocation purposes have to be converted to an income-type measure for corporate income tax
purposes insofar as depreciation has to replace the immediate deduction for acquisition of

depreciable assets.

When comparing the two approaches of measuring value added, the subtraction-based method does
not calculate profits explicitly — which is exactly what the consolidation and apportionment
approach tried to avoid — and it can benefit from existing data collected for VAT reports. Therefore,
this method is considered to be more feasible in practice and should be preferred over the addition-

based method.”?® Thus, the following discussion is based on the subtraction-based method.

As regards the constituents of the value added, it is supposed that labour costs can amount up to
75% of value added.”® Thus, the tax burden on labour is extremely high. With the subtraction-

based value added approach, there is no need to calculate the cost, value or user costs of capital,

922

which is particularly important for intangibles.” Thus, intangibles are implicitly included in the tax

*'® When comparing the allocation formula under formula apportionment with the value added key, both concepts are

based on similar factors: Both consider a labour and a capital factor, and where formula apportionment uses sales
by destination, value added relies on profits. However, the way of weighting inherent the factors differs, since the
weighting in formula apportionment is arbitrary, but with value added, it is endogenous and thus chosen by market
forces. For more details, see Commission of the European Communities, 2004, pp. 31-32; Hellerstein / McLure Jr.,
2004, p. 214.

Thus, value should be considered to have its origin where production takes place. This dimension of the definition
of value added is of particular relevance for the apportionment of the consolidated tax base. See also Lodin /
Gammie, 2001, p. 48; Commission of the European Communities, 2003, p. 21; ibid., 2004, pp. 25-26; ibid., 2004a,
p- 75 Hellerstein / McLure Jr., 2004, p. 215. A destination-based approach would have an objective similar to the
one of a conventional destination-based sales factor. Such an approach would entail severe administrative issues,
such as recording the destination of sales. For more details, see Hellerstein / McLure Jr., 2004, p. 216.

See Commission of the European Communities, 2004a, p. 7. The valuation of the factors according to the
subtraction-based method can take place on the basis of the profit and loss account and the balance sheet.
According to the subtraction-based approach, profits are only calculated implicitly. Both methods should in theory
amount to the same figure.

See Commission of the European Communities, 2004a, p. 9.

See Hellerstein / McLure Jr., 2004, p. 214. Furthermore, there is no need for special formulas for certain
industries. However, the need for new rules for measuring the value added of financial institutions and insurance
companies entails a high administrative effort. Moreover, under the value added approach, the way subsidiaries are
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base and do not have to be valued and localised explicitly.””> However, the main drawback of the
value added approach is that it re-introduces transfer pricing problems. To determine the value
added of each entity, transfer prices of transactions between different companies of the group have

to be known.**

As mentioned before, this issue is of special importance for mobile and intangible
assets such as intellectual property. In addition, a re-emergence of transfer pricing issues is
problematic since this is the key reason why an allocation based on a formula has been suggested
and why it may be favoured over the arm’s length approach.925 The extent of the transfer pricing
issues inherent in the value added approach compared to those inherent in the arm’s length principle
depends on the ratio between the profits and the value added of a company. It has been shown that
the combined value added base for the whole group is often between four to seven times larger than

total profit. "

7.3.2.4.5.2 Assessment of the Approach in Light of the Evaluation Criteria

The underlying notion of the origin-based value added approach is that it really seeks to source the
origin of taxable profits. It is supposed that profits are at least partially attributed to where they have
truly arisen.””” Thus, the value added approach is considered to be basically in line with inter-nation
equity and is based on the supply approach, since it ignores the demand side.””® However, with the
re-introduction of transfer pricing issues, the allocation of the tax base can be impaired by
manipulation of transfer prices. Therefore, even if the underlying rationale of the value added
approach is consistent with inter-nation equity, in practice, profits are not always allocated
according to their source. This is a very important drawback of this approach, since exactly such
transfer pricing issues should be removed by implementing a consolidation and apportionment

approach.

As regards the requirement of feasibiliry, in general, the subtraction-based approach is assumed to

be feasible, since the necessary data is often available. Thus, in most cases, the value added at

financed does not affect the value added or the distribution of the tax base. This is due to the fact that VAT
includes both interest costs and profits. See also Lodin / Gammie, 2001, p. 47.

B See Lodin, 2004, p. 1.

% See Wellisch, 2004, p. 273.

5 It has been suggested to subtract labour costs from the value added and to base the apportionment on the residual
amount. However, since transfer pricing issues are assumed to be aggravated to a great extent, this approach is not
supported. For a more detailed discussion, see Commission of the European Communities, 2004, p. 35;
Hellerstein / McLure Jr., 2004, pp. 214-216.

%% See Lodin / Gammie, 2001, pp. 49, 71-73, and the example in Lodin, 2004, pp. 4-5.

7 Thus, the issue of apportioning non-business income linked to a certain location as discussed in chapter 7.3.2.2.2.
and also the issues of misattribution of income occurring under a legal definition of the consolidated group are
softened. See Commission of the European Communities, 2004, p. 33. However, sec also Mintz, 2004,
pp. 231-232, who shows that distortion in capital allocation under the value added formula may be greater than
under the separate accounting approach.

%% See also Commission of the European Communities, 2004, p. 26.
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origin can be calculated and localised.”” However, the existing European VAT-system still has to
be transferred into an origin-based system which might turn out to be complex in certain cases.
Particularly the need for new rules to measure the value added of financial institutions and
insurance companies entails a high administrative effort. In addition, the fact that the value added
approach puts a heavy weight on labour is not considered to be an appropriate base and is

incoherent with other community principles.”*

With the re-introduction of transfer pricing issues, also issues of income shifting emerge. These
issues are supposed to offer limited tax advantages compared to shifting profits under the arm’s
length approach and it is expected that such a manipulation can be detected easier by the tax

931

authorities and is easier to demonstrate before a court.””' Nonetheless, these problems are severe,

since such issues were the reason for implementing a consolidation and apportionment approach.

7.3.24.6. Comparing the Value Added Approach to Formula Apportionment based on

Different Factors

Subsequently, the two approaches for apportioning the consolidated tax base are compared in light
of the evaluation criteria. As regards inter-nation equity, in theory, an apportionment according to
the value added can better represent the real economic activities and is less arbitrary than the
formula apportionment approach. Thus, theoretically, the value added approach is superior to the
formula apportionment approach. However, with the re-emergence of transfer pricing issues, also
under the value added approach, the allocation is distorted which is an important drawback of this

approach.

Moreover, the apportionment formula should minimise the scope for companies to influence the
sharing of profits. As shown above, the formula apportionment approach does not entail transfer
pricing problems, but, to a certain extent, entails the incentive to relocate the apportionment factors.
However, with the implementation of formula apportionment as proposed above, this incentive is
limited. In contrast, the value added base cannot be manipulated that obviously, since the different
parts included in the formula are not separable and the relations between them cannot be changed.
However, under the value added approach, transfer pricing issues re-emerge explicitly, which is a

severe drawback, since exactly these issues should be prevented. Thus, both approaches entail the

*® " For more details on feasibility issues of determining sales at origin in the United States without a VAT system as a

basis, see footnote 902.

See also Commission of the European Communities, 2004a, p. 9.

See Commission of the European Communities, 2001, p. 414; Lodin, 2004, p. 5. For issues of income shifting
under an origin-based sales factor, see footnote 905. As with other consolidation approaches. elements of profit
shifting through financing of subsidiaries either with debt or equity do not emerge.
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incentive to manipulation, i.e. either the incentive to factor shifting or profit shifting.”*

In general, the value added apportionment approach may be based on the existing European VAT
system that is familiar to both tax authorities and companies, whereas the introduction of formula
apportionment based on various factors constitutes a new tax scheme for Europe. A further
advantage of the value added approach in light of feasibility is that the issues of locating and
valuating intangibles inherent in the formula apportionment approach do not occur. However, under
the value added approach, the main drawback consists in the re-emergence of transfer pricing
issues. This drawback is severe, since the prevention of transfer pricing issues is on of the main
reasons for implementing a consolidation and apportionment approach. As regards the cost-
effectiveness of the approaches, compliance costs due to transfer pricing are opposed to data
collection for measuring and valuating the factors.”® Finally, the feasibility of the two approaches

depends on the political acceptance by the Member States affected.

To summarise, the main drawbacks inherent in the two approaches are particularly relevant in the
age of ICT: The issues of transfer pricing and of the high tax burden on labour inherent in the value
added approach are opposed to the issues related to intangibles and, as the case may be, to sales at
destination inherent in the formula apportionment approach. However, with the suggested
implementation of formula apportionment mentioned above, the issue of the treatment of
intangibles is deemed to be not that severe. In addition, since the elimination of transfer pricing
issues was the main purpose of a consolidation and apportionment approach, it is paradoxical to
reintroduce these issues by the approach for measuring the factors in the formula.” Moreover, a
central point for examination of the value added approach is that it may sound awkward that an
approach aimed at sourcing profits is partly based on profits. If it is known where the profits occur,
they can be allocated directly. Therefore, the formula apportionment approach is to be preferred
over the value added approach. However, at the end of the day, the political acceptability of the two

approaches is the decisive criterion in shaping the apportionment system.93 d

7.3.3. Comparison Between the Formula Apportionment Approach and the Arm’s

Length Principle

Subsequently, the application of formula apportionment — on the basis of the aforementioned

Other sides of the efficiency properties of a formula could be measured by its effects on government’s tax
competition behaviour or international fiscal spillover effects. See among others Wellisch, 2004a on tax
competition under formula apportionment; Nielsen / Raimonds-Mgller / Schjelderup, 2001; Sgrensen, 2004,
pp- 98-112 on tax spillovers under separate accounting and formula apportionment.

It is difficult to state which one of the two approaches is more cost-effective. For a discussion of the cost
effectiveness of both approaches, see Commission of the European Communities, 2004, pp. 35-36.

See also Sgrensen, 2004, p. 97.

See Commission of the European Communities, 2004a, p. 3.
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recommendations — is compared to the arm’s length principle in respect of several aspects.

With regard to the underlying theoretic rationale, the two approaches differ insofar as the arm’s
length principle does not consider the basic essentials of economic entities such as affiliated groups.
In contrast, the consolidation and apportionment approach takes into account the fact that several
legal entities form an economic entity. Thus, since the theoretic rationale of formula apportionment
is in line with the economic reality, this approach is preferable to the arm’s length principle. As
regards the criterion of inter-nation equiry, it has turned out that the arm’s length principle cannot
allocate the firm-specific profits according to their source. The consolidation and apportionment
approach is conform to the underlying concept of an economic entity and, therefore, in theory has
the potential to allocate profits according to their source. However, even if the factors of the
formula should represent the source of the profits, the exact profit allocation can only be

. . . . . . 6
approximated in practice, since the real source of income is unknown.”

With regard to feasibility in practice, the arm’s length principle turned out to be less workable in
today’s economic structure which is characterised by a strong increase in intragroup cross-border
transactions, a growing importance of intangible assets and a high mobility. The formula
apportionment approach prevents issues of identifying and finding comparable transactions. With
the aforementioned proposal of implementing formula apportionment, a feasible solution can be
reached, even if some issues of valuating and localising the apportionment factors still exist. In
addition, the feasibility of a consolidation and apportionment approach depends on the fact whether
it is politically realisable. Here, it is debatable whether the required high degree of co-operation

d 937

between the participating jurisdictions in the European Union can be achieve At least, once the

system of formula apportionment is implemented, it seems to be more feasible than the arm’s length

principle.”*

As outlined above, the arm’s length principle gives the incentive to shift profits to low tax countries
by use of transfer pricing. Whilst also the formula apportionment approach based on intangible
property and sales entails the incentive to manipulation, these issues are deemed to occur to a minor
degree, since it is not that easily possible to centralise profits in one jurisdiction. Thus, even if

incentives to shift profits also occur under the consolidation and apportionment approach, it is in the

% In theory, under a competitive equilibrium, both approaches lead to the same allocation. See Oestreicher, 2000,

p- 181. For more details on determining the source of income, see chapter 5.1.2.

The various concepts proposed by the European Commission differ with regard to the feasibility of a political
consensus: A mutual recognition may be easier to achieve than a harmonisation of the different tax codes.
Particularly for the EUCIT and the CHTB, a political consensus is hard to achieve, as individual Member States
are not supposed to give up their fiscal sovereignty easily. See also McLure Jr. / Weiner, 2000, p. 271; Schon,
2002, pp. 283-284. In particular, the need to reach unanimity in tax matters represents an obstacle for
implementing formula apportionment in the EU.

The question is: “Are we after a perfect system, or one that works?”, Miller, 1995, p. 1030.
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end considered to be more stable in this regard.

In addition, the arm’s length principle turned out to be very cost-intensive with the ICT-induced
economic changes. Under formula apportionment, the inefficiencies resulting from the high
quantity of separate transactions do not occur.”® Thus, although also the method of formula
apportionment may be cost-intensive, e.g. with regard to the valuation and localisation of intangible
propeny,(’40 in the end, it seems to be more cost-effective than the arm’s length principle.‘)41
Furthermore, a double taxation of profits occurs under the arm’s length principle if transfer prices
are adjusted by only one jurisdiction and if there is no obligation for the other jurisdiction to adjust
the transfer price accordingly. Under formula apportionment, with the application of one uniform
formula as proposed here, a double taxation of profits does not occur. Consequently, in the end, it
depends on the respective conditions under which approach the risk of double taxation is higher, but

the risk of double taxation may be reduced by introducing formula apportionment.

To summarise, formula apportionment is not a cure for all the problems inherent in the arm’s length
approach. The issues are in a way displaced from finding transfer prices to the determination of the
factors in the formula.’® It seems that the main drawback of both concepts consists in the same
issue: Whilst the arm’s length principle is criticised with regard to its inability to cope with
intangibles, also under formula apportionment, intangible assets raise some of the main issues.”*
However, if the aforementioned recommendations for implementing formula apportionment are
taken into account, the formula apportionment approach is supposed to be more suitable for the
economic structures changed by ICT and, therefore, should be preferred. To conclude, formula
apportionment is considered to constitute a suitable alternative for profit allocation, in particular for
the European Union. This new approach of apportioning profits within affiliated groups and
between a permanent establishment and its head office would have to be implemented in the

respective Double Tax Conventions and replace the current arm’s length approac:h.g44

%% Moreover, the consolidation and apportionment approach entails further substantial advantages resulting from the

consolidation of income, such as the cross-border loss offset and lower compliance costs. For more details,
see Commission of the European Communities, 2001, pp. 383-387. In addition, differences between permanent
establishments and subsidiaries cease to matter for tax purposes. See McLure Jr., 2002, p. 18; Schreiber, 2004,
pp- 223-224, and Miller, 1984, p. 137, who argues that the unequal treatment of foreign permanent establishments
o0 and subsidiaries gave rise to introduce formula apportionment in California.
See also OECD, 2001, sections 3.69-3.70.
Compliance costs can also be decreased under formula apportionment since companies have to deal with only one
tax code. However, differences exist among the concepts proposed by the European Commission. Under HST, no
additional tax system has to be introduced, whereas under the other concepts, the costs for the tax administration
may even increase due to the operation of two tax codes. See Commission of the European Communities, 2001,
p. 398. Moreover, since the formula apportionment approach is limited to the EU, companies doing business in
countries outside the EU would need to apply two set of rules. See McLure Jr. / Weiner, 2000, p. 259.
%2 See also Jacobs (Ed.), 2002, p. 282.
%3 See also Coffill / Willson Jr., 1993, p. 1108.
%% Thus, Article 7 and Article 9 of the OECD Model would have to be adjusted. In this context, the long-term idea of
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74. Source Principle Versus Residence Principle
74.1. Remedies for Issues Discussed Under the Arm’s Length Principle

As analysed above, the residence principle is under theoretical aspects preferable, whereas the
source principle is considered to be the more feasible approach in the international context.**® The
issue of manipulating the relevant tax attributes inherent in both approaches can be mitigated with
the reform approaches for the tax attributes outlined in chapter 7.1. and chapter 7.2. Thus, to
prevent the opportunities of manipulating the country of residence under the residence principle, the
reforms with regard to the place of effective management are helpful. The issues of identifying the
source of income and calculating the correct amount, which are relevant to the source principle and
also for the residence principle, can be mitigated by the amendments to the tax attributes in the

source country.>*

74.2. Source-Based Taxation Under a Consolidation and Apportionment Approach

Under the consolidation and apportionment approach, in a first step, the income of the whole
affiliated group is consolidated, meaning that the profits and losses of the entities belonging to the
affiliated group are set off. As a consequence, all kinds of inter-corporate transactions do no longer

7 Also a transfer of profits is not taxed. The

constitute a taxable event, since they are netted out.
consolidated income apportioned by the formula is then finally taxed in the respective jurisdiction.
This approach is applied among the federal states in the United States.”® Also for implementing a
consolidation and apportionment approach in the EU, the European Commission assumes that the
income attributed by the formula to a jurisdiction is finally taxed in this jurisdiction.”*® This

approach is then applied consistently to both permanent establishments and subsidiaries.

When analysing whether the source principle or the residence principle is realised with a
consolidation and apportionment approach implemented in this way, it turns out that this approach
constitutes a mixture between the residence principle and the source principle. The difference
compared to the source principle is that the generation of profits and the tax payments in 2
jurisdiction are less closely connected.”® This is due to the fact that, for example, with the

consolidation of profits and losses within the group, losses arising in one jurisdiction lower the tax

an European Model for a Double Tax Convention might become relevant.

See chapter 6.4. for a more detailed discussion.

In the end, clear-cut and feasible definitions of nexus in the source and in the residence country are more important

than the question whether source-based or residence-based taxation is applied.

™7 See also Musgrave, 1984, pp. 235-236; Schon, 2002, pp. 281-282.

%8 For more details, see Musgrave, 1984, pp. 230-232.

% See Commission of the European Communities, 2004, pp. 10-11, and also Devereux, 2004, p. 83; Hellerstein /
MclLure Jr., 2004, p. 207.

%0 See Fuest, 2005, p. 25.
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payments of another jurisdiction. As a consequence, due to the differences in the taxable base,
under the consolidation and apportionment approach, no pure source principle is implemented.
Furthermore, the difference compared to the residence principle consists in the fact that the income
attributed to the respective parts of the affiliated groups are not taxed according to the tax level in
the residence country but according to the tax level in the source country.”®’ This approach is

considered to be in line with the underlying idea of a consolidation and apportionment approach.

Thus, particularly under a profit allocation based on a consolidation and apportionment approach, a
mixture between the source and the residence principle as shown above is considered to be the most
suitable and feasible approach. In addition, it is supposed that this mixed approach is more likely to
be accepted politically and is, therefore, easier to implement. The incentives to factor shifting under
the arm’s length approach and the source principle are mitigated now, since it is supposed to be
more difficult to shift profits under formula apportionment than it is under the arm’s length
principle.”®* Moreover, the issues of manipulation within the European Union can be mitigated by
establishing a minimum threshold for corporate tax rates.’” To conclude, even if on the basis of
some theoretical arguments the residence principle is favoured, under a consolidation and
apportionment approach, the implementation of a mixed approach seems to be the only feasible and
politically realisable solution. With regard to income from third countries which is not included in
the consolidation and apportionment scheme and income from companies that have not opted for
the consolidation and apportionment approach, the results of the analysis conducted above are again
valid. Thus, it is from a theoretical point of view favourable to apply the residence principle to
income from third countries, but it is debatable whether this approach can be implemented in

practice.”

951 ) . . - . T
In contrast, a taxation according to the residence principle would raise more feasibility issues under formula

apportionment than under separate accounting. To provide for a final taxation according to the tax level in the
residence country, at the moment of allocation, a subsequent taxation would be necessary if the tax levels differ.
Moreover, a taxation of transfers of profits within the group is not reasonable, since they are not assumed to be
taxable events under the consolidation concept.

For more details, see chapter 7.3.3.

For a more detailed discussion and further quotations, see footnote 909.

With regard to the treatment of income from third countries, see also Commission of the European Communities,
2004, pp. 10-11; ibid., 2004a, p. 10.
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8. Summary

The aim of this thesis was to compile the principal effects and issues of international company

taxation resulting from the increased use of ICT and to develop suitable reforms if required.

In the analysis with regard to the implications of ICT on the organisational structures of the
economy, it has turned out that the increased use of ICT within the economy entails the creation of
digital markets with new business models mainly based on services and intangible assets, such as
digital products. In addition, a regional and organisational decentralisation takes place within the
internal organisation of companies leading to a rising number of intragroup cross-border
transactions. The importance of human capital and intangible assets as factors of production
increases. Moreover, different hybrid forms of co-operation between companies emerge, such as
virtual organisations. Since these developments are relevant to the whole economy, each company

is affected to a greater or lesser extent.

Subsequently to the analysis of the changed economic structures, the implications of the economic
changes on possibilities of international tax planning of companies have been analysed in order to
figure out the tax fields that are relevant in the age of ICT. In general, with the increased mobility of
business activities and factors of production as well as the possibility of bridging geographic
distances, companies can nowadays reach their tax planning strategies to a greater extent. Thus, the
possibilities of making use of the international tax differential to lower the overall effective tax rate
are extended. However, also the tax risks have increased in some respects. As a result of the
analysis on international tax planning of companies in the era of ICT, it has turned out that the main
fields which have to be analysed in more detail are the definition of the permanent establishment as
the relevant tax attribute in the source country, the tax attributes in the residence country defined by
a company’s residence according to the place of management, and the profit allocation between
economic entities, such as affiliated groups or a permanent establishment and a head office.
Moreover, it has to be decided on a taxation according to the residence principle or to the source
principle. Subsequently, the impact of international tax planning of companies in the age of ICT on
the allocation of the international tax base among jurisdictions has been examined. It can be
concluded from this analysis that a shift in the taxable base from source countries to residence
countries is not supposed to appear, whereas a shift to jurisdictions disposing of favourable
investment conditions, in particular low-tax jurisdictions, is likely due to the increased mobility of

business activities.

To analyse each of these tax fields in more detail, normative criteria for optimal taxation which
serve as evaluation criteria have been stipulated subsequently. These criteria are used to evaluate

the current tax regulations and to recommend possible reforms. In addition to taxpayer equity and
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inter-nation equity, the evaluation criteria include the requirement of a neutral tax system and

feasibility of a tax system.

In the context of the analysis of the first tax field, the definition of the place of management, it has
turned out that it is in certain cases difficult to identify one permanent physical location which
indicates the place of management. This is due to the changed organisational management
structures in combination with the possibility of communicating via ICT without meeting
physically. For example, a company’s place of management may be mobile, there can be several
places of management and the place of management may be situated in a location differing from the
one of the company’s main activities. Consequently, the residence jurisdiction of a particular
corporation may be ambiguous. Thus, the place of management according to national laws and as a
tie-breaker rule under the OECD Model does in certain cases not provide clear-cut results. It
therefore has to be analysed how to revise the definition of a company’s residence to ensure
reasonable results also for the changed organisational structures. Beyond, the requirement of

ascertaining a place of residence for each legal entity within a group can in principle be questioned.

With regard to the examination of the suitability of the permanent establishment definition in the
age of ICT, firstly, the exemption rule for preparatory and auxiliary activities has to be reformed,
since with the decentralised internal business structure, it is not guaranteed that this rule provides an
exemption of preparatory and auxiliary activities as intended. Therefore, the current tax law might
no longer be neutral and does in certain cases not provide inter-nation equity. Secondly, new
working structures such as employees working distantly from the company’s premises are not
considered adequately under current tax law. Even if in certain cases employees work permanently
in the source country and generate a certain amount of profits there, they might not establish a
permanent establishment of the company. Since this result does not provide a neutral taxation and is
not consistent with inter-nation equity, a reform of the current tax law is necessary. Thirdly, as
regards the organisation of markets, it is assumed to be consistent with the evaluation criteria that
the remote selling of goods or provision of services does not entail the creation of a permanent
establishment under current tax law. In addition, also the fact that a server can under certain
circumstances constitute a permanent establishment is considered to be in line with the evaluation

criteria.

The currently prevailing approach to allocate profits among different parts of an economic entity,
such as groups of companies or permanent establishments and their head office, is the separate
entity approach along with the arm’s length principle. In the age of ICT, mainly the separate
treatment of each transaction and each legal entity and the comparability requirement are

challenged. Thus, the arm’s length principle tends to be no longer conform to today’s organisational
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structures of affiliated entities, since the theoretic rationale underlying the arm’s length principle is
not consistent with the economic reality of affiliated entities. In addition, the arm’s length principle
encounters various feasibility issues such as difficulties of finding comparables and identifying
separate transactions which result in a tax system that is not cost-effective and may entail a double
taxation of profits. To summarise, the issues inherent in the arm’s length principle which already
existed before the advent of ICT are now accumulated to a great extent and raised in a new

dimension. As a consequence, the arm’s length principle is further questioned in the age of ICT.

As regards the decision between a taxation according to the residence principle and the source
principle, from a theoretical point of view, the residence principle providing capital export
neutrality is favourable in light of allocation efficiency and taxpayer equity. In addition, the
suitability of some assumptions underlying the source principle that provides capital import
neutrality is restricted today. Moreover, the ICT-induced feasibility issues of determining the source
and amount of income in the source country have a stronger impact on the source principle than on
the residence principle. In addition, the residence principle is less susceptible to tax planning,
However, it is debatable whether the residence principle can be implemented in practice, whereas

the implementation of the source principle is easier to administer.

Based on the outcome of analysing the tax fields in light of the evaluation criteria, suitable reform
measures have been developed. With regard to the identification of a company’s residence
according to the place of managemen, also in the age of ICT, the place of management is still a
suitable criterion to define a company’s residence for national laws and the OECD Model since the
management function as such still exists and still constitutes a suitable basis for identifying a
company’s residence. However, a refinement of this criterion is required. To identify the persons
relevant to the management, a substance-over-form approach is recommended. Based thereon, to
determine the place of management, further facts and circumstances should be considered beyond
the mere decision-making, such as the place of the headquarter or even the residence of the key
managers. To avoid that this place is located in a jurisdiction where the company exerts no activities
at all, the inclusion of the requirement that the company has to exert economic activities at the place
of management is helpful. As regards alternative criteria for the determination of residence, none of
these criteria turned out to be advantageous compared to the place of management. Thus, for those
rare cases in which the criterion of the place of management does not lead to a clear-cut solution,
further criteria are necessary which should be considered in a hierarchy of tests. For both domestic
law and the OECD Model, the introduction of a hierarchy of tests consisting of the place of
management, the economic nexus, the place of incorporation and the final settlement by mutual

agreement is assumed to provide a clear-cut solution in the end.
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As regards the reform of the permanent establishment definition, also in the era of ICT, the
permanent establishment concept should remain the appropriate standard upon which taxation of
foreign companies is based. However, several adjustments are necessary due to the various ICT-
induced economic changes. Firstly, the auxiliary and preparatory condition has to be refined. To
guarantee that really only preparatory and auxiliary activities are exempted, the exceptions referring
to specific activities should be abolished. Secondly, employees working distantly from the
company’s premises in the source country should constitute a permanent establishment if they work
permanently in the source country and perform more than auxiliary and preparatory activities. The
implementation of such a nexus rule for core activities performed by employees working distantly
from the company’s premises but under the authority of the company is a reasonable and necessary
modification of the nexus in the source country in the era of ICT. By introducing this rule,
international tax law is more in line with the evaluation criteria. The overall administrative burden
is assumed not to be too high, as the cases in which this rule applies are restricted by the minimum
time period of 12 months and by the condition that more than auxiliary and preparatory activities
have to be performed. Thirdly, the permanent establishment definition should not be extended to
those cases in which the company has no presence at all in the source country. Therefore, as regards
organisational changes in market structures, approaches of an enlargement of the permanent
establishment concept and the source country’s jurisdiction to tax, such as the proposals of a virtual
permanent establishment and of introducing a withholding tax, are not supported. This is due to the
fact that the underlying assumption of a shift in tax revenues from source countries to residence
countries is not assumed to take place and that feasibility issues are supposed to occur with these

approaches.

To cope with the aforementioned issues inherent in the separate entity approach along with the
arm’s length principle to allocate profits among different affiliated entities, a consolidation and
apportionment approach is suggested for the European Union to be applied to affiliated groups and
permanent establishments. To define an affiliated group, although a definition based on economic
criteria is preferable from a theoretical point of view and is more in line with the idea of affiliated
entities, it seems that the only workable solution is a definition based on legal criteria. Here, an
ownership threshold of 75% might be a suitable limitation. A country’s jurisdiction to tax should be
based on the existence of a permanent establishment definition as outlined above. A formula based
on property including intangible property valued at costs and payroll is suggested. From a
theoretical point of view, a sales factor should not be included, but it might be considered in order
to base the formula on various factors or to count in certain cases for the difference between the
valuation of tangible and intangible property at costs and at their actual fair market value. The

factors should be weighted equally. An apportionment approach based on value added is considered
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to be less favourable, since it reintroduces transfer pricing issues and imposes a high tax burden on
payroll. When comparing formula apportionment to the arm’s length principle, the formula
apportionment approach is more in line with the economic reality of today’s organisational
structures. In addition, it is supposed to be more feasible, as it is not based on separate transactions
and does not require comparability of transactions. However, formula apportionment is not a cure
for all problems inherent in the arm’s length approach, since the issues are in a way displaced from
finding transfer prices to the determination of the factors in the formula. It seems that the main
drawback of both concepts consists in the same issue that is particularly relevant in the age of ICT:
Whilst the arm’s length principle is criticised with regard to its inability to cope with intangibles,
also under formula apportionment, the valuation and localisation of intangible assets and sales at
destination constitute the main issues. However, if the above-mentioned recommendations for
implementing formula apportionment are taken into account, the formula apportionment approach is
supposed to be more suitable for the economic structures changed by ICT and, therefore, should be

preferred.

As regards the decision on a taxation based on the residence principle or the source principle, the
issues with regard to the tax attributes in the era of ICT can be mitigated for both principles with the
aforementioned reforms of the tax attributes. Under a consolidation and apportionment approach in
the EU, it seems that the only feasible and politically realisable solution is a taxation according to a
mixed approach, i.e. a combination of the residence and the source principle. This means that the
profits are consolidated and then allocated to the respective source jurisdictions where they are

finally taxed at the tax rate applicable in the source country.

To conclude, the analysis has shown that the system of international company taxation is in
principle still applicable in the era of ICT. Thus, there is no need for new types of taxes or for a
complete reform of the current company tax system. However, the advent of ICT has reinforced
pre-existing taxation issues that are nowadays raised to a new extent and are relevant to the whole
economy, such as the definition of a permanent establishment or transfer pricing issues under the
arm’s length principle. With the reforms proposed in this thesis, the current company tax system
can be enhanced to guarantee a taxation that is in line with normative criteria for optimal taxation

and that is feasible in practice.



197

References

Advisory Council of the German Federal Ministry of Finance (Wissenschaftlicher Beirat beim
Bundesministerium  der  Finanzen) (1999): Reform der internationalen
Kapitaleinkommensbesteuerung, Bonn 1999

Ammann, G. (1999): Einige Gedanken zum evolutiondren EinfluB elektronischer
Telekommunikation auf die Besteuerungsrealitit — Das Ende der Steuern auf
Einkommen und Ertrag?, in: IStR 1999, pp. 449-456

Angelkorte, A. (2003): Chancen und Risiken der Doppelansissigkeit von Kapitalgesellschaften bei
Verlegung von Sitz oder Geschiftsleitung liber die Grenze, in: Grotherr, S. (Ed.),
Handbuch der internationalen Steuerplanung, 2" edition, Heme / Berlin 2003,
pp- 535-547

Arndt, H.-W. / Fetzer, T. (2001): Der Internetserver im Ausland — ein Fall des § 42 AO?,
in: BB 2001, pp. 1175-1180

Amold, B. J. / Dibout, P. (2001): General Report: Limits on the Use of Low-Tax Regimes by
Multinational Businesses: Current Measures and Emerging Trends, in: CDFI 2001,
pp- 21-89

Ashkenas, R. / Ulrich, D. / Jick, T. / Kerr, S. (1995): The Boundaryless Organization: Breaking the
Chains of Organizational Structure, San Francisco 1995

Ault, H. J. / Bradford, D. F. (1990): Taxing International Income: An Analysis of the U.S. System
and its Economic Premises, in: Razin, A. / Slemrod, J. (Eds.), Taxation in the Global
Economy, Chicago 1990, pp. 11-52

Australian Taxation Office (1997): Tax and the Internet, Canberra 1997

Australian Taxation Office (1999); Tax and the Internet: Second Report December 1999,
Canberra 1999

Avi-Yonah, R. S. (1993): Slicing the Shadow: A Proposal for Updating U.S. International Taxation,
in: TN 1993, pp. 1511-1515

Avi-Yonah, R. S. (1997): International Taxation of Electronic Commerce, in: TLR 1997,
pp. 506-555

Avi-Yonah, R. S. (2001): Tax Competition and E-Commerce, in: TNI 2001, pp. 1395-1400

Backhaus, K. / Meyer, M. (1993): Strategische Allianzen und strategische Netzwerke,
in: WiSt 1993, pp. 330-334

Badaracco Jr., J. L. (1991): The Boundaries of the Firm, in: Etzioni, A. / Lawrence, P. R. (Eds.),
Socio-Economics: Toward a New Synthesis, Armonk 1991, pp. 293-327

Bailey, J. P. / Bakos, Y. (1997): An Exploratory Study of the Emerging Role of Electronic
Intermediaries, in: IJEC 1997, pp. 7-20

Baron, R. (2001): Breaking Residence Ties, in: TPI e-commerce 2001, pp. 6-8



198

Baron, R. (2001a): Attributing Profits, in: TPI e-commerce 2001, pp. 7-10

Barron, M. / Price, D. (1999): Clicking... Clicking... Sold. On-line Auctions — Emerging Issues in
the Taxation of Electronic Business, in: Intertax 1999, pp. 413-417

Bartelsman, E. J. / Beetsma, R. M. W. J. (2000): Why Pay More? Corporate Tax Avoidance
Through Transfer Pricing in OECD Countries, CESifo Working Paper No. 324, Munich
2000

Barth, K. / Kiefel, J. / Wille, K. (2002). Unternehmen im Markt — Markt im Unternehmen,
in: Frankfurter Allgemeine Zeitung 22 July 2002, p. 22

Basu, S. (2004): To Tax or Not to Tax? That is the Question? Overview of Options in Consumption
Taxation of E-Commerce, in: JILT 2004, available at http://elj.warwick.ac.uk/jilt/04-
1/basu.html

Bauer, S. (1997): Auswirkungen der Informationstechnologie auf die vertikale Integration von
Unternehmen, Frankfurt on the Main / Berlin et al. 1997

Bauman, C. / Schadewald, M. (2001): Impact of Foreign Operations on Reported Effective Tax
Rates: Interplay of Foreign Taxes, U.S. Taxes and U.S. GAAP, in: Journal of
Intemational Accounting, Auditing and Taxation 2001, pp. 177-196

Baumgartner, P. / Storck, A. (1997): Headquarters als Kernelemente globaler Konzemstrukturen
und ihre Steuerprobleme, in: Kley, M. D. / Siinner, E. / Willemsen, A. (Eds.),
Steuerrecht, Steuer- und Rechtspolitik, Wirtschaftsrecht und Unternehmensverfassung,
Cologne 1997, pp. 3-27

Baumbhoff, H. / Bodenmiiller, R. (2003): Verrechnungspreispolitik bei der Verlagerung betrieblicher
Funktionen ins Ausland, in: Grotherr, S. (Ed.), Handbuch der internationalen
Steuerplanung, 2™ edition, Herne / Berlin 2003, pp- 345-384

Bea, F. X. / Jigle, E. (2002): Virtuelle Unternehmen und Telekooperation, in: WiSt 2002, pp. 362-
367

Behrens, S. (2000): Produktionstheoretische Perspektiven der Virtuellen Unternehmung,
in: ZfB 2000, pp. 157-176

Bergquist, P. J. (1992): Experience Concerning Advance Pricing Agreements, in: Intertax 1992,
pp- 387-402

Berniitz, S. / Weinreich, C. (2001): Neueste Entwicklungen im Bereich der Besteuerung von
E-Business-Transaktionen auf Ebene der OECD, in: WPg 2001, pp. 690-703

Berry, C. H. / Bradford, D. F. / Hines, J. R. (1992): Arm's-Length Pricing: Some Economic
Perspectives, in: TN 1992, pp. 731-740

Berryman, K. / Harrington, L. / Layton-Rodin, D. / Rerolle, V. (1998): Electronic Commerce: Three
Emerging Strategies, in: The McKinsey Quarterly 1998, pp. 152-159

Bird, R. M. (1986): The Interjurisdictional Allocation of Income, in: Australian Tax Forum 1986,
pp. 333-354

Bird, R. M. (1988): Shaping a New International Tax Order, in: BIFD 1988, pp. 292-299


http://elj.warwick.ac.uk/jilt/04-

199

Bird, R. M. (1994). A View from the North, in: TLR 1994, pp. 745-757

Bird, R. M. (2003): Taxing Electronic Commerce: A Revolution in the Making, C.D. Howe Institute
Commentary No. 187, Toronto 2003

Bird, R. M. / Wilkie, J. S. (2000): Source- vs. Residence-Based Taxation in the European Union:
The Wrong Question?, in: Cnossen, S. (Ed.), Taxing Capital Income in the European
Union: Issues and Options for Reform, Oxford 2000, pp. 78-109

Birk, D. (2000): Das Leistungsfahigkeitsprinzip in der Unternehmenssteuerreform, in: StuW 2000,
pp. 328-336

Birk, D. (2003): Zuzug und Wegzug von Kapitalgesellschaften — Zu den korperschaftsteuerlichen
Folgen der Uberseeringentscheidung des EuGH —,in: IStR 2003, pp. 469-473

Bode, J. (1997): Der Informationsbegriff in der Betriebswirtschaftslehre, in: zfbf 1997, pp. 449-468

Bogen, E. (1994): Steuerliche Zielvorstellungen in Unternehmen und Moglichkeiten ihrer
Realisation, Frankfurt on the Main / Berlin et al. 1994

Bogenschiitz, E. (1998): Internationale Steuerplanung im Spannungsfeld zwischen globalem
Wettbewerb und fiskalischen Interessen, in: Haarmann Hemmelrath & Partner (Eds.),
Gestaltung und Analyse in der Rechts-, Wirtschafts- und Steuerberatung von
Unternehmen, Cologne 1998, pp. 3-14

Bogenschiitz, E. / Schanne, M. (2003): Besteuerungsprobleme bei internationalen Kooperationen —
dargestellt am Beispiel der Pharmaindustrie, in: Grotherr, S. (Ed.), Handbuch der
internationalen Steuerplanung, 2™ edition, Herne / Berlin 2003, pp. 935-956

Breuninger, G. E. / Kriiger, A. (1999): Die abnehmende Lokalisierung von Unternehmen als
Rechtsproblem im internationalen Steuer- und Gesellschaftsrecht: Gibt es mehrere Orte
der Geschiftsleitung?, in: Breuninger, G. E. / Miiller, W. / Strobl-Haarmann, E. (Eds.),
Steuerrecht und Europiische Integration, Munich 1999, pp. 79-112

Brodhag, K. (1997): Vergleich der Besteuerung deutscher und franzosischer Kapitalgesellschaften
unter besonderer Beriicksichtigung der ertragsunabhéngigen Besteuerung, Frankfurt on
the Main / Berlin et al. 1997

Brunsbach, S. (2003): Electronic Commerce und Internationale Unternehmensbesteuerung
— Anwendbarkeit und Alternativen geltender Ankniipfungspunkte und Methoden zur
Vermeidung der Doppelbesteuerung —, Lohmar / Cologne 2003

Brynjolfsson, E. / Malone, T. W. / Gurbaxani, V. / Kambil, A. (1993): An Empirical Analysis of the
Relationship Between Information Technology and Firm Size, MIT Working Paper
CCS-TR #123, Cambridge / Massachusetts 1993

Biichs, M. J. (1991): Zwischen Markt und Hierarchie. Kooperationen als alternative
Koordinationsform, in: ZfB 1991, pp. 1-37

Buciek, K. (2003): Aktuelle Entwicklungen zur Betriebsstittenbesteuerung, in: DStZ 2003,
pp. 139-147

Biihler, O. (1959/1960): Uber einige Prinzipien des internationalen Steuerrechts, in: FA 1959/1960,
pp. 151-163



200

Burgstaller, E. / Haslinger, K. (2004): Place of Effective Management as a Tie-Breaker-Rule
Concept, Developments and Prospects, in: Intertax 2004, pp. 376-387

Burkert, M. (2003): Funktionsverlagerungen im internationalen Konzern, in: ISR 2003,
pp. 320-324, 356-360

Buxmann, P. (1999): Der Einfluss von Entwicklungen in der Informations- und
Kommunikationstechnik auf betriebliche Entscheidungssysteme, in: zfbf 1999,
pp- 714-729

Byrne, J. A. / Brandt, R. / Port, O. (1993): The Virtual Corporation, in: Business Week
8 February 1993, pp. 36-40

Canadian Advisory Committee on Electronic Commerce (1998): Electronic Commerce and
Canada’s Tax Administration, Ontario 1998

Caridi, A. (2003): Proposed Changes to the OECD Commentary on Article 5: Part I - The Physical
PE Notion, Part II ~ The Construction PE Notion, the Negative List and the Agency PE
Notion, in: ET 2003, pp. 8-19, 38-46

Casson, M. (1999): The Organisation and Evolution of the Multinational Enterprise:
An Information Cost Approach, in: mir 1999, pp. 77-121

Centre for European Policy Studies (2004). Harmonising Corporate Tax Bases in the EU, CEPS
Task Force Minutes, 15 September 2004, Brussels 2004

Clemons, E. K. / Reddi, S. P. / Row, M. C. (1993): The Impact of Information Technology on the
Organization of Economic Activity: The "Move to the Middle" Hypothesis, in: Journal
of Management Information Systems 1993, pp. 9-35

Coase, R. H. (1937): The Nature of the Firm, in: Economica 1937, pp. 386-405

Cockfield, A. J. (1999): Balancing National Interests in the Taxation of Electronic Commerce
Business Profits, in: Tulane Law Review 1999, pp. 133-217

Cockfield, A. J. (2000): Should We Really Tax Profits From Computer Servers? A Case Study in
E-Commerce Taxation, in: TNI 2000, pp. 2407-2415

Cockfield, A. J. (2001): Transforming the Internet into a Taxable Forum. A Case Study in
E-Commerce Taxation, in: Minnesota Law Review 2001, sections 1-154

Cockfield, A. J. (2004): Reforming the Permanent Establishment Principle Through a Quantitative
Economic Presence Test, in: TNI 2004, pp. 643-654

Cockfield, A. J. (2004a): Formulary Taxation Versus the Arm’s-Length Principle: The Battle
Among Doubting Thomases, Purists, and Pragmatists, in: Canadian Tax Journal 2004,
pp. 114-123

Coffill, E. J. / Willson Jr., P. (1993): Federal Formulary Apportionment as an Alternative to Arm's
Length Pricing: From the Frying Pan to the Fire?, in: TN 1993, pp. 1103-1117

Commission of the European Communities (1992): Report of the Committee of Independent
Experts on Company Taxation, Brussels 1992



201

Commission of the European Communities (2001): Company Taxation in the Internal Market,
SEC(2001) 1681 {COM(2001) 582 final}, Brussels 2001, also available at
http://europa.eu.int/comm/taxation_customs/resources/documents/
company_tax_study_en.pdf

Commission of the European Communities (2001a): The E-Economy in Europe: Its Potential
Impact on EU Enterprises and Policies, Brussels 2001

Commission of the European Communities (2002): Summary Report of the Workshop on the
Potential Experimental Application of ,Home State Taxation“ to Small and Medium-
Sized Enterprises in the EU Held in Brussels on 17 December 2002, Brussels 2002

Commission of the European Communities (2003): Communication from the Commission to the
Council, the European Parliament and the European Economic and Social Committee.
An Internal Market Without Company Tax Obstacles. Achievements, Ongoing
Initiatives and Remaining Challenges, COM(2003) 726 final, Brussels 2003

Commission of the European Communities (2003a): Summary Report of the TAXUD Consultation
of Interested Parties on the Experimental Application of “Home State Taxation” to
Small and Medium-Sized Enterprises in the EU, Brussels 2003

Commission of the European Communities (2004): The Design of an Apportionment Mechanism
for an EU Consolidated Tax Base, Brussels 2004

Commission of the European Communities (2004a); Summary Report of the Workshop on the
Allocation Mechanism Held in Brussels on 4 March 2004, Brussels 2004

Commission of the European Communities (2004b): Home State Taxation for Small and Medium-
Sized Enterprises, Commission Non-Paper to Informal Ecofin Council on 10 and 1
September 2004, 7 July 2004, Brussels 2004

Commission of the European Communities (2004c): A Common Consolidated EU Corporate Tax
Base, Commission Non-Paper to Informal Ecofin Council on 10 and 11 September
2004, 7 July 2004, Brussels 2004

Commission of the European Communities (2004d): Communication from the Commission to the
Council, the European Parliament and the European Economic and Social Committee
on the Work of the EU Joint Transfer Pricing Forum in the Field of Business Taxation
from October 2002 to December 2003 and on a Proposal for a Code of Conduct for the
Effective Implementation of the Arbitration Convention, 90/436/EEC of 23 July 1990,
COM(2004) 297 final, Brussels 2004

Commission of the European Communities (2004e): European Tax Survey, Working Paper No. 3 /
2004, Luxembourg 2004

Cordell, A. J. (1996): New Taxes for a New Economy, Ottawa 1996, available at
http://www .usask.ca/library/gic/v2nd/cordell/cordell.html

Dautzenberg, N. (1997): Vereinbarkeit von Doppelbesteuerungsabkommen und EG-Vertrag am
Beispiel der Besteuerung der Arbeitnehmereinkiinfte —~ Bemerkungen aus AnlaB der
EuGH-Vorlage Gilly -, in: DB 1997, pp. 1354-1361

Davidow, W. H. / Malone, M. S. (1992): The Virtual Corporation: Structuring and Revitalizing the
Corporation for the 21* Century, New York 1992


http://europa.eu.int/comm/taxation_customs/resources/ciocuments/
http://www.usask.ca/library/gic/v2n4/cordell/cordell.html

202

De Hosson, F. C. (1991): Profit Allocation in an Integrated European Market, in: International Tax
Review 1991, pp. 146-147

De Hosson, F. C. (1996): Restructuring the Businesses of Multinational Groups Operating in
Europe, in: Intertax 1996, pp. 80-92

Debatin, H. (1991): Die grenziiberschreitende Sitzverlegung von Kapitalgesellschaften,
in: GmbHR 1991, pp. 164-170

Delfmann, W. (1989): Das Netzwerkprinzip als Grundlage integrierter Unternehmensfiihrung,
in: Delfmann, W. (Ed.), Der Integrationsgedanke in der Betriebswirtschaftslehre,
Wiesbaden 1989, pp. 87-113

Devereux, M. P. (2004): Debating Proposed Reforms of the Taxation of Corporate Income in the
European Union, in: ITPF 2004, pp. 71-89

Devereux, M. P. / Griffith, M. (1998): Taxes and the Location of Production: Evidence from a Panel
of US Multinationals, in: Journal of Public Economics 1998, pp. 335-367

Devereux, M. P. / Pearson, M. (1989): Corporate Tax Harmonisation and Economic Efficiency,
London 1989

Devereux, M. P. / Pearson, M. (1995): European Tax Harmonisation and Production Efficiency, in:
European Economic Review 1995, pp. 1657-1681

DIHK (2003): Produktionsverlagerung als Element der Globalisierungsstrategie von Unternehmern.
Ergebnisse einer Unternehmensbefragung, Berlin 2003

Dirz, X. (2002): Gewinnabgrenzung zwischen Stammhaus und Betriebsstitte — Neue Entwicklungen
auf Ebene der OECD unter besonderer Beriicksichtigung des E-Commerce,
in: ISR 2002, pp. 210-216

Dirz, X (2004): Internationale Gewinnabgrenzung bei Betriebsstitten. Ableitung einer
rechtsformneutralen Auslegung des Fremdvergleichsgrundsatzes im internationalen
Steuerrecht, Hamburg 2004

Ditz, X (2005): Internationale Gewinnabgrenzung bei Betriebsstitten und nationale
Gewinnermittlungsvorschriften im Lichte aktueller Entwicklungen bei der OECD,
in: IStR 2005, pp. 37-43

Doernberg, R. L. (1998). Electronic Commerce and International Tax Sharing, in: TNI 1998,
pp- 1013-1022

Doernberg, R. L. (2000): Electronic Commerce: Changing Income Tax Treaty Principles a Bit?,
in: TNI 2000, pp. 2417-2430

Doernberg, R. L. / Hinnekens, L. / Hellerstein, W. / Li, J. (2001): Electronic Commerce and
Multijurisdictional Taxation, The Hague 2001

Drefler, G. (1999): Gewinn- und Vermdgensverlagerungen in Niedrigsteuerlinder und ihre
steuerliche Uberprufung, 3 edition, Neuwied / Kriftel 1999

Dunning, J. H. (1981): Towards an Eclectic Theory of International Production: Some Empirical
Tests, in: JIBS 1981, pp. 9-31



203

Dunning, J. H. (1981a): International Production and the Multinational Enterprise, London 1981
Dunning, J. H. (1991): Explaining International Production, London 1991
Dunning, J. H. (1993): The Globalization of Business, London / New York 1993

Dunning, J. H. (1993a): Trade, Location of Economic Activity and the Multinational Enterprise:
A Search for an Eclectic Approach, in: Dunning, J. H. (Ed.), The Theory of
Transnational Corporations, London / New York 1993, pp. 183-218

Dunning, J. H. (1995): Multinational Enterprises and the Global Economy, Wokingham 1995

Dunning, J. H. (2000): Regions, Globalization, and the Knowledge Economy: The Issues Stated,
in: Dunning, J. H. (Ed.), Regions, Globalization, and the Knowledge Economy, New
York 2000, pp. 7-41

eCom Taxpert Group (2002): Taxation of Electronic Commerce in India. Report Presented to the
Central Board of Direct Taxes, India, in Response to the Report of the High Powered
Committee, Mumbai 2002

FEicker, K. (2000): Tax E-fficient Structures for Electronic Business: The Challenge for Corporate
Structures and Business Models, in: Intertax 2000, pp. 120-131

FEicker, K. (2001): Structuring an Electronic Marketplace: Legal and Tax Issues, in: Intertax 2001,
pp. 149-153

Eicker, K. (2001a). Renaissance of the Permanent Establishment in Europe Through New
Economy?, in: Intertax 2001, pp. 60-61

Eicker, K. (2001b): Ertragsteuerrecht, in: Gummert, H. / Trapp, S. (Eds.), Neue Medien im
Steuerrecht: ~ Steuerliche Behandlung neuartiger Geschiftsmodelle in  der
Informationstechnologie, Munich 2001, pp. 1-77

Eicker, K. / Scheifele, M. (1999). Die Betriebsstittenproblematik im Electronic Commerce,
in: IWB 1999, subject 3 category 2, pp. 783-794

Eisele, F. (2003): Grenziiberschreitende Funktionsverlagerung. Recht und Besteuerung im
Einheitsunternehmen und Konzern, Herne / Berlin 2003

Eisenach, M. (1974). Entscheidungsorientierte Steuerplanung. Grundlagen, Instrumente und
Konzept zur Planung der Steuerbelastung mittels dynamischer Teilsteuerrechnung,
Wiesbaden 1974

Elschen, R. (1991): Entscheidungsneutralitdt, Allokationseffizienz und Besteuerung nach der
Leistungsfahigkeit. Gibt es ein gemeinsames Fundament der Steuerwissenschaft?,
in: StuW 1991, pp. 99-115

Elschen, R. / Hiichtebrock, M. (FA 1983). Steuerneutralitit in Finanzwissenschaft und
Betriebswirtschaftslehre — Diskrepanz und Konsequenzen, in: FA 1983, pp. 253-280

empirica (2000): Benchmarking Progress on New Ways of Working and New Forms of Business
Across Europe, Bonn 2000



204

Endres, D. (1996): Die Neuordnung des Europageschiftes unter steuerlichen Aspekten, in: Institut
der Wirtschaftspriifer (Ed.), Globale Unternehmenstitigkeit und inldndische
Besteuerung, Diisseldorf 1996, pp. 91-102

Endres, D. (2003): Steueraspekte internationaler Joint Ventures, in: Grotherr, S. (Ed.), Handbuch
der internationalen Steuerplanung, 2 edition, Herne / Berlin 2003, pp. 193-216

Endres, D. (2003a): Reiches Ausland —~ Armes Inland: Steuerliche Effekte bei einer
Funktionsverlagerung ins Ausland, in: RIW 2003, pp. 729-734

Endres, D. (2003b): Konzernbesteuerung in wichtigen Industriestaaten, in: Herzig, N. (Ed.),
Organschaft, Stuttgart 2003, pp. 461-482

Endres, D. (2003c): Internationaler Vergleich von Konsolidierungs- und Organschaftsvorschriften,
in: WPg 2003, pp. S 35-S 40

Endres, D. (2005): Reduktion der Konzemnsteuerquote durch internationale Steuerplanung, in:
Oestreicher, A. (Ed.), Internationale Steuerplanung, Herne / Berlin 2005, pp. 163-190

Endres, D. / Oestreicher A. (2003). Grenzitberschreitende  FErgebnisabgrenzung:
Verrechnungspreise, Konzernumlagen, Betriebsstittengewinnermittlung — Bestands-
aufnahme und Neuentwicklungen, in: IStR 2003, pp. 1*-16*

Endriss, A. / Kibisch, V. / Labermeier, A. (1999): Ausgewihlte Problemfelder der Besteuerung des
Electronic Commerce, in: BB 1999, pp. 2276-2281

Ermmst & Young (2003): Transfer Pricing 2003 Global Survey, available at
http://www.ey.com/global/download.nsf/International/Transfer_Pricing_Global_Survey
/$file/EY_Transfer_Pricing_2003_Global_Survey.pdf

Ernst & Young / ZEW (2004): Company Taxation in the New EU Member States. Survey of the Tax
Regimes and Effective Tax Burdens for Multinational Investors, 2™ edition, Frankfurt
on the Main / Mannheim 2004

Emnsthaler, J. / Gesmann-Nuissl, D. (2000): Virtuelle Unternehmen in der Praxis — FEine
Herausforderung fir das Zivil-, Gesellschafts- und Kartellrecht, in: BB 2000,
pp. 2265-2271

Fairpo, A. (1999): Taxation Implications of Electronic Cash, in: The Tax Journal 1999, pp. 6-8

Fairpo, A. (2004): Acquiring Intellectual Property, in: The Tax Journal 2004, pp. 13-15

Feizer, T. (2000): Die Besteuerung des Electronic Commerce im Internet, Frankfurt on the Main /
Berlin et al. 2000

Fink, D. H. (1998): Virtuelle Unternehmensstrukturen: Strategische Wettbewerbsvorteile durch
Telearbeit und Telekooperation, Wiesbaden 1998

Fischer, L. (1998): Grundfragen der Besteuerung von Transaktionen im Internet, in: Fischer, L. /
Strunk, G. (Eds.), Steuerliche Aspekte des Electronic Commerce, Cologne 1998,
pp. 1-17

Fischer, L. / Warnecke, P. (1998): Internationale betriebswirtschaftliche Steuerlehre, 4™ edition,
Bielefeld 1998


http://www.ey.com/global/download.nsf/Intemational/Transfer_Pricing_Global_Survey

205

Fischer-Zernin, J. (1997): Joint Venture-Strukturen im internationalen Steuer- und
Gesellschaftsrecht, in: IWB 1997, subject 10 category 2, pp. 1273-1288

Flick, H. (1961): Recht und Gerechtigkeit im internationalen Steuerrecht, in: FR 1961, pp. 171-174

Fohr, 1. (2001): Besteuerungskonzept fiir Holdinggesellschaften: Eine systematische Analyse der
Anforderungen an die Ertragsbesteuerung intemnationaler Holdinggesellschaften unter
besonderer Beriicksichtigung des deutschen Steuerrechts, Frankfurt on the Main /
Berlin et al. 2001

Forst, D. L. (1997): The Continuing Vitality of Source-Based Taxation in the Electronic Age,
in: TNI 1997, pp. 1455-1473

Forster, H. / Naumann, M. (2004): Der neue OECD-Vorschlag zur Anderung der
Betriebsstittengewinnermittlung nach Art. 7 OECD-MA im Vergleich zur bisherigen
Auffassung, in: IWB 2004, subject 10 category 2, pp. 1777-1790

Frebel, M. / Spengel, C. (2003). Neue Initiativen der EU-Kommission fiir die Besteuerung
grenziiberschreitend titiger Unternehmen in Europa, in: StuB 2003, pp. 786-792

Frese, E. (1993): Geschiftssegmentierung als organisatorisches Konzept — zur Leitbildfunktion
mittelstidndischer Strukturen fiir GroBunternehmungen -, in: zfbf 1993, pp. 999-1024

Frese, E. (1995): Profit Center und Verrechnungspreis — Organisationstheoretische Analyse eines
aktuellen Problems —, in: zfbf 1995, pp. 942-954

Frese, E. (Ed.) (2000): Organisationsmanagement: Neuorientierung der Organisationsarbeit,
Stuttgart 2000

Frieden, K. (2000): Cybertaxation. The Taxation of E-Commerce, Chicago 2000

Fuest, C. (2005): EuGH-Rechtsprechung zur Unternehmensbesteuerung, in: Wirtschaftsdienst 2005,
pp- 21-25

Gandenberger, O. (1983). Kapitalexportneutralitit versus Kapitalimportneutralitit — Allokative
Uberlegungen zu einer Grundfrage der internationalen Besteuerung, Aufsitze zur
Wirtschaftspolitik No. 7, Mainz 1983

Gandenberger, O. (1985). Der EinfluB der Einkommen- und Korperschaftsteuer auf die
internationalen Wirtschaftsstréme, in: DSUG 1985, pp. 33-48

Gareis, K. / Korte, W. / Deutsch, M. (2000): Die E-Commerce Studie: Richtungsweisende
Marktdaten, Praxiserfahrungen, Leitlinien fiir die strategische Umsetzung,
Braunschweig 2000

Garicano, L. / Kaplan, S. N. (2001): The Effects of Business-To-Business E-Commerce on
Transaction Costs, in: Journal of Industrial Economics 2001, pp. 463-485

Gassner, W. (2001): Steuergestaltung als Vorstandspflicht, in: Vernat, E. (Ed.), Zum Recht der
Wirtschaft, Vienna 2001, pp. 605-624

German Council of Economic Experts (2004): Annual Report 2004/05: “External Successes —
Internal Challenges”, Wiesbaden 2004



206

Glicklich, P. A. / Leimner, A. (2001): U.S. Taxation of E-Commerce Under Subpart F — Missing
Pieces Leave Uncertainty, in: BIFD 2001, pp. 507-512

Gomez, P. (1992): Neue Trends in der Konzernorganisation, in: zfo 1992, pp. 166-172

Gopffarth, D. (2001): Die Besteuerung multinationaler Unternehmen aus europiischer Perspektive,
Baden-Baden 2001

Gorl, M. (2003): Article 5, in: Vogel, K. / Lehner, M. (Eds.), Doppelbesteuerungsabkommen,
4" edition, Munich 2003, Article 5, sections 1-176

Gradl, S. (2000): Die Vertreterbetriebstiitte nach Art. 5 Abs. 5 und 6 OECD-MA und E-Commerce,
in: Toifl, G. / Ziiger, M. (Eds.), Besteuerung von E-Commerce, Vienna 2000,
pp. 167-182

Graf, M. (2003): Gewinnabgrenzung im Electronic Commerce. Eine funktionsanalytische
Untersuchung der steuerlichen Verrechnungspreise im Internationalen Konzern,
Hamburg 2003

Grapperhaus, F. H. M. (1977): Limits to International Tax Planning, in: BIFD 1977, pp. 531-534

Griemla, S. (2003): Grenziiberschreitende Verschmelzung von doppelt anséssigen
Kapitalgesellschaften im Ertragsteuerrecht, Lohmar / Cologne 2003

Grotherr, S. (2003): Grundlagen der internationalen Steuerplanung, in: Grotherr, S. (Ed.),
Handbuch der internationalen Steuerplanung, 2" edition, Herne / Berlin 2003, pp- 3-28

Gummert H. / Trapp, S. (2001): Verrechnungspreisaspekte im elektronischen Geschiftsverkehr, in:
Gummert H. / Trapp, S. (Eds.), Neue Medien im Steuerrecht: Steuerliche Behandlung
neuartiger Geschiftsmodelle in der Informationstechnologie, Munich 2001, pp. 106-143

Gurbaxani, V. / Whang, S. (1991): The Impact of Information Systems on Organizations and
Markets, in: CACM 1991, pp. 59-73

Guttman, G. (1999): CIAT Examines E-Commerce Challenge to Tax Administration, in: TNI 1999,
pp. 1391-1395

Haarmann, W. (2001/2002): Aussagekraft und Gestaltbarkeit der Konzemsteuerquote,
in: StbJb 2001/2002, pp. 367-379

Haase, F. F. (2003): Grenziiberschreitende Sitzverlegung von Kapitalgesellschaften vor und nach
dem Urteil des EuGH vom 5.11.2002 (Rs. Uberseering), in: IWB 2003, subject 11
category 2, pp. 461-478

Haif3, U. (2000): Gewinnabgrenzung bei Betriebsstitten im Internationalen Steuerrecht, Neuwied /
Kriftel 2000

Haller, H. (1981): Die Steuern. Grundlinien eines rationalen Systems offentlicher Abgaben,
3" edition, Tiibingen 1981

Hannemann, S. / Peffermann, P. (2003): IAS-Konzemsteuerquote: Begrenzte Aussagekraft fiir die
steuerliche Performance eines Konzerns, in: BB 2003, pp. 727-733

Hardesty, D. (2001): Allocating Profit to a Web Server, in: TPI e-commerce 2001, pp. 13-18



207

Héuselmann, H. (1997): Die Besteuerung des Global Trading: Zum Diskussionsentwurf der OECD
"The Taxation of Global Trading of Financial Instruments", in: RIW 1997, pp. 857-865

Hauser, H.  (1996): Freistellung  oder  Anrechnung als  Regelmethode in
Doppelbesteverungsabkommen?, in: Vogel, K. (Ed.), Freistellung im internationalen
Steuerrecht, Munich 1996, pp. 47-54

Helbing, J. (1995): Konzernverrechnungspreise — Okonomische Analyse eines Hauptproblems der
internationalen Besteuerung, Bonn 1995

Hellerstein, J. R. (1993): Federal Income Taxation of Multinationals: Replacement of Separate
Accounting with Formulary Apportionment, in: TN 1993, pp. 1131-1145

Hellerstein, J. R. (1997). State Taxation of Electronic Commerce, in: TLR 1997, pp. 425-505

Hellerstein, J. R. / McLure Jr., C. E. (2004): The European Commission’s Report on Company
Income Taxation: What the EU Can Learn from the Experience of the US States,
in: ITPF 2004, pp. 199-220

Herzig, N. (1997): Advance Pricing Agreements: Ein Instrument zur Vermeidung von
Doppelbesteuerung?, in: Burmester, G. / Endres, D. (Eds.), AuBensteuerrecht,
Doppelbesteuerungsabkommen und EU-Recht im Spannungsverhiltnis, Munich 1997,
pp. 107-120

Herzig, N. (1998): Globalisierung und Besteuerung, in: WPg 1998, pp. 280-296

Herzig, N. (2001): Steuern erlangen im globalen Wettbewerb ein Element der Freiwilligkeit,
in: Frankfurter Allgemeine Zeitung 2 July 2001, p. 29

Herzig, N. (2003): Gestaltung der Konzernsteuerquote — eine neue Herausforderung fiir die
Steuerberatung?, in: WPg 2003, pp. S 80-S 92

Herzig, N. / Dempfle, U. (2002): Konzernsteuerquote, betriebliche Steuerpolitik und
Steuerwettbewerb, in: DB 2002, pp. 1-8

Herzig, N. / Watrin, C. (2000): Betriebswirtschaftliche Anforderungen an eine
Unternehmenssteuerreform, in: StuW 2000, pp. 378-388

Hickey, J. J. B. (2000): Permanent Establishments: The OECD Draft Position on Web Sites and
Computer Equipment, in: B.T.R. 2000, pp. 68-70

Hickey, J. J. B. (2000a): The Fiscal Challenge of E-Commerce, in: B.T.R. 2000, pp. 91-105

Higinbotham, H. N. / Levey, M. M. (1998): When Arm’s Length Isn’t Really Arm’s Length: Issues
in the Application of the Arm’s-Length Standard, in: International Tax Review 1998,
pp. 235-244

Hines Jr., J. R (1999): Lessons From Behavioral Responses to International Taxation,
in: NTJ 1999, pp. 305-322

Hinnekens, L. (1996): Belgian Co-Ordination, Distribution and Special Service Centres: Non-
Garden Varieties of Arm’s Length Transfer Pricing and European Arbitration,
in: Intertax 1996, pp. 347-370



208

Hinnekens, L. (1998): The Challenges of Applying VAT and Income Tax Territoriality Concepts
and Rules to International Electronic Commerce, in: Intertax 1998, pp. 52-70

Hinnekens, L. (1998a): Looking for an Appropriate Jurisdictional Framework for Source-State
Taxation of International Electronic Commerce in the Twenty-First Century, in:
Intertax 1998, pp. 192-200

Hinnekens, L. (1999): International Taxation of Electronic Commerce: An Emerging Framework,
in: Intertax 1999, pp. 440-444

Hinnekens, L. (2001): How OECD Proposes to Apply Existing Criteria of Jurisdiction to Tax
Profits Arising from Cross-Border Electronic Commerce, in: Intertax 2001, pp. 322-331

Hinnekens, L. (2001a): Income Taxation of Electronic Commerce and Other Cross-Border Business
Coordinated by the OECD Also Involves the European Community, in: ET 2001,
pp. 299-306

Hinnekens, L. (2003): Revised OECD-TAG Definition of Place of Effective Management in Treaty
Tie-Breaker Rule, in: Intertax 2003, pp. 314-319

Hollenbach, V. (2003): Verlagerung des Vertriebs innerhalb eines Konzerns: Die Bewertung des
Kundenstamms, in: IStR 2003, pp. 605-612

Holz, A. / Hippe, A. (1996). Steuergestaltungsmoglichkeiten in grenziiberschreitenden
Unternehmensnetzwerken, in: Bellmann, K. / Hippe, A. (Eds.), Management von
Unternehmensnetzwerken, Wiesbaden 1996, pp. 237-268

Homburg, S. (2000). Perspektiven der internationalen Unternehmensbesteuerung, in: Andel, N.
(Ed.), Probleme der Besteuerung III, Berlin 2000, pp. 9-61

Homburg, S. (2003): Allgemeine Steuerlehre, 3" edition, Munich 2003

Homburg, S. (2005): Wohnsitzprinzip, in: Endres, D. / Oestreicher, A. / Scheffler, W. / Schreiber,
U. / Spengel, C. (Eds.), Die internationale Unternehmensbesteuerung im Wandel,
Munich 2005, pp. 14-27

Horner, F. M. / Owens, J. (1996). Tax and the Web: New Technology, Old Problems,
in: BIFD 1996, pp. 516-523

Hummel, J. (2002): Auswahl und Gestaltung transaktionsorientierter Geschiftsmodelle im Internet
- Eine Betrachtung aus Sicht der neuen Institutionendkonomie, in: ZfB 2002,
pp. 713-733

IBFD (Ed.) (2004): European Tax Handbook, Amsterdam 2004

ICRT (1997): Position Paper on the “Bit Tax”, Brussels 1997, available at
http://www icrt.org/pos_papers/1997/970704_EC_T&T1.pdf

Indian Ministry of Finance (Ed.) (2001): Taxation of E-Commerce. Report of the High-Powered
Committee on Electronic Commerce and Taxation, New Delhi 2001, available at
http://www Jaws4india.com/indiantaxlaws/ notification/ecomcontent.asp

Inland Revenue (1999): Electronic Commerce: The UK’s Taxation Agenda, London 1999


http://www.icrt.org/pos_papers/1997/970704_EC_T&Tl.pdf
http://www.laws4india.com/indiantaxlaws/notification/ecomcontent.asp

205

Irish Revenue (1999): Electronic Commerce and the Irish Tax System, Dublin 1999, available at
http://www revenue.ie/pdf/e_commerce/e_commerce.pdf

ISI (2002): Auslandsproduktion — Chance oder Risiko fiir den Produktionsstandort Deutschland?,
Karlsruhe 2002

Itaki, M. (1991): A Critical Assessment of the Eclectic Theory of the Multinational Enterprise,
in: JIBS 1991, pp. 445-460

Jachmann, M. (2000): Steuergesetzgebung zwischen Gleichheit und wirtschaftlicher Freiheit:
verfassungsrechtliche Grundlagen und Perspektiven der Unternehmensbesteuerung,
Stuttgart / Munich et al. 2000

Jachmann, M. (2000a): Besteuerung von Unternehmen als Gleichheitsproblem: Unterschiedliche
Behandlung von Rechtsformen, Einkunftsarten, Werten und Steuersubjekten im Ertrag-
und Erbschaftsteuerrecht, in: Pelka, J. (Ed.), Europa- und verfassungsrechtliche Grenzen
der Unternehmensbesteuerung, Cologne 2000, pp. 9-65

Jacobs, O. H. (1994). Die Korperschaftsteuersysteme in Deutschland, Frankreich und
GrofBbritannien. Vergleich und Perspektiven fiir eine Harmonisierung innerhalb der
Europiischen Union, in: Biihler, W. (Ed.), Steuervereinfachung, Heidelberg 1994,
pp- 209-230

Jacobs, O. H. (Ed.) (2002): Internationale Unternehmensbesteuerung ~ Deutsche Investitionen im
Ausland, Auslandische Investitionen im Inland, 5™ edition, Munich 2002

Jacobs, O. H. (Ed.) (2002a): Unternehmensbesteuerung und Rechtsform, 3" edition, Munich 2002

Jacobs, O. H. (2003). Dezentrale und prozeBorientierte Entscheidungsstruktur bei der
Standortplanung und der internationalen Unternehmensbesteuerung, in: Merkel, H.
(Ed), Logistik und Verkehrswirtschaft im Wandel: Unternehmensiibergreifende
Versorgungsnetzwerke verandern die Wirtschaft, Munich 2003, pp. 111-130

Jacobs, O. H. / Spengel, C. / Schifer, A. (2003): ICT and International Corporate Taxation: Tax
Attributes and Scope of Taxation, in: Intertax 2003, pp. 214-231

Jacobs, O. H. / Spengel, C. / Schiifer, A. (2004): ICT and Profit Allocation within Multinational
Groups, in: Intertax 2004, pp. 268-283

Jager, C. (2001): Die Korperschaftsteuersysteme in Europa: Eine europarechtliche und
betriebswirtschaftliche Analyse, Lohmar / Cologne 2001

Joseph, G. T. J. (2004). Electronic Commerce and the United Nations Model Double Taxation
Convention, in: Intertax 2004, pp. 387-401

Kaminski, B. (2000): Die Zuordnung von Vermdgen und die Bestimmung der Einkiinfte, in: Strunk,
G. (Ed), Steuern und Electronic Commerce: Mdoglichkeiten und Grenzen der
Steuergestaltung, Neuwied / Kriftel 2000, pp. 124-184

Kaminski, B. (2001): Verrechnungspreisbestimmung bei fehlendem Fremdvergleichspreis,
Neuwied / Kriftel 2001

Kaminski, B. / Strunk, G. (1999): Verrechnungspreisaspekte von Geschiften im Internet,
in: IStR 1999, pp. 217-224


http://www.revenue.ie/pdf/e_commerce/e_commerce.pclf

210

Kaminski, B. / Strunk, G. (2002): BFH-Urteil zu Betriebsstatte und E-Commerce. Anmerkungen
zum Urteil vom 5.6.2002, I R 86/01, in: IWB 2002, subject 3 category 2, pp. 1037-1042

Kellersmann, D. / Treisch, C. (2002): Europiische Unternehmensbesteuerung, Wiesbaden 2002

Kemmeren, E. C. C. M. (2001): Principle of Origin in Tax Conventions. A Rethinking of Models,
Eersel 2001

Kessler, W. (1996): Die Euro-Holding: Steuerplanung, Standortwahl, Linderprofile, Munich 1996

Kessler, W. (Ed.) (2000): Das Steuerrecht der neuen Medien: Beratungshandbuch zum
E-Commerce, Internet und zur Telekommunikation, Cologne 2000

Kessler, W. (2001/2002): Adaption des E-Business im nationalen und DBA-Recht,
in: StbJb 2001/2002, pp. 437-474

Kessler, W. / Miiller, M. A. (2003): Ort der Geschiftsleitung einer Kapitalgesellschaft nach
nationalem und DBA-Recht — Bestandsaufnahme und aktuelle Entwicklungen,
in: IStR 2003, pp. 361-369

Kessler, W. / Spengel, C. (2003): Direct Tax Provisions Potentially Incompatible with EC Law.
A Checklist for Practitioners, in: ET 2003, pp. 355-366

Kessler, W. / Spengel, C. (2004). Checkliste potenziell EG-rechtswidriger Normen des deutschen
direkten Steuerrechts — Update 2004, in: DB 2004, pp. 1-8

Kilby, J. / Wildi, M. (2000): Tax Planning for Business to Business Exchanges, in: TPI e-commerce
2000, pp. 25-28

Kleineidam, H.-J. (1997): Perspektiven der internationalen Einkunftsabgrenzung im Lichte globaler
Unternehmensstrategien, in: Klein, F. / Flick, H. (Eds.), Unternehmen Steuern, Cologne
1997, pp. 857-872

Kleineidam, H.-J. (1999): Gerechtigkeits- und Kausalititsgesichtspunkte bei der internationalen
Einkiinftezurechnung auf Betriebsstitten. Ein Pliddoyer fiir eine modifizierte globale

Einkiinftezurechnungsmethode, in: Kleineidam, H.-J. (Ed.), Unternehmenspolitik und
internationale Besteuerung, Berlin 1999, pp. 691-712

Kleineidam, H.-J. (2001): Fremdvergleichsgrundsatz und strategische Rente globaler
Unternehmenspolitik, in: IStR 2001, pp. 724-728

Klone, H. (1980): Steuerplanung, Neuwied 1980

Knobbe-Keuk, B. (1991) Wegzug und Einbringung von Unternehmen zwischen
Niederlassungsfreiheit, Fusionsrichtlinie und nationalem Steuerrecht, in: DB 1991,
Pp- 298-306

Knddler, C. (2004): Besteuerung von Ertrag und Umsatz im Electronic Commerce, Wiesbaden
2004

Kolde, E. J. (1974): The Multinational Company, Lexington / Massachusetts 1974

Konig, R. (1997): Wirtschaftliche Effizienz und Steuerreformen, Heidelberg 1997



211

Konrad, M. (2003): Erfolgs- und Vermdgensabgrenzung zwischen Stammhaus und Betriebsstétte
nach dem Functionally Separate Entity-Ansatz, in: IStR 2003, pp. 786-792

Koop, M. J. (1993): Zur Gewinnbesteuerung von Korperschaften in der Europdischen
Gemeinschaft, Tiibingen 1993

Kratz, P. (1986): Steuerplanung internationaler Unternehmungen. System und Methode, Bern 1986

Kreikebaum, H. / Gilbert, D. U. / Reinhard:, G. 0. (2002): Organisationsmanagement
internationaler Unternehmen: Grundlagen und neue Strukturen, 2™ edition, Wiesbaden
2002

Kriner, M. (2003): Organschaft und Konzernsteuerquote, in: Herzig, N. (Ed.), Organschaft,
Stuttgart 2003, pp. 562-569

Kroppen, H.-K. / Hagemeier, T. (2004): Hinzurechnungsbesteuerung bei neuen Vertriebsstrukturen,
in: IWB 2004, subject 3 category 2, pp. 1137-1144

Kroppen, H.-K. / Rasch, S. (2003): Das SteVAG und die Dokumentation von Verrechnungspreisen
- Entwurf der Rechtsverordnung im Sinne des § 90 Abs. 3 AO-E, in: IWB 2003,
subject 3 category 1, pp. 1921-1932

Kriiger, W. (1994): Organisation der Unternehmung, 3" edition, Stuttgart 1994

Kuckhoff, H. / Schreiber, R. (1999): Grenziiberschreitende Funktionsverlagerung aus der Sicht der
Betriebspriifung, in: IStR 1999, pp. 321-330, 353-362

Kumpf, W. (1982): Besteuerung inlandischer Betriebstitten von Steuerauslandern, Cologne 1982

Kiiting, K. / Zwirner, C. (2001): Bilanzierung und Bewertung bei Film- und Medienunternehmen
des neuen Marktes — Bestandsaufnahme zwischen Theorie und Empirie ~, in: FB 2001,
pp- 4-38

Langbein, S. 1. (1992): A Modified Fractional Apportionment Proposal for Tax Transfer Pricing,
in: TN 1992, pp. 719-730

Lange, K. W. (1998): Das Recht der Netzwerke: Moderne Formen der Zusammenarbeit in
Produktion und Vertrieb, Heidelberg 1998

Laubacher, R. J. / Malone, T. W. (1997): Two Scenarios for 21% Century Organisations: Shifting
Networks of Small Firms or All-Encompassing ,,Virtual Countries*?, MIT Initiative on
Inventing the Organisations of the 21" Century, Working Paper 21C WP 001,
Cambridge / Massachusetts 1997

Laudan, D. (2003): Wahl der Sitzstaaten von Konzerngesellschaften als steuerliches
Entscheidungsproblem, in: Grotherr, S. (Ed.), Handbuch der internationalen
Steverplanung, 2™ edition, Herne / Berlin 2003, pp. 123-137

Lee, C. H. (2002): Instability of the Dependent Agency Permanent Establishment Concept,
in: TNT 2002, pp. 1325-1334

Lee, H. G. / Clark, T. H. (1996): Impacts of the Electronic Marketplace on Transaction Cost and
Market Structure, in: International Journal of Electronic Commerce Law and Practice
1996, pp. 127-149



212

Lehner, M. (1988): Die steuerliche Ansissigkeit von Kapitalgesellschaften. Insbesondere zur
doppelten Ansissigkeit, in: RIW 1988, pp. 201-214

Lejeune, 1. / Vanham, B. / Verlinden, I. / Verbeken, A. (1998): Does Cyber-Commerce Necessitate a
Revision of International Tax Concepts?, in: ET 1998, pp. 50-58

Li, J. (2001): Slicing the Digital Pie with a Traditional Knife — Effectiveness of the Arm’s-Length
Principle in the Age of E-Commerce, in: TNI 2001, pp. 775-808

Li, J. (2002): Global Profit Split: An Evolutionary Approach to International Income Allocation,
in: CTJ 2002, pp. 823-883

Li, J. (2003): International Taxation in the Age of Electronic Commerce: A Comparative Study,
Toronto 2003

Lodin, S.-O. (2004): A Value Added Formula for Allocation of Group Income Under Home State
Taxation, previously unreleased paper

Lodin, S.-0. / Gammie, M. (1999): The Taxation of the European Company, in: ET 1999,
pp. 286-294

Lodin, S.-0./ Gammie, M. (2001): Home State Taxation, Amsterdam 2001

Lucking-Reiley, D. / Spulber, D. F. (2001): Business-To-Business Electronic Commerce,
in: JEP 2001, pp. 55-68

Luttermann, C. (1996): Besteuerung multinationaler Konzerne in den Vereinigten Staaten von
Amerika: Zur Geschichte, Rechtslage und jiingeren Entwicklung des "formulary
apportionment"-Prinzips im Lichte der Entscheidung Barclays Bank: Unitary taxation
auch auf Bundesebene?, in: RIW 1996, pp. 935-948

Maguire, N. / Anolik, S. (2000): Subpart F and Source of Income Issues in E-Commerce,
in: TNI 2000, pp. 1935-1946

Maiterth, R. (2001): Wettbewerbsneutralitit der Besteuerung, Bielefeld 2001

Malone, T. W. / Laubacher, R. J. (1999): The Dawn of the E-Lance Economy, in: HBR 1998,
pp. 145-152

Malone, T. W. / Rockart, J. F. (1991). Computers, Networks and the Corporation, in: Scientific
American 1991, pp. 92-99

Malone, T. W. / Yates, J. / Benjamin, R. 1. (1987): Electronic Markets and Electronic Hierarchies,
in: CACM 1987, pp. 484-497

Malone, T. W. / Yates, J. / Benjamin, R. I. (1989): The Logic of Electronic Markets, in: HBR 1989,
pp- 166-170

Mangold, K. (1999): Elektronischer Geschiftsverkehr — Perspektiven und Herausforderungen fiir
Untemnehmen, in: Picot, A. (Ed.), Marktplatz Internet: neue Geschiftsformen — neue
Spielregeln, Heidelberg 1999, pp. 27-41

Marettek, A. (1982): Zielvorstellungen und Instrumentarium der Steuerplanung, in: WISU 1982,
pp. 175-182



213

Matthéius, C. (2003): Werber-Portrit: Guerillafrosch, weiblich, available at http://www.spiegel.de/
wirtschaft/0,1518,236887,00.htmi, 24.02.2003

McDaniel, P. R. (1994): Formulary Taxation in the North American Free Trade Zone,
in: TLR 1994, pp. 691-744

Mclntyre, M. J. (2001): U.S. Taxation of Foreign Corporations in the Digital Age, in: BIFD 2001,
pp. 498-506

McLure Jr., C. E. (1980): The State Corporate Income Tax: Lambs in Wolves’ Clothing, in:
Aaron, H. J. / Boskin, M. J. (Eds.), The Economics of Taxation, Washington DC 1980,
pp. 327-346

McLure Jr., C. E. (1984): Defining a Unitary Business: An Economist’s View, in: McLure Jr., C. E.
(Ed.), The State Corporation Income Tax: Issues in Worldwide Unitary Combination,
Stanford 1984, pp. 89-124

McLure Jr., C. E. (1989): Economic Integration and European Taxation of Corporate Income at
Source: Some Lessons from the U.S. Experience, in: ET 1989, pp. 243-250

McLure Jr., C. E. (1997): U.S. Federal Use of Formula Apportionment to Tax Income from
Intangibles, in: TNI 1997, pp. 859-871

McLure Jr., C. E. (1997a): Taxation of Electronic Commerce: Economic Objectives, Technological
Constraints, and Tax Laws, in: TLR 1997, pp. 269-423

McLure Jr., C. E. (2000): Alternatives to the Concept of Permanent Establishment, in: CESifo
Forum 2000, pp. 10-16

McLure Jr., C. E. (2000a): Implementing State Corporate Income Taxes in the Digital Age,
in: NTJ 2000, pp. 1287-1305

McLure Jr., C. E. (2001): Globalization, Tax Rules and National Sovereignty, in: BIFD 2001,
pp. 328-341

McLure Jr., C. E. (2002): Taxation of Electronic Commerce in the European Union, Palo Alto
2002, available at http://www.Jaw.wayne.edu/Faculty/Fac_web/mcintyre/text/mclure
EU-e-comm.pdf

McLure Jr., C. E. / Weiner, J. M. (2000): Deciding Whether the European Union Should Adopt
Formula Apportionment of Company Income, in: Cnossen, S. (Ed.), Taxing Capital
Income in the European Union: Issues and Options for Reform, Oxford 2000,
pp. 243-292

Meilicke, W. (2003): Die Niederlassungsfreiheit nach ,,Uberseering” — Riickblick und Ausblick
nach Handelsrecht und Steuerrecht, in: GmbHR 2003, pp. 793-809

Mertens, P. / Faisst, W. (2000): Virtuelle Unternehmen — Virtuelle Staaten: Polarisierung in diesem
Jahrhundert?, in: ZfB 2000, supplement 2, pp. 37-53

Michel, S. (2001): Besteuerung und Organisation: Eine intra- und intersystemische Analyse,
Lohmar / Cologne 2001


http://www.spiegel.(le/
http://www.law.wayne.edu/Faculty/Fac_web/mcintyre/text/mclure_

214

Miller, B. F. (1984): Worldwide Unitary Combination: The California Practice, in: McLure Jr.,
C. E. (Ed.), The State Corporation Income Tax: Issues in Worldwide Unitary
Combination, Stanford 1984, pp. 133-166

Miller, B. F. (1993): A Reply to ‘From the Frying Pan to the Fire’, in: TN 1993, pp. 241-256
Miller, B. F. (1995): None Are so Blind as Those Who Will Not See, in: TN 1995, pp. 1023-1035
Miller, C. (1999): A Look at European Shared Service Centers, in: Internal Auditor 1999, pp. 44-48

Mintz, J. M. (1999): Globalization of the Corporate Income Tax: The Role of Allocation,
in: FA 1999, pp. 389-423

Mintz, J. M. (2002): Company Taxation and the Internal Market, in: CESifo Forum 2002, pp. 3-9

Mintz, J. M. (2004): Corporate Tax Harmonization in Europe: It’s All About Compliance, in:
ITPF 2004, pp. 221-234

Mintz, J. M. / Weiner, J. M. (2003): Exploring Formula Apportionment for the European Union,
in: ITPF 2003, pp. 695-711

Mobus, U. (1992): Germany: Verrechnungspreise bei Fehlen vergleichbarer Marktpreise,
in: CDFI 1992, pp. 403-425

Mokyr, J. (2001): Economic History and the "New Economy", in: Business Economics 2001,
pp. 9-15

Moller, M. / Bartl, C. (2003): Einfluss der Verrechnungspreispolitik auf die Konzernstruktur,
in: Oestreicher, A. (Ed.), Internationale Verrechnungspreise, Herne / Berlin 2003,
pp. 265-283

Mors, M. (2002): Roundtable Discussion on the European Commission’s Study on Company
Taxation, in: CESifo Forum 2002, pp. 21-30

Moss Kanter, R. / Myers, P. S. (1991): Interorganizational Bonds and Intraorganizational Behavior.
How Alliances and Partnerships Change the Organizations Forming Them, in:
Etzioni, A. / Lawrence, P. R. (Eds.), Socio-Economics: Toward a New Synthesis,
Armonk 1991, pp. 329-344

Mossner, J. M. (1998): Steuerrecht international titiger Unternehmen: Handbuch der Besteuerung
von Auslandsaktivititen inldndischer Unternehmen und von Inlandsaktivititen
auslindischer Unternehmen, 2™ edition, Cologne 1998

Miiller, H. (1996): Steuermanagement auf dem Weg der Globalisierung — Globalisierung,
Integration, Shareholder Value, in: IStR 1996, pp. 452-456

Miiller, H. / Reiser, H. (2003): Die steuerliche Optimierung des Auslandsvertriebs, in: Grotherr, S.
(Ed.), Handbuch der internationalen Steuerplanung, 2™ edition, Herne / Berlin 2003,
pp. 225-241

Miiller, R. C. (2001/2002): Steuerliche Strukturierung von Dot.coms — Herausforderungen fiir die
Steuerberatung, in: StbJb 2001/2002, pp. 505-540

Miiller-Stewens, G. (Ed.) (1997): Virtualisierung von Organisationen, Stuttgart 1997



215

Musgrave, P. B. (1969): United States Taxation of Foreign Investment Income. Issues and
Arguments, Cambridge 1969

Musgrave, P. B. (1972): International Tax Base Division and the Multinational Corporation,
in: Public Finance 1972, pp. 394-413

Musgrave, P. B. (1984): Principles for Dividing the State Corporate Tax Base, in: McLure Ir., C. E.
(Ed.), The State Corporation Income Tax: Issues in Worldwide Unitary Combination,
Stanford 1984, pp. 228-252

Musgrave, P. B. (1987): Interjurisdictional Coordination of Taxes on Capital Income, in:
Cnossen, S. (Ed.), Tax Coordination in the European Community, Deventer / Boston
1987, pp. 197-225

Musgrave, P. B. (2000). Interjurisdictional Equity in Company Taxation: Principles and
Applications to the European Union, in: Cnossen, S. (Ed.), Taxing Capital Income in
the European Union: Issues and Options for Reform, Oxford 2000, pp. 46-77

Musgrave, P. B. (2000a): Consumption Tax Proposal in an International Setting, in: TLR 2000,
pp. 77-100

Musgrave, P. B. (2001): Sovereignty, Entitlement, and Cooperation in International Taxation,
in: Brooklyn Journal of International Law 2001, pp. 1335-1448

Musgrave, P. B. / Musgrave, R. A. (1972): Inter-Nation Equity, in: Bird, R. M. / Head, J. G. (Eds.),
Modem Fiscal Issues: Essays in Honor of Carl S. Shoup, Toronto 1972, pp. 63-85

Musgrave, P. B. / Musgrave, R. A. (1989): Public Finance in Theory and Practice, 5™ edition,
New York / St. Louis et al. 1989

Naumann, M. / Forster, H. (2004). Abschmelzen (Stripping) von Funktionen im Konzem,
steuerlich vergebliche Liebesmiih‘? — zur Verlagerung von Funktionen am Beispiel von
Vertriebstochtergesellschaften, in: IStR 2004, pp. 246-252

Neubig, T. / Poddar, S. (2000): Blurred Tax Boundaries: The New Economy’s Implications for Tax
Policy, in: TN 2000, pp. 1153-1161

Neumark, F. (1970): Grundsiitze gerechter und 6konomisch rationaler Steuerpolitik, Tiibingen 1970

Neus, W. (1997): Verrechnungspreise — Rekonstruktion des Marktes innerhalb der Unternehmung?,
in: DBW 1997, pp. 38-47

Newlon, T. S. (2000). Transfer Pricing and Income Shifting in Integrating Economies, in:
Cnossen, S. (Ed.), Taxing Capital Income in the European Union: Issues and Options
for Reform, Oxford 2000, pp. 214-242

Nielsen, S. B. / Raimondos-Mgller, P. / Schjelderup, G. (2001): Tax Spillovers under Separate
Accounting and Formula Apportionment, EPRU Working Paper 2001-01, Institute of
Ecnomics, University of Copenhagen, Copenhagen 2001

Niemann, R. (2001): Neutrale Steuersysteme unter Unsicherheit. Besteuerung und Realoptionen,
Bielefeld 2001

Nolting, R.-D. / Nolte, B. (2004): Application Service Providing, in: WiSt 2004, pp. 431-435



216

OECD (1991): Taxing Profits in a Global Economy. Domestic and International Issues, Paris 1991
OECD (1996): Globalisation of Industry. Overview and Sector Reports, Paris 1996

OECD (1997): The Taxation of Global Trading of Financial Instruments, Paris 1997

OECD (1998): Electronic Commerce: Taxation Framework Conditions, Paris 1998

OECD (1999): The Economic and Social Impact of Electronic Commerce. Preliminary Findings
and Research Agenda, Paris 1999

OECD (2000): Clarification on the Application of the Permanent Establishment Definition in
E-Commerce, Paris 2000

OECD (2000a): Towards Global Tax Co-Operation. Progress in Identifying and Eliminating
Harmful Tax Practices, Report to the 2000 Ministerial Council Meeting and
Recommendations by the Committee on Fiscal Affairs, Paris 2000

OECD (2001): Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations,
Paris 2001

OECD (2001a): Attribution of Profit to a Permanent Establishment Involved in Electronic
Commerce Transactions, Paris 2001

OECD (2001b): Discussion Draft on the Attribution of Profits to Permanent Establishments,
Paris 2001

OECD (2001c): The Impact of the Communications Revolution on the Application of ,,Place of
Effective Management* as a Tie Breaker Rule, Paris 2001

OECD (2001d): Tax Treaty Characterisation Issues Arising from E-Commerce, Paris 2001

OECD (2003): Are the Current Treaty Rules for Taxing Business Profits Appropriate for
E-Commerce?, Paris 2003

OECD (2003a): Place of Effective Management Concept: Suggestions for Changes to the OECD
Model Tax Convention, Paris 2003

OECD (2003b): OECD Science, Technology and Industry Scoreboard, Paris 2003

OECD (2003c): Implementation of the Ottawa Taxation Framework Conditions. The 2003 Report,
Paris 2003

OECD (2004). Discussion Draft on the Attribution of Profits to Permanent Establishment — Part [
(General Considerations), Paris 2004

OECD (2004a): Discussion Draft on the Attribution of Profits to Permanent Establishments (PES:
Part III: Enterprises Carrying on Global Trading of Financial Instruments), Paris 2004

OECD (2004b): Highlights of the OECD Information Technology Outlook, Paris 2004

Oestreicher, A. (2000): Konzem-Gewinnabgrenzung: Gewinnabgrenzung — Gewinnermittlung —
Gewinnaufteilung, Munich 2000



217

Oestreicher, A. (2002): Konzernbesteuerung in Europa. Zum Vorschlag einer konsolidierten
korperschaftsteuerlichen ~ Bemessungsgrundlage fiir  die  grenziiberschreitende
Unternehmenstatigkeit in der EU, in: StuW 2002, pp. 342-356

Oestreicher, A. (2003): Entwicklung und Rechtfertigung des Arm’s length principle im Rahmen der
Gewinnabgrenzung internationaler Konzerne, in: Oestreicher, A. (Ed.), Internationale
Verrechnungspreise, Herne / Berlin 2003, pp. 1-51

Oestreicher, A. (2005): Gewinnaufteilung, in: Endres, D. / Qestreicher, A. / Scheffler, W. /
Schreiber, U. / Spengel, C. (Eds.), Die internationale Unternehmensbesteuerung im
Wandel, Munich 2005, pp. 73-91

Oestreicher, A. / Spengel, C. (2001): Anwendung von IAS in der EU - Zukunft des
MaBgeblichkeitsprinzips und Steuerbelastung, in: RIW 2001, pp. 889-902

Oppenliinder, K. H. (1997): EinfluBfaktoren der internationalen Standortwahl, in: Macharzina, K. /
Oesterle, M.-J. (Eds.), Handbuch Internationales Management, Wiesbaden 1997,
pp. 209-230

Owens, J. (1997): The Tax Man Cometh to Cyberspace, in: TNI 1997, pp. 1833-1852
Owens, J. (2000): Taxation and E-Commerce: Progress Report, in: Intertax 2000, pp. 10-13
Owens, J. (2002): Tax Administration in the New Millennium, in: Intertax 2002, pp. 125-130

Pagan, J. C. / Wilkie, J. S. (1993): Transfer Pricing Strategy in a Global Economy,
Amsterdam 1993

Pantaleo, N. / Zylberberg, F. (2001): Canada: Limits on the Use of Low-Tax Regimes by
Multinational Businesses: Current Measures and Emerging Trends, in: CDFI 2001,
pp. 435-455

Pareto, V. (1909): Manuel d’Economie Politique, Paris 1909

Pasch, H. / Utescher, T. (2001): Die Telearbeit als Option zur Green Card — die steuerliche
Behandlung von Telearbeitsplitzen, in: BB 2001, pp. 1660-1665

Paulus, H.-J. (1978): Ziele, Phasen und organisatorische Probleme steuerlicher Entscheidungen in
der Unternehmung, Berlin 1978

Peter, M. (2002): Fortentwicklung des Betriebsstéttenprinzips, Frankfurt on the Main / Berlin et al.
2002

Pethig, R. / Wagener, A. (2003): Profit Tax Competition and Formula Apportionment, Working
Paper, Vienna 2003

Picot, A. (1982): Transaktionskostenansatz in der Organisationstheorie: Stand der Diskussion und
Aussagewert, in: DBW 1982, pp. 267-284

Picot, A. / Bortenlinger, C. / Rohrl, H. (1997): Organization of Electronic Markets: Contributions
from the New Institutional Economics, in: The Information Society 1997, pp. 107-123

Picot, A. / Reichwald, R. (1994): Aufldsung der Unternehmung? Vom Einfluss der IuK-Technik auf
Organisationsstrukturen und Kooperationsformen, in: ZfB 1994, pp. 547-570



218

Picot, A. / Reichwald, R. / Wigand, R. T. (2003): Die grenzenlose Unternehmung: Information,
Organisation und Management, 5" edition, Wiesbaden 2003

Picot, A. / Ripperger, T. / Wolff, B. (1996): The Fading Boundaries of the Firm: The Role of
Information and Communication Technology, in: JITE 1996, pp. 65-79

Piltz, D. J. (2004): Wann liegt eine DBA-Vertreter-Betriebsstitte vor?, in: IStR 2004, pp. 181-187

Pinkernell, R. (1999): Ertrag- und umsatzsteuerrechtliche Behandlung des grenziiberschreitenden
Softwarevertriebs iiber das Internet, in: StuW 1999, pp. 281-294

Pinto, D. (2003): E-Commerce and Source-Based Income Taxation, Amsterdam 2003

Pollath, R. / Rdidler, A. J. (1980): Die vorgeschlagene Erweiterung des § 8 Abs. 3 KStG -
Voraussetzungen und Wirkungen nach innerstaatlichem und Abkommensrecht,
in: DB 1980, supplement 8, pp. 1-23

Portner, R. (1992): Emmittlung von Verrechnungspreisen in multinationalen Unternehmen,
in: IWB 1992, subject 10 category 2, pp. 863-874

Portner, R. (1995): Zwischenstaatliche Gewinnabgrenzung — Profit Split in Sonderbereichen,
in: ISIR 1995, pp. 356-360

Pormer, R. (1998): Deutsche Landesgruppe der International Fiscal Association (IFA):
Stellungnahme zu einem Berichtsentwurf zum Thema ,Electronic Commerce and
International Taxation“, in: IStR 1998, pp. 594-599

Portner, R. (1998a): Verrechnungspreisbestimmung bei Internet-Transaktionen, in: IStR 1998,
pp. 549-551

Portner, R. (1999): Steuerliche Aspekte des elektronischen Handels aus deutscher Sicht:
Betriebsstittenbegriindung durch einen Internet-Server / Besteuerung im Quellenstaat,
in: IStR 1999, pp. 641-647

Portner, R. (1999b): Electronic Commerce - Veridnderung der Geschiftsformen und Wirkungen auf
bestehende nationale Besteuerungsregelungen und internationale Prinzipien -,
in: Breuninger, G. / Miiller, W. / Strobl-Haarmann, E. (Eds.), Steuerrecht und
europiische Integration, Munich 1999, pp. 519-537

Portner, R. (2000): Steuerliche Probleme der internationalen Gewinnabgrenzung durch neue
Formen der Medien (insbes. Internet), in: Grotherr, S. (Ed.), Handbuch der
internationalen Steuerplanung, Herne / Berlin 2000, pp. 889-906

Portner, R. (2001): Ertragsteuerrechtliche Aspekte des E-Commerce, Bonn 2001

Prinz, U. (1997): Steueroptimierte Vertriebsstrukturen im Outbound-Geschift, in: FR 1997,
pp. 517-523

Prinz, U. (2000): Ertragsteuerfragen moderner Konzepte der Unternehmensorganisation,
in: FR 2000, pp. 537-545

Rédler, A. J. (2004): Recent Trends in European and International Taxation, in: Intertax 2004,
pp. 365-376



219

Rainerman, M. P. / Clegg, J. E. / Anolik, S. H. (1999): What is a PE in a Virtual World?, in:
TPI e-commerce 1999, pp. 8-14

Raupach, A. (1988): EinfluB der Unternehmensorganisation auf die Besteuerung, in: Knobbe-Keuk,
B. / Klein, F. / Moxter, A. (Eds.), Handelsrecht und Steuerrecht, Diisseldorf 1988,
pp. 495-513

Raupach, A. (1997): ,,Gemeinschaftsweite Unternehmensbesteuerung, die den Anforderungen des
Binnenmarktes gerecht wird” — Flucht aus den Chaos in eine Utopie?, in: Schon, W.
(Ed.), Gedéchtnisschrift fiir Brigitte Knobbe-Keuk, Cologne 1997, pp. 675-728

Raupach, A. (1998): Wechselwirkungen zwischen der Organisationsstruktur und der Besteuerung
multinationaler Konzernunternehmungen, in: Theisen, M. R. (Ed.), Der Konzern im
Umbruch, Stuttgart 1998, pp. 60-167

Rayport, J. F. / Sviokla, J. J. (1995): Exploiting the Virtual Value Chain, in: HBR 1995, pp. 75-85

Reichwald, R. / Méslein, K. (1997): Chancen und Herausforderungen fiir neue unternehmerische
Strukturen und Handlungsspielrdume in der Informationsgesellschaft, in: Picot, A.
(Ed.), Telekooperation und virtuelle Unternehmen, Heidelberg 1997, pp. 1-35

Richman, P. B. (1963): Taxation of Foreign Investment Income. An Economic Analysis,
Baltimore 1963

Rirter, W. (1998): Standortaspekte der Internationalisierung von Konzernunternehmungen — Globale
Antworten auf globalen Wettbewerb, in: Theisen, M. R. (Ed.), Der Konzern im
Umbruch, Stuttgart 1998, pp. 169-187

Rivier, J.-M. (1987): General Report: The Fiscal Residence of Companies, in: CDFI 1987,
pp. 47-76

Robock, S. H. / Simmonds, K. (1989): International Business and Multinational Enterprises,
4™ edition, Burr Ridge 1989

Rodder, T. (1988): Unternehmenspolitische und im Steuerrecht begriindete Grenzen der
Steuerplanung, in: FR 1988, pp. 355-360

Rogers, J. E. / Lemanowicz, E. P. (2001): United States: Limits on the Use of Low-Tax Regimes by
Multinational Businesses: Current Measures and Emerging Trends, in: CDFI 2001,
pp. 903-926

Rose, M. (1991). Pladoyer fiir ein konsumbasiertes Steuersystem, in: Rose, M. (Ed.),
Konsumorientierte Neuordnung des Steuersystems, Heidelberg 1991, pp. 7-34

Roth, A. (2003): Gewinnabgrenzung zwischen Stammhaus und Betriebsstitte eines internationalen
Einheitsunternehmens, in: Oestreicher, A. (Ed.), Internationale Verrechnungspreise,
Herne / Berlin 2003, pp. 163-206

Satzger, G. (1997): Electronic Commerce in an International Environment — A Tax Perspective,
in: Macharzina, K. / Oesterle, M.-J. / Wolf, J. (Eds.), Global Business in the Information
Age, Stuttgart 1997, pp. 231-247

Satzger, G. (1999): Electronic Commerce: Ein Instrument zur Steuergestaltung?,
in: Wirtschaftsinformatik 1999, pp. 40-47



220

Schifer, A. / Spengel, C. (2004): Tax Planning in the Age of ICT, ZEW Discussion Paper
No. 04-27, Mannheim 2004

Schanz, G. (1892): Zur Frage der Steuerpflicht., in: FA 1892, pp. 365-438

Schiinzle, T. (2000): Steuerorientierte Gestaltung internationaler Konzernstrukturen, Lohmar /
Cologne 2000

Schaumburg, H. (1995): Das Leistungsfahigkeitsprinzip im internationalen Steuerrecht, in: Lang, J.
(Ed.), Steuerrechtsordnung in der Diskussion, Cologne 1995, pp. 125-151

Schaumburg, H. (1998): Internationales Steuerrecht: AuBensteuerrecht, Doppelbesteuerungsrecht,
2™ edition, Cologne 1998

Schaumburg, H. / Schlofimacher, S. (2001): Gesellschaftsrechtliche und steuerrechtliche Fragen
polyzentrischer und virtueller Unternehmen, in: Lutter, M. (Ed.), Festschrift fiir Martin
Pelzer zum 70. Geburtstag, Cologne 2001, pp. 389-407

Scheffler, W. (1996): Steuerfreistellung fiir Auslandsinvestitionen, in: Jacobs, O. H. / Spengel, C.
(Eds.), Aspekte der Unternehmensbesteuerung in FEuropa, Baden-Baden 1996,
pp. 155-182

Scheffler, W. (2000): Ertragsbesteuerung des Electronic Commerce, in: Scheffler, W. / Vogt, K.-1.
(Eds.), Entwicklungsperspektiven im Electronic Business: Grundlagen — Strukturen —
Anwendungsfelder, Wiesbaden 2000, pp. 277-302

Scheffler, W. (2002): Besteuerung der grenziiberschreitenden Unternehmenstitigkeit, Munich 2002

Scheffler, W. / Eickhorst, D. (2004): Funktionsverlagerung in das Ausland: Einschrinkung der
steuerlichen Vorteile durch Auflésung von stillen Reserven?, in: BB 2004, pp. §18-823

Scheuchzer, M. (1994): Konzernbesteuerung in der Européischen Union, Bielefeld 1994
Schlofmacher, S. (2002): Tax Issues Affecting Virtual Enterprises, in: Intertax 2002, pp. 96-100

Schneider, D. (2003): Wider Marktpreise als Verrechnungspreise in der Besteuerung internationaler
Konzerne, in: DB 2003, pp. 53-58

Scholz, C. (1996): Virtuelle Organisation: Konzeption und Realisation, in: zfo 1996, pp. 204-210

Schon, W. (2001): Hinzurechnungsbesteuerung und Europiisches Gemeinschaftsrecht, in: DB 2001,
pp. 940-947

Schon, W. (2002): The European Commission's Report on Company Taxation: A Magic Formula
for European Taxation?, in: ET 2002, pp. 276-286

Schon, W. (2004): Steuergesetzgebung zwischen Markt und Grundgesetz, in: StuW 2004, pp. 62-75

Schreiber, U. (1992): Die Besteuerung internationaler Kapitaleinkommen, in: DBW 1992,
pp. 829-850

Schreiber, U. (1994): Unternehmensbesteuerung im Europdischen Binnenmarkt, in: StuW 1994,
pp- 238-254



221

Schreiber, U. (1998): Internationale Mobilitit von Steuerbasen: Ist nationale Steuerpolitik noch
méglich?, in: Krause-Junk, G. (Ed.), Steuersysteme der Zukunft, Berlin 1998, pp. 29-88

Schreiber, U. (1998a): Steuerwettbewerb, Steuerharmonisierung und neutrale
Unternehmensbesteuerung, in: Ballwieser, W. / Schildbach, T. (Eds.), Rechnungslegung
und Steuern international, Diisseldorf / Frankfurt on the Main 1998, pp. 105-144

Schreiber, U. (2004): Unternehmensbesteuerung im Binnenmarkt. Angleichung der
Gewinnermittlung und des Satzes der Kdrperschaftsteuer?, in: StuW 2004, pp. 212-226

Schroer, A. (2002): Allokationseffekte der Besteuerung im Rahmen des Fremdvergleichs-
grundsatzes und des Einheitsprinzips, ZEW Discussion Paper No. 02-53,
Mannheim 2002

Schwarz, M. (2003):  Einkunftsabgrenzung und  Gestaltungsmoglichkeiten  beim
grenziiberschreitenden Electronic Commerce, in: FR 2003, pp. 280-289

Schwinger, R. (1992): Einkommens- und konsumorientierte Steuersysteme. Wirkungen auf
Investition, Finanzierung und Rechnungslegung, Heidelberg 1992

Selling, H.-J. (1998): Global Trading, in: IStR 1998, pp. 417-423

Sheffrin, S. M. / Fulcher, J. (1984): Alternative Divisions of the Tax Base: How Much Is at Stake?,
in: McLure Jr., C. E. (Ed.), The State Corporation Income Tax: Issues in Worldwide
Unitary Combination, Stanford 1984, pp. 192-213

Sieker, K. (1996): Betriebsstattengewinn und Fremdvergleichsgrundsatz, in: DB 1996, pp. 110-113

Sieker, K. (2001): Geschiftsleitungsbetriebsstitten bei internationalen Konzemnen, in: Piltz, D. J. /
Schaumburg, H. (Eds.), Internationale Betriebsstittenbesteuerung, Cologne 2001,
pp. 85-111

Skaar, A. A. (1991): Permanent Establishment: Erosion of a Tax Treaty Principle, Deventer /
Boston 1991

Skaar, A. A. (2000): Erosion of the Concept of Permanent Establishment: Electronic Commerce,
in: Intertax 2000, pp. 188-194

Soete, L. / Kamp, K. (1996): The ,BIT TAX”: The Case for Further Research, Maastricht 1996,
available at http://www.merit.unimaas.nl/publications/rmpdf/1996/ rm1996-019.pdf

Sgrensen, P. B. (2004): Company Tax Reform in the European Union, in: ITPF 2004, pp. 91-115
Spatscheck, R. (2000): Steuern im Internet: Steuerprobleme des E-Commerce, Cologne 2000

Spence, 1. (1997): Globalization of Transnational Business: The Challenge for International Tax
Policy, in: Intertax 1997, pp. 143-147

Spengel, C. (2003): Internationale Unternehmensbesteuerung in der Europiischen Union.
Steuerwirkungsanalysen — Empirische Befunde — Reformiiberlegungen, Diisseldorf
2003

Spengel, C. (2003a): International Accounting Standards und Unternehmensbesteuerung in der
Europiischen Union, in: IStR 2003, pp. 29-36, 67-72


http://www.merit.unimaas.nl/publications/rmpdf/1996/

222

Spengel, C. (2003b): International Accounting Standards, Tax Accounting and Effective Levels of
Company Tax Burdens in the EU, in: ET 2003, pp. 253-266

Spengel, C. (2004): Rechnungslegung nach IFRS - Konsequenzen fiir die Besteuerung,
in: ZfCM 2004, supplement 2, pp. 130-140

Spengel, C. (2004a): Nachtrag: Sollte die Unternehmensbesteuerung innerhalb der EU harmonisiert
werden?, in: ifo Schnelldienst 13/2004, pp. 3-6

Spengel, C. (2005): Konzernsteuerquoten im internationalen Vergleich — Bestimmungsfaktoren und
Implikationen fiir die Steuerpolitik, in: Oestreicher, A. (Ed.), Internationale
Steuerplanung, Herne / Berlin 2005, pp. 89-125

Spengel, C. (2005a): Einflussfaktoren und Mgglichkeiten zur Optimierung der Konzernsteuerquote
- Ein internationaler Vergleich, in: Brandt, W. / Picot, A. (Eds.), Unternehmenserfolg
im internationalen Wettbewerb, Stuttgart 2005, pp. 175-208

Spengel, C. / Goliicke, M. (2003): Gesellschafter-Fremdfinanzierung — Implikationen der EG-
Rechtswidrigkeit von § 8a KStG fiir die Praxis und den Gesetzgeber, in: RTW 2003,
pp. 333-347

Spitz, B. (1983): International Tax Planning, 2" edition, London 1983

Sprague, G. D. / Boyle, M. P. (2001): General Report: Taxation of Income Derived from Electronic
Commerce, in: CDFI 2001, pp. 21-63

Sprague, G. D, / Hersey, R. (2003): Permanent Establishments and Internet-Enabled Enterprises:
The Physical Presence and Contract Concluding Dependent Agent Test, Georgia Law
Review 2003, pp. 299-341

Staringer, C. (1999): Besteuerung doppelt ansassiger Kapitalgesellschaften, Vienna 1999

Steimel, F. (2001/2002): Steuerliche Risiken bei der E-Business-Transformation eines
Unternehmens, in: StbJb 2001/2002, pp. 475-503

Storck, A. (1980): Auslindische Betriebstitten im Ertrag- und Vermdgensteuerrecht, Frankfurt on
the Main / Deventer 1980

Strunk, G. (1999): Die Fortentwicklung des Internationalen Steuerrechts am Beispiel notwendiger
Anderungen zur Besteuerung von Geschiften im Internet, in: Kleineidam, H.-J. (Ed.),
Unternehmenspolitik und Internationale Besteuerung, Berlin 1999, pp. 259-285

Strunk, G. (2001): Einkunftszurechnung zwischen Stammhaus und Betriebsstitte bei E-Commerce-
Aktivititen — Erste Wiirdigung des Entwurfs der TAG / OECD -, in: IWB 2001,
subject 10 category 2, pp. 1527-1536

Strunk, G. / Kaminski, B. (2001): Aufgabe des Grundsatzes der funktionalen Zuordnung von
Wirtschaftsgiitern zu Betriebsstitten? — Irrungen und Wirrungen bei Internet-
Geschiften —, in: IStR 2001, pp. 161-164

Strunk, G. / Wichmann, M. (2001): Germany: Taxation of Income Derived from Electronic
Commerce, in: CDFI 2001, pp. 409-436



223

Strunk, G. / Zollkau, Y. (1998): Steueroptimale Vertriebsstrukturen unter Einsatz des Internets.
Chancen und Risiken im In- und Qutbound-Geschift, in: FR 1998, pp. 589-596

Strunk, G. / Zbllkau, Y. (2000): Ertragsteuerliche Gestaltungen, in: Strunk, G. (Ed.), Steuern und
Electronic Commerce: Moglichkeiten und Grenzen der Steuergestaltung, Neuwied /
Kriftel 2000, pp. 91-123

Sydow, J. (2001): Zwischenbetriebliche Kooperationen, in: Jost, P.-J. (Ed), Der
Transaktionskostenansatz in der Betriebswirtschaftslehre, Stuttgart 2001, pp. 241-271

Sydow, J. (2002): Konzerne als Netzwerke — Netzwerke als Konzerne?, in: WiSt 2002, pp. 693-698

Sydow, J. / Windeler, A. (2001): Strategisches Management von Unternehmungsnetzwerken —
Komplexitdt und Reflexivitit, in: Ortmann, G. / Sydow, J. (Eds.), Strategie und
Strukturation. Strategisches Management von Unternehmen, Netzwerken und
Konzernen, Wiesbaden 2001, pp. 129-142

Tanzi, V. (1995): Taxation in an Integrating World, Washington DC 1995
Tapscott, D. / Ticoll, D. / Lowy, A. (2001): Digital Capital, Frankfurt on the Main 2001

Teece, D. J. (1986): Transaction Cost Economics and the Multinational Enterprise, in: Journal of
Economic Behaviour and Organization 1986, pp. 21-45

The Dutch State Secretary of Finance (1998): Taxes in a World Without Distance, The Hague 1998

Theisen, M. R. (1990). Die theoretischen Grundlagen der ,neuen Methoden” in
betriebswirtschaftlicher Sicht, in: Vogel, K. (Ed.), Verrechnungspreise bei Lizenzen und
Dienstleistungen, Munich 1990, pp. 21-37

Theisen, M. R. (2000). Der Konzern: Betriebswirtschaftliche und rechtliche Grundlagen der
Konzernunternehmung, Stuttgart 2000

Theuvsen, L. (1996): Business Reengineering: Moglichkeiten und Grenzen einer prozeBorientierten
Organisationsgestaltung, in: ZfbF 1996, pp. 65-83

Theuvsen, L. (1997): Interne Organisation und Transaktionskostenansatz. Entwicklungsstand —
weiterfilhrende Uberlegungen — Perspektiven, in: ZfB 1997, pp. 971-996

Thommes, O. (2002): Beschrinkung der Niederlassungsfreiheit, in: IWB 2002, subject 11a, pp. 623-
632

Thommes, O. (2003): EG-rechtliche Aspekte einer Auslandsinvestition, in: IWB 2003, subject 11
category 2, pp. 547-554

Thommes, O. (2003a): Verlegung des steuerlichen Wohnsitzes, in: IWB 2003, subject 1la,
pp. 649-658

Tillinghast, D. R. (1996): The Impact of the Internet on the Taxation of International Transactions,
in: BIFD 1996, pp. 525-526

Tipke, K. (1980): Uber Steuergerechtigkeit in Steuergesetzgebung, Steuerverwaltung und
Steuergerichtsbarkeit, in: StuW 1980, pp. 281-297



224

Tipke, K. (2000): Die Steuerrechtsordnung. Volume I Wissenschaftsorganisatorische,
systematische und grundrechtlich-rechtsstaatliche Grundlagen, 2" edition, Cologne
2000

Tipke, K. / Lang, J. (2002): Steuerrecht, 17* edition, Cologne 2002

Topfer, A. (1996): Business Units auf der Grundlage von Geschiftsprozessen, in: Topfer, A. (Ed.),
Geschiftsprozesse analysiert und optimiert, Neuwied 1996, pp. 239-266

United States Department of the Treasury (1996): Selected Tax Policy Implications of Global
Electronic Commerce, Washington DC 1996

United States Department of the Treasury (2000): The Deferral of Income Earned Through U.S.
Controlled Foreign Corporations, Washington DC 2000

Utescher, T. (1999). Internet und Steuern: Electronic Commerce und Telearbeit, Dilsseldorf 1999

VanderWolk, J. / Sprague, D. (2003): Allocation of Profits to Permanent Establishments, in:
TPI Transfer Pricing 2003, pp. 22-24

Venkatraman, N. (1991): IT-Induced Business Reconfiguration, in: Morton, M. S. (Ed.), The
Corporation of the 1990s: Information Technology and Organizational Transformation,
New York 1991, pp. 122-158

Vogel, K. (1984): General Report: Fiscal Obstacles to the International Flow of Capital Between a
Parent and its Subsidiary, in: CDFI 1984, pp. 15-54

Vogel, K. (1985): Die Besteuerung von Auslandseinkiinften — Prinzipien und Praxis -, in:
DSUG 1985, pp. 3-31

Vogel, K. (1988): Worldwide vs. Source Taxation of Income — A Review and Re-Evaluation of
Arguments, in: Intertax 1988, pp. 216-402, 310-320, 393-402

Vogel, K. (1993): Harmonisierung des internationalen Steuerrechts in Europa, in: StuW 1993,
pp. 380-388

Vogel, K. (1994): Uber .Besteuerungsrechte und iiber das Leistungsfahigkeitsprinzip im
internationalen Steuerrecht, in: Kirchhof, P. / Offerhaus, K. / Schiberle, H. (Eds.),
Steuerrecht, Verfassungsrecht, Finanzpolitik, Cologne 1994, pp. 361-376

Vogel, K. (1996): Wesen und Wirkungen der Freistellung — Besonders bei negativen Einkiinften
und Vermogenswerten, in: Vogel, K. (Ed.), Freistellung im internationalen Steuerrecht,
Munich 1996, pp. 1-19

Vogel, K. / Lehner, M. (Eds.) (2003): Doppelbesteuerungsabkommen, 4™ edition, Munich 2003

Vigele, A. / Borstell, T. / Raab, J. (2004): Chapter B, in: Vogele, A. (Ed.), Handbuch der
Verrechnungspreise, 2nd edition, Munich 2004, sections 1-264

Vogele, A. / Borstell, T. / Raab, J. / Diessner, C. (2004): Chapter D, in: Vigele, A. (Ed.), Handbuch
der Verrechnungspreise, 2nd edition, Munich 2004, sections 1-392

Volckens, H. V. (2001): Die Ertragsbesteuerung des grenziiberschreitenden Handels im Internet:
unter besonderer Beriicksichtigung des Gerechtigkeitsprinzips im internationalen
Steuerrecht, Frankfurt on the Main / Berlin et al. 2001



225

Wagner, F. W. (1980): Die Integration der Besteuerung in die unternehmerische Planung,
in: DB 1980, pp. 553-555

Wagner, F. W. (1989): Die zeitliche Erfassung steuerlicher Leistungsfahigkeit, in: Hax, H. /
Kern, W. / Schréder, H.-H. (Eds.), Zeitaspekte in betriebswirtschaftlicher Theorie und
Praxis, Stuttgart 1989, pp. 261-277

Wagner, F. W. (1992): Neutralitdt und GleichmaBigkeit als 6konomische und rechtliche Kriterien
steuerlicher Normkritik, in: StuW 1992, pp. 2-13

Wagner, F. W. (1995): Leitlinien steuerlicher Rechtskritik als Spiegel betriebswirtschaftlicher
Theoriegeschichte, in: Elschen, R. / Siegel, T. / Wagner, F. W. (Eds.),
Unternehmenstheorie und Besteuerung, Wiesbaden 1995, pp. 723-746

Wagner, F. W. (1999): Eine Einkommensteuer muB eine konsumorientierte Steuer sein, in: Smekal,
C. / Sendlhofer, R. / Winner, H. (Eds.), Einkommen versus Konsum, Heidelberg 1999,
pp. 15-35

Wagner, F. W. (2003): Die real existiecrende Einkommensteuer ist eine konsumorientierte
Besteuerung, in: Ahlheim, M. / Wenzel, H.-D. / Wiegard, W. (Eds.), Steuerpolitik —
Von der Theorie zur Praxis, Berlin / Heidelberg et al. 2003, pp. 369-390

Wagner, F. W. / Dirrigl, H. (1980): Die Steuerplanung der Unternehmung, Stuttgart 1980

Wassermeyer, F. (2005): Verrechnungspreise, in: Endres, D. / Oestreicher, A. / Scheffler, W. /
Schreiber, U. / Spengel, C. (Eds.), Die internationale Unternehmensbesteuerung im
Wandel, Munich 2005, pp. 63-72

Wattel, P. J. (1996): Home Neutrality in an Internal Market, in: ET 1996, pp. 159-162
Weichenrieder, A. J. (1995): Besteuerung und Direktinvestition, Tiibingen 1995

Weiner, J. M. (2001): The European Union and Formula Apportionment: Caveat Emptor,
in: ET 2001, pp. 380-388

Weiner, J. M. (2002): Formulary Apportionment and the Future of Company Taxation in the
European Union, in: CESifo Forum 2002, pp. 10-20

Weiner, J. M. (2002a): Formula Apportionment in the EU: A Dream Come True or the EU’s Worst
Nightmare?, CESifo Working Paper No. 667, Munich 2002

Weiner, J. M. / Mintz, J. M. (2002): An Exploration of Formula Apportionment in the European
Union, in: ET 2002, pp. 346-351

Wellisch, D. (2004). MaBstibe zur indirekten Gewinnaufteilung im Rahmen einer neuen
Konzernbesteuerung in der EU: Mbdglichkeiten und Grenzen, in: StuW 2004,
pp. 267-276

Wellisch, D. (2004a): Taxation Under Formula Apportionment — Tax Competition, Tax Incidence
and the Choice of Apportionment Factors, in: FA 2004, pp. 24-41

Werra, M. (2001): Standortwahl fiir internationale Unternehmen, in: Liidicke, J. (Ed.),
Internationale Aspekte der Unternehmenssteuerreform, Cologne 2001, pp. 57-71

Westberg, B. (2002): Cross-Border Taxation of E-Commerce, Amsterdam 2002



226

Westberg, B. (2002a): Consolidated Corporate Tax Bases for EU-Wide Activities: Evaluation of
Four Proposals Presented by the European Commission, in: ET 2002, pp. 322-330

Wichmann, M. (1999): Elektronischer Geschiftsverkehr, Besteuerung und Konzemnverrechnungs-
preise, in: K&R 1999, pp. 193-201

Wichmann, M. (2003): Bestimmung der Funktionsvergiitung fiir den Betrieb eines Internetservers,
in: Oestreicher, A. (Ed.), Internationale Verrechnungspreise, Herne / Berlin 2003,
pp. 131-161

Williamson, O. E. (1985): The Economic Institutions of Capitalism: Firms, Markets, Relational
Contracting, New York 1985

Wirtz, B. W. / Becker, D. R. (2002): Geschiftsmodellansitze und Geschéftsmodellvarianten im
Electronic Business, in: WiSt 2002, pp. 85-90

Wirtz, B. W. / Becker, D. R. (2002a): Erfolgsrelevanz und Entwicklungsperspektiven von
Geschiftsmodellvarianten im Electronic Business, in: WiSt 2002, pp. 142-148

Wirtz, B. W. / Kleineicken, A. (2000): Geschiftsmodelltypologien im Internet, in: WiSt 2000,
pp. 628-635

Zeitler, F.-C. (1993): Aktuelle steuerpolitische Fragen der Doppelbesteuerungsabkommen,
in: Beisse, H. (Ed.), Festschrift fiir Karl Beusch zum 68. Geburtstag am 31. Oktober
1993, Berlin / New York 1993, pp. 949-962

Zuber, B. (1991): Ankniipfungsmerkmale und Reichweite der internationalen Besteuerung,
Hamburg 1991



227

Laws, Jurisprudence, Directives and Other Documents

International Laws and Standards
OECD Model Tax Convention (as of 28 January 2003)
OECD Model Agreement on Exchange of Information on Tax Matters (as of 2002)

UN Model Tax Convention (as of 2001)

National Laws

Germany

German Corporate Income Tax Act (Korperschaftsteuergesetz as of 15 December 2004)
German Foreign Transaction Tax Act (AuBensteuergesetz as of 9 December 2004)
German General Tax Act (Abgabenordnung as of 9 December 2004)

German Trade Tax Act (Gewerbesteuergesetz as of 15 December 2004)

United States

Internal Revenue Code

Multistate Tax Commission: Allocation and Apportionment Regulations (adopted February 21,
1973; as revised through January 15, 2004)

Jurisprudence

Germany

German Supreme Tax Court, 5 June 2002, I R 86/01, IStR 2002, pp. 638-640 (Court of Lower
Instance: Finance Court of Schleswig-Holstein, 6 September 2001, II 1224/97, IStR
2002, p. 134)

German Supreme Tax Court, 15 October 1997, IR 76/95, DStRE 1998, p. 233

German Supreme Tax Court, 16 December 1998, I R 138/97, BStBI II 1999, pp. 437-439

German Supreme Tax Court, 23 January 1991, IR 22/90, BStBI II 1991, p. 555

France
Conseil d’Etat, 14 March 1979, No. 7098, RJF 5/1979, No. 282

Conseil d’Etat, 13 July 1968, No. 66503, Dupont 1968, No. 12



228

Judgements of the European Court of Justice

European Court of Justice, Case of Hughes de Lasteyrie du Saillant vs. Ministére de L’Economie,
des Finances et de I'Industrie of 11 March 2004, C-9/02

European Court of Justice, Case of Uberseering BV vs. Nordic Construction Company
Baumanagement GmbH (NCC) of 5 November 2002, C-208/00

European Court of Justice, Case of Centros Ltd. vs. Erhvervs- og Selskabsstyrelsen of 9 March
1999, C-212/97

Directives of the European Council

Council Directive 2003/49/EC of 3 June 2003 on a Common System of Taxation Applicable to
Interest and Royalty Payments made Between Associated Companies of Different
Member States, Official Journal of the European Communities No. L 157/49

Council Directive 90/435/EEC of 23 July 1990 on the Common System of Taxation Applicable in
the Case of Parent Companies and Subsidiaries of Different Member States, Official
Journal of the European Communities No. L 225/6, amended by Official Journal of the
European Communities No. L 266/20

Council Directive 90/434/EEC of 23 July 1990 on the Common System of Taxation Applicable to
Mergers, Divisions, Transfers of Assets and Exchanges of Shares Concerning
Companies of Different Member States, Official Journal of the European Communities
No. L 225/1

Convention on the Elimination of Double Taxation in Connection with the Adjustment of Profits of
Associated Enterprises (90/436/EEC), Official Journal of the European Communities
No. L 225/10

Proposal for a Council Directive Concerning Arrangements for the Taking into Account by
Enterprises of the Losses of their Permanent Establishments and Subsidiaries situated in
other Member States (COM/90/595FINAL), Official Journal of the European
Communities No. C 053/30

Other Documents

Business Combination Agreement among Daimler Benz AG, Chrysler Corporation and Oppenheim
AG dating from 7 May 1998, available at
http://contracts.corporate.findlaw.com/agreements/daimlerchrysler/daimler.merger. 1998.05.07 .html


http://contracts.corporate.findlaw.com/agreements/daimlerchrysler/daimler.merger.1998.05.07.html



