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Foreword

We are delighted to share Deloitte’s 2014 spring edition of International Tax for Asset 
Managers (ITAMS) Update, a quarterly summary of recent tax developments from around 
the globe focused on the investment management community. We would again like to 
express our gratitude to our readers for the encouraging feedback and hope that you 
continue to find these updates insightful and informative.

The ITAMS Update explores investment management–specific issues affecting global 
tax professionals. We examine international tax issues from different perspectives, while 
providing an in-depth analysis of various subjects. In this edition, we cover a wide variety of 
issues and include analysis of select legislative, regulatory, and case law developments from 
countries such as the United States, Canada, China, and more.

We hope that you find the information in this update timely and relevant as you navigate 
the ever-changing global tax landscape. We encourage you to contact us with any 
comments, questions, or thoughts concerning the developments included in our update. 

As used in this document, “Deloitte” means Deloitte Tax LLP, a subsidiary of Deloitte LLP. Please see 
www.deloitte.com/us/about for a detailed description of the legal structure of Deloitte LLP and its subsidiaries. 
Certain services may not be available to attest clients under the rules and regulations of public accounting.

Tom Butera
ITAMS Group Co-Leader
Principal
Deloitte Tax LLP
+1 212 436 3231
tbutera@deloitte.com

Jimmy Man
ITAMS Group Co-Leader
Partner
Deloitte Tax LLP
+1 213 553 1476
jman@deloitte.com
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United States: Administration proposes 
six new international tax revenue raisers 
in its proposed FY2015 budget

Background
On March 4, 2014, the Obama Administration released its 
FY2015 budget and the Department of Treasury released 
the General Explanations of the Administration’s Fiscal Year 
2015 Revenue Proposals (the Greenbook).

In addition to 10 international tax proposals carried over 
from the FY2014 budget (prior proposals), which would 
raise roughly $170 billion over the 10 year budget window 
and whose descriptions in the new Greenbook are nearly 
identical to last year’s, the new budget includes six new 
proposals raising over $100 billion that would tighten the 
subpart F, thin capitalization, and anti-inversion rules.1

New provisions
Restrict deductions for excessive interest of 
members of financial reporting groups
The proposal would generally impose a limit on the U.S. 
interest deductions of certain members of a group of 
entities based on their shares of the group’s earnings 
before net interest expense, taxes, depreciation, and 
amortization (EBITDA), in the case of a group that reports 
at least $5 million of net interest expense on U.S. tax 
return(s) for a taxable year. Members of a group that is 
subject to the proposal would be exempt from section 
163(j).

The proposal would apply to entities—other than 
“financial services entities”—that are members of a 
“financial reporting group”: that is, a group that prepares 
consolidated financial statements in accordance with 
U.S. generally accepted accounting principles (GAAP), 
international financial reporting standards (IFRS), or other 
reporting standards prescribed under regulations (which 
would be expected to include other countries’ GAAP in 
appropriate circumstances).2

A member’s U.S. interest expense deduction would be 
limited to (i) the member’s interest income plus (ii) the 
member’s “proportionate share” of the financial reporting 
group’s net interest expense computed under U.S. income 
tax principles. “Proportionate share” would generally be 
based on the member’s share of the group’s reported 
EBITDA.3 If such share is not substantiated, or the member 
so elects, the limit on its interest deduction would be 10 
percent of adjusted taxable income (ATI) as defined in 
section 163(j).

Consistent with present-law section 163(j), disallowed 
interest would be carried forward indefinitely, and excess 
limitation would be carried forward three years.

Where applicable, the proposal would apply before the 
application of the Administration’s prior proposal that 
defers interest deductions allocable to deferred  
foreign earnings.

1 Unless otherwise indicated, the 
international tax proposals are 
generally proposed to be effective 
for taxable years beginning after 
December 31, 2014. 
2 A U.S. subgroup within a 
financial reporting group would 
be treated as a single group 
member. 
3 Financial services entities would 
be excluded from the group for 
this purpose.
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Observation: In some respects this proposal is similar 
to Chairman Camp’s 2011 and 2014 thin capitalization 
proposals. However, the Administration proposes a 10 
percent-of-ATI floor under interest deductions, in contrast 
to the 40 percent-of-ATI floor in Camp’s 2014 discussion 
draft. In addition, the Administration compares the U.S. 
subgroup’s share of the group’s interest expense to its 
share of the group’s EBITDA, while Camp compares 
the U.S. subgroup’s debt-to-equity ratio to that of 
the worldwide group, and Camp’s proposal seems to 
apply only if the U.S. group includes a 10 percent U.S. 
shareholder in a foreign corporation.

Create a new category of subpart F income for 
transactions involving digital goods or services 
The proposal would create a new category of subpart F 
income, “foreign base company digital income” (FBCDI). 
FBCDI would generally include income from the lease or 
sale of a digital copyrighted article or from the provision 
of a digital service provided that (i) the controlled foreign 
company (CFC) uses intangible property developed by a 
related person, including property developed pursuant 
to a cost sharing agreement, to produce the income; 
and (ii) the CFC does not, through its own employees, 
make a substantial contribution to the development of 
the property or services that give rise to the income. A 
same-country exception would exclude income earned 
by a CFC from customers located in the CFC’s country of 
incorporation, provided that the digital product or service is 
used or consumed in that country.

Observation: This proposal, as well as the proposals 
discussing hybrid arrangements, appear to respond 
to the Organization for Economic Co-operation and 
Development’s action plan on base erosion and profit 
shifting, specifically action 1 — “Address the tax challenges 
of a digital economy” and action 2 — “Neutralize the 
effects of hybrid mismatch arrangements.”

Prevent the avoidance of foreign base company sales 
income (‘FBCSI’) through manufacturing services 
arrangements
The proposal would expand FBCSI to include income of a 
CFC from the sale of property manufactured on behalf of 
the CFC by a related person (within or outside the United 

States). The existing exceptions to FBCSI (e.g., the same-
country exceptions based on place of production, or the 
place of use, consumption or disposition for which the 
property is sold) would continue to apply.

Observation: While not specified in the Greenbook, the 
proposal would seem to permit the CFC that uses the 
manufacturing services of a related person nevertheless 
to avail itself of the regulatory “manufacturing exception” 
if the CFC is deemed to be the producer of the property 
under the “substantial contribution” test of Reg. §1.954-
3(a)(4)(iv).

Restrict the use of hybrid arrangements that create 
stateless income
The proposal would deny deductions for interest and 
royalty payments made to related parties under certain 
circumstances involving hybrid arrangements. The 
Greenbook provides no further definition of “certain 
circumstances” or “hybrid arrangements,” although it 
mentions “repos,” hybrid instruments, and hybrid entities 
as targets of the proposal.

By way of examples, the Greenbook explains that the 
proposal would deny a U.S. deduction when a taxpayer 
makes an interest or royalty payment to a related party, 
and either (i) as a result of the hybrid arrangement, there is 
no corresponding inclusion to the recipient in the foreign 
jurisdiction; or (ii) the hybrid arrangement would permit 
the taxpayer to claim an additional deduction for the same 
payment in another jurisdiction.

Regulations could deny deductions:

1. From certain conduit arrangements that involve a hybrid 
arrangement between at least two of the parties to the 
arrangement

2. From hybrid arrangements involving unrelated parties 
in appropriate circumstances, such as structured 
transactions

3. With respect to payments that, as a result of the hybrid 
arrangement, are subject to inclusion in the recipient’s 
jurisdiction pursuant to a preferential regime that has 
the effect of reducing the generally applicable statutory 
rate by at least 25 percent.
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Observation: This proposal bears some similarity to parts 
of proposed Code section 267A (“Related Party Payments 
Arising in a Base Erosion Arrangement”) included in the 
staff discussion draft released in November 2013 by former 
Chairman Baucus.

Limit the application of exceptions under subpart F for 
certain transactions that use reverse hybrids to create 
stateless income
The proposal would provide that the exceptions from 
foreign personal holding company income in sections 
954(c)(3) and 954(c)(6) (the “same country exceptions” 
and the “CFC look-thru” rule, respectively) do not apply to 
payments made to a foreign reverse hybrid held directly by 
a U.S. owner when such amounts are treated as deductible 
payments received from foreign related persons.

Observation: Although the budget does not appear to 
propose extending the now-expired section 954(c)(6), 
the description of this proposal contemplates at least 
the chance that it will be extended. With respect to the 
proposal itself, subpart F has generally provided (and the 
FBCDI proposal would provide) same-country exceptions 
that are based on the CFC’s country of creation or 
organization. This proposal would represent a departure 
from that model.

Limit the ability of domestic entities to expatriate
The proposal would tighten the anti-inversion rules of 
section 7874 in several ways:

• All “surrogate foreign corporations” as defined in the 
revised section 7874 would apparently be treated 
as domestic for U.S. tax purposes. Therefore, the 
alternative to domestic treatment, which now appears 
in section 7874(a)(1) (and applies only when continuity 
of ownership is at least 60 percent but less than 80 
percent), would be eliminated.

• The definition of surrogate foreign corporation would 
generally be based on a greater-than-50 percent 
continuity of ownership test with respect to an 
expatriated entity, rather than the at-least-60 percent 
ownership test in current law.

• A foreign corporation could also be a surrogate 
foreign corporation, notwithstanding 50 percent-
or-less continuity of ownership, if its affiliated group 
has substantial business activities in the United States 
and the corporation itself is primarily managed and 
controlled in the United States.

In the case of expatriated entities that are domestic 
partnerships, section 7874 could be applicable to an 
acquisition either of (i) substantially all of the assets of the 
domestic partnership (regardless of whether such assets 
constitute a trade or business), or of (ii) substantially all of 
the assets of a trade or business of a domestic partnership.

Prior proposals
The descriptions of the prior proposals in the Greenbook 
are identical to those in last year’s Greenbook, with  
limited exceptions.

The interest expense disallowance proposal for inverted 
companies that appeared in the FY2014 and prior budgets 
seems to have been superseded by the “excessive interest” 
expense disallowance provision discussed above. Last 
year’s leveraged dividend provision, which applied to 
foreign funding corporations and foreign distributing 
corporations, has been modified, in that the provision as 
described in the new Greenbook would apparently apply 
without regard to whether the funding or distributing 
corporations are foreign or domestic. The description of 
the proposal on limiting income shifting through intangible 
property transfers was also modified.
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United States: Temporary 
PFIC regulations

Temporary regulations for PFIC reporting
On December 31, 2013, the Department of Treasury 
released new temporary and proposed regulations 
(the temporary regulations) under the passive foreign 
investment company (PFIC) rules of Internal Revenue 
Code (IRC) Sections 1291-1298. The main impact of the 
temporary regulations is to implement Section 1298(f)’s 
requirement that a taxpayer file an annual report on 
Form 8621 with respect to an investment in a PFIC. The 
temporary regulations clarify that tax-exempt entities 
generally are not subject to the reporting requirements. 
The temporary regulations are effective for tax returns for 
taxable years ending on or after December 31, 2013.

Background
Section 521 of the Hiring Incentives to Restore Employment 
Act of 2010 added Section 1298(f) to the IRC, which 
instituted an annual Form 8621 reporting requirement for 
shareholders of PFIC stock that previously had no filing 
requirement. This requirement was originally effective as of 
March 18, 2010. The Internal Revenue Service (IRS) issued 
Notice 2010–34 clarifying that this requirement would 
not be effective for any tax year beginning before March 
18, 2010. Subsequently, the IRS issued Notice 2011-55 
suspending the reporting requirement until the IRS issued a 
revised Form 8621.

Form 8621 filing requirement
Under the new temporary regulations, taxpayers will now 
be required to make an annual report on Form 8621 with 
respect to an investment in a PFIC at any time during the 
taxpayer’s taxable year ended on or after December 31, 
2013. A separate Form 8621 is required for each PFIC 
owned. The temporary regulations have relieved taxpayers 
from any filing requirements under Section 1298(f) for any 
taxable year ended on or before December 31, 2013.

Indirect owners
In addition to those taxpayers that directly own PFIC stock, 
certain indirect owners will also be required to file Form 
8621. Generally, this requirement applies if the taxpayer 
owns PFIC stock indirectly by holding an interest in one or 
more foreign entities that own PFIC stock. Exceptions from 
filing apply for taxpayers owning an indirect interest in PFIC 
stock through domestic liquidating trusts, foreign pension 
funds, and as beneficiaries of foreign estates and trusts. 

De minimis exception
A taxpayer is not required to file Form 8621 for a PFIC 

under the Section 1298(f) requirement if either the total 
value of all PFIC stock owned directly or indirectly by the 
taxpayer is less than $25,000 ($50,000 for married filing 
jointly) or if the PFIC is owned indirectly and its value is less 
than $5,000.

Exception for tax-exempt organizations
An exception from filing Form 8621 is established for 
tax-exempt entities that own PFIC stock, unless the entities 
would otherwise be taxable on income derived from the 
PFIC investment under subchapter F of Subtitle A of the 
IRC (such as unrelated business income). Specifically, this 
exception applies to an organization exempt under Section 
501(a) and described in Section 501(c), 501(d), or 401(a), a 
state college or university described in Section 511(a)(2)(B), 
a plan described in Section 403(b) or 457(b), an individual 
retirement plan or annuity as defined in Section 7701(a)
(37), or a qualified tuition program described in Section 
529 or 530.

Form 990-T: 2013 significant changes
The IRS has released the 2013 Form 990-T, Exempt 
Organization Business Income Tax Return, and instructions. 
The IRS updated the instructions to clarify certain reporting 
requirements. Significant changes include:

• A discussion of the passive loss and at-risk limitations 
under Sections 469 and 465 pertinent to certain 
filers has been added under Part I (unrelated trade or 
business income) instructions.

• A discussion of the rules for recognition of gain or loss 
upon disposition of property received from a taxable 
subsidiary and used in unrelated business under Section 
337 has been added under Line 4a (capital gain net 
income) instructions.

• Ordering rules for reporting of income reportable under 
more than one line item have been added to Line 5 
(income or loss from partnerships and S corporations).

• Instructions have been added to Line 6 (rent income), 
Line 7 (unrelated debt-financed income), and Line 8 
(interest, annuities, royalties, and rents from  
controlled organizations).

• Clarification that an organization need not file a Form 
990-T in order to preserve a net operating loss (NOL) 
carryover has been added under Line 31  
(NOL deduction).

• Information regarding electronic filing of FinCEN Form 
114, Report of Foreign Bank and Financial Accounts 
(FBAR), has been added under Part V, Line 1. 



International Tax for Asset Managers Update   7

Canada: Inbound financing and 
anti-treaty shipping measures

Background
The recent Canadian federal budget, tabled in the 
House of Commons on February 11, 2014, contains two 
proposals that will have a significant impact on inbound 
investment into Canada: a proposed anti-treaty shopping 
rule and proposed amendments to the thin capitalization 
and withholding tax rules with respect to third-party 
financing backed by loans or asset pledges of non-arm’s 
length nonresidents.

Inbound financing: Back-to-back arrangements
Currently, the thin capitalization rules do not apply to 
a loan from an arm’s-length non-resident lender (third 
party) except in limited circumstances where such a loan 
is made because a non-arm’s-length non-resident made 
a loan to the third party. Interest paid to third parties 
is generally exempt from withholding tax even where 
a back-to-back loan is deemed to exist for purposes of 
the thin capitalization provisions. The budget contains 
proposals to expand the scope of the existing back-to-
back loan rule in the thin capitalization rules and to add 
such a rule to the non-resident withholding tax rules. 
The breadth of the expansion may be larger than initially 
appears obvious in the budget explanation. The rules are 

proposed to be effective for taxation years beginning after 
2014 in the case of the thin capitalization rules and in 
respect of interest paid or credited after 2014 in respect of 
non-resident withholding tax.

The proposed back-to-back loan rule will generally apply 
where a taxpayer has a debt owing to an intermediary, 
the intermediary has been pledged a property by a 
non-resident person as security for the debt, is indebted to 
a non-resident person under a limited recourse debt or has 
received a loan from a non-resident person on condition 
that it make a loan to the taxpayer. In such cases, the debt 
may be treated as owing to the non-resident person for 
purposes of the thin capitalization rules and interest may 
be treated as having been paid to such person for purposes 
of the withholding tax rules. One can see situations in 
which this is a logical extension of the back-to-back loan 
provisions to other situations in which there is an effective 
intermediation by a third party which formally avoids 
the thin capitalizations provisions as currently enacted. 
The same logic may reasonably be applied to interest 
payments, which would have been subject to withholding 
tax if paid directly to a foreign shareholder.
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However, the proposed measures, particularly their 
application to situations where assets are pledged, appear 
to be excessively broad. It is very common for third-party 
lenders to require that assets of related persons be pledged 
as security. In certain cases, the property in question is 
actually the shares of the Canadian debtor since this makes 
it easier for the lender to enforce its rights as creditor to 
the Canadian entity. Even a Canadian multinational could 
technically be subject to the proposed rules in respect of its 
borrowings from a non-resident lender to the extent that it 
has pledged the assets of its foreign affiliates to secure  
the borrowing.

We understand that the department of Finance is aware of 
these issues and we hope that the scope of the proposals 
will be significantly reduced before they come into effect. 
The Department has clearly acknowledged that guarantees 
without security should be carved out of the new rules. 
If the impact of the foreign credit enhancement merely 
reduces financing charges to the consolidated group, it 
may be logical to extend the carve-out.

The proposed withholding tax provisions are also broad 
enough to apply to loans from non-arm’s-length lenders 
where similar back-to-back arrangements are considered to 
exist and could cause the interest to be deemed to be paid 
to a non-resident person who is subject to a higher rate of 
withholding tax than the direct lender.

Anti-treaty shopping
The anti-treaty shopping proposal is designed to target 
“arrangements under which a person not entitled to the 
benefits of a particular tax treaty with Canada uses an 
entity that is a resident of a state with which Canada has 
concluded a tax treaty to obtain Canadian tax benefits.” 
While no draft legislation has been released, it is clear that 
the views of the Department of Finance have solidified 
since it released the initial consultation paper on treaty 
shopping on August 12, 2013. The government has 
requested comments on the new proposals within 60 days. 
The OECD is expected to release a report with respect to 
treaty shopping in September 2014 and while the budget 
indicates that those recommendations “will be relevant 
in developing a Canadian approach to treaty shopping”, 

the government did not accept many recommendations 
received in response to the August 12, 2013, consultation 
paper to defer the release of proposals until after the 
OECD’s report.

Overview of the proposed rule
The budget proposes a broad purpose test that is limited 
by supporting rules, which are somewhat similar to those 
used in the limitation on benefits (LOB) articles of U.S. tax 
treaties. The approach encompasses four main elements: 
a general “one of the main purposes” test, a conduit 
presumption, a safe harbour presumption, and a  
relieving provision.

The limitation on treaty shopping is proposed to be 
effected through an amendment to the Income Tax 
Conventions Interpretation Act, rather than through the 
renegotiation of Canada’s tax treaties. The rule would 
apply to tax years commencing after its enactment. The 
government is requesting input from stakeholders as to 
whether transitional relief for existing arrangements  
is appropriate.

Rejecting concerns expressed by stakeholders that such 
a domestic override may not be perceived favourably by 
Canada’s treaty partners, the budget reiterates comments 
made in its August 12, 2013 consultation paper that 
domestic law provisions are not considered by the OECD 
or the United Nations to be in conflict with existing treaty 
obligations where they are designed to prevent abuse. 
The budget states that “the absence of an anti-treaty 
shopping rule in a tax treaty does not mean that there is an 
implicit obligation to provide benefits in respect of abusive 
arrangements.” Finally, the budget reiterates concerns 
first expressed in the consultation paper that simply 
renegotiating a select number of treaties with “conduit” 
countries, would not prevent the emergence of other 
conduit countries.

While it may be likely that arrangements that satisfy explicit 
anti-treaty shopping provisions of an existing tax treaty 
(in particular the LOB article in the Canada-U.S. treaty) 
will be less likely to offend the new provision, no general 
exemption was mentioned in the budget.
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One of the main purposes test
The cornerstone of the new rule is that, “subject to the 
relieving provision (described in further detail below), a 
benefit would not be provided under a tax treaty to a 
person in respect of an amount of income, profit, or gain 
(relevant treaty income) if it is reasonable to conclude that 
one of the main purposes for undertaking a transaction, 
or a transaction that is part of a series of transactions or 
events, which results in the benefit was for the person to 
obtain the benefit.”

In short, this provision will grant or deny treaty benefits 
having regard to all the facts and circumstances 
surrounding a particular arrangement. The budget notes 
that a “main purpose” test is relatively familiar to Canadian 
taxpayers, since this language appears in numerous 
domestic tax provisions and certain existing treaties. In 
response to concerns raised by stakeholders in the course 
of the consultation process, the budget indicates that 
although a more specific, LOB-type approach arguably 
provides a greater level of certainty for both taxpayers and 
tax authorities, it cannot, in and of itself, prevent all forms 
of treaty shopping, and thus, a general approach should be 
more effective at preventing a greater variety of  
abusive arrangements.

The courts have traditionally interpreted “one of the main 
purposes” provisions as being subject to a relatively low 
threshold. The budget contains language assuring readers 
that this provision will not apply to “ordinary commercial 
transactions” solely because obtaining a tax treaty benefit 
was one of the considerations for making an investment in 
Canada. However, other than some illumination provided 
by examples included in the budget (discussed below), it is 
unclear what is within the scope of “ordinary  
commercial transactions”.

Conduit presumption
The second element of the proposed rule is a rebuttable 
presumption that the one of the main purposes test is 
applicable if the relevant treaty income is primarily used to 
pay, distribute, or otherwise transfer, directly or indirectly, 
at any time or in any form, an amount to another person 
or persons that would not have been entitled to an 

equivalent or more favourable benefit had the other person 
or persons received the relevant treaty income directly. 
“At any time or in any form” suggests that transactions 
many years in the future could affect the treaty shopping 
analysis in a given year. How will taxpayers have reasonable 
certainty that the conduit presumption will not apply?

Safe harbour presumption
Subject to the conduit presumption, this element provides 
that, absent proof to the contrary, it will be assumed that 
none of the main purposes of a particular arrangement 
is the obtaining of a treaty benefit if any of the following 
three conditions is satisfied:

1. The person claiming treaty benefits (or a related 
person) carries on an active business (other than the 
management of investments) in the treaty country. 
Where the relevant treaty income is derived from a 
related person in Canada, the active business must also 
be substantial relative to the Canadian activity that gave 
rise to the treaty income in order for this condition 
to be met. This condition is similar to the active trade 
or business test contained in paragraph 3 of the 
Canada-U.S. LOB Article;

2. The person claiming treaty benefits is not controlled, 
directly or indirectly in any manner whatever, by 
another person or persons who would not have been 
entitled, had the relevant treaty income been received 
directly, to benefits that are at least as favourable as 
those being sought by the direct recipient; or

3. The person is a corporation or a trust, the shares or 
units of which are regularly traded on a recognized 
stock exchange. No guidance is provided as to the 
manner in which the phrase “regularly traded” would 
be defined for purposes of this domestic provision. 
Perhaps the Canada-U.S. LOB test could be imported or 
referred to for this purpose.

The second condition appears not to be satisfied if any 
person in a control chain is located in a “bad” jurisdiction, 
even if all funds ultimately flow to residents of a jurisdiction 
who would be entitled to comparable benefits under their 
home country treaty with Canada.
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Relieving provision
Even where the main purpose provision applies, a 
relieving provision would ensure that treaty benefits 
will nevertheless be provided in whole or in part to the 
extent that they are reasonable having regard to all the 
circumstances. The inclusion of this fourth element in the 
rule is consistent with comments in the consultation paper, 
which suggested that the effectiveness of any measure 
designed to curb treaty shopping may involve a tightening 
of objective conditions and “placing greater reliance on 
discretionary authority of the Minister of National Revenue 
to grant treaty benefits in appropriate circumstances.” It is 
unclear whether or not a taxpayer would be able to obtain 
relief under this provision after the fact, or would have 
to apply to the Canada Revenue Agency in advance of a 
relevant transaction.

Examples
The particular examples included in the budget indicate 
that the government is focused on reversing the results 
of three court cases in which it unsuccessfully attacked 
treaty shopping, either on the basis of a lack of beneficial 
ownership or the application of the General Anti-avoidance 
Rule (GAAR).

• Assignment of income
 – In the first example, the budget explains how the 

conduit presumption would be applicable in a fact 
pattern similar to the case of Velcro Canada. In 
short, the example involves a company (ACo) that 
is resident in a country with which Canada has not 
concluded a tax treaty, assigning its right to receive 
Canadian source royalties to BCo, a company 
resident in a treaty jurisdiction. BCo must remit 80 
percent of the royalty income to ACo within 30 
days of receipt. The one of the main purposes test is 
presumed to apply due to the conduit presumption 
and treaty benefits would be denied in the absence 
of facts to rebut the presumption. It is suggested 
that the relieving provision could potentially apply 
in this type of situation, such that treaty benefits 
may be granted with respect to the 20 percent of 
the royalties retained by BCo.. Furthermore, the 
budget indicates that if BCo were to retain 55 
percent of the Canadian source royalty income, the 

conduit presumption would not apply, presumably 
since less than 50 percent of BCo’s income would 
be distributed to ACo. In that case, it would be 
a question of fact whether the one of the main 
purposes provision applied.

• Dividend payments
 – The second example illustrates the application 

of the proposed rule in a situation similar to that 
considered in the case of Prevost Car Inc. In that 
case, two companies that were resident in the UK 
and Sweden, respectively, each chose to hold their 
shares in a Canadian subsidiary through a Dutch 
holding company, perhaps to take advantage of 
the rate of Canadian withholding tax on dividends 
under the Canada — Netherlands treaty, which 
was more favourable than the rates then available 
under the UK and Swedish treaties. In the example, 
the conduit presumption applies because the 
holding company remits all dividends received from 
Canada to the two shareholders pursuant to the 
terms of a shareholders’ agreement. In assessing 
whether the relieving provision might apply in this 
situation, the budget indicates that one of the 
relevant considerations would be whether or not 
the shareholders are taxable on dividends received 
from the holding company. If so, treaty benefits may 
be available to the extent that treaty benefits would 
have been available had dividends been paid directly 
to the shareholders. 
 
It is not clear whether the lack of a shareholders’ 
agreement would make any difference to the 
result. Neither is it clear why the domestic tax rules 
applicable in the shareholders’ country of residence 
should be relevant in determining whether to 
provide treaty benefits at the rate applicable in 
Canada’s treaties with those countries. 
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• Change of residence
 – The third example is based on the case of MIL 

(Investments) S.A. in which a corporation resident 
in a non-treaty country was continued into a treaty 
jurisdiction immediately prior to disposing of 
taxable Canadian property in order to avail itself of 
the exemption in the treaty from Canadian tax on 
capital gains. Although the proceeds of disposition 
are retained by the vender in this example, thus 
rendering the conduit presumption inapplicable, the 
budget indicates that the one of the main purposes 
provision would nevertheless apply, given that it is 
reasonable to conclude, having regard to all the facts 
and circumstances, that one of the main purposes 
for the continuation of the corporation is to obtain 
the treaty benefit. Had the vendor been a resident 
of the treaty jurisdiction at the time it acquired the 
property, the budget indicates that other relevant 
factors, including the amount of time between the 
establishment of the corporation and the disposition 
of the property, would need to be considered.

• Bona fide investments
 – In the fourth example, the conduit presumption 

is again considered to apply where a widely held 
trust that is resident in a treaty jurisdiction (State 
B) manages investments for a large number of 
investors, the majority of which are resident 
in non-treaty countries. Shares of Canadian 
corporations represent 10 percent of the trust’s 
portfolio, and the trust distributes all of its income 
(including Canadian source dividends) to its investors 
on an annual basis. The investment decisions made 
by the management of the trust take into account 
the benefits provided by State B’s extensive treaty 
network. Notwithstanding the application of the 
conduit presumption, none of the main purposes of 
the arrangement in this example are considered to 
be the obtaining of the treaty benefit, due to the fact 
that the investors’ decisions to invest in the trust are 
not motivated by any particular investments made 
by the trust, and the trust’s investment strategy 
is not driven by the tax position of its investors. 
Accordingly, treaty benefits with respect to the 
Canadian source dividends are not denied.

• Active business safe harbour
 – The final example illustrates the application of 

the safe harbor presumption in a situation where 
a corporation (ACo) resident in a non-treaty 
jurisdiction establishes a company (FinCo) in a treaty 
jurisdiction (B-State) to finance its various subsidiaries 
in numerous countries including Canada. In this 
scenario, the conduit presumption does not apply 
with respect to Canadian source interest income 
earned by the FinCo, due to the fact that the 
majority of FinCo’s income is re-loaned to related 
companies resident in other treaty countries, which 
have a similar rate of withholding tax applicable 
to interest as would be applicable if the Canadian 
borrower had paid interest to lenders in such 
countries. Because ACo also has an operating 
subsidiary (BCo) in the same jurisdiction as the 
FinCo, and because BCo carries on an active business 
(other than managing investments) in its jurisdiction 
of residence that is substantial relative to the activity 
carried on by the Canadian subsidiary in Canada, 
the safe harbor presumption applies such that, 
absent any proof to the contrary, the main purpose 
provision should not apply and treaty benefits should 
be available in respect of FinCo’s Canadian source 
interest income. 
 
Note that the proposed rule would be more difficult 
to satisfy than the active trade or business provision 
in the Canada-U.S. LOB article, if for example, FinCo 
was resident in the U.S. paragraph 3 of the LOB 
article, if satisfied, ensures that treaty benefits are 
available, subject to the GAAR. Unlike the proposed 
domestic rule, it is not subordinate to a conduit 
presumption, nor does it create a presumption 
that can itself be rebutted depending on the facts. 
The Department of Finance raised this issue in its 
consultation paper, and many interested parties 
recommended that a domestic anti-treaty shopping 
rule should not apply if a specific LOB rule applies. 
However, there is no mention of this issue in the 
budget documents.
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Next steps
As noted above, there is a 60-day consultation period, 
which ended on April 12, 2014. The government has 
asked for comments in respect of transitional relief and the 
specific examples described above. Clearly there are several 
other aspects of the proposed rule worthy of comment.

The rule will be difficult to apply with certainty and 
predictability, given the government’s decision to adopt 
a general purpose test with a relatively low threshold for 
application. Although the proposed safe harbour provision 
provides guidance regarding the scope of the rule, it 
provides only a rebuttable presumption, and does not 
protect taxpayers if it can nevertheless be established that 
one of the main purposes for undertaking a transaction, 
or a transaction that is part of a series of transaction or 
events, which results in a treaty benefit was for the person 
to obtain the benefit. Moreover, the safe harbour provision 
is still subject to the conduit presumption — possibly 
rendering it even less useful. It is also unclear what factors 
should be considered in applying the relieving provision, 
and whether or not taxpayers can apply the relieving 
provision on a self-assessment basis.

Although the rule is merely proposed and it is likely 
too soon to understand fully the impact on existing 
arrangements, it is reasonable to expect that Canada 
will adopt an anti-treaty shopping rule in the short term, 
which may not be materially different from that proposed. 
As such, taxpayers should start to consider its potential 
impacts on existing and future arrangements. The 
following sets out some, but certainly not all, of the things 
taxpayers may wish to consider now:

• Transitional relief may or may not be available. 
Consequently, taxpayers should review their existing 
corporate structures to identify where the rule could be 
relevant and the potential financial impact. Collective 

investment vehicles, including private equity and hedge 
funds, as well as multinational corporations holding 
or financing their Canadian operations through third 
country intermediaries, may be particularly affected. 
The proposed rule could also affect the activities of 
Canadian taxpayers who raise capital for, sponsor or 
manage investment funds or other arrangements for 
non-residents. Consider as well Canadian institutional 
investors that co-invest with non-residents directly or 
indirectly in Canadian entities.

• The proposed rule is a relevant tax due diligence and 
pricing consideration for any proposed transaction 
involving a Canadian investment.

• Tax directors and others may wish to proactively 
consider the impact the rule could have from a tax 
accounting perspective and communicate that within 
their organizations.

• The proposed rule may influence the timing for 
non-residents to dispose of their Canadian investments.

• There are a number of important practical 
considerations, such as how best to document the facts 
around each transaction and series of transactions that 
results in a treaty benefit in order to clearly demonstrate 
that one of the main purposes was not to obtain the 
benefit. The proposed rule is yet another example of the 
importance of determining what constitutes a series of 
transactions or events.

• The conduit presumption looks to payments, 
distributions and other transfers, including indirect 
transfers, of the relevant treaty income at any time 
or in any form. In some cases, the flow of income 
will be obvious but in other cases, perhaps those 
involving holding or financing companies with multiple 
investments, tracing may be required to objectively 
establish that the conduit presumption does not apply.
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European Union: The DFA case decision 
released, positively impacting U.S. and 
other non-EU investment funds

On April 10, 2014, the Court of Justice of the European 
Union (the “CJEU”) released its much anticipated decision 
in the Emerging Markets Series of DFA Investment Trust 
Company v. Dyrektor Izby Skarbowej w Bydgoszczy 
(C-190/12). This is a landmark case which could make it 
easier for non-EU investment funds to recover significant 
levels of withholding taxes (WHT) from EU member states.

The CJEU’s decision
The Court decided that U.S. funds (and other funds outside 
of the EU in a similar position) are entitled to rely on the 
free movement of capital principles in the EU. It confirmed 
that the higher tax charge on Polish dividends paid to a 
U.S. investment fund, DFA, as compared to the tax on 
Polish dividends paid to a similarly situated Polish fund 
constitutes a restriction on the free movement of capital. 
This decision is based upon the recipient funds being 
comparable.

This case follows other similar rulings in regards to EU 
resident investment funds in recent years, as a result of 
which many have now received significant refunds of WHT 
from a number of EU member states.

The CJEU confirmed that there is no justification for the 
restriction on the movement of capital imposed by the 
Polish rules, including the defense of fiscal supervision, 
in a case such as this where an exchange of information 
agreement exists in the tax treaty between the states. The 
Court found that as information exchange provisions in the 
undertakings for the collective investment of transferable 
securities (UCITS) Directive to which some EU funds are 
subject are not capable of applying to non-EU funds; that 
those powers do not cover taxation anyway, qualifying 
under the UCITS Directive is irrelevant for fiscal  
supervision purposes.

Comparability
Regarding whether a Polish and U.S. fund are comparable 
and whether the U.S. fund should now recover the WHT 
claimed, the Court stated that it was up to the Polish 
courts to decide on the facts and assess and verify the 
evidence provided. The Polish courts should consider the 
relevant legal and regulatory framework under which the 
funds are established in each country in order to determine 
whether the U.S. funds do meet the conditions for the 
Polish tax exemption.
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Therefore, the case will in all probability be decided 
on whether the Polish authorities are provided with 
the evidence to support comparability of the legal and 
regulatory framework by the claimant and whether they 
have the ability to verify the facts and evidence provided 
with the U.S. tax authorities. The Court held that it was 
up to the Polish courts to test whether the provisions for 
exchange of information in the U.S.-Poland tax treaty are 
capable of allowing the appropriate verifications to take 
place on the evidence provided.

This is important as it means that it is up to claimants 
to provide what evidence they can demonstrate to 
prove comparability between funds, in addition to the 
cooperation of the tax authorities in the state of residence 
of the claimant fund.

In Deloitte’s view, DFA’s status as a highly regulated 
investment fund in the U.S. should be favorable in this 
analysis as such funds would seem to have aims and 
objectives in line with regulated funds established in 
the EU. In addition, it will be important that the IRS 
provides sufficient response to questions raised by the 
Polish authorities under the tax treaty provisions. Without 
dual cooperation, the claims may not succeed. The case 
indicates that the IRS has already received requests for 
information to support the claims from the Polish  
tax authorities.

The case will now return to the Polish courts for a finding 
on the facts with the door for the success of the claims 
based on that factual assessment having been left open by 
the CJEU decision.

Recommended actions
The ruling may be relevant for similar cases proceeding 
against a number of member states at present:

• U.S. mutual funds and other collective investment 
funds, in the U.S. or in another territory outside of the 
EU, that have incurred WHT on EU dividend income in 
recent years should consider whether they may now 
have a claim for a refund of such taxes over and above 
their tax treaty entitlements

• Investment funds outside of the EU that have already 
filed similar claims based on EU law should consider 
the levels of evidence needed to prove comparability to 
funds based in the source state and whether existing 
claims made contain sufficient detail, whether in 
Poland, or in any other member state where claims 
have been filed. This evidence is likely to be key in the 
assessment of claims.

For claims to succeed, it will be important to show that 
local authorities will be able to cooperate and respond 
to questions raised through the administrative assistance 
criteria as set out in the relevant tax treaties, or other 
administrative assistance mechanisms. In this regard, the 
drive for increased transparency and cooperation between 
tax authorities globally, at present, should be helpful.

Conclusion
This is certainly not the end of the road for the case as it 
has been remanded to the Polish courts. In essence, the 
CJEU has stated that if a U.S. fund can prove comparability 
in that the legal and regulatory framework for U.S. funds 
is equivalent to that for Polish funds that obtain an 
exemption from WHT, and that proof can be sufficiently 
verified with U.S. authorities under administrative 
assistance provisions in the U.S.-Poland tax treaty, then the 
case should succeed.

It will be interesting to see now what the Polish courts 
determine with respect to the burden of proof and what 
cooperation is requested and received via the exchange of 
information provisions in the treaty.
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Portugal: Changes to the 
debt securities regime

Portuguese tax authorities have recently introduced 
changes to the Portuguese debt securities tax regime 
extending the exemption to entities resident in tax 
havens with a double taxation agreement (DTA) or a tax 
information exchange agreement (TIEA) in place  
with Portugal. 

This special regime applies to Portuguese public and private 
debt securities, integrated in a centralized system managed 
by:

• An entity resident in Portugal
• A managing body of an international clearing system 

established in another European Union or European 
Economic Area Member State 

As a result, entities resident in the countries referred 
below can benefit, from January 2014 onwards, from 
the exemption for income received from Portuguese debt 
securities (countries located in a tax haven that have a DTA 
or a TIEA in place with Portugal):

• Andorra (TIEA)
• Bermuda (TIEA)
• Cayman Islands (TIEA)
• Gibraltar (TIEA)
• Hong Kong (DTA)

• Isle of Man (TIEA);
• Jersey (TIEA);
• Koweit (DTA);
• Panama (DTA);
• Qatar (DTA);
• Saint Lucia (TIEA);
• Uruguay (DTA);
• United Arab Emirates (DTA).

Other countries have also signed TIEAs with Portugal but 
these are not yet in force. 

This change only applies to income from debt securities 
issued after December 31, 2013, or from debt securities 
issued before that date, provided the income is received 
after the first coupon payment date. 

Additionally, the recent changes have extended the 
concept of debt securities for purposes of applying 
this regime, amongst others, to commercial paper and 
convertible debt securities. 

The aforementioned countries are still part of the 
Portuguese tax havens’ list.
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United Kingdom: 2014 
budget announced

Background
The Chancellor of the Exchequer delivered the UK budget 
for 2014 on March 19, 2014. The UK economy has 
emerged rapidly from recession over the past 12 months 
and the Chancellor highlighted that this is a budget that 
is intended to promote further growth and investment. At 
the same time, the Chancellor reaffirmed his commitment 
to tight fiscal control to ensure that this success can  
be sustained.

The 2014 budget targets a number of key areas relevant 
for foreign multinational groups investing into the UK: 
support for the manufacturing sector by way of investment 
relief, extension of research and development relief for 
small and medium-sized enterprises, and additional 
government financing to promote exports.

While there was no specific reference to the OECD’s base 
erosion and profit shifting (BEPS) project in the budget 
statement itself, the UK government has released a position 
paper that sets out the UK’s priorities for the project’s 
ongoing work streams. This confirms the government’s 
commitment to the project through 2014 and 2015, and 
to implement appropriate changes to the UK tax code “as 
soon as possible.” Importantly, the note re-affirms the UK’s 
commitment to seek international agreement on changes, 
but it does warn of “supplementary rules to tackle specific 
issues raised by digitization if progress on updating the 
existing international framework fails to materialize.”

Business tax
Corporate tax rate: The Chancellor confirmed that the 
headline UK tax rate will fall to 21 percent from April 1, 
2014, and then fall again to 20 percent from April 1, 2015. 
Both measures have been enacted as part of Finance Act 
2013 and, therefore, already should be reflected in relevant 
companies’ financial statements.

Promoting investment: The Chancellor made a number 
of announcements intended to promote investment in the 
UK:

• The annual investment allowance (AIA) allows for 
immediate tax relief on qualifying capital spend. A 
temporary increase in the AIA from GPB 25,000 to GPB 
250,000 was due to expire on December 31, 2014. The 
Chancellor has extended this relief to December 31, 
2015, and increased the allowance to GPB 500,000, 
after which it will fall back to GPB 25,000.

• There were a number of specific announcements in 
respect of enhanced capital allowances under which 
relief is given at 100 percent. There is a broadening 
of the range of assets that qualify for relief, and an 
extension to 2020 for enhanced capital allowances 
within specific enterprise zones to promote additional 
capital investment in these regions.

• Loss-making small and medium sized enterprises 
carrying on qualifying research and development 
activities will be entitled to a cash credit equivalent to 
14.5 percent of their current year tax loss from April 1, 
2014, up from the current credit of 11 percent.
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• To provide competitive financing to help UK companies 
win contracts and expand overseas, the government 
is overhauling the UK export finance’s direct lending 
program, doubling the available funding to GPB 3 billion 
and cutting interest rates to their lowest available levels.

• The Chancellor has increased the funding available 
for UK Trade and Investment, the government body 
charged with promoting UK exports and facilitating 
inward investment into the UK.

• As announced at 2013 Autumn Statement, the 
Chancellor confirmed that film tax relief will be available 
at 25 percent on the first GPB 20 million of qualifying 
production expenditure, and 20 percent thereafter, 
for small and large budget films from April 2014. The 
government will reduce the minimum UK expenditure 
requirement from 25 percent to 10 percent and will 
modernize the cultural test.

• The Chancellor announced the introduction of a new 
corporation tax relief for theatrical productions and 
touring theatrical productions. The government will 
consult on the design of the relief.

Anti-avoidance
Consistent with recent budgets, the Chancellor announced 
a number of anti-avoidance measures:

• The 2013 Autumn Statement included a provision to 
deny deductions for disguised distribution arrangements 
structured by way of a derivative contract whereby a UK 
company would pay over all or a significant proportion 
of its profits to another group company (typically 
non-UK) and thereby avoid a UK liability on those 
profits. These provisions apply where a tax avoidance 
motive is evident. These measures were effective from 
December 5, 2013. An additional measure announced 
on March 19, 2014, complements this provision and 
targets transactions that achieve a profit transfer using 
a mechanism other than a derivative contract. This 
measure applies to profit transfers made on or after 
March 19. A tax avoidance motive will be required for 
this measure to have effect.

• The UK has introduced the Disclosure of Tax Avoidance 
Scheme (DOTAS) provisions and GAAR in recent years. 
As previously announced, the Chancellor has sought to 
nullify any cash flow advantage enjoyed by a taxpayer 
that has entered into arrangements associated with 
either DOTAS or the GAAR by requiring an upfront 
payment of the tax associated with the disputed 
scheme. This measure will be effective from the 
day Finance Bill 2014 receives royal assent (typically 
mid-July), and will apply to all cases where there is an 
open enquiry or open appeal on or after that date. The 
Chancellor also confirmed that more stringent rules will 
be introduced in Finance Bill 2014 in respect of “high-
risk promoters” of tax avoidance schemes.

• Measures also have been confirmed under which 
taxpayers that have entered into arrangements that 
have been defeated in the courts may be issued 
payment notices by the UK tax authorities to pay 
the disputed tax at that point. The taxpayer will risk 
penalties and interest on the disputed tax if it is not 
paid. These provisions typically will apply in relation to 
widely marketed schemes. This measure will be effective 
from the day Finance Bill 2014 receives royal assent.

• The Chancellor restated the government’s commitment 
to modernize the tax treatment of corporate debt and 
derivative contracts with the intention of introducing 
significant re-write of the existing law in Finance Bill 
2015. In the meantime, a couple of measures will be 
included in Finance Bill 2014, effective April 1, 2014. 
One of these addresses particular issues that have been 
identified in relation to the tax treatment of the transfer 
of corporate debt derivative contract between group 
companies where the transferee then leaves the group 
within six years of the transfer.
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Employment taxes
The Chancellor confirmed that the tax-free personal 
allowance will increase to GBP 10,000 from April 6, 2014, 
as previously announced. In addition, the Chancellor 
announced a further increase in this allowance to GBP 
10,500 from April 6, 2015, as well as raising the threshold 
at which the 40 percent rate of income tax applies. These 
changes will have a knock-on impact on the national 
insurance contributions due from both employers and 
employees. Additionally, an employment allowance of 
GBP 2,000 is available to employers from April 1, 2014, to 
further boost job creation.

Over the coming months, the government will consult 
on a number of recommendations made by the Office of 
Tax Simplification. Each of the recommendations has the 
potential to simplify the taxation of employee expenses 
and benefits from a tax administration perspective.

Employment share schemes
The government has confirmed that it will delay the 
introduction of new rules for employment-related securities 
held by internationally mobile employees until April 2015. 
However, contrary to the government’s original intention, 
the new rules will apply to all shares vesting and options 
exercised on or after this date. Thus, employers may wish 
to consider the impact of the above on employees and on 
costs where share awards are subject to tax equalization 
(e.g., for internationally mobile employees). Employers 
also may wish to consider what communications may be 
appropriate in the event employees with existing awards 
have expectations regarding the UK tax treatment of the 
award where this may be impacted by this announcement.

Dual contract arrangements
The government has confirmed that legislation to target 
the “artificial use of dual contracts by non-domiciles” will 
be introduced in Finance Bill 2014 to take effect from April 
6, 2014, as planned. Where the new legislation applies, 
remuneration received under the non-UK contract will be 
taxed on the “arising” basis, unless the arrangements fall 
outside of widely drawn parameters. However, the draft 
legislation issued on January 16, 2014, will be amended 

to prevent charges arising on dual contracts that are not 
motivated by tax avoidance. Amendments will be made to:

• Prevent charges arising on ‘nominal directorships’, 
where the individual owns less than a 5 percent 
shareholding in his/her employer

• Clarify that an income tax charge cannot arise on 
income related to employment duties performed in tax 
years before the 2014/15 tax year

• Take into account employments held for legal/regulatory 
reasons

• Reduce the threshold in the comparative tax rate test 
from 75 percent to 65 percent of the UK additional rate 
(the UK additional rate is currently 45 percent).

Employers that employ individuals under dual (or multiple) 
contract arrangements should welcome the government’s 
confirmation that the changes outlined above will be made 
to the draft legislation. However, they still may wish to 
consider how the proposed legislation impacts them and 
their employees in order to decide whether any changes to 
employment arrangements should be made going forward.

Stamp duty
A further extension has been announced to extend the 
15 percent rate of stamp duty land tax that currently 
applies to residential properties worth GBP 2 million held 
by companies, partnerships with companies as members, 
or collective investment schemes. The key point from the 
budget announcement is that the 15 percent rate will 
apply to properties worth GBP 500,000, effective from 
March 20, 2014. The existing GBP 2 million threshold will 
continue to apply to contracts entered into before March 
20, 2014.

Capital gains tax on nonresidents
The Chancellor confirmed that legislation will be 
introduced from April 2015 to tax nonresidents on future 
gains made in respect of disposals of UK residential 
property, as previously announced in the 2013 Autumn 
Statement. The government will consult with stakeholders 
in the next few months.
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Germany: Substantial changes to 
the investment taxation system

Background
The German legislature enacted the Alternative Investment 
Fund Managers (AIFM) Tax Adaption Act on December 
24, 2013 (Federal Law Gazette I, p. 4318). The act 
finally passed both chambers of parliament, after the 
initial initiative failed before the September 2013 federal 
elections in the previous legislative period. The new act 
essentially is similar to the previous draft.

The new AIFM Tax Adaption Act introduces substantial 
changes to the scope of the Investment Tax Act (GITA) and 
is expected to have a significant impact on the taxation 
of German investors in various regulated and unregulated 
fund schemes.

Amended scope of investment tax rules
The scope of the GITA has been extended beyond open-
ended investment fund schemes to encompass basically 
all collective investment schemes (Investmentvermoegen), 
including compartments and subfunds regulated by the 
Capital Investment Code (Kapitalanlagegesetzbuch,  
or KAGB).

Special tax rules are provided for German investors in 
the following: (1) UCITS funds (i.e., all undertakings for 
collective investment in transferable securities regulated 
under the European UCITS Directive (2009/65/EC)); and (2) 
Alternative Investment Funds (AIF). AIF are — in line with 
the AIFM Directive (2011/61/EU) — collective investment 
undertakings that raise capital from a number of investors, 
with a view to investing it in accordance with a defined 

investment policy for the benefit of those investors, and 
which are not enterprises operating outside the  
financial sector.

Certain unregulated companies including, certain holding 
companies, private pension schemes securitization vehicles, 
family offices, entities and certain tax-exempt organizations 
are outside the scope of the GITA.

The new GITA distinguishes between investment funds 
(Investment-fonds) — which continue to be subject to 
a semitransparent taxation regime with tax privileges 
for German investors, especially with respect to certain 
undistributed realized capital gains — and investment 
companies (Investitionsgesellschaften), which do not 
qualify for the semitransparent tax regime.

Investment fund taxation
Investment funds are funds that fulfill all of the following 
criteria:

• The UCITS, AIF, or the AIFM is subject to state 
supervision for collective investment schemes in its 
country of residence. (This requirement is deemed to be 
fulfilled for any captive fund.)

• Investors are entitled to redeem their fund units at least 
once a year. (This requirement is deemed to be fulfilled 
for fund units traded on a stock exchange (ETF).) 
Any minimum holding period required by law should 
not prevent a fund from meeting this requirement, 
according to the AIFM Tax Adaption Act.
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• The objective of the fund is limited to passive 
investment and management of assets for the accounts 
of the unitholders, and the fund does not engage in 
active entrepreneurial investment management (certain 
exemptions apply to real estate funds).

• The fund invests its assets, directly or indirectly, in 
accordance with risk diversification principles (which 
generally require investment into more than three assets 
with different risk profiles).

• At least 90 percent of the portfolio is invested in 
eligible assets listed in a specific asset catalogue. The 
remaining 10 percent may be invested in other assets. 
(The eligible assets catalogue has been amended and 
now comprises securities, money market instruments, 
derivatives, cash in bank, real estate and equivalent 
rights, real estate companies, operating equipment 
necessary for real estate investments, units in domestic 
and foreign investment funds, participations in 
public private partnership (PPP) project companies, 
precious metals, unsecuritized loans, and shares of 
corporations. Previously, investment funds could invest 
into “enterprises,” which also comprised partnership 
interests.)

• Investments in shares of unlisted corporations and 
enterprises acquired before November 28, 2013, are 
limited to a maximum of 20 percent of the fund’s net 
asset value (NAV). (Real estate funds may, however, 
invest up to 100 percent in real estate-owning 
companies.) Additionally, the fund must not invest 10 
percent or more of the share capital of a particular 
corporation, except for shares in real estate companies, 
PPP project companies, and German renewable energy 
companies.

• The fund may obtain short-term loans only up to a 
maximum of 30 percent of the fund’s NAV (real estate 
funds may obtain additional loans, up to 50 percent of 
the fair market value of the real estate owned by  
the fund).

These criteria must be expressly stipulated in the fund 
documentation. If the fund changes its investment 
objective or if it substantially deviates from the investment 
fund criteria, the German tax authorities will formally 
reclassify the fund as an investment company (subject to 
the tax regime described below) for a period of at least 
three years.

Under transition rules, an investment fund qualifying as 
such under the GITA rules that applied until July 21, 2013, 
will continue to qualify as an investment fund, as long as it 
continues to meet the former investment fund definition.

If a fund fulfills the new investment fund criteria or falls 
within the scope of the transition rules, the semitransparent 
investment regime will apply to its German investors, 
provided the fund meets the comprehensive GITA reporting 
and publication requirements. This semitransparent tax 
regime usually is beneficial for German investors, as certain 
undistributed earnings can be accumulated at the fund 
level without being subject to tax at the investor level.

Fulfillment of the investment fund criteria (or transition 
provisions) is a requirement for German investment funds 
to benefit from the exemption from corporate income 
tax and trade tax, and from the VAT exemption for fund 
management.

Investment company taxation
The semitransparent tax regime for investment funds does 
not apply to investment companies. Investment companies 
include all AIFs that do not meet the investment fund 
criteria, especially hedge funds, private equity funds, and 
certain real estate funds.

The tax treatment applicable for an investment company 
depends on whether it is classified as a tax transparent 
partnership or a tax opaque corporation.



International Tax for Asset Managers Update   21

Partnership investment companies (Personen-
Investitionsgesellschaften), especially German KGs or 
common law limited partnerships, and their German 
investors are subject to the general tax regime. The 
income of German partners will be assessed at the level 
of the partnership and allocated pro rata to the German 
partners. Such tax assessment also is required for foreign 
partnerships with more than one German partner. 
Depending on the business activities of the partnership in 
Germany, German municipal trade tax may apply at the 
partnership level, at rates ranging between 7 percent and 
17.2 percent.

AIFs that do not qualify as investment funds or partnership-
like investment companies are corporate investment 
companies (Kapital-Investitionsgesellschaften). German 
corporate investment companies are subject to resident 
taxation, i.e., corporate income tax plus the solidarity 
surcharge (15.825 percent combined rate) on worldwide 
income, as well as the trade tax. Foreign capital investment 
companies are, in principle, subject to German nonresident 
taxation, i.e. the corporate income tax plus the solidarity 
surcharge on certain German-source income. German 
business or corporate investors may apply participation 
exemption relief to the dividends or capital gains generated 
through an investment in a corporate investment company 
only if the fund is subject to regular corporate income 
taxation in its state of residence without being exempted; 
funds resident outside the European Economic Area must 
be subject to corporate income taxation at a rate of at least 
15 percent.

Contractual-type fund schemes (e.g. Luxembourg FCPs, 
Irish CCFs or German Sondervermoegen) that do not meet 
the investment fund criteria also are classified as corporate 
investment companies. The GITA now expressly states that 
contractual-type fund schemes may be subject to German 
nonresident taxation.

Additionally, the German controlled foreign company rules 
may apply to German investors in investment companies. 
Under these rules, any low-taxed passive investment 
income in a foreign investment structure is subject to full 
taxation at the level of the German investor, irrespective 
of any actual distributions. Specific tax compliance 
requirements also apply for German investors.

Application of the new GITA rules
The new GITA rules generally apply to all funds established 
after December 23, 2013. Under the transition rules, an 
investment fund established before December 24, 2013, 
will continue to be classified as such until the end of its 
first financial year ending after July 22, 2016, if the fund 
continues to fulfill the former investment fund criteria 
applicable until July 21, 2013.

Action required
German investors should analyze the tax consequences 
deriving from any investments in fund schemes established 
after December 23, 2013. Existing fund investments should 
be monitored to determine if they continue to qualify for 
application of the GITA rules. If funds do not continue to 
comply with the GITA requirements, a German investor 
may divest or change its investment structures to avoid 
detrimental tax treatment in Germany.

Fund managers should consider whether their fund 
structures remain attractive for German investors. This will 
especially be true for funds resident in jurisdictions without 
accepted state supervision over the fund (especially 
offshore jurisdictions).
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China: SAT issued Bulletin concerning 
determination of the “beneficial owners” 
under “entrusted investment” structures

Background
On April 21, 2014, the Chinese State Administration 
of Taxation (SAT) issued Bulletin of the SAT [2014] No. 
24 (“Bulletin 24”, "the Bulletin"), which stipulates the 
additional rules on determining beneficial owner status 
under "entrusted investment" structures based on the 
"notice of the SAT on publishing 'administrative measures 
(provisional) for non-residents enjoying tax treaty 
treatment'" (Guishuifa [2009] No. 124), "notice of the SAT 
on how to understand and determine 'beneficial owners' 
under double taxation agreements ("DTAs")" (Guoshuihan 
[2009] No. 601), and "bulletin of the SAT on the 
determination of 'beneficial owners' under DTAs" (Bulletin 
of the SAT [2012] No. 30). 

Bulletin 24 will take effect on June 1, 2014, and will apply 
to any cases occurred before its promulgation have yet to 
be settled. 

Highlights
• The Bulletin is applicable to "entrusted investment" 

structures and provides that a non-resident investor may 
apply for treaty benefits (i.e., "beneficial owner") on 
income derived from an "entrusted investment." 
 – Entrusted investment structures are those in which 

"… non-Peope’s Republic of China residents entrust 
their own funds to an "offshore professional 
institution" for making equity or debt investments 

in Chinese resident enterprises." Such "offshore 
professional institutions" refer to financial institutions 
that are permitted by their jurisdictions to engage 
in the business of securities brokerage, investment 
management, and custody of funds or securities, etc. 
Further, it is stipulated that under such structures, 
that "… the entrusted funds will be managed 
separately from the funds of the professional 
institution which will charge service fees or 
commissions to the non-residents based on relevant 
entrustment or agency agreement, while the 
investment benefits and risks of the entrusted funds 
are obtained by and born by the non-residents."

 – In general, we understand that the rule would cover 
certain investment arrangements that non-residents 
make with Qualified Foreign Institutional Investors 
(QFII) under the current Chinese regulations, whereas 
investments through other financial institutions 
engaged in assets management and investment, 
such as private equity fund, collective investment 
vehicles, trust, etc. would likely be excluded from the 
scope due to the differences in investment decision 
making process, risk and benefits, etc. Moreover, 
despite the numerous types of QFII investment 
structures, only the ones meeting aforementioned 
definition/requirements would qualify as the 
entrusted investments for the purpose of Bulletin 24.
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• Under most of the tax treaties China entered into, the 
preferential dividend withholding tax rate is generally 
granted where the beneficial owner directly owns at 
least 25 percent of the capital of the company which 
pays the dividends. Therefore, when the offshore 
professional institution is regarded as nominees/agent 
for the beneficial ownership requirement purposes 
under relevant treaties, the investor can only enjoy the 
reduced tax rate if "25 percent shareholding" condition 
is met. This requirement may restrict the application 
of Bulletin 24 as the current regulations may not allow 
QFIIs to invest in a Chinese company over certain 
ownership percentage. In addition, the investor must 
satisfy other conditions for beneficial owner status as 
set forth in other relevant circulars.

• The SAT sets forth a high documentation requirement 
on non-resident investors to prove the existence of 
a qualifying entrusted investment structure, which 
some investors may find difficult to satisfy due to 
confidentiality concerns. The documentation to be 
submitted to the Chinese tax authorities include:
 – All the agreements or contracts in relation to the 

investment entered into between relevant parties 
(including the non-resident, investment manager, 
custodians, securities firms, etc.) and any other 
materials that can demonstrate the investment 
arrangement which should include source of 
entrusted funds and its components, as well as fees 
charged by each party

 – Documents relating to the remittance flow of 
investment income and other income through each 
level/person to the non-resident; and explanation on 
the characterization and allocation for each type of 
income. Where the non-resident is a related party to 
one or more parties in the investment chain, it shall 
also present the pricing principle and methodology 
to demonstrate the arm’s length transaction

 – Other documents requested by the tax authorities

• The tax authorities will handle each case based on the 
income type. Where the type of investment income 

are interests or dividends, "the non-resident shall be 
recognized as the 'beneficial owner' of the income and 
hence can enjoy tax treaty benefit, provided that the 
nature of such income remains unchanged through 
each step of remittance to such non-resident, and 
the actual remittance to such non-resident can be 
backed up by supporting documents." This verification 
emphasizes the importance of the unchanged nature 
of equity/debt investment throughout the investment 
chain.

• The Bulletin stipulates that "if the fees or remuneration 
received by any parties other than the non-resident 
investor in the investment chain are linked to the 
interests or dividends, the non-resident shall not be 
recognized as the beneficial owner with respect to such 
fees or remuneration and thus shall be denied the tax 
treaty benefit on such fees or remuneration." Based 
on our understanding, the fees or remuneration being 
denied preferential treaty rates may relate to those 
calculated based on certain percentage of the equity/
debt investment income, while any fixed fee or fee 
based on certain percentage of the invested amount 
would be excluded.

• It is worth noting that the applicable income is limited 
to dividends and interest. The Bulletin explicitly points 
out that "for capital gain or any other type of income 
which are not subject to the 'beneficial owner' rules, 
the relevant articles in the tax treaty shall apply." 

Conclusion
With the emergence of various forms for offshore 
funds investing into China, the SAT hopes to clarify the 
determination of "beneficial owners" for certain currently 
commonly seen investments, and the Bulletin thus plays a 
positive role. However, taxpayers who hope to extend the 
application to a broader range of investment structures 
than merely the qualifying entrusted investment structures, 
as defined, may find the narrow application of Bulletin 24 
disappointing.
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