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Preface

According to one standard dictionary definition, a primer is a “book of elementary
principles” (a~on phonetics). A primer is also defined as “a small introductory book on
a specific subject” (a~on chemistry) and as “something that gives or is a means of giv-
ing elementary instruction or training (a~on politics). This book is a primer in all of
these senses.

The subject matter of this book is international tax.As we explain in the first chap-
ter, the term“international tax,” although commonly used, is a less that ideal term.What
the book is about is the international aspects of income taxation in particular countries. We
give major emphasis in this book to tax treaties and other cooperative arrangements that
help coordinate the income tax systems of particular countries with the tax systems of their
trading partners.

The first edition of this book grew out of our work with the OECD during the early
1990s in conducting seminars on international tax for tax officials in countries that were
formerly part of the Soviet Union or the Soviet bloc. International tax has become very im-
portant to these countries, which are in transition from centrally-planned economies to
market economies. We should emphasize the obvious point that this primer reflects our own
views and, as a reading of the text shows, not the views of the OECD. This edition up-
dates the book for developments since 1995 and expands our treatment of several top-
ics. We have also added a new chapter to deal with some important emerging issues.

We thank Alan Short, fonherly with the Canadian Department of Finance, and
Richard Vann of the Faculty of Law at the University of Sydney for their helpful com-
ments on an early draft of the first edition of the primer. We also thank Amy Jacob, Erin
Carley, and especially Carol Hargreaves for their outstanding work in preparing the
manuscript of the first edition for publication. In preparing this new edition, we offer our
thanks to Carol Hargreaves and Devin Mclntyre. We also thank each other. Joint author-
ship is never easy, and we are still on speaking terms.

Brian J. Arnold, Michael J.Mcintyre,
London, Canada Detroit, USA
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Introduction

A. Objectives of this Primer

This primer on international taxation provides
the reader with an introductory analysis of the ma-
jor issues that a country must confront in designing
its international tax rules and in coordinating those
rules with the tax systems of its trading partners.
At one time, international tax issues were impor-
tant to a rather small circle of tax specialists, pri-
marily the tax advisers of large multinational corpo-
rations and their antagonists in the tax departments
of a handful of governments. As the countries of
the world have become increasingly integrated eco-
nomically, the importance of these issues has
mushroomed. Many small and medium size firms
now engage in cross-border transactions that cause
them and their tax advisers to face international tax
issues rather regularly. And most national govern-
ments must care about international tax, both to
present a hospitable environment for foreign invest-
ment and to protect their revenue base.

Although this primer is intended predominant-
ly for students, government officials and tax practi-

tioners who are confronting international tax for
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the first time, we fondly hope that those with con-
siderable experience in international tax also will
find it useful. In our work, we have many times
been forced to return to fundamental principles in
analyzing what might appear to be uncomplicated
tax issues. In essence, the objective of this primer
is to articulate these fundamental principles.

International tax planning is firmly grounded,
if not mired, in the minutiae of a particular
country’s tax rules. Thus, we are obliged to pro-
vide some level of detail on some issues in this
primer if our discussion of these issues is to have
any practical significance. We would defeat the ob-
jective of a primer, however, if we did not focus
on general principles and fundamental structure.
We balance the needs for the specific and the gen-
eral by illustrating general principles with frequent
references to the actual practices of a variety of
countries. \

The many examples provided throughout this
primer are given for illustrative purposes only and
are not meant to be definitive statements about the
laws of particular countries. No attempt is made to
survey the practices of all countries. We have
avoided writing from the perspective of any partic-
ular country, including the countries with which
we are most familiar, Canada and the United
States. Instead we have tried to identify and dis-
cuss issues of international tax that are important to
many countries.

In section 1, B of this introductory chapter,
we describe the meaning of the term “international
tax.” Section 1, C identifies some worthy goals

that should guide countries in designing their inter-
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national income tax rules. Section 1, D describes
the role of the tax adviser in planning international
transactions and offers a few examples of typical
tax planning techniques.

Chapter 2 describes the rules that countries
have adopted for defining their jurisdiction to tax.
The mechanisms available to mitigate the risks to
taxpayers of international double taxation are ad-
dressed in Chapter 3. Chapter 4 describes the rules
for adjusting intercompany transfer prices to pre-
vent the avoidance or evasion of tax by multination-
al corporations. Chapter 5 discusses a variety of an-
ti-avoidance rules dealing with international trans-
actions. Chapter 6 provides an overview and analy-
sis of tax treaties. Several important emerging is-
sues that cut across the issues addressed in the prior
chapters are addressed in Chapter 7. Those issues
include the OECD’s initiative against harmful tax
competition, the tax aspects of hybrid entities, and
the taxation of income derived from electronic com-
merce.

There is an extensive glossary of international
tax terms after Chapter 7. The first time a term
included in the glossary is used in the text, it is
shown in bold-face type. The definitions of the
terms in the glossary reflect their meanings in an
international context, although some of the terms
may have a slightly different meaning in a domestic
context. We have also provided a selected bibliog-
raphy of reference material dealing with interna-
tional tax, including a list of periodicals that are
devoted to international tax.
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B. What is International Tax?

The term “international tax” may be consid-
ered a misnomer. What we refer to here for conve-
nience as international tax law is more correctly re-
ferred to as the international aspects of the income
tax laws of particular countries. With minor excep-
tions, tax laws are not “international.” They are
creations of sovereign states. Nor is there an over-
riding international law of taxation, arising either
from the customary practice of sovereign states or
from the actions of some international body such as
the United Nations (UN) or the Organisation for
Economic Co-operation and Development ( OE-
CD).

Tax treaties are perhaps the most obvious “in-
ternational” aspect of a country’s income tax sys-
tem. Most developed countries have entered into
tax treaties with their major trading partners, and
often with their minor trading partners as well.
Many developing countries also have extensive

" treaty networks. The growth of tax treaties over
the past decade has been exponential. There are
now over 2,000 bilateral tax treaties in existence.
These treaties impose significant limitations on the

Tax

treaties, however, do not generally impose tax; in

taxation powers of the treaty partners.

most countries, they are exclusively relieving. Al-
though tax treaties are binding agreements between
sovereign states, they generally do not have any ef-
fects on taxpayers unless they are specifically incor-
porated into a country’s tax law by domestic
statute.
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The scope of what we are calling international
tax in this primer is extremely broad. It encom-
passes all tax issues arising under a country’s in-
come tax laws that include some foreign element.
The income tax aspects of cross-border trade in
goods and services is one important category of in-
ternational tax. Another is cross-border manufac-
turing by a multinational enuerprise. A third is
cross-border investment by individuals or by invest-
ment funds. A fourth category is the taxation of
individuals who work or do business outside the
country where they usually reside. An activity
falling within one of these categories usually pre-
sents an international tax issue under the tax laws
of at least two countries.

Some international tax issues arise out of ex-
tremely complex situations. The reorganization of a
multinational corporation with foreign subsidiaries
in several countries is an example. Other situations
may be quite simple. For example, an international
tax issue would arise under the tax laws of most
countries if a resident individual attempts to claim a
deduction for the support of a dependent spouse or
child residing in a foreign country.

The international tax law of a country has two
broad dimensions:

(1) the taxation of resident individuals and
corporations on income arising in foreign countries,
and

(2) the taxation of nonresidents on income
arising domestically.

The first dimension we refer to in this primer
as the “taxation of foreign income.” We refer to

the second dimension as the “taxation of nonresi-
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dents.” Obviously, what is the taxation of foreign
income for one country (generally referred to as the
residence country) is the taxation of nonresidents
for another country (generally referred to as the
source country).

A transaction involving the export of capital or
other resources from a country is often referred to
by tax analysts as an outward-bound or “outbound”
transaction. Conversely, the term inward-bound or
“inbound” transaction is commonly used to refer to
a transaction involving the import of capital or oth-
er resources from a foreign country. A transaction
that a country considers to be an outward-bound
transaction typically involves its rules for taxing the
foreign income of resident taxpayers. Inward-
bound transactions, in contrast, typically invoke a
country’s rules for taxing nonresidents on domestic
income. In some circumstances, a single transac-
tion may have consequences under both sets of
rules. An example is the liquidation of a foreign af-
filiate into a domestic parent corporation.

International tax extends beyond the income
tax. It may include estate taxes, gift taxes, inheri-
tance taxes, general wealth taxes, sales taxes, cus-
toms duties, and a variety of special levies. The in-
ternational aspects of estate and gift taxes are par-
ticularly important. For example, such wealth
transfer taxes have important international implica-
tions when a resident receives a bequest or gift from
a nonresident or non-domiciled individual or when a
person dies owning property in a foreign country.
These important issues are beyond the scope of this
book, which is restricted to international aspects of

income tax law.
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C. Goals of International Tax Rules

In the design of its international tax rules, a
country should seek to advance the following four
goals. Some of these goals can be pursued effective-
ly through unilateral action. To achieve all of these
goals, however, a country must cooperate with its
major trading partners.

Getting its fair share of revenue from cross-
border transactions. A major goal of international
tax rules should be to provide each country of the
world with its fair share of the tax revenues avail-
able from income generated by transnational activi-
ties of domestic and foreign taxpayers. To achieve
this goal of inter-nation equity, a country must
protect its domestic tax base. That is, it must de-
velop good domestic tax rules, and it must avoid
entering into tax treaties that inappropriately limit
its right to tax its domestic-source income.

Promoting fairness. The primary advantage
of an income tax over other potential taxes is fair-
ness. In general, fairness is achieved by imposing
equal tax burdens on taxpayers with equal income,
without reference to the source of the income, and
by making those burdens commensurate with the a-
bility to pay of taxpayers. For a group of related
corporations, the goal should be to impose on the
entire business enterprise the same burden that
would be imposed on a single corporation engaging
in comparable activities.

For domestic taxpayers operating abroad, fair-
ness requires the full taxation of both domestic and

foreign-source income; moreover, foreign-source
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income must be taxed whether the income is earned
directly or through some foreign entity. No coun-
try has the power to impose a fairness standard on
nonresidents operating within its borders because it
cannot tax the income of nonresidents arising out-
side its borders. For example, an individual resi-
dent in Country A may earn income in Country A,
Country B and Country C. Country B has jurisdic-
tion to tax only the income arising in Country B. It
will not have any information about, and cannot
take into account, the individual’s income earned in
countries A and C. A country can promote fair-
ness, however, by contributing to the development
of fair and appropriate international tax standards,
by imposing tax burdens that are consistent with
these standards, and by otherwise cooperating with
foreign countries in the assessment and collection of
tax on their residents and nationals.

Enhancing the competitiveness of the domestic
economy. Every country should care about the wel-
fare of nonresidents. Each country has a primary
duty, nevertheless, to advance the economic inter-
ests of its citizens and residents. To this end, a
country should avoid tax measures that undermine
its competitive position in the world economy.

In the international context, a country’s com-
petitiveness is best enhanced by removing the pro-
visions of the tax law that tend to draw capital and
jobs out of the country or that discourage the im-
portation of capital and jobs. In the medium and
long run, a country’s competitiveness is not en-
hanced by tax incentives and other beggar-thy-
neighbor policies that invite a retaliatory response
by foreign governments. Such policies simply erode
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