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Translation of the Preface to the
original comprehensive German edition
of this Festchrift

Prof. Dr. Dr. h.c. Klaus Vogel turned 70 on 9 December 2000. For his stu-
dents, colleagues and friends all around the world this event provided the
opportunity to honour him not only as a teacher and academic but also 2
researcher and leader with this Festschrift under the title ‘States and Taxes’.

While ‘States and Taxes’ represent the focal points of Klaus Vogel's life-
long endeavours in legal research and analysis, it must be recognized at the
same time that the title of this Festschrift cannot fully reflect the variety and
depth of his work. Klaus Vogel personifies post-war German public law. At
the same time he is a founding father of today’s international tax law.

We wish Klaus Vogel for the years to come good health, continuing cre-
ativity and much happiness.

Paul Kirchhof, Moris Lehner, Arndt Raupach, Michael Rodi

Preface to the English edition

As is indicated in the preface to the comprehensive German edition of the
Festchrift, Klaus Vogel has made major contributions to two distinct
branches of law: public law and international tax law. The English lan-
guage contributions in the Festschrift, all by foreign scholars, focus on five
areas of international tax law: tax treaty law (Avery Jones, Hamaekers,
Maisto, Mutén, van Raad, and Skaar), tax competition law (Ault and
Matherbe), comparative tax law (Kaneko, Lindencrona, Masui, McNulty
and Murai), EC tax law (Mattson and Wiman), and the relation with trade
agreements (McDaniel).

In view of the worldwide recognition of the contributions made by Klaus
Vogel to international tax law, it was widely felt that it would be appropri-
ate to publish these English language contributions to the original
Festschrift that all focus on aspects of international tax law, as a separate
volume as well. In this way the tribute made to Klaus Vogel will reach more
people than a single German edition will do. I am grateful to C.F. Mller
Verlag for granting permission for this second publication.

Kees van Raad

vii
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Tax Competition: What
(If Anything) To Do About It?

Hugh J. Ault'

Introduction and Background

{tis commonplace that increased globalization of trade and investment
has made national economies and policies more interconnected. One
only has to look at the recent Asian economic crisis for an example. In the
tax area, that has meant that policies which have historically been devel-
oped in a closed economy now have increasingly important impacts on
other countries as economies have become more open. This in turn has
lead to concerns about “harmful tax competition”, where one country’s
tax system can have a potentally negative impact on other countries. In
particular, this increased openness has resulted in the appearance of spe-
cial tax regimes and practices aimed at attracting tax base from other juris-
dictions through legislative and administrative tax measures which were
tailored to attract foreigners. Beyond these special regimes, some coun-
tries have been concerned about the effect of low business tax rates gen-
crally and their impact on investment patterns. Finally, the greater
mobility of capital, coupled with improvements in communication and in
particular the development of electronic commerce, have increased sig-
nificantly the role of tax havens in international transactions, as more and
more sophisticated techniques are used to “hive off” profits into havens.
Thus havens too, are involved in the overall problem of tax competition,

Two international initiatives are currendy underway to deal with various
aspects of these issues. In 1996 the OECD Ministers charged the organi-
zation to develop measures to combart “harmful tax competition” and the
result of that mandate was the report entitled Harmful Tax Competition: An

' Boston College, Newton, Massachusetts; Special Advisor OECD, Paris.
This material represents the personal view of the author and in particular does not
necessarily reflect the position of the OECD as an organization or of any of its Member
countries,
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Tax COMPETITION

efficiency. This kind of “good” tax competition is consistent with the
OECD’s general commitment to free market principles.

What then, is “harmful” tax competition? Here the Report focuses on a
Jow or zero effective rate of tax on particular types or classes of income,
when that low rate is coupled with other factors which tend to indicate
that the particular tax regime was introduced primarily to attract tax base
from other jurisdictions. These factors include “ring-fencing”, that is, the
regime excludes operations in the domestic economy or domestic
investors; lack of transparence in the operation of the regime; and lack of
effective exchange of information which can preventother countries from
assessing the impact of the regime on their taxpayers.

On the other hand, the issue of what general rate of income tax to have,
or whether or not to even have an income tax at all, are basic questions of
national policy and sovereignty which every country, at least historically,
has been able to decide for iwself. In the end, the pardcipating OECD
countries accepted the right of each country to establish its own general
tax policy. If a country wants to introduce a general low rate of tax, it is
free to do so without running afoul of the prescriptions for the Report,
even though the effect of the system may indeed be to attract investment
from other countries. Thus the countries recognize, on a reciprocai basis,
the sovereign right to have whatever tax rate they wish as long as it is
applied generally. A country is willing to accept a general low rate of tax
in another country as part of preserving its own right to have thatrate ~ or
some other rate — a matter of its own domestic policy.

Thus what the Report does is to distinguish between an overall low rate
which applies to all taxpayers in the jurisdiction and a special regime or
practice offering no or low effective taxation and which is combined with
other features which make it likely that the effect, and in all probability, the
purpose of the regime was simply to attract tax base from elsewhere. The
first situation is not covered by the Report and the second may constitute
harmful tax competition. So to take two examples, if a country introduces

a general non-discriminatory, across the board 20% corporate tax rate, that

is not harmful tax competition in terms of the Report. On the other hand,

if the country has a special zero tax regime for corporations engaged in off-
shore banking where only foreign investors can invest, those corporations
are not permitted to do business in the domestic economy, and the coun-
try will not exchange information with the other country with regard to the
income of such corporations so that country could try to continue to tax
its residents on the income arising in the regime, that would constitute
harmful tax competition. The Report emphasizes that the decision is to be
made on the basis of all the factors taken together in context.

The concept of harmful tax practice extends to administrative practices
which can have the same effect as a special regime. For example, allowing

3
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Member country, either by mistake or intentionally, fails to list a poten-
tially harmful practice, its judgment may be challenged by another
Member country in subsequent proceeding, thus reinforcing the incen-
tive for countries to take the selfreview obligation seriously.

A final institutional quesdon is the status of the obligations set out
in the Report. As a formal matter, the Reports deals with Recommendations
- a defined term of art in the OECD Treaty — which are not binding inter-
national law commitments. Under the Treaty, countries undertake to make
a strong political commitment to follow the Recommendations, but the
Treaty expressly recognizes that there may be circumstances in which a
country is not able to fulfill its commitment or needs to delay compliance.
This kind of obligation has become known as a “soft” international under-
taking, not binding legally but with substantial peer pressure to actin accor-
dance with the Recommendation.

This technique has been successful in the OECD in the past in a num-
ber of instances. Most recently, in 1994, in the tax area, there was a
Recommendation to Member countries to deny a tax deduction for pay-
ments made ro bribe foreign governmental officials. Member countries
have by and large complied with the Recommendation and by 1999 no
Member State will allow a deduction for bribes. So the fact that the
Recommendations are not formally binding doesn’t necessarily mean that
they will not be effective. Peer pressure and “soft” obligations can have sur-

prising force.

Defensive Measures

The basic focus of the OECD Report is to try to get Member countries to
eliminate harmful tax competition. But the Report also sets up a number
of coordinated defensive measures which can be taken against harmful
tax competition. These are in general terms measures which can counter-
act the effects of the harmful tax competition in various ways. For exam-
ple, if the residence country can tax the income which arises in the
offshore regime directly, that can have the effect of discouraging its tax-
payers from using the regime in the first place. Any country can unilater-
ally introduce such measures but they are more effective if done on a
coordinated basis and that is the course recommended by the Report.
Similarly, in some cases harmful tax competition is the result of the uti-
lization of favorable provisions in a tax treaty. A Recommendation urges
countries to modify treaties to exclude from treaty benefits income and
entities benefiting from measures found to constitute harmful tax com-
petition and urges the Model Convention which forms the basis for treaty
negotiations to be similarly modified. In this connection there will be a

-
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which are not classified as tax havens? There the Report adopts several
related approaches. The first is to support a dialogue with non-Member
countries to try persuade them that it is in their long-term interests to be
associated with the principles set forth in the Report. They are also subject
to the same kind of “race to the bottom” concerns about protecting their
own domestic tax base which the Member countries have. Here the
Member countries are in a position to provide technical assistance in the
design of tax systems and in the implementation of principles of good tax
administration. For example, cooperating non-Member countries are now
being involved in the formulation of provisions of the Model treaty and are
participating in exercises involving the Transfer Pricing Guidelines.
Where attempts at dialogue are not successful, there remain the defen-
sive measures foreseen in the Report. For example, there are
Recommendations to modify or terminate treaties, to consider the denial
of deductions for payments in connection with regimes which arc found
to be harmful, or the imposition of withholding tax on such payments.

An Assessment and a Look Ahead

Viewed from one perspective, there has been an amazing amount of
progress in international cooperation in the direct tax area in the past few
years. In particular, the level of cooperation necessary to develop the
OECD Report would have been unthinkable even a decade ago. This
development clearly represents governmental reactions to the necessarily
increased interdependence of economies created by the combination of
technological advances and the elimination of barriers to international
trade and investment. It parallels similar antecedent substantive and insti-
tutional developments in the trade area. In particular, the Forum on
Harmful Tax Practices, though currently functioning as a subsidiary body
of the Committee on Fiscal Affairs, has the potential to develop into a
more broad-based institution which could provide the necessary condi-
tions for a “level playing field” in the tax area in much the same way as the
World Trade Organization does for trade.

On the other hand, the scope of the OECD activities is currently quite
limited. The Report is quite explicit that it is dealing only with geograph-
ically mobile financial and other services activities.” The obligations set
forth in the Report and Recommendations do not extend to other types

2 The Report is limited to geographically mobile financial and other service activities as it
was felt that these types of activities posed the most serious current problems. The
Report recognized that there will be other areas in which issues of harmful tax compe-
tition will have to be explored but does not take that work forward in the Report.
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Problems of Categorising Income
for Tax Treaty Purposes

johnF. Avery Jones*

Introduction

Everyone who is interested in tax treaties owes an enormous debt to
Prof. Vogel for his work in this area. For many years, he and I have been car-
rying on a friendly debate about the interpretation of tax treaties when two
countries categorise income differently. On this occasion I should like w go
back to a prior stage and look at the problems of one country categorising
income correctly for the purpose of applying the treaty, and in particular
how to resolve cases where two treaty articles apparently apply. The UK has
a schedular tax system by which different types of income are measured by
different rules and the total income is then taxed. One might expect that
this would make it easier to categorise income for treaty purposes in the UK
since we have to categorise income for internal law purposes. But because
of the different origins of the internal law schedules in the UK and the
treaty categories, the existence of a schedular system probably makes treaty
categorisation more difficult. I suspect that civil law countries find this task
easier because of the closer relationship between their internal law and the
treaty categories. It would be interesting to know whether this is the case.
The UK income tax had a different philosophy from the impdts reels,
which were a series of separate taxes imposed on different types of income
on a source basis, such as a tax on land, a tax on business profits etc., exist-
ing in most European countries at the time the treaty categories origi-
nated. First, the UK tax was a true income tax, which taxed income on a
residence basis as well as on a source basis' and therefore taxed foreign
income. Second, it was comprehensive, including within its scope in

Speechly Bircham, London.
U Pitt’s Act of 1799 taxed only non-resident British subjects on a source basis; Addington’s
1803 tax charged all non-residents on a source basis.
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are not liable to withholding tax when paid to a non-resident. Film copy-
right royalties are specifically exempt,® and royaldes for intangible assets
other than patents and copyrights are liable to withholding tax only if they
tall within the category of an annual payment.* The UK concept of annual
payment requires that the recipient has no expenses to set against it.
Royalties paid to a non-resident trader who does have expenses to sct
against the royalty are not annual payments and are not taxed under inter-
nal law.

The permanent establishment provision is central to the Model. Here
we have the difficulty in the UK that neither the concept of permanent
establishment nor the concept of enterprise is known in internal law. The
UK taxes profits from a trade, profession or vocation, a narrower concept
than enterprise, which might be equated to business {(also a concept not
used in charging income tax although it is referred to in some contexts
which gives rise to uncertainty about its scope, and it is used in VAT). I
understand that in many civil law countries a company automatically car-
ries on an enterprise. This is not the case in the UK; a company can be a
trading company, an investment company, or neither of these. Its status is
determined in the same way as any other taxpayer by looking to see if the
person carries on a trade or has a business of making investments. We con-
sider investment income to be attributable to a permanent establishment
only if the taxpayer is carrying on a financial trade like 2 bank. I assume
that in civil law countries an investment company does carry on an enter-
prise and so the permanent establishment concept is relevant.

So far as the jurisdictional aspect is concerned, we tax a trade carried
on in the UK which is potentially much wider than the permanent estab-
lishment concept. If a contract for sale is made in the UK, because the
acceptance is posted in the UK, this may amount to trading in the UK even
if there is no presence in the UK at all. Obviously in these circumstances
taxation is unlikely in practice but can be levied if an agent in the UK reg-
ularly acts for the non-resident whether or not he makes contracts.

The agency provisions of UK law are also quite different, since the prin-
cipal can be taxed in the name of the agent even though the agent does

(Contd.)
Note, Reform of the taxation of inteltectual property (March 1999), proposes introduc-

ing a withholding tax on royalties on the lines of the definiton in the Model.

Income and Corporaton Taxes Act 1988 (hereinafier “TA 1988") 5. 536(2).

TA 1988 ss. 348, 349,

A familiar expression in this context but having its literal meaning and having no con-
nection with Article 5(5) of the Model.

oo wm
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engaged staff working abroad who are not resident in the UK whose pay
is below a limit. The result for such locally-engaged staff is therefore the
same as Article 19(1)(b) of the Model but without the requirement that
they are nationis of thelr residence state. Higher paid locally-engaged
staff who are naiisnals of their residence state will have to claim the treaty
exemption. Inte~al taw is narrower in that it covers only duties of a pub-
lic nature wherzus the Model covers all state employment other than in
connection with # business, and includes, for example hospital employees
and teachers employed by a local authority for which the normal internal
law employmeni income rules apply. There are probably not many
residents of a treaty partner state in such employment.

Capital gains zre difficult to fit into this approach of applying internal

" law. I shall explore this separately.

Ordinary Meanizg

It is necessary to apply the ordinary meaning of the terms for other cate-
godes, such as shipping (taxed as trades), independent personal services
(professions are raxed in the same way as trades except for some ninor
differences, which is also the case in the Model, making it difficult to see
why there is a separate category in the Model), directors’ fees (taxed in
the same way as cmployment income and therefore narrower than the
Model since internal law does not tax work carried out abroad by a non-
resident!?), and siudents (no specific taxing category). Sometimes such a
category relies pazily on internal law definidons. For example, although
directors’ fees are taxed as employment income, there are various defini-
tions of director fur different purposes in UK tax law which includes not
only a member of a board of directors but also a single director, and, if the
iy are mariaged by the members themselves, the mem-
bers, and also a shiJow director (a person in accordance with whose direc-
tions or instructicns the dircctors are accustomed to act).'* Would this
definition be relevant to interpreting the Model? Probably the reference
in the Mode! to a miember of the board of directors would exclude cases
where the compa:v did not have a board, such as the single director or
the company mar::ed by it~ members. There is also the point that com-
pany has a differex: definiticn in internal Jaw from that in the Model.

affairs of a comp

13 There is no directurs’ foes artir - in some UK treaties, including the US-UK treary.
Should these be tax-d as emplor nent income, in accordance with internal law, or the
equivalent of Article i1 on the g:-und that a director is not dependent, or Article 217

14 TA 1988, ss. 136(5) {rare optior .), 168(8) (benefits in kind), 202B(5) (different defi-
nition of receipt of re,nuneration 417(5) (close cornpany, a different definition includ-
ing a manager conirciling 20% ol the ordinary share capital).
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