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Abstract

The article is devoted to instruments used by international holding companies in their tax
optimization strategies. Some of the most commonly adopted instruments include: tax
sparing credit clauses and advance pricing agreements. They are particularly frequently
used by related entities operating on the territory of the European Union. The article
presents an analysis of these constructions with particular indication of tax effects that have
a significant influence on reduction of tax liabilities of related entities operating in various
residences for tax purposes. The author demonstrates how these instruments can be

adopted in various ways, which are often extremely different from the legislator's intention.
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1. General Comments

Tax avoidance is a common phenomenon in international tax law, which takes the form of
understatement of public income appertaining to the state. Tax avoidance boils down to
artificially reducing tax liability to a level where taxation is the lowest. Then a particular
situation is adjusted to a situation that is the most beneficial for the taxpayer. International
holding companies often make use of this, e.g., by making apparent (artificial) divisions of
holding structures. Transfer pricing is also a popular platform that holding companies use

to optimize taxation.

Abuse of transfer pricing most commonly consists in transferring incomes of related
entities by way of carrying out sales of goods or services under non-market conditions to
be able to apply preferential taxes to incomes. Some of the phenomena aimed at
optimization of taxation imposed on international holding structures within the
framework of transfer pricing are: tax sparing credit clauses and advance pricing

agreements.

2. Tax-sparing Credit C lauses

With respect to the issue of transfer pricing, some phenomena have emerged that may be
exploited by international holding companies for the purpose of tax optimization. It is very
common for entities making cross-border settlements to use transfer pricing to illegally

avoid taxation.

Instances of transfer-pricing abuse most frequently consist of shifting incomes among
associated companies by using non-market conditions in trade in goods or services to
create income that is entitled to tax benefits [Williamson 1991: 139-140]. One
phenomenon that involves the use of transfer pricing and that leads to tax optimization for

international holding structures is an instrument referred to as the tax-sparing credit.

The tax-sparing credit is a clause contained in most AADTs. Essentially, the clause works
as follows: a developed country protects tax benefits that developing countries offer to
investors (holding companies) who are subject to full tax liability in the developed state
(where they have their registered offices). The tax-sparing credit is based on a mechanism
that consists of developing countries offering tax incentives to foreign investors, such as
reductions in tax rates, tax relief, or exemptions. A developed country that is a party to an
AADT with a developing country allows an entity that is a resident of the developed
country to save the income generated from sources located in the developing country,
where it is subject to preferential tax treatment. The result of the situation presented above
is that the developed state grants a tax credit to an investor of the amount of tax equal to or
greater than that imposed by the developing country. Introduction of the tax-sparing credit
instrument to an AADT may assume various forms [Scheuneumann 2006: 56]. The state in
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which an investor has a registered office may offer exemption from tax that the source state
might collect pursuant to general statutory laws, even if the source state resigned from
complete or partial taxation in accordance with legal provisions intended to enhance
economic progress; or it may also grant exemption from its own tax of the (partially
fictitious) amount calculated according to a higher rate in exchange for a reduction in
taxation offered by the source state and exempt income that profited from the tax

incentives in the source state [Kudert, Jamrozy: 11].

Some countries (usually but not always developing ones) endeavor to attract foreign
investors by lowering the rate of withholding tax on dividends, interest, and royalty
payments below the level stipulated in international treaties. If such a country enters into
an AADT with a developed country that uses the method of tax exemption as a measure for
avoiding double taxation, there is no limit on the tax exemption for investors from the
contracting state because that state must exempt from tax the investor’s income generated

in the second country, regardless of whether it has been taxed in that country.

The tax-exemption method is the most commonly adopted with respect to direct
investments (e.g., investments made by subsidiaries). If a developed country uses the tax-
credit method as a measure for avoiding double taxation, actual avoidance of taxation of
income generated in the developing country will not occur. In such a case, the developed
country will only allow exemption of tax actually paid in the source state of the income. In
extreme cases, adoption of the tax-credit mechanism results only in an alteration of the
place of income taxation and not an effective tax reduction, which may annihilate the
effects of tax incentives provided by the state that is the source of the income [Hamaekers
2006: 147-148].

The primary advantage of the tax-sparing credit mechanism is the possibility of crediting
tax that has not been paid in the income’s source state against tax that will be payable in the
state where the beneficiary of that income resides. The simplest and most effective use of
tax sparing is in the relationship between two entities associated on a cross-border level.
However, a given company might prefer to use available funds to finance an investment by
an entity from a country that has not included the tax-sparing credit in an AADT with a
state where the potential lender resides [Kudert, Jamrozy: 14-15]. In such a case, it might
be useful to establish or involve an intermediary entity that would be a tax resident of a

state that uses the tax-sparing credit mechanism.

In conclusion, I believe that the tax-sparing credit mechanism may be successfully
employed to optimize the tax liabilities of entities that conduct cross-border business
activity. Solutions that lead to a tax reduction based on the tax-sparing credit are used for
interest, dividends, and royalty payments. One must note, however, that using the tax-

sparing credit will not be possible in every case. Neither will a sole tax-sparing clause in an
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AADT always be sufficient to achieve a positive tax-related effect. Another significant issue
is a “friendly” tax system in the source state of investment. An important element taken
into account when implementing the tax-sparing credit mechanism is the approach taken
by the tax authorities both in the source state of income and in the investor’s state of
residence, especially with respect to using clauses intended to prevent both circumvention
of the law and treaty shopping.

In recent years, the practice followed has shown that EU Member States have become more
cautious in implementing the tax-sparing credit mechanism into their AADTs. Until now,
the primary reason to include these clauses in AADTs was the need to support economic
development in the so-called developing counties. Nevertheless, some countries that not
long ago were considered to be developing have recently achieved a high level of
development. Some of these states have already achieved a level of development that is
equal to or sometimes even higher than in the states that originally agreed to implement
the tax-sparing clause. For that reason, the basic purpose for which the tax-sparing clauses

were contained in AADTSs has become outdated.

An equally important reason to grant tax benefits that prompts developing countries to
decide to implement the tax-sparing clause is that such a clause may attract foreign direct
investments. One must remember, however, that the tax-sparing mechanism may also have
the opposite effect. In practice, the clauses encourage foreign investors to transfer more
profit earned in a given country to the state of the investor’s residence than they reinvest to
expand their existing investment and to spur further economic development in the source
state of income. In effect, the tax-sparing mechanism upsets the balance between the need
to attract new investments and the need to encourage investors who are already conducting

activity in the income’s source state to reinvest that income.

One must also remember that one of the basic assumptions of the tax-sparing concept is
the fact that the state of the investor’s residence loses part of its income by granting a tax
credit for tax that was never paid in the income’s source state, which is intended to cause
the eventual taxation in the investor’s state of residence of the income generated from such
a tax benefit. Even if no tax-sparing clause is contained in an AADT, companies maximize
tax benefits in an attempt to either avoid or defer tax. Consequently, taxation in the state of

an investor’s residence may never take place or it may occur many years later.

The tax-sparing clause receives increasing criticism owing to the fact that greater and
greater awareness builds up of the abundant possibilities that these clauses contained in
AADTs offer with respect to tax planning and tax avoidance. The tax-sparing clause may
be used inconsistently with its original purpose by tax residents of a state granting it or tax

residents of third countries may employ this clause through an entity with a registered

! Te. Agreement between Cyprus and Portugal.
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office in the state accepting the tax-sparing clause. The costs of such tax-avoidance schemes
for to countries that include the tax-sparing credit clause in their AADTSs and to third
countries whose residents benefit from the clause by treaty shopping may be enormous
[Hamaekers 2006: 147-148].

3. Advance pricing agreements

Holding companies that seek tax optimization should precede their transfer-pricing
decision process with a thorough analysis of market data (so-called price benchmarking). If
a transfer price is “endangered”, an entity must perform the following comprehensive
analyses: a functional analysis primarily intended to indicate the actions, risk and assets
involved in a transaction; a cost analysis involving costs that arise in connection with a
transaction; and an analysis of anticipated benefits. The importance of systematically
retaining source documents proving that service has been rendered, providing that a cost
has been incurred, or attesting to market conditions cannot be overestimated [Schmidt,
Jamrozy, Scharf 2002: 422-423].

Advance Pricing Agreements (APAs) are an attractive tool for holding companies seeking
international tax optimization and tax-related risk management connected with
transactions between associated companies. Many EU Member States regulate APAs>. In

many other states, despite the lack of legal provisions related to APA, the practice of using

them has developed anyway [BlaZejewska—_

-pricing




