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Part I: General Introduction  

1 Introduction  

1.1 Topic and purpose  

A tax holiday is a time-limited exemption from taxation and one of the most commonly em-

ployed tax incentives in developing countries.
1
 The main objective behind tax incentives is to 

attract foreign direct investment (FDI), as this is believed to stimulate economic growth and 

development.
2
  

An exemption from taxation under a tax holiday could encourage investors to invest in devel-

oping countries. However, this requires that the benefit under the tax holiday actually accrues 

to the investor and is not washed out by taxation in the investor’s residence country.  The sub-

ject of this thesis is the interrelation between tax holidays offered in developing countries and 

the taxation of foreign income in industrialised countries.  

In most countries each company is recognized as a separate legal entity (distinct from its 

shareholders) and a separate taxpayer.
3
 Hence, profits derived by a non-resident company 

would usually not be taxed to its resident shareholders until the profits are remitted in form of 

dividends or otherwise. This is often described as “deferral of domestic tax”, and involves a 

saving relating to the postponement of taxation.
4
 If a resident parent company carries out in-

vestment through a company in a developing country, the profits derived by the company 

would thus only be subject to the tax regime in the developing country (until the profits are 

                                                 

1
 Easson (2004) Tax Incentives for Foreign Direct Investment, pp.111 and 134, UNCTAD (2000) Tax Incentives 

and Foreign Direct Investment: A Global Survey p.12.   

2
 The desire to increase FDI and inbound foreign capital is typically based on the grounds that there is insuffi-

cient domestic capital for the desired level of economic development. In addition international investment 

could bring with it modern technology, management techniques and other positive spillover effects. Tax 

Law and drafting (2000) p.986, OECD (2001), Corporate tax incentives for foreign direct investment, p.25. 

UNCTAD (2000) pp.12-13.  See section 1.3 below.  

3
 OECD (1996) Controlled Foreign Company Legislation, pp.10-15, IFA (2013) The taxation of foreign passive 

income for groups of companies, p.21. 

4
 IFA (2013) p.21. See also section 5.3 below.  
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remitted). As long as the profits are retained in the tax holiday company there would be no tax 

levied on the income.  

If the parent company is resident in a country that does not tax dividends received from for-

eign subsidiaries (e.g. under participation exemption rules or tax sparing credit) this would 

allow investors to receive the full benefit of the tax holiday.
5
 If the benefit under the tax holi-

day is passed through to the parent company and not consumed under the residence country’s 

tax system the profits will not be taxed anywhere and the investor will achieve a permanent 

tax saving. This is often referred to as double non-taxation (c.f. section 2.2.2).   

When a company within a corporate group is exempted from tax under a tax holiday this 

could encourage profit shifting arrangements within the group. Otherwise taxable income 

could be shifted to the tax holiday company from other related companies in order to mini-

mize the overall tax liability in the group
6
. If the tax holiday only is used as a tax shelter and 

no substantial activity is carried out in the developing country, such arrangements could be 

viewed as an abuse of the tax holiday regime (c.f. section 3.1.1).  

The purpose of this thesis is, firstly, to analyse how such abusive profit shifting arrangements 

under tax holiday regimes could be prevented. The main focus here will be on the relationship 

between tax holidays and Controlled Foreign Company legislation (CFC legislation), and how 

such rules could limit or even eliminate the incentive to shift profits to tax holiday companies.  

Secondly, it could be questioned whether double non-taxation resulting from the “intended 

use” of tax holiday (i.e. where no profit shifting is carried out) also should be eliminated un-

der tax legislation in the residence country, e.g. by CFC legislation or the foreign tax credit 

method. This leads to an overall question whether double non-taxation should be eliminated 

altogether or whether such tax benefits should be recognized and respected when they are an 

intended policy measure of developing countries.  

 

                                                 

5
 See chapter 5. 

6
 OECD (2001) pp.65-67.  
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1.2 The BEPS context  

The questions raised in this thesis can be viewed in light of the increased international recog-

nition and acknowledgement of the problems related to double non-taxation and profit shift-

ing arrangements. Profit shifting is a significant source of tax base erosion and thus consti-

tutes a serious risk to tax revenues.
7
 These issues have reached the political arena and “BEPS” 

(base erosion and profit shifting) has become a common term in international tax discussions. 

 

At the request of the G20, the OECD published a report called “Addressing Base Erosion and 

Profit Shifting”
8
 in February 2013, wherein it presents a comprehensive analysis of the issues 

related to BEPS. The report identifies how the existing international tax rules can be com-

bined and exploited in ways that lead to BEPS. This report was followed up with an Action 

Plan on Base Erosion and Profit Shifting (BEPS)
9
 in July 2013. The Action Plan identifies 15 

specific actions needed to provide countries with domestic and international instruments 

aimed at better tackling the problems related to BEPS. The actions outlined in the plan are 

expected to be delivered within 2014 and 2015.
10

 

 

The main focus of the OECD BEPS project is to eliminate double non-taxation.
11

 How this 

relates to developing countries’ tax incentives is not specifically addressed, and it is not obvi-

ous that double non-taxation under the ordinary use of tax holidays would be seen as unac-

ceptable under the BEPS project.  

 

The OECD highlights that “One of the sources of BEPS concerns is the possibility of creating 

affiliated non-resident taxpayers and routing income of a resident enterprise through the non-

resident affiliate.” Hence, when tax holidays are used in various profit shifting arrangements it 

would allegedly be regarded as a BEPS concern. The OECD specifically recommends, in ac-

tion NO.3, that existing CFC rules should be strengthened in order to counter BEPS in a more 

                                                 

7
 OECD (2013) Adressing Base Erosion and Profit Shifting, p5.  

8
 OECD (2013)a).Adressing Base Erosion and Profits Shifting.  

9
  OECD (2013)b) Action Plan on Base Erosion and Profit Shifting. 

10
 OECD (2013)b) p. 29 following.  

11
 OECD (2013)b) p.13.  
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comprehensive manner.
12

 It is uncertain whether these recommendations will be focused only 

on profit shifting arrangements or whether elimination of all double non-taxation would be 

advocated.
13

 If the prevention of double non-taxation would be recommended without any 

modifications it could have detrimental effects on developing countries’ tax incentives.  

 

1.3 Tax holidays  

A tax holiday is a time-limited exemption from tax, or a reduced rate of tax, offered to quali-

fying companies or activities in order to enhance a specific behaviour or activity, normally – 

foreign direct investment. The exemption from tax is offered on a temporary basis and can 

vary from e.g. one year to 20 years. The time limitation distinguishes a tax holiday from other 

tax exemptions and reduced tax rates in general.
 
The exemption can be targeted at all kinds of 

taxes, but the most common is to exempt corporate income taxation (CIT).
14

 This thesis will 

focus on tax holidays that offer an exemption from CIT.   

 

Tax holidays can be prescribed in legislation and granted automatically when certain condi-

tions are met. Alternatively, the entitlement can be left to the discretion of the respective au-

thorities. Discretionary tax holidays may be granted on application when certain conditions 

and requirements are met, but they could also form part of various concession agreements 

between the investor and the developing country.
15

  

 

Tax holidays are targeted at types of investment which the developing country views as desir-

able. The incentive can target new investments in general, investments in specific sectors or 

industries, or investment in underdeveloped regions in the country. Tax holidays can also be 

offered to investors that carry out specific activities or at companies that meet certain criteria, 

e.g. in relation to the size or the nature and importance of the investment project.
16

  

                                                 

12
 OECD (2013)b) p.16, Action 3.  

13
 The final recommendations regarding the design of CFC rules are not expected to be delivered until September 

2015. OECD (2013) b), Annex A.  

14
 Easson (2004) p.135. 

15
 Viherkenttä (1991)Tax Incentives in Developing Countries and International Taxation, p.16. How tax holidays 

are designed and applied could have consequences for the application of CFC legislation (c.f. section 6.4). 

16
 Viherkenttä (1991) p.16, OECD (2001) pp.25-26. UNCTAD (2000) pp. 11-18. 
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Tax incentives in developing countries are usually intended for real investment in productive 

activities rather than investment in financial assets.
17

 Developing countries are usually inter-

ested in attracting direct investors (as opposed to portfolio investors) that are planning long-

term investment that involves substantial business operations.
18

 Since tax holidays are time-

limited tax incentives, the developing country would hope to gain significant tax revenues 

from such investments after the tax holiday period is over (as long as the investment project is 

carried on after the tax holiday period). During the holiday period, the developing country 

could also achieve higher tax revenues if the investment generates increased employment and 

increased income for residents in the developing country. Moreover, the developing country 

would hope to attract investment with positive spillover effects on local companies e.g. in 

form of a transfer of managerial practices, production methods, marketing techniques, or any 

other know-how which could increase the country’s productivity and international competi-

tiveness. Furthermore, new investment could create a stronger industrial and economic base, 

improved infra-structure, and increased living standards, which again could lead to more in-

vestment.
19

 

 

Tax incentive would usually be intended to only cover the income that actually stems from 

income generating activities carried out by the tax holiday company and not income which 

has been merely shifted to the company from other companies in the corporate group. Nor-

mally, income from passive investments in easily tradable assets would not be intended to 

benefit from the tax holiday by the host country.
20

 

 

Even though tax holidays are regarded as an important policy measure for investment by de-

veloping countries, this view is usually not shared by theorists and international bodies that 

advise on tax issues. Tax holidays are allegedly the most criticized tax incentive and the stan-

                                                 

17
 Tax Law Design and Drafting (2000) p.986, Easson (2004) p. 4.  

18
 Easson (2004) pp.4 and 105, OECD (2000)p.17.  

19
 OECD (2001)pp.19-21. 

20
 Viherkenttä (1991) p.6.  
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dard recommendation from international bodies and industrialized countries is that such tax 

incentives should be limited, or even abolished.
21

 

 

 In order for the tax incentive to be effective and actually provide the investor with an incen-

tive to invest, the tax exemption has to be respected by the investor’s residence country. This 

will not be the case if the investor’s residence country subjects this exempted income to cur-

rent taxation in the residence country in accordance with its CFC regime or use the foreign tax 

credit method on the remitted income.
22

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 

21
 A brief overview over the basic criticism against tax holidays is provided in section 7.1.2. c.f. Easson (2004) 

p.134 and chapter 3.  

22
 See chapter 7.  
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2 The approach 

2.1 The methodological approach 

2.1.1 Reference frame 

The interaction between CFC legislation and tax holidays will primarily be analysed with ref-

erence to the situation where a developing country offers a tax holiday to a company pertain-

ing to a multinational enterprise (MNE), where the ultimate parent company is resident in an 

industrialized country.
23

 Tax holidays are used as the primary example since this is one of the 

most commonly-applied (and allegedly the most abused) tax incentives in developing coun-

tries, and also the most criticised form of tax incentive.
24

   

 

Even though tax incentives also can be found in industrialised countries, tax holidays are 

much more widespread in developing countries.
25

 The interrelation between tax legislation in 

residence countries and tax incentives in host countries is of particular interest when the host 

country is a developing country. Fundamental principles commonly referred to in interna-

tional tax policy should then perhaps be modified in order to take any special third-world im-

plications into consideration.   

 

                                                 

23
 The borderline between developing and industrialized countries is vague and an attempt to define the two 

“types” of countries will not be made here. When describing several countries as a group any definition 

would be imprecise (each country could have different legal systems, economic, political and social struc-

tures, variable degrees of development and resources etc.). A typical feature relevant here is that developing 

countries tend to be capital importing countries (i.e. in net terms more capital is invested into the country by 

foreigners than locals are investing abroad) and thus tend to be dependent on investment by foreigners for 

their economies to grow. Industrialized countries, on the other hand, tend to be capital exporting countries 

(i.e. more is being invested overseas by locals than foreigners are investing in the country. Holmes (2007) 

International Tax Policy and Double Tax Treaties, p.2, Viherkenttä (1991) pp.6-7.  

24
 Easson (2004)p.134. The discussion may however also be relevant for other tax incentives (especially part III), 

but the discussion in this thesis is limited to tax holidays.  

25
 While developed countries tend to offer financial incentives such as grants, subsidized loans or loan guaran-

tees, developing countries would usually not have the same possibilities to provide capital upfront and 

would thus resort to fiscal incentives such as tax holidays. UNCTAD (2000) pp.11-12.  
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Furthermore, the focus in this thesis is on companies that pertain to multinational corporate 

groups. Multinational entities, MNEs
26

, acting as global taxpayers engaged in cross-border 

economic activity, are the main users of the opportunities to exploit the various tax rules in 

order to artificially eliminate or reduce taxes
27

. An MNE will have considerable possibilities 

to allocate its resources, income and expenses between different jurisdictions, and thus take 

advantage of preferential tax regimes applied in various countries.
28

  

 

In this thesis, it will be assumed that the investment qualifying for the tax holiday will be car-

ried out through a subsidiary established in the developing country. 
29

 

 

The application of CFC legislation will usually require that some general conditions under the 

regime are met, typically that the foreign company has to be controlled by the resident parent 

company. Conditions which generally do not give rise to any special issues with respect to tax 

holiday companies in developing countries will not be further addressed in this thesis. Hence, 

for the following analysis it is assumed that any control requirement under the CFC regimes is 

met and that the tax holiday company constitutes a controlled foreign company. 

 

CFC legislation is usually targeted at low-tax jurisdictions. In order to highlight some of the 

issues relating to the applicability of CFC rules to subsidiaries benefitting from a tax holiday 

in a developing country, it will be assumed that the developing country offering the tax incen-

tive is not a low-tax jurisdiction per se, i.e. that the tax rate otherwise applicable under the 

benchmark system in the developing country (in the absence of the tax holiday) is relatively 

normal (compared to the tax rate in the country applying the CFC regime). Moreover, the dis-

                                                 

26
 The term “multinational enterprise” can be understood as an enterprise, whether it is of public, mixed, or pri-

vate ownership, that has its management headquarters in one country, known as the home country, and oper-

ates in several other countries, known as host countries.  See. OECD (2010) Guidelines for MNEs.  

27
 OECD (2013)b) p.7-8. 

28
 IFA (2013) p.20-21. 

29
 A subsidiary is normally recognized as a separate legal entity and thus its profits are not subject to tax in the 

residence country of the parent company until remitted. If the investment was carried out through a branch, 

which is not a legal entity and has the same legal entity as its parent company, the profits derived by the 

branch would constitute a part of the parent company’s worldwide income and thus be subject to tax in the 

residence country of the parent company. Easson (2004) pp.45-46.  
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cussions will concentrate on tax holidays intended for active business operation and not situa-

tions where the developing country seeks to attract various kinds of passive investment and 

create an investment climate which could characterize the country as a classical tax haven.
30

 

 

2.1.2 Domestic law  

There are no international model CFC rules and there is no general agreement as to how for-

eign income should be taxed. Moreover, tax incentives are not designed and applied in a con-

sistent manner in various developing countries.
31

 Hence, it will not be possible, within the 

frame of this thesis, to go into detail on any specific country’s tax system. Nor is this neces-

sary as the focus here is not to determine the exact outcome of how the CFC legislation (or 

the taxation of remitted foreign income) in a single industrialised country interacts with a spe-

cific tax incentive in a single developing country. The focus is rather to identify and highlight 

general trends and patterns as well as to point out the main differences in the design and ap-

plication of domestic tax rules (primarily CFC rules) and how such variations interact with tax 

holiday regimes.    

 

While examples from various industrialised countries’ CFC legislation and their effect on 

hypothetical investors benefitting from tax holidays in developing countries will be given, the 

goal is not to establish the exact result in a given situation but rather to give an illustration of 

the main features. Some generalisation and simplifications of domestic tax systems will thus 

be inevitable.  

 

The description of various CFC regimes, various alternatives on how to tax remitted foreign 

income, as well as domestic tax incentives will be based primarily on legal theory.
32

 The 

                                                 

30
 A tax haven could be characterized as a jurisdiction which “imposes no or only nominal taxes (generally or in 

special circumstances) and offers itself, or is perceived to offer itself, as a place to be used by non-residents 

to escape tax in their country of residence.” OECD (1998) Harmful Tax Competition – An Emerging Global 

Issue p.22.  In this OECD report the above is set as the necessary starting point to identify a tax haven. In 

addition the report lists three other key factors in identifying tax havens, i.e.; i) lack of  effective exchange of 

information, ii) lack of transparency, iii) no substantial activities.  

31
 Viherkenttä (1991) pp.6 and 39.  

32
 The further analysis of CFC legislation will be mainly based on the 38 branch reports provided in the volume 

98a of the International Fiscal Association from the 2013 Congress in Copenhagen and OECD’s report on 
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analysis of Norwegian CFC legislation will however be based on traditional sources of law 

and generally accepted rules of interpretation of Norwegian law.    

 

 

2.2 Definitions of basic concepts and terminology  

2.2.1 Residence country and Host country  

The use of the term “residence country” can be ambiguous here since the developing country 

offering the tax incentive will be the residence country of the subsidiary, while the country 

applying its CFC regime will be the residence country of the parent company. In the follow-

ing, the residence country of the parent company will be referred to as the “residence country”, 

while the country where the CFC is established and given a tax holiday (the developing coun-

try) will be referred to as the “host country” (of the investment). The residence country will 

typically be a capital exporting country while the host country typically will be a capital im-

porting country. This will have implications for which objectives their tax systems strive to 

pursue.  

 

2.2.2 Double non-taxation and non-taxation/deferral 

“Double non-taxation” relates to situations where an item of income is not being taxed any-

where (or taxed unduly lowly). The OECD also operates with the term “less than single taxa-

tion”.
33

 Double non-taxation will here be used with reference to the situation where items of 

income neither are taxed in the host country nor in the residence country (e.g. no current taxa-

tion and no taxation of remitted foreign income).   

 

As long as the benefit of deferral of domestic tax is maintained (no CFC taxation), tax plan-

ning arrangements under tax holiday regimes could, however, still be used to obtain a reduc-

tion in the overall tax liabilities of the MNE even if remitted profits are taxed.
34

 Situations 

                                                                                                                                                         

CFC legislation from 1996 (which allegedly has had a considerable impact on the design of various CFC re-

gimes cf. IFA (2013) p.29). The different IFA branch reports represent six continents (wherein 22 out of 38 

reported countries have some sort of CFC regimes) and even if they are not exhaustive they provide an over-

view of the general trends and patterns in various CFC legislations.  

33
 See e.g. OECD (2013)a) p.34 and OECD(2013)b) p.10.   

34
  Fundamentals of International Tax Planning (2007) p.65.  
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where a tax holiday is offered in the host country and deferral is available in the residence 

country will be referred to as “non-taxation/deferral”.  

 

The thesis is based on a distinction between intended and unintended double non-taxation, 

and between intended and unintended non-taxation/deferral under tax holiday regimes.  

 

Unintended double non-taxation will denote situations where double non-taxation is the result 

of arrangements where profits are shifted away from the jurisdiction where the activities cre-

ating those profits take place (e.g. when taxable income is segregated from the activities that 

generate it) to the tax holiday company, and not taxed when repatriated.
35

  

 

Unintended non-taxation/deferral will denote the situation where profits are shifted to the tax 

holiday company and retained in this foreign entity (e.g. no dividend distributions are made), 

and where the residence country of the ultimate parent company offers the benefit of deferral 

of domestic tax (i.e. no CFC legislation is applied).  

 

Unintended double non-taxation and unintended non-taxation/deferral could also be character-

ised as abuse of tax holidays c.f. section 3.1.1. The relevant question in this regard is whether 

CFC legislation could be used to effectively prevent such profit shifting arrangements under 

tax holiday regimes.  

 

Intended double non-taxation or intended non-taxation/deferral will denote situations where 

this is the result of the intended use of tax holidays (i.e. where profits not have been artifi-

cially shifted to the tax holiday company merely to escape or reduce taxation in other coun-

tries). In such situations the result will be intended, at least from the host country’s perspec-

tive (c.f. section 3.1.1.). The relevant question in this regard is whether double non-taxation or 

non-taxation/deferral resulting from the ordinary use of tax holidays should be prevented or 

not.  

 

                                                 

35
 OECD (2013)b) p.10. In the OECD Action plan both unintended and intended double non-taxation are re-

ferred to as double non-taxation.  
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2.3 Outline  

Part II in this thesis will address how MNEs can “abuse” tax holidays in developing countries 

and whether this could be prevented under CFC rules. A few introductory remarks are made 

in chapter 3, especially relating to what is meant with “abuse” of tax holidays in this context. 

Examples on different tax planning arrangements under tax holidays will be provided in chap-

ter 4. The common feature under these arrangements is that profits are shifted away from the 

jurisdiction or entity where the activity that generates the income takes place and into the tax 

holiday company. These arrangements would be perceived as resulting in unintended non-

taxation/deferral, or alternatively, unintended double non-taxation. The overall question ad-

dressed in part II is whether CFC legislation could be used to prevent such profit shifting ar-

rangements under tax holiday regimes (c.f. chapter 6).   

 

Part III will address how the tax legislation in the residence country should interact with tax 

holidays in developing countries in situations where a tax holiday is used in line with its in-

tention and purpose (the intended use of tax holidays). In these situations, double non-taxation 

will be intended (from the developing country’s point of view). The overall question ad-

dressed is whether double non-taxation should be eliminated in all respects or whether resi-

dence country taxation should be adjusted so as to permit investors to receive the full benefit 

of developing countries’ tax incentives.  
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Part II: Tax planning arrangements under tax holiday 

regimes – “abuse of tax holidays” 

 

3 Reducing the overall tax liability in an MNE under 

a tax holiday regime 

3.1 Introductory clarifications and preconditions  

In general, tax planning is an inherent part of the concept of tax holidays. The purpose of of-

fering such tax incentives (for investment) is to influence investment decisions and behaviour 

and to attract investors who would not otherwise have invested in the country/sector/region 

had it not been for the tax holiday. Hence, effective and efficient tax holidays would always 

lead to tax planning among investors that are offered the tax incentive.
36

 However, tax holi-

days could also be used in tax planning arrangements where the tax benefit under the tax in-

centive is artificially extended (by the MNE) to cover income not intended to benefit from the 

tax holiday. The techniques that MNEs can use to shift profits to tax holiday companies will 

be illustrated in chapter 4 below. 

 

Common for the examples provided below is that the arrangements could be characterised as 

an “abuse” of the tax holiday regime. Before illustrating some examples on such abusive ar-

rangements it is necessary to clarify what is meant by abuse in this context (c.f. section 3.1.1). 

It will also be useful to provide some preliminary remarks on MNEs’ objectives behind such 

arrangements (cf. subchapter 3.1.2). Furthermore, the possibility for such abusive tax plan-

ning arrangements will often depend on the existence of certain preconditions (cf. section 

3.1.3).   

 

3.1.1 “Abuse of tax holidays”  

MNEs can abuse tax holidays in various tax planning arrangements in order to reduce their 

overall tax burden and thus increase their overall net profits after tax.  Abuse of tax incentives 

in this context denotes tax planning strategies where MNEs shift otherwise taxable income 

                                                 

36
 Whether a tax holiday is effective and/or efficient is discussed in section 7.1.2  
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(typically from companies in relatively high-tax countries) to a tax holiday subsidiary (per-

taining to the same corporate group) by the use of intragroup transactions with little or no 

corresponding change in business operations or economic reality. When income derived by 

one company is diverted to the tax holiday company there will be an artificial segregation of 

taxable income from the activities that generate it, and the domestic tax base (in the country 

from where the profits are shifted) could be eroded.  

 

The focus in this part of the thesis is on situations where the MNE takes advantage of a tax 

holiday in a developing country for purposes for which the tax incentive was not intended (by 

the developing country employing the incentive). The tax holiday could be said to be abused 

in situations where the MNE would benefit from the tax exemption under the tax holiday 

without carrying out much real business activity in the company that has been granted the 

incentive (e.g. no or little activity carried out, few people hired, little domestic value added). 

Hence, the developing country would not achieve the intended result of the tax incentive, i.e. 

increased employment, production, technology transfer etc.  

 

In general, a distinction could be made between formal and substantive tax planning depend-

ing on whether the economic activity in the MNE is substantially changed or not.
37

 The ordi-

nary use of tax holidays and more substantive tax planning arrangements will not be charac-

terized as abusive in this context.
 38

 This part of the thesis is instead focused on formal tax 

planning techniques where the substance of the activity in the MNE and the pattern of the 

economic activity are more or less retained.  

 

For example, a developing country could offer a tax holiday for investors that carry out manu-

facturing business in a remote area of the country as a means to increase production and em-

ployment in an underdeveloped region.  An MNE could then be encouraged to move one of 

its existing manufacturing bases from a high-tax jurisdiction and into a subsidiary established 

in this developing country in order to benefit from the tax holiday. If the company granted the 

tax incentive actually is the manufacturer and adds substantive value to the goods produced 

and carries out substantial activities in the developing country, the arrangement would not be 

                                                 

37
Fundamentals of International Tax Planning (2007) p.66. 

38
 The ordinary use of tax holidays will be addressed in part III.  
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characterized as an abuse of the tax holiday in this context. The arrangement would be a form 

of tax planning, and it could reduce the overall tax liability in the MNE. However, this ar-

rangement is consistent with the purpose of the tax incentive (i.e. to increase production and 

employment in the remote region). However, the tax holiday subsidiary could in addition (to 

the manufacturing activities) be used by the MNE under various profit shifting arrangements. 

The tax holiday company could, for example, also be used as a special purpose finance com-

pany, in which intragroup loans are routed so that the tax holiday company receives interest 

income from other companies in the MNE. This could be perceived to be a partial abuse of 

the tax holiday. If such passive income, routed to the tax holiday subsidiary, also could take 

advantage of the tax exemption under the tax holiday regime, this would usually be contrary 

to the purpose of the tax incentive.
39

 

 

Hence, the tax incentive could be said to be abused when an MNE enters into a tax arrange-

ment where the main purpose is to reduce its overall tax liability and where the obtaining of 

the tax benefit under the tax holiday in such situations would be contrary to the object and 

purpose of the tax holiday regime (from the developing country’s perspective). The abusive 

element is thus closely dependent on the objective behind the tax holiday regime in question.  

 

While some tax invectives actually may be intended for passive income
40

, the focus here is rather on 

situations where the host country has adopted its tax incentives in order to attract investment that in-

volve substantial business operations and real activity in the host country (c.f. section 1.3.)  

 

When MNEs abuse tax holidays under such tax planning arrangements the result could be 

characterized as unintended double non-taxation or unintended non-taxation/deferral – unin-

tended from both countries’ perspective. The residence country of the parent company may 

view all double non-taxation of foreign subsidiaries as undesirable, but the essential feature 

                                                 

39
 Tax incentives could be obtained by investments not actually eligible to receive them through the abuse of 

provisions in the relevant laws or regulations either by the investor or officials in the country offering the in-

centive (i.e. corruption). Zee and others (2002) Tax incentives for Business Investment: A Primer for Policy 

Makers in Developing Countries, p.1498. 

40
 If the host country actually were attempting to attract these passive types of investments and transactions the 

host country could be characterized as a classical “tax haven”, at least for these types of income. OECD 

(1998), see especially box I letter d) on p.23 and paragraph 55 on p.24. 
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under the arrangements described here is that also the host country may see this as unin-

tended.
41

  

Such use of tax holidays would not necessarily be viewed as abuse by all developing countries. The ar-

rangements described below are used to concentrate profits in the MNE in the tax holiday company (as 

this income often will be exempted from taxation under the incentive regime). These arrangements would 

increase the amount of income derived (and possibly retained) in the tax holiday company and thus in the 

developing country. This would in turn increase the inflow of foreign capital to the developing country 

and would not necessarily be opposed by the developing country. Nevertheless, for the purpose of the fol-

lowing discussions, arrangements where a transfer of profits from companies that do not qualify for the 

tax holiday (according to how the tax incentive is designed) to a company that does will be characterized 

as abusive (c.f. section 1.3).  

 

3.1.2 The main objectives of MNEs tax planning arrangements under tax 

holiday regimes 

The rationale behind such profit shifting arrangements is to maximize the income in the tax 

holiday company (since this entity is exempted from taxation) and usually also to minimize 

the profits in companies resident in relatively high-tax countries. This could be achieved by 

shifting otherwise taxable income to the tax holiday subsidiary while expenses are shifted to 

non-qualifying (i.e. not offered a tax holiday) companies within the corporate group (typically 

resident in high-tax countries). In this way, income is maximized in the tax holiday company 

while deductible amounts often are maximized in non-qualifying companies. These arrange-

ments will reduce the profits in some of the non-qualifying companies, but since the transac-

tions are amongst members of the same MNE the total pre-tax income of the MNE remains 

the same – only the aggregate taxation is reduced.  

 

3.1.3 The benefit of deferral of domestic tax as a prerequisite for the 

arrangements  

If the residence country of the parent company in the MNE has an income tax regime based 

on “the worldwide income principle”, (i.e. subjects its residents to tax on all their global in-

come regardless of where it is sourced),
42

 a preliminary requirement for these tax planning 

arrangements to be worthwhile is that the tax holiday subsidiary (as well as the other compa-

                                                 

41
 Intended double non-taxation from the host country’s perspective will be further addressed in part III.  

42
 Zimmer (2009)a) Internasjonal inntektsskatterett, p.34. 
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nies in the MNE) is recognized as a separate legal entity and as a separate taxable entity, dis-

tinct from its shareholders (i.e. the parent company).
43 

 

 Most countries today adhere to this separate accounting basis of taxation.
44

 Hence, when a 

resident parent company carries out some of its operations through a separately incorporated 

foreign company, i.e. the tax holiday subsidiary, the parent would generally not pay any do-

mestic tax in its residence country on the income derived by this foreign company until the 

income is remitted to the parent company through dividend distributions or otherwise (the 

deferral principle).
45

  The resident parent company will thus achieve the benefit of deferral of 

domestic tax on the income derived by its foreign subsidiary (non-taxation/deferral) and in 

some cases also a permanent tax saving (double non-taxation), cf. chapter 5. As long as the 

tax holiday company is recognized as a separate entity for tax purposes, it will be possible to 

shift profits to this subsidiary in order to defer (or even avoid) tax liabilities in the parent 

company’s residence country. A reduction in domestic tax will also be possible in the other 

countries where the MNE operates (e.g. by shifting profits from one subsidiary in a relatively 

high-tax country to the tax holiday subsidiary).   

 

After the profits are shifted to the holiday company, and thus sheltered from taxation, they can 

be transferred back to the parent company/other companies in the MNE. If the residence 

country of the parent company levies tax on dividends from foreign subsidiaries received by 

the parent, the arrangement might not achieve a permanent tax saving but rather a temporary 

one (tax deferral). The effect of repatriation on the final effect such tax planning arrangements 

have on the MNE’s overall tax burden will be further addressed under chapter 5 below.  

 

                                                 

43
 A promoted alternative to separate accounting is a unitary tax system, or formulary apportionment, where the 

profits earned (or loss incurred) by different companies in a group or an MNE are consolidated as if the en-

tire group is one unity. After the MNE’s worldwide income is consolidated into a global united income the 

net income of the unity is allocated among jurisdiction where the MNE operates according to a common 

formula reflecting the MNE’s worldwide economic activity (as measured by some combination of sales, as-

sets, payroll, property, manufacturing costs, turn-over, capital invested capital stock etc). The FA method is 

applied within certain federal systems such as the US, Canada and Switzerland. Praktisk internasjonal skat-

terett og internprising (2013) chapter 2. On 16 March 2011 the European Commission proposed a new sys-

tem for calculating the tax base for businesses operating in the EU – “Common Consolidated Corporate Tax 

Base” (CCCTB), which would enable companies to consolidate all the profits and losses incurred across the 

EU. http://ec.europa.eu/taxation_customs/taxation/company_tax/common_tax_base/ 
44

 IFA (2013) p.21, Fundamentals of International Tax Planning (2007) p.33. 
45

 Fundamentals of International Tax Planning (2007) p.65.  

http://ec.europa.eu/taxation_customs/taxation/company_tax/common_tax_base/
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If the residence country of the parent company has employed CFC rules and these rules are 

applicable on the tax holiday company (cf. chapter 6), the income exempted from tax in the 

host country would be subject to current taxation in the residence country. The tax saving 

under the tax planning arrangements discussed in the following chapter would then be re-

duced or even eliminated. The main issue in this part of the thesis is the relationship between 

tax holidays and CFC legislation. CFC rules will be disregarded under the examples in chap-

ter 4 in order to illustrate the need for such anti-avoidance rules. A comprehensive analysis of 

CFC legislation as a preventive measure will be addressed below in chapter 6. Other anti-

avoidance rules might also reduce the tax savings under some of these arrangements. Such 

rules will be mentioned continuously under the relevant examples.  
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4 Different techniques to shift profits to a tax 

holiday company  

 

4.1 Introduction 

Through sophisticated and complex structuring of cross-border transactions an MNE could 

take advantage of the combination of tax deferral in the residence country of the ultimate par-

ent company
46

 and a foreign tax holiday subsidiary in order to reduce its overall tax liability.
47

  

 

The MNE can identify its “portable” profits, generated in relatively high-tax countries, and 

use various profit migration strategies in order to shift these mobile profits into a separate 

entity that benefits from a tax exemption under a tax holiday regime.
48

 The profits can either 

be shifted from the parent company, from other related companies that are resident in rela-

tively high-tax countries, or from related companies resident in the same developing country 

as the tax holiday company but where they do not qualify for the tax incentive and thus is 

taxed under the standard benchmark system in the developing country.  

 

One of the most common techniques to allocate income and resources between companies in 

an MNE is to use artificial transfer prices. Mispricing is, however, usually prevented under 

transfer pricing rules and thus not necessarily respected under domestic legislation (c.f. sec-

tion 4.2). An arrangement which could be made within the letter of the law is the use of fi-

                                                 

46
 Assuming that there is no applicable CFC-legislation in the residence country.  

47
 According to OECD, any tax planning structure aimed at BEPS “will need to incorporate a number of co-

ordinated strategies, which often can be broken down into four elements: (i) minimisation of taxation in a 

foreign operating or source country (which often is a medium to high-tax country) either by shifting gross 

profits via trading structures or reducing net profit by maximising deductions at the level of the payer, (ii) 

low or no withholding tax at source, (iii) low or no taxation at the level of the recipient (which can be 

achieved via low-tax jurisdictions, preferential tax regimes or hybrid mismatch arrangements) with entitle-

ment to substantial non-routine profits often built up via intra-group arrangements, as well as (iv) no current 

taxation of the low-taxed profits (achieved via the first three steps) at the level of the ultimate parent.” 

OECD (2013)a) p44.  

48
 Fundamentals of International Tax Planning (2007) p. 79-80, Zimmer (2009)a) Chapter 5, OECD (2001) 

pp.65-67, Easson (2004) pp.141-142.  
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nancing strategies (c.f. section 4.3). More substantive profit migration strategies could also be 

used (i.e. transfer of assets, risks and/or IP to the tax holiday company c.f. sections 4.4 and 

4.5) but in these situations it will not necessarily be as apparent that the tax holiday regime is 

being abused. The presence of any abusive elements is such a situation will depend on how 

tax holidays are designed (the objective behind the incentive) and on the substance of the ar-

rangement (whether it includes any economic reality). The tax holiday period itself can also 

be artificially extended by the MNE, e.g. by transferring capital from already existing busi-

nesses in the developing country to qualifying firms in order to cover income not meant to be 

exempted under the tax incentive (c.f. section 4.6). Different techniques would often be used 

in combination.  

 

In the following, no attempt will be made to give a complete or exhaustive description of the 

possibilities for such tax holiday abuse but rather to give an overview of some of the common 

examples. These are merely meant as an illustration of BEPS concerns under tax holiday re-

gimes.  

 

4.2 Artificial transfer prices  

One of the most common techniques to allocate taxable income and deductions between com-

panies in a corporate group, an MNE, is to apply artificial (non-arm’s length) transfer prices 

in transactions between related parties.
49

 Even if each company in the corporate group gener-

ally is recognised as a single legal entity in most jurisdictions, the group will often operate 

more or less as a single enterprise and follow the same overall business strategy.
50

 Through 

the pricing of certain intellectual property rights, goods and services sold between companies 

pertaining to the same corporate group, an MNE could be able to shift profits from companies 

in high-tax jurisdictions to a tax holiday company.
51

 The global amount of income of the 

MNE subject to tax would then be reduced. Such artificial transfer prices are most commonly 

                                                 

49
 Zimmer (2009)a) pp.40-41, Fundamentals of International Tax Planning (2007) p.80. 

50
  Fundamentals of International Tax Planning (2007) p.33. 

51
 OECD (2001) p.67.  
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applied in the context of intragroup loans (e.g. by setting the interest above market rate) and 

in the case of intragroup trade in goods, services, and assets (hereunder intangibles).
52

  

 

However, such mispricing arrangements are often countered by the application of transfer-

pricing rules in the residence country/countries of the companies involved in the mispriced 

transaction.
53

 The income will then typically be reallocated based on the “arm’s length” prin-

ciple (i.e. prices should reflect how the transaction would be on the open market between un-

related parties dealing at arm’s length).
54

  

 

4.3 Financing activities  

4.3.1 Introduction 

Besides transfer mispricing, the most common techniques for profit shifting for tax purposes 

are financial and leveraging strategies.
55

 

 

As long as interest is deductible, the extent to which various companies in a corporate group 

are leveraged has a major impact on the split of tax revenue between their respective resi-

dence countries. In most countries the tax system makes a fundamental distinction between 

the tax treatment of debt and that of equity. While the remuneration that a company pays on 

equity (dividends) as a general rule is non-deductible at the level of the payer (and often en-

joys some sort of economic double taxation relief at the level of the recipient), the remunera-

                                                 

52
 Zimmer (2009)a) p.150, OECD (2001) p.67. Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple 

Inc.) p.8.  

53
 For example, The Norwegian Tax Act (NTA) s.13-1, United Nations Model Double Taxation Convention 

between Developed and Developing Countries (UN MTC) Art.9 and the OECD Model Tax Convention on 

Income and on Capital (MTC) Art.9. OECD (2010) Transfer Pricing Guidelines for Multinational Enter-

prises and Tax Administrations. UN (2013) Practical Manual on Transfer Pricing for Developing Countries.  

54
   The arm’s length principle is an international standard to set prices for transactions among related parties and 

it requires that the amount charged by one related party to another for goods and services must be the same 

as if the parties were independent and not related. The functions performed, the assets used and the risk 

borne by an entity in a given transaction should reflect its return. Fundamentals of International Tax Plan-

ning (2007) chapter 3, OECD (2010) Transfer Pricing Guidelines.  

55
 OECD (2001) p. 66, Fundamentals of International Tax Planning (2007) p.80. 
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tion paid for the use of debt (interest) is normally deductible at the level of the payer and sub-

ject to tax at ordinary rates in the hands of the recipient.
56

  

 

4.3.2 Using the tax holiday company as an intragroup finance company 

A MNE could use a tax holiday subsidiary as an intragroup financing company and route in-

terest payments (or other deductible payments) within the corporate group through this tax 

holiday company via tax-motivated financial (re)structuring.
 57

  

 

A tax holiday company can receive income from other companies tax-free under the tax holi-

day period. This would usually include interest payments from related companies. Hence, by 

using the tax holiday company as an intragroup finance company the effective tax charge on 

intragroup interest income would be reduced.
58

 At the same time the companies paying inter-

est to the tax holiday company would often be able to deduct these payments against their 

income tax bases. The funds used by the tax holiday company (the financing company) to 

finance other companies in the group could be provided by the parent company (e.g. the par-

ent company could subscribe for shares in, or make any other type of capital contribution to 

the tax holiday subsidiary). If the parent company has borrowed the funds from a third party 

e.g. a bank, a deduction on this loan could also be deductible in the parent jurisdiction.  The 

MNE could then obtain a deduction in the parent jurisdiction for the bank interest and a 

deduction in other subsidiaries for the loans (i.e. the company/companies financed by the tax 

holiday company) while no (or little) tax is paid on the intergroup payments on the funds.
59

 

Hence, this technique can be used to maximize the income in the tax holiday company while 

reducing the taxable income in other companies in the corporate group.  

This intragroup financing arrangement can be illustrated with an example:
60

 

 

                                                 

56
 Gjems-Onstad (2012) Norsk Bedriftsskatterett, p.1059, Fundamentals of International Tax Planning (2007) 

pp.107-108.  

57
 OECD (2001) p.66.  

58
 Fundamentals of International Tax Planning (2007) pp.117-118. 

59
 OECD (1996) pp.50-51, Fundamentals of International Tax Planning (2007) p.117.  

60
 The countries referred to in this example, i.e. Norway, Uganda and Nigeria, are used to illustrate general prin-

ciples; the same arrangement could be made in other similar countries as well. The mentioned CIT rates used 

in the example are based on KPMGs corporate tax rates table.  
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The ultimate parent company in an MNE, “P”, is resident in a relatively high-tax country, e.g. 

Norway, where the corporate income tax rate (CIT) is 27 %. One of its subsidiaries, “S”, has a 

plan to expand its business and P wishes to finance this expansion by granting a loan to S.  

The interest payment on the loan will then usually be deductible against the income tax base 

of the subsidiary and taxable in the hands of the parent company (i.e. included in its taxable 

income).
61

 The subsidiary S is also resident in a relatively high-tax country, e.g. Uganda, 

where the CIT is 30%.
62

. Since the CIT rate in Uganda is relatively high a deduction (in re-

spect of the interest paid to P) against the subsidiary’s income tax base could be valuable.  

 

However, if the effective corporate income tax rates in the two countries are similar, the over-

all tax liability in the corporate group will not be reduced. The benefit of this deduction would 

be almost offset by the tax charge on the interest income received by the parent company 

(which is providing the loan) since the parent also is resident in a relative high-tax country. 

Under this finance arrangement the overall tax liability in this corporate group would only be 

slightly reduced; the interest payments on the loan (by the parent to the subsidiary) are in-

cluded in P’s taxable income in Norway (where the CIT rate is 27 %), while S will be able to 

deduct the interest payment in Uganda (where the CIT rate is 30%).
63

 If the tax rates had been 

the same in the two countries the tax result would be a zero-sum game (as the overall net 

profit after tax would remain the same). If the tax rates had been the opposite (higher in Nor-

way than in Uganda) the overall tax burden would in fact be increased.  

 

If another subsidiary of the MNE qualifies for a tax holiday in its residence county, this tax 

holiday company could then be used as a financial intermediary in order to reduce the overall 

                                                 

61
 Tax law Design and Drafting (2000) pp.598-612. 

62
 KPMGs corporate tax rates table. 

63
 Under the Convention between the Republic of Uganda and the Kingdom of Norway for the avoidance of 

double taxation and the prevention of fiscal evasion with respect to taxes on income art.11 nr.2, Uganda can 

levy an interest withholding tax of up to 10% on interest payments from a resident in Uganda to the benefi-

ciary owner of the interest. Under the credit method in art.23b) Norway shall allow a credit against Norwe-

gian tax of tax payable in Uganda. The tax on the interest payments is thus divided between Norway and 

Uganda; e.g. if the interest payments amounted to 100 000 then 10 000 would be payable in tax to Uganda 

and 17 000 (27000 - 10 000) would be payable in tax to Norway. The total amount of tax would still be 

27 000, and the effective tax rate 27%.  
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tax liabilities in the corporate group. Assume that another subsidiary in the MNE, “TH-S”, is 

resident in Nigeria (where the general CIT rate is 30%). The Nigerian government has inaugu-

rated several investment incentives to enhance private sector investment, hereunder the grant 

of pioneer status to qualified industries.  Assume that “TH-S” qualifies for this pioneer status 

and is granted a five-year tax holiday in Nigeria (exemption from the corporate income tax).
64

 

Instead of granting a loan from P to S, the loan can instead be provided from TH-S to S.  The 

parent company, P, could borrow funds from an unrelated entity, e.g. a Norwegian bank, and 

use these funds to inject equity into the tax holiday subsidiary TH-S, (or alternatively funnel 

existing bank debt). TH-S could then subsequently loan this funds to the other subsidiary, S. 

 

A parent company can generally choose how much equity to provide to their subsidiaries. When the 

parent and the subsidiary are in different jurisdictions, the amount of equity that the parent provides to 

the subsidiary will affect the allocation of taxable profits between the two jurisdictions.
65

 When a parent 

company finances foreign subsidiaries with equity, this would result in revenue loss for the residence 

country of the parent company. It would be favourable that the tax holiday company has a high propor-

tion of equity capital in relation to debt capital as any interest payments from the tax holiday company 

to the parent would not be deducible in the residence country of the tax holiday company when this 

company is exempted from taxation under the tax incentive. Such arrangements may, however, be lim-

ited by measures against thick capitalization applied in the residence country of the parent company.
66

 

 

 Interest payments from the subsidiary, S (that is given the loan), would then be payable to the 

tax holiday subsidiary, TH-S (instead of P). The payment received by TH-S would be ex-

empted from taxation under the tax holiday. The parent company, P, would usually be entitled 

to deduct the interest on its loan from the bank.
67

 The subsidiary (receiving the loan from TH-

S), S, would usually also be entitled to a deduction for the interest payment to TH-S.  

 

 

 

                                                 

64
 About tax incentives in Nigeria, See The Nigerian Investment Promotion Commission (NIPC), Investment 

Incentives, at http://www.nipc.gov.ng/investment.html [Cited on 31.05.2014]. 

65
 Fundamentals of International Tax Planning (2007) pp.107-111. 

66
 Gjems-Onstad (2012) pp.1061-1064.  

67
 However, some countries do not allow the deduction of interest expenses on borrowings used to finance equity 

in subsidiaries (e.g. China, Hong-Kong, South-Africa and Switzerland). Fundamentals of International Tax 

Planning (2007) p.110.  

http://www.nipc.gov.ng/investment.html
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Under this arrangement one loan from a bank to a parent company gives rise to two deduc-

tions within the corporate group while no tax is paid on the intragroup transfer of funds – this 

is often referred to as “double-dip”.
69

 The interest income is exempted from tax in the hands 

of TH-S (and possibly also when remitted to P in a later stage, c.f. sections 5.2.3 and 5.2.4). 

The overall income in the MNE is unchanged but the tax liability is reduced, and thus the 

overall net profit after tax is increased.  

 

After the interest payments are received tax-free in the tax holiday subsidiary, the profits can 

later be distributed back to the parent company. If the repatriated funds could be received by 

the parent without paying tax (e.g. under participation exemption), double non-taxation would 

be achieved. Even if the parent company is taxed on the remitted profits, a temporary tax sav-

                                                 

68
 The red line illustrates the parent company’s ownership in its subsidiaries. The percent of ownership here is 

just an example. The subsidiaries do not have to be fully-owned, but in order to co-ordinate global manage-

ment in the MNE the Norwegian headquarters must have some sort of influence or control over the subsidi-

aries. In this example, where the parent company is a resident in Norway, the tax holiday subsidiary in Nige-

ria would normally be considered a CFC under the Norwegian tax code sections 10-60 and following, c.f. 

chapter 6.  

69
 Zimmer (2009)a) p.43. OECD (1996) p.51.  
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ing could be obtained under deferral of domestic tax – non-taxation/deferral. (How repatria-

tion could affect the overall tax benefit will be further addressed in chapter 5). 

 

The extent to which such arrangements are carried out can vary and the tax holiday financing 

company could be used to finance several companies within the MNE. Companies in the cor-

porate group that are resident in high-tax jurisdictions could (subject to some limitations)
70

 be 

financed entirely with debt. This could result in situations where the interest payments made 

from companies resident in high-tax countries are large enough to soak up most of the tax 

exposure in their residence (high-tax) countries. A loan could alternatively (or in addition) be 

given from the tax holiday subsidiary to the parent company. The parent could, for example, 

first contribute equity to the tax holiday subsidiary and re-obtain the contributed funds in the 

form of a loan.  

 

4.3.2.1 Some key requirements under such financing arrangements  

In order for such arrangements to be effective there are, however, some preliminary prerequi-

sites that need to be taken into account (in addition to those referred to in section 3.1.3):  

 

Withholding tax:  

As illustrated above, the tax holiday company could receive intra-corporate payments tax free 

when it is exempted from income tax in the developing country. The payments (of interest) to 

the tax holiday company from other related companies would then in principle be untaxed. 

However, the residence country of the company paying interest to the tax holiday company 

could impose withholding taxes
71

 on these interest payments. If the interest paid to the tax 

holiday company is subject to interest withholding tax in the residence country of the payer 

(of the interest payments), the tax saving under the abovementioned arrangements would be 

reduced or even eliminated depending on the withholding tax rate applied. Since the tax holi-

day company that receives the interest payment is exempted from tax in its residence county 

under the tax holiday, any foreign tax credit (credit for foreign taxes paid) would be of no 

value since there are no taxes to credit against.   

 

                                                 

70
 C.f. section 4.3.2.1. 

71
 Holmes (2007) pp. 9, and 243-245 cf. pp.213-218. Fundamentals of International Tax Planning  (2007) p.109. 
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If withholding taxes are applied, any routing of interest payments through the tax holiday sub-

sidiary, instead of a direct loan between the parent and the financed subsidiary, would not 

necessarily reduce the overall tax liability in the corporate group.  

Withholding tax rates are often reduced under double tax treaties,
72

 but there is no double tax treaty be-

tween Uganda and Nigeria.
73

 Under the Ugandan Income Tax Act 1997 (ITA) Cap.340 section 83(1) 

tax is normally imposed on every non-resident person who derives interest from sources in Uganda. The 

tax is withheld at the source (by the payer/withholding agent) at 15% of the gross amount before pay-

ment of the interest is made, cf. section 120(1) and section 83 (2). Hence, S would normally have to pay 

withholding tax at 15 % on its interest payments to TH-S and the tax benefit under this arrangement is 

thus reduced. (It is possible that Nigeria would provide a tax credit under its domestic tax legislation for 

taxes paid in Uganda (e.g. similar to the Norwegian Tax Act s. 16-20), but since there are no domestic 

taxes payable in Nigeria under the tax holiday there would be no taxes to credit against).  

 

 

Limitation on interest deductions 

As illustrated above, it could be possible for the MNE to finance the operations of a foreign 

subsidiary in a manner that gives rise to deductions in both the residence country of the parent 

company (for the interest payments to the bank) and in the residence country of the financed 

subsidiary (for the interest payments to the tax holiday subsidiary) with no tax paid on the 

inter-corporate payments received by the tax holiday company.  

 

Because of the effect of leverage on the allocation of taxable profits between countries, many 

jurisdictions have introduced rules to limit the deductibility of interest expense in cases where 

leverage is regarded as excessive. The most common set of rules used to limit the deduction 

of interest is the “thin-capitalization” rules. Such provisions are used to ensure that the rela-

tion between debt and equity is kept at a reasonable level and would generally disallow an 

interest deduction when specified debt to equity ratios are exceeded. Such rules are usually 

applied in situations where the parent company is located in a low-tax jurisdiction and the 

subsidiary is thinly capitalized (when the loans are made or guaranteed by shareholders of the 

company). However, such limitations could also be used when the loans stem from other 

companies in the group, e.g. a loan from one subsidiary to another (and not just from the par-

                                                 

72
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73
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ent to the subsidiary).
74

 If the borrower is subject to limitations concerning the deductibility of 

interest on certain intra-group loans it could thus affect the overall tax saving of the MNE 

under such arrangements.
75

 

 

4.4 Transferring income generating assets to the tax holiday 

company 

4.4.1 Introduction  

Another technique to reduce the overall tax liability in the MNE could be to let the tax holiday 

subsidiary own income generating assets (e.g. capital and intellectual property) in the MNE.
76

  

 

This technique can be illustrated in relation to intellectual property, as this often has an impor-

tant role in international profit shifting.
77

 Intellectual property (IP) (such as trademarks, 

brands, designs, trade secrets, copyrights, computer software, technical know-how, patents 

etc.) is often an important element in the value chain in an MNE and its location could thus 

have a great impact on the allocation of taxable income among the different countries where 

the MNE operates. This asset class is also highly mobile and its legal ownership may not nec-

essarily coincide with beneficial or economic ownership.
78

  

 

If one of the companies within a corporate group benefits from a tax holiday in its residence 

country the MNE may, ceteris paribus, prefer that the tax holiday company own the IP so that 

the income generated through the IP is exempted from taxation under the tax incentive.
79

 The 
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 Fundamentals of International Tax Planning (2007) pp.221-222. IFA (2013) pp.51-52. 

75
 IFA (2013) p.22. 

76
 According to the OECD, an analysis of corporate tax structures in relation to BEPS shows that “their overall 

effect is a tendency to associate more profit with legal constructs and intangible rights and obligations, and 

to legally shift risk intra-group, with the result of reducing the share of profits associated with substantive 

operations.” OECD (2013)a) p.45.   

77
 Many of the large MNE currently accused of tax avoidance, such as Apple Inc. have IP intensive business 

models. Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple Inc.).   

78
 Fundamentals of International Tax Planning (2007) p.77.   
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 There are, however, several important non-tax considerations that could be decisive for the location of relevant 

IP. Such non-tax considerations (e.g. that the jurisdiction where the IP is owned offers strong protection of 

IP rights and provide proper infrastructure and skilled personnel for the management of the IP etc.) could 
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greater the part of the income in an MNE that derives from IP the greater the tax impact it will 

have to locate the IP in a jurisdiction that charges a low effective tax rate on the income gen-

erated through the IP. Whether or not such arrangements would be characterized as abusive 

depends on the substance of the arrangement and whether any economic activity and inde-

pendent decision making is carried out in the tax holiday company. The abusive element will 

be most evident when such assets are transferred to the tax holiday company from the juris-

diction (and the company) where the assets are created.  

 

4.4.2 Intellectual property management 

4.4.2.1 Creating new IP in the tax holiday company 

In general, it would be relatively easy for an MNE to ensure that new IP is created in the tax 

holiday company. IP such as e.g. technical know-how and any resulting patents, arising from 

research and development activities carried out in the tax holiday company, at this company’s 

own risk and expense, would usually be owned by the tax holiday company.
80

 Once IP has 

been generated the tax holiday company (owning the IP) could exploit it by charging a royalty 

to other related companies in the corporate group, which in turn use the IP in their own busi-

ness. A part of the global income of the MNE would then be transferred to the tax holiday 

company in form of royalty payments (where the income will be exempted from taxation).
81

 

However, when the research and development activities creating the IP are carried out in the 

developing country by the tax holiday company this would not be characterized as an abuse of 

the tax holiday- at least if the royalty payments are supported by arm’s length transfer pricing 

principles.  

 

                                                                                                                                                         

imply that a developing country not would be the proper location for IP rights. Fundamentals of Interna-

tional Tax Planning (2007) p.171. 

80
 Many tax incentives are designed especially with the purpose of increasing technology transfer into the coun-

try and are directed especially towards investment that involves research and development activities. UNC-

TAD (2000) p.13. 

81
 Holmes (2007) pp.359-361, Zimmer (2009)a) pp.43-44. The other companies in the corporate group would 

usually be able to deduct against their income tax base any royalty’s payments for the use of IP, which could 

be quite valuable if the companies are resident in relatively high-tax countries.  
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4.4.2.2 Transfer of IP to the tax holiday company 

The abusive element is more evident in a situation where IP is initially developed by the par-

ent company (or another company in the group) through research conducted primarily in its 

residence country while the right to this IP subsequently is transferred to the tax holiday com-

pany.
82

 A transfer of IP rights could typically be made in order to support a transfer of manu-

facturing operations (c.f. section 4.5). 

 

It could be possible for the MNE to ensure that IP is owned by the tax holiday company even 

if the activities giving rise to the IP are carried out by another company in another jurisdic-

tion.
83

 One possibility to achieve this could be to have another company in the corporate 

group carry out the research and development (R&D) on a “contractual research” basis on 

behalf of the tax holiday company. The tax holiday company would then bear the economic 

risk in relation to the success of the R&D as well as the cost of financing the development of 

the IP. The economic and beneficial ownership would then be held by the tax holiday com-

pany. Since the economic ownership usually is relevant for tax purposes in most countries, the 

income generated through the exploitation of the IP (when eventually developed and com-

mercially exploited) would be allocated to the tax holiday company. The tax holiday company 

would normally have to pay a fee to the company carrying out the R&D as a payment for its 

services (the creation of the IP). This fee will usually be based on the cost incurred by the 

R&D Company and marked up in order to give a profit margin proportionate to the functions 

performed (in order to be consistent with the arm’s length principle).
84

 However, since the 

R&D company does not take any economic risk, the fee charged for the services could be set 

very low (and still be considered arm’s length). A drawback under this arrangement is that the 
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 OECD (2013)a), Annex C. Examples of MNES’ tax planning structures, pp.74-75.  

83
Fundamentals of International Tax Planning (2007) p.172 The MNE could regard the developing country as an 

inappropriate location for IP creation (e.g. lacking skilled workforce and other important resources). This 
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 The cost plus method is one of the traditional transaction methods that are used to apply the arm's length prin-

ciple. This method begins with the costs incurred by the supplier of services to an associated buyer in a con-

trolled transaction. An appropriate cost plus mark-up is then added to this cost in order to make an appropri-

ate profit in light of the functions performed (taking into account assets used and risks assumed) and the 

market conditions.  See OECD (2010) Transfer Pricing Guidelines, Part II, chapter D.   
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expenses incurred for the creation of the IP also will be allocated to the tax holiday com-

pany.
85

 

 

In order to maximize the deductibility of the expenditure related to the creation of IP and at 

the same time allocate the income generated through the IP to the tax holiday company, one 

possibility could be to develop the IP so that it is owned by a company in a high-tax country 

and subsequently transfer the existing IP to the tax holiday company once the IP has been 

generated. 

 

However, any transfer of IP could have adverse tax consequences for the MNE since the 

transfer from one legal entity to another usually is regarded as a taxable transaction in most 

countries.
86

 The MNE would then be faced with immediate taxation in the country where the 

IP has been created, upon the transfer. The market value of the IP for tax purposes could be 

significant. Hence, such arrangements would in practice be limited to situations where the 

existing IP is located in a country where cross-border transfer of IP would be possible under 

the domestic laws in that country without triggering any taxation upon the transfer.
87

 Never-

theless, an MNE could find the arrangement desirable from a tax saving perspective if the 

benefit of having the income generated by the IP received by the tax holiday company out-

weighs a possible tax impost upon the transfer.  

 

If the MNE wants the tax holiday company to own the economic rights to the MNE’s IP used 

in other countries (and thus receive a large portion of the MNE’s offshore earnings), but at the 

same time avoid any taxable transaction of the IP, an alternative could be to use a “cost-

sharing agreement”.
88

 A cost-sharing agreement is an agreement between two (or more) re-

lated entities that want to use the IP resulting from R&D.  The parties could then agree to 

share the cost of developing an intangible asset and a proportional share of the rights to the 

                                                 

85
 Fundamentals of International Tax Planning (2007) pp. 172- 175. 
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 In addition, a cross-border transfer of assets could trigger exit-taxes. E.g. NTA section 9-14. Praktisk internas-
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  Fundamentals of International Tax Planning (2007) pp.175, 180-182.  
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 Such cost-sharing agreements are apparently used by several U.S. multinational corporations, such as Apple, 
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intellectual property that results on the basis of a pre-agreed split of costs.
89

 This could be 

used to reduce or avoid taxes on the transfer of the IP from the parent company to the tax 

holiday company, even if both companies are regarded as separate legal entities. The method 

would produce a partially similar effect to parking IP in the tax holiday company, and it 

would enable a shift of profits out of the residence country of the parent company (which has 

developed and own the existing IP). The economic rights of the IP are moved to the tax holi-

day company while the expenses incurred could be partially attributed to the parent company 

thus lowering the taxable income of the parent company.   

 

According to a report of the US Senate Permanent Subcommittee on Investigations (PSI) on Apple 

Inc.’s international tax strategy, Apple Inc. has transferred the economic rights to its IP through a cost-

sharing agreement with its own offshore affiliates, and thus achieved a shift of profits offshore to a low-

tax jurisdiction and avoided US tax. From 2009-2012 this cost-sharing agreement allegedly facilitated 

the shift of $74 billion in worldwide sales income away from the US to Ireland where Apple has negoti-

ated a corporate  tax rate of less than  two percent.
90

 

 

 Under a cost-sharing agreement the parent company and the tax holiday company share the 

cost of the future modification and enhancement of the IP. Hence, both parties will be able to 

use the IP, and the IP is not really transferred from one entity to another. Since this arrange-

ment does not involve an actual transfer of IP, the residence country of the parent company 

might not consider this arrangement as a taxable transaction. (Usually it will only be the eco-

nomic ownership of the rights to the IP that is owned by the tax holiday company and not the 

legal ownership). The tax holiday company would share the cost of funding the research and 

development of the IP, and in return it would be granted the economic rights to use the 

MNE’s intellectual property (typically for goods sold outside the residence country of the 

parent company). The tax holiday company would then receive parts of the income generated 

through the IP. Since the tax holiday company would have a joint ownership of the IP rights 

developed under the cost sharing agreement, no periodic license payment would have to be 

made to the parent company.  
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Such cost-sharing agreements will usually include a buy-in payment from the subsidiary to 

the parent company. This payment is supposed to compensate the parent company for trans-

ferring the rights to the assets to the subsidiary and for incurring the initial costs and risks 

undertaken in developing or acquiring the intangible assets.
91

 The arm’s length price for the 

buy-in payment would be difficult to set since the IP is only partially developed at the time of 

the transfer and risk is associated with future earnings. The MNE could thus have consider-

able flexibility in determining the price and would be able to avoid high taxes upon the “trans-

fer”.
92

 

 

4.4.2.3 Anti-avoidance  

Besides CFC legislation, these arrangements might be challenged by other anti-avoidance 

legislation in the residence country of the parent company (and/or the residence country of 

other companies in the MNE). The transactions may be re-characterized (or “sham” entities 

disregarded, e.g. by “piercing the corporate veil”). Important factors in this regard would be 

the parent company’s financial support of the tax holiday company’s operations, lack of sub-

stantial business activities in the tax holiday company (e.g. only business contacts with the 

parent company), and whether property used in the tax holiday company is jointly owned.
93

 

General anti-avoidance rules (GAARs) could be used in situations where the tax holiday 

company does not have the appropriate resources to genuinely take the responsibility for the 

work and there is no actual business activity or any important decision-making regarding the 

IP development in the tax holiday company.
94

  

 

Transfer pricing legislation could also limit the incentive to transfer IP to tax holiday compa-

nies. Under cost-sharing agreements, for instance, the buy-in payment from the subsidiary to 

the parent company (carrying out the research and development of the IP) could be adjusted 

under transfer pricing rules, especially when the tax holiday company performs minimal op-

erations in its residence country.  
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 Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple Inc.) p. 8. 

92
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The residence countries of companies paying royalties to the tax holiday company (for the use 

of the IP) could also impose high withholding taxes or deduction restriction rules for such 

royalty payments (c.f. section 4.3.2.2).  

 

4.5 Supply chain management  

In order to accumulate profits in the MNE to the tax holiday company, the tax holiday com-

pany could be used as a principal company responsible for producing and selling group prod-

ucts without actually altering the economic activities in the MNE. The tax holiday company 

could contractually assume the responsibility for producing and selling group products and 

contractually assume the risks associated with the business without actually being the manu-

facturer or carrying out substantial manufacturing activities. Such transfer of manufacturing 

activities will often be coordinated with a transfer of supporting intangibles under a cost-

sharing agreement.
95

 Hence, if the tax holiday company is the repository of the parent com-

pany’s offshore IP rights (e.g. under a cost-sharing agreement c.f. section 4.4.2.2), a bulk of 

the income related to the parent’s offshore sales could be received by the tax holiday com-

pany.
96

 

 

There could be different reasons why an MNE would use the tax holiday company only as an interme-

diary and not actually move the manufacturing base to the developing country; e.g. the manufacturing 

base could already be established elsewhere at the time when the a tax holiday is granted. The MNE 

may also regard the developing country as an unideal location for manufacturing (e.g. weak infrastruc-

ture, unskilled labour, and higher labour costs). Even if the tax holiday company would be exempted 

from income taxation under the incentive, the developing country could still be a relatively high-tax 

country for manufacturing. The time limit of the tax holiday period could also be a discouragement for 

the MNE to move the actual manufacturing base to the tax holiday company.  
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The tax holiday company could be used to act as the initial buyer of finished products from a 

manufacturer in another country (for example, a related company in a high-tax country
97

), re-

sell the final products to other companies pertaining to the same corporate group, and retain 

the resulting profits. One way of achieving this is through “contract manufacturing” where the 

manufacturing function is segregated from the sales function. The tax holiday company would 

then be established as a principal company that holds contracts with the MNEs contract manu-

facturers. The tax holiday company would be the principal of the contract while the manufac-

turing company would be the contract manufacturer. The actual production could be carried 

out in the residence country of the contract manufacturer or in a branch of the contract manu-

facturing company (e.g. in a low-cost manufacturing country).  

 

The contract manufacturer would own its own assets (e.g. factory, plant, machinery etc.) and 

any raw materials and carry out the manufacturing process. The principal (the tax holiday 

company) will (on a contractual basis) take title to the goods (at the end of the production 

process), own the inventory the manufacturer produces, and hold the risk associated with 

holding the final goods and any risk associated with the sale. When the tax holiday company 

bears the principal risks associated with the production of the product, the fee paid to the con-

tract manufacturer for the manufacturing would be limited to the direct and indirect cost of 

production (with a small mark-up).  

 

The manufactured products would be the property of the tax holiday company, which in turn 

could sell these finished goods to/through related sales, distribution or marketing entities in 

high-tax countries. If the tax holiday company owns the economic rights to the IP in the group 

it could take a substantial mark-up before selling the final goods to other related entities. In 

this way a substantial part of the MNE’s international sales income will be derived by the tax 

holiday company.
98
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Such arrangements could be more or less formal. Profits from international sales could be 

concentrated in the tax holiday company even if the tax holiday company has not itself manu-

factured the products and the residence country of the tax holiday company, i.e. the develop-

ing country, is neither the origin nor the destination of the final products. The manufacturing 

contracts could be negotiated and signed by the parent company on behalf of the tax holiday 

subsidiary and the tax holiday company might not even take any physical possession of the 

goods before re-selling them. The goods would not even have to enter the developing country 

(e.g. by directly shipping the goods to the country of sale from the country where the goods 

are manufactured). The main purpose for using the tax holiday company as an intermediary 

could be to benefit from the tax holiday.  

 

Such arrangements could be characterised as an abuse of the tax holiday, especially if a tax 

incentive is given in order to increase domestic production in the developing country (e.g. 

increase employment and use of local resources). There could be little substance in the activi-

ties of the tax holiday company, and the income derived by the tax holiday company could 

often not have been earned without substantial and significant assistance from the parent 

company or other related companies in the MNE (e.g. no independent decision making exer-

cised by the tax holiday company, not employing sufficient staff in the tax holiday company 

to conduct the volume of the business carried out therein).  

 

If the tax holiday is given in order to promote export from the developing country and improve the host 

country’s foreign exchange position, it could be argued that the incentive is not actually abused under 

such tax planning arrangements.
 99

 When the tax holiday company is used to re-sell the final product to 

companies in other countries, the incentive would actually be export-promoting and the arrangement 

could help build the image of the developing country and help the country earn foreign hard currency.  

 

4.6 Artificially extending the tax holiday period  

The duration of tax holidays (the tax exemption period) is often highlighted as an element 

especially prone to abuse and extension.
100

 This could also be a problem under the “normal” 

use of tax holidays when there is no other abusive element (e.g. when substantial business 
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activity is carried out in the developing country). However, the situation where a tax holiday 

period is artificially prolonged or repeated by the MNE is more abusive where the tax holiday 

already is used to shelter profits from taxation (e.g. under some of the abovementioned ar-

rangements) .  

 

A tax holiday is usually targeted at new investment projects (however defined).
 101

  Through 

creative restructuring, an MNE could artificially prolong the duration of the tax holiday pe-

riod, e.g. old firms could be reconstituted as new ones at the end of the holiday period in order 

to continue to be tax-exempt.
102

 If the MNE has a subsidiary in a developing country where 

the subsidiary benefits from a tax holiday, e.g. for 10 years, the MNE could transfer existing 

business assets and capital (from the existing subsidiary), when approaching the end of the tax 

holiday period, to another company that has been established in order to carry on the existing 

business. If existing investment is restructured as new investment the tax holiday would in 

practice be given twice for the same investment project.
103

 The tax holiday period would then 

be extended without any actual new investment being made in the country. This arrangement 

could lead to the false impression that new investment has been made in the country when in 

fact the introduction of a new investment project merely reflects a reduction in the operating 

capital elsewhere in the economy.
104

 

 

Some of these arrangements could be countered by the developing country. The best defence 

against such abuse would be to draft the eligibility requirements carefully, e.g. by setting sim-

ple, objective, and clear qualifying criteria. Discretionary application could be limited (in or-

der to avoid corruption). In addition, transparency could be strengthened under the admini-

stration and application of the tax incentive, and the compliance monitored.
105

 However, one 

of the most frequently cited advantages of tax holidays is its simplicity, from the point of 
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view of both the investor and the tax authorities in the host country.
106

 In some cases there 

would be no need to file, calculate, or audit taxes during the holiday period since no tax is 

payable in this period. Therefore, it is not always easy for the developing country to distin-

guish new investment from an old investment “disguised” as new investment.
107

 The investor 

could, for example, close down and then restart the same project under a different name but 

with the same ultimate ownership.
108

 

 

4.7 Other techniques  

The techniques illustrated above are just some examples of different tax planning opportuni-

ties available for a corporate group that includes a tax holiday subsidiary. Many of the same 

structures as those typically used in traditional tax havens can be used in relation to a tax holi-

day subsidiary. The main difference is the time limitation and the fact that the country offer-

ing a tax holiday usually would be a developing country (but that could also be the case for a 

classical tax haven).  

 

The tax holiday company could also be used as a holding company. However, a developing 

country would perhaps not be an ideal location for a holding company (a low-tax jurisdiction 

would be a more ideal holding location if the country is a member of the European Union and 

has an extensive tax treaty network.”)
109

  

 

The tax holiday company could also for example be used as a captive insurance company, i.e. 

a company used to insure the activities and assets of the parent company (or other companies 

in the group). The parent company could then obtain a tax deduction for the insurance pre-

mium paid to the captive (the tax holiday company) while income is accumulated in the cap-

tive company.   

 

 

 

                                                 

106
 Easson (2004) p.140, Tax Law Design and Drafting  (2000) p.990, Zee and others (2002) p.1503. 

107
 Tax Law Design and Drafting  (2000) p.999. 

108
 Zee and others (2002) p.1504. 

109
 Fundamentals of International Tax Planning  (2007) p.87.  



 

39 

 

5 Temporary or permanent tax saving  

5.1 Introduction 

In order to assess the ultimate tax saving effect of the arrangements described above it is nec-

essary to look into the way the residence country taxes foreign sourced income. The ultimate 

taxation of the income derived by the tax holiday subsidiary would depend, apart from the 

host country tax rules (i.e. the exemption under the tax holiday), upon the tax system in the 

parent company’s residence country.
110

  

 

As long as profits shifted to the tax holiday company are retained in the tax holiday company, 

there would be no tax levied on the income (i.e. deferral of domestic tax in the residence 

country and tax exemption in the host country under the incentive c.f. section 3.1.3). Hence, 

the profit shifting arrangements could be used to achieve (unintended) non-taxation/deferral 

(as long as the residence country doesn’t apply CFC legislation c.f. chapter 6). Non-

taxation/deferral is in principle only a temporary tax saving and the parent company would 

usually be interested in a repatriation of profits, e.g. to fund dividends to its shareholders. 

Whether or not the tax saving would be permanent, i.e. whether double non-taxation could be 

achieved, depends on how repatriated profits are treated under the tax system in the residence 

country of the ultimate parent company. Whether the income shifted to, and accumulated in, 

the tax holiday company could be repatriated to the parent company tax-free will be addressed 

in section 5.2 below. The tax treatment in the residence country could be decisive for the 

MNE’s choice on whether to repatriate profits or retain the income in the tax holiday com-

pany. The benefit of deferral is addressed in section 5.3.  

 

5.2 Repatriated income and residence taxation 

5.2.1 Alternative methods of taxing foreign sourced income 

Whether or not the parent company can receive dividends from the tax holiday subsidiary tax-

free depends on the domestic tax laws in the residence country of the parent company. Most 

industrialised major economies adhere to the “worldwide taxation principle” and tax their 
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residents on all their income regardless of its source.
111

 Hence, in principle, repatriated tax 

holiday income would be subject to corporate income tax in the residence country. However, 

the residence country would usually have specific rules meant to alleviate or eliminate double 

taxation (which would be the case if the tax holiday company actually were taxed in the host 

country, i.e. in the absence of a tax holiday). How such rules are designed would affect the 

overall tax liability in the MNE.  

 

The two main methods used in relation to the tax treatment of foreign income derived by a 

resident taxpayer are either to exempt the foreign income from taxation in the residence coun-

try (“the exemption method”), or to tax the foreign income but offer a tax credit for taxes paid 

in the foreign country (“the foreign tax credit method”).
112

 When income is derived from a 

developing country which offers tax incentives, the residence country could alternatively al-

low tax credits as if the host country were fully taxing the income (“tax sparing”).
113

 

 

The following analysis will be limited to situations where the MNE is resident in a country 

that adheres to the worldwide taxation principle since the major multinational companies usu-

ally are resident in such countries, e.g. the US or the UK. Moreover, the analysis will focus on 

foreign tax credit (c.f. section 5.2.2), tax sparing credit (c.f. section 5.2.3.), and the participa-

tion exemption method (c.f. section 5.2.4.), as these are the most important policy alterna-

tives.
114
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 Zimmer (2009)a) p.34. The worldwide taxation principle is also known as the “residence principle”. The 

alternative to the worldwide taxation principle is the “territorial taxation principle”, under which the country 

only taxes income sourced in the territory. This principle is used in several Latin American countries and in 

France. See also UNCTAD (2000) p.30.  

112
 Viherkenttä (1991) chapters 4-5.  

113
 Viherkenttä (1991) pp.37-39. Other methods could be applied, e.g. the residence country could tax the foreign 

income without offering any credit (“double taxation”), tax foreign sourced income but allow a deduction for 

foreign taxes paid in the computation of taxable income in the residence country (“the deduction method”), 

or tax foreign sourced income at a reduced rate (“the reduced rate method”), but these methods are less 

common.  

114
 Viherkenttä (1991) p.39.  
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The alternative to the worldwide taxation principle is the territorial taxation principle. UNCTAD’s World 

Investment Report 2013
115

, has ranked the top 20 investor economies in the world. Only 3 out of these top 

20 adhere to a territorial tax system: Hong-Kong
116

, France
117

, and Singapore
118

 (respectively nr.4, 11 and 

16 of the top 20). A parent company resident in Hong Kong, for example, which derives dividends from a 

tax holiday subsidiary outside Hong Kong would usually not be required to pay tax in Hong Kong on 

these profits (provided that the profits are regarded as sourced outside Hong Kong under the domestic 

legislation).  

                        

5.2.2 Foreign tax credit 

A widespread method to alleviate international economic double taxation used in countries 

adhering to the worldwide income principle is the foreign tax credit method. Under this 

method any foreign sourced income would be taxable in the residence country when received 

by the resident parent company, but taxes paid on this income in the foreign country would be 

set off against the residence taxes payable on the foreign income.
119

  

 

An exemption from tax under a tax holiday in the developing country would eliminate the tax 

credit in the residence country (as there would be no foreign taxes paid). If the parent com-

pany is resident in a country that uses the foreign tax credit method the tax holiday in the host 

country would have the effect of increasing the tax revenues in the residence country. Since 

there would be no taxes to give credit for, the exemption from tax in the host country under 

the tax holiday would then simply result in a correspondingly higher tax burden in the resi-

dence country when the income is remitted.
120

 Hence, double non-taxation could not be 

                                                 

115
 UNCTAD (2013) United Nations Conference on Trade and Development World Investment Report 2013, 

Global Value Chains: Investment and trade for Development, p.5, fig. 1.6 

116
 Deloitte (2014) Highlights. 

117
 IFA (2013) pp.300-301. In principle, France has a territorial system, wherein profits realized by enterprises 

carried out outside France are not taxable in France. However, foreign passive income received by a French 

enterprise (such as interest, dividends and royalties) is subject to corporate income tax in France unless the 

income is effectively connected to an enterprise carrying on a business outside France.   

118
  However, Singapore taxes foreign income remitted or deemed remitted to Singapore. Hence, if the parent 

company was resident in Singapore the dividend receipt would most likely be taxable in the parent company. 

See Deloitte (2014) Highlights. 

119
 Viherkenttä (1991) p.71.  

120
 UNCTAD (2000) p.28.  
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achieved if the parent company is resident in a country that uses the foreign tax credit on re-

mitted income.  

 

However, some countries have offered “tax sparing credit”, under which tax credit is ex-

tended to taxes not actually paid (a tax credit for “notional tax”). The residence country could 

also exempt dividends from taxation, especially when received by a company, typically under 

participation exemption rules. How these methods would affect the overall tax burden of the 

MNE when tax holiday income is repatriated to the MNE will be addressed in the following.  

 

5.2.3 Tax sparing credit 

If the residence country of the parent company has employed tax sparing provisions (either in 

their domestic tax law or in a relevant double tax treaty) a credit could be given for tax that 

would have been paid by the foreign subsidiary had it not been offered a tax incentive – credit 

for hypothetical tax.
121

 Instead of offering a tax credit only for taxes actually paid in the host 

country, the credit would then be extended to certain notional taxes which are not actually 

payable in the host country – tax sparing credit.
122

  This would enable the parent company to 

retain the benefit under the tax incentive and obtain a permanent tax saving, i.e. double non-

taxation.
123

 

 

Tax sparing provisions are usually limited to situations where the dividend is received from a 

subsidiary established in a developing country that offers tax incentives as a part of their in-

vestment policy. If the traditional tax credit is used in these situations, any tax concessions in 

the developing country would in practise accrue to the treasury of the parent jurisdiction 

rather than to the investor (or indirectly the host country). In order to prevent such a result the 

country could employ tax sparing provisions.
124

 Tax sparing would ensure that the residence 

country’s taxation not will be increased even if the host country has made a unilateral decision 

                                                 

121
 Zimmer (2009)a)  chapter.18, Holmes (2007) pp. 22-34, Gjems-Onstad (2012) pp.983-988.  

122
 For a comprehensive analysis of tax sparing provisions see Nilsen (2013) The Concept of Tax Sparing : A 

general analysis, and an analysis and discussion of the various features of tax sparing provisions              

and Viherkenttä (1991) chapter 6.  
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 UNCTAD (2000) p.31.  
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not to tax (or not to fully tax) certain investors that operate in the host country, e.g. under a 

tax holiday.
125

  

 

However, the rationale behind such tax sparing provisions is not as present when the tax holi-

day is abused (c.f. chapter 3-4) and only used to shelter income shifted from other jurisdic-

tions. Hence, it is not obvious that a tax sparing provision would apply in these situations. 

Usually tax sparing provisions would include certain conditions (explicitly or implicitly) in 

order to prevent abuse, e.g. a stipulation of which activities that would qualify for the tax 

sparing.
126

 If the MNE benefits from the tax holiday in a developing country without actually 

carrying out any genuine substantial business activity in the developing country (and thus 

benefits from the tax holiday contrary to its purpose), any repatriated income could then be 

excluded from the tax sparing provision (and the credit method could be used without tax 

sparing).  

 

5.2.4 Participation exemption  

5.2.4.1 General  

The exemption method could be used to alleviate international “juridical” double taxation (i.e. 

when the same tax subject is taxed twice on the same income). However, as long as the tax 

holiday subsidiary is recognised as a separate taxpayer (distinct from its shareholders c.f. sec-

tion 3.1.3) the MNE would be more concerned about exemption methods used to alleviate 

double (or multiple) “economical”
127

 double taxation. Rules that exempt intercorporate divi-

dends from taxation, e.g. when the tax holiday subsidiary remits profits to a corporate tax-

payer, are often referred to as “participation exemption rules”. 

 

If the residence country of the parent company exempts foreign sourced dividends from taxa-

tion, the MNE could achieve a permanent tax saving under the abovementioned arrangements, 

even when the income is repatriated to the parent company. However, since the exemption 
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 Tax, Law and Development (2013) p.107.  

126
 Nilsen (2013) chapter 8.  

127
   Economical double taxation refers to situations where the same income (the taxable object) is taxed twice, 

but in the hands of two different taxpayers. Holmes (2007) p.37, Viherkenttä (1991) p.51.  
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method generally is a tool to eliminate double taxation, the exemption might not be applicable 

when the income not is taxed in the host country.
128

  

 

In many countries dividends received by a resident company from a foreign (and often also 

domestic) subsidiary is (partly)
129

 exempted from taxation under certain conditions – often 

referred to as “participation exemption”.
130

 If dividends received from the tax holiday subsidi-

ary fall under the scope of such exemption provisions, the dividend distribution can be re-

ceived tax-free by the parent company.  

 

The domestic legislation in countries with participation exemption rules normally requires 

that the corporate taxpayer holds a certain percent of the shares in the company from which it 

receives the dividends.
131

 

 

For example, under the Norwegian Tax Act (NTA) s. 2-38 (3) d), dividends received by a Norwegian 

resident limited company from limited companies outside the EEA are exempt if the Norwegian com-

pany holds at least 10 % of the shares of the foreign company for a period of at least two years. A 10 % 

minimum ownership level is very common
132

, but various levels apply. In Russia, for example, the resi-

dent company must hold a participation of at least 50 % for at least 365 days; in Japan the shareholding 

must be 25 % or more for at least six months before the dividend determination date; in Netherlands the 
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 Viherkenttä (1991) pp.59-62.  

129
 Some countries only partially exempt dividends from taxation, e.g. if a minimum ownership level (and pe-

riod) requirement is satisfied, dividends are 97 % exempt under the NTA s..2-38 (6). While 95 % is ex-

empted in for example Germany and Japan. See Deloitte (2014) Highlights. 
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 There are several countries that do not exempt dividends from taxation when received from foreign subsidiar-

ies. In China, for example, dividends received from a foreign entity are included in taxable income (but sub-
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case in Finland if dividends are received from a non- EU/EEA country. Deloitte (2014) Highlights.  

131
 In addition, domestic legislation sometimes requires that the resident company owns a certain percentage of 
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minimum level is 5 %, while UK foreign dividends received by UK resident companies are exempted 

from taxation without any minimum ownership level or period (same in e.g. Italy).
133 

 

 Such participation requirements would usually be met. However, the participation exemption 

may also be contingent on the tax treatment in the host country. Such requirements could 

make the exemption method inapplicable on dividends received from a tax holiday subsidiary.  

 

5.2.4.2 Requirements under participation exemption provisions that could 

exclude tax holiday income from the exemption 

Participation exemption rules could be limited to income from active business.
134

  When in-

come is shifted to the tax holiday company under the various tax planning arrangements, the 

tax holiday subsidiary could usually not be said to be engaged in genuine active business ac-

tivities. Hence, if a participation exemption provision requires that the dividend receipts from 

a foreign subsidiary be exclusively or almost exclusively from active production the exemp-

tion might not be available for dividends from a tax holiday company in situations where the 

tax holiday is abused c.f. chapter 4.  

 

Countries with participation exemption rules could also set taxation in the source country as a 

condition for the exemption. The exemption could then be limited to situations where the sub-

sidiary actually is subject to income tax in its country of residence, often combined with a 

minimum tax rate requirement.
135

 

 

Participation exemption rules are designed to prevent chain taxation (economic double taxation) when a 

corporate taxpayer receives dividends from another company.
136

 If the dividend paying subsidiary is lo-

cated in a low- or no-tax country the rationale behind participation exemption rules is no longer as ap-

parent
137

and it could be questioned whether the exemptions should at all be applicable when the income 

is not taxed in the source country. To some extent, the same rationale could be invoked in relation to 
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countries that offer tax incentives, such as a tax holiday, even if the country otherwise not would be re-

garded as a relatively low-tax country (e.g. when the standard tax rate under its benchmark system is 

comparable to the one in the residence country). However, when the country offering the tax incentive 

is a developing country, it is not obvious that “low-tax” exception should apply. Such issues are dis-

cussed in part III (as regards the ordinary use of tax holidays).  

 

When a country restricts its exemption provisions in cases where the taxation in the host 

country is low or fully exempted, the rationale is often to exclude dividends received from 

companies in tax haven countries. However, depending on how the provision is designed, 

developing countries with tax incentives could be included in the same category.
138

 This could 

be an unintended effect of the provisions but it could also be a genuine policy choice by the 

residence country. How tax holiday companies in developing countries are treated under vari-

ous low-tax exclusions will be further addressed in relation to CFC-legislation in chapter 6 

below (especially in section 6.3).  

 

If a low-tax exception to the participation exemption applies to dividends received from tax 

holiday companies, a relevant question is whether this exception can be circumvented by tim-

ing the dividend transfer until after the expiration date of the tax holiday. During a tax holiday 

period the subsidiary will not be liable for any corporate income tax in the residence country. 

Thus, dividends paid out from the tax holiday subsidiary to the parent company might be ex-

cluded from the participation exemption under a low-tax exception. However, after the holi-

day period is over, the subsidiary will usually be taxable again under the normal corporate tax 

rate in the developing country. Depending on the standard tax rates under the benchmark sys-

tem in the developing country (compared to the tax rates in the residence country), the sub-

sidiary might then no longer be regarded as resident in a low-tax country under the participa-

tion exemption rules. By postponing the dividend distribution until after the tax holiday pe-

riod is over any low-tax exception might be circumvented. Such circumvention would require 

that the evaluation of whether the tax holiday subsidiary is resident in low-tax country or not 

is done at the time of the dividend distribution (and not at the time the income was derived by 

the tax holiday subsidiary).  

 

                                                                                                                                                                          

                                                 

138
 Viherkenttä (1991) p.60-61. 



 

47 

 

5.3 Unremitted income – the benefit of deferral  

If the MNE is unable to remit profits from the tax holiday company back to the parent com-

pany tax-free, it could choose to retain the income in the tax holiday company and thus bene-

fit from a deferral of domestic tax (in the absence of any applicable CFC legislation).  

 

Compared to the situation where the return on an investment is derived directly by the inves-

tor (parent company/shareholder) and taxed annually, the investor will achieve a tax saving by 

retaining the income in the tax holiday company. The tax saving will depend on the relation-

ship between the tax rates at shareholder level (imposed on the parent company if it derived 

the income directly) and the corporate level (the tax rate levied on the foreign company by the 

host country).
139

  

 

The temporary tax saving (under deferral) could be maintained over several years or even 

indefinitely, and the profits could be shifted to other low-tax jurisdictions, be reinvested, or 

otherwise spent by the MNE. From the investor’s point of view, even if a later profits distri-

bution will be taxed in his residence country (which is not necessarily the case when the in-

vestor is a company), the deferral in itself would involve the saving related to postponement 

of paying tax.
140

 

 

However, the parent company would normally be interested in a repatriation of the foreign 

income, e.g. in order to fund dividend payments to its shareholders.
141

 MNEs could in some 

cases be able to achieve repatriation of profits to the parent company without paying any divi-

dend taxation e.g. by transforming the dividends into other types of income given a more fa-

vourable tax treatment
142
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Part II: Means to counter tax planning arrangements 

under tax holiday regimes  

 

6 CFC legislation – as a possible solution to 

counter the abuse of tax holidays 

6.1 Introduction  

There are several preventive actions that can be taken by the home country of the investor in 

order to protect its domestic tax base and reduce the risk of losing domestic tax revenue. Gen-

eral Anti-Avoidance rules (GAARs) and Special Anti-Avoidance rules (SAARs) can be em-

ployed to counteract the routing of passive income to low-tax jurisdictions. Provisions not 

necessarily categorised as anti-avoidance rules can also be used as a method against an artifi-

cial allocation of income among jurisdictions. Some of these rules and how they might affect 

the sought tax benefit are mentioned in chapter 4, and include, inter alia, transfer pricing rules, 

limitation on interest deduction (e.g. thin capitalization rules), and withholding taxes.
143

 How-

ever, the most important tool for preventing the allocation of passive income to low-tax juris-

diction is Controlled Foreign Company Rules (CFC rules).
144

 CFC legislation constitutes the 

most direct an extensive way of dealing with the taxation of income shifted abroad,
 145

 and the 

following will be limited to this specific type of preventive measures. 

                                                 

143
 Any “low-tax” exclusion under various participation exemption rules (c.f. chapter 5.2.4.2) could also be seen 

under an anti-avoidance perspective since such exceptions could prevent the parent company from receiving 

dividends from low-tax entities tax-free. The same could be said about any specific criteria or specifications 

under tax-sparing provisions (c.f. chapter 5.2.3) since they too could contribute to prevent abuse, especially 

if they limit the tax sparing provision to situations where the income received from a tax-holiday subsidiary 

stems from genuine and substantial business activities. See Nilsen (2013) section 6.2.1.2. and chapter 8.  
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arm’s length price. OECD (1996) p.11. 
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There is no clear definition of what constitutes CFC legislation. However, the essential feature 

of CFC rules is that the residence country of the parent company is empowered (under certain 

conditions and limitations
146

) to tax the resident parent company on its proportionate share 

(however defined) of the income derived by its foreign (non-resident) subsidiary as this in-

come accrues and regardless of whether any distributions are made.
147 

 
 

 

Profits derived by the tax holiday company are usually only taxed to the shareholders first 

when they are distributed as dividends or when they are otherwise realised by the sharehold-

ers (deferral). When the host country offers a tax holiday the taxation of the profits would thus 

in general be dependent on whether the profits are remitted back to the parent company or not. 

And if remitted, the taxation (if any) would depend on how the tax laws in the residence coun-

try of the parent company are designed (i.e. whether foreign income is taxed when remitted to 

the parent company c.f. section 5.2). In situations where otherwise taxable income is shifted 

to a tax holiday company and the untaxed income accumulates in the foreign entity, the resi-

dence country of the parent company would often be interested in taxing this unremitted in-

                                                 

146
 Most CFC-regimes will have a definition on what constitutes a CFC. The legislation will typically be targeted 

at foreign companies, but other foreign entities may also be included if they are considered as separately tax-

able for domestic tax purposes, e.g. trusts. Furthermore, the application of CFC-legislation will often require 

that certain participation or control requirements are met, e.g. that domestic taxpayers have a substantial in-

fluence over the foreign entity in form of control or ownership or both. The degree of domestic taxpayers´ 

interest/control/ownership in/over the foreign corporation required for the establishment of a CFC varies be-

tween different regimes. There could be certain minimum ownership requirements and/or required that do-

mestic ownership is concentrated within a group. Many CFC regimes include indirect participation and con-

structive ownership provisions in order to prevent the circumvention of the control requirement. The deter-

mination of control is not necessarily coinciding with the determination of which domestic taxpayers to 
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that hold a minimum percentage of shares in the CFC). IFA (2013) pp. 29-33. OECD (1996) Chapter III, A 

and D. 
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come. Taxation of unremitted foreign income is enabled under CFC legislation.
148

 The benefit 

of deferral would then be eliminated for the profits covered by the CFC legislation. 

 

6.2 Topic 

The overall question addressed here is whether CFC legislation can be used as a preventive 

measure against the various tax planning arrangements under tax holiday regimes (as de-

scribed in chapter 4).  

 

In the Action Plan, OECD acknowledges that CFC rules have had a preventive effect on such 

profit shifting arrangements, but at the same time it is emphasised that existing CFC regimes 

should be strengthened in order to counter such BEPS concerns in a more comprehensive 

manner.
149

 

 

If CFC rules are applicable on the arrangements described in chapter 3 and the enforcement is 

effective, they would eliminate the tax deferral benefit in cases where profit is retained in for-

eign tax holiday subsidiaries. This would reduce the possibility of sheltering income from 

taxation in a tax holiday company and could thus reduce MNEs’ incentive to abuse tax holi-

days in their attempt to avoid tax in their residence countries. Hence, if CFC rules are effec-

tive they will protect the residence country (of the parent company) from losing domestic 

revenue. If the income derived by the tax holiday is subject to current residence taxation, this 

could also prevent tax base erosion in other countries where the MNE operates (since the in-

centive to shift income from other companies in the MNE to the tax holiday company would 

be reduced when the income not would benefit from the tax exemption under the tax holiday).  

 

                                                 

148
 Deferral is ordinarily a by-product of the fundamental tax principles that a foreign company is a separate 

taxable entity and (usually considered non-resident for tax purposes) and of not taxing the foreign source in-

come of foreign companies.  Hence, there would normally not be explicit rules providing for deferral. How-

ever, since current residence taxation of income derived by a non-resident company would be in breach with 

the fundamental separate corporate personality fiction (i.e. could be seen as “piercing the corporate veil”) it 

would be necessary with special provisions where deferral is not to be applied. CFC-legislation constitutes 

such rules. Viherkenttä (1991) p75, OECD (1996) p.20. 
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CFC legislations will often have a definition of a “target territory” and a definition of “attrib-

uted income”.
150

 In order to effectively counter the BEPS concerns about tax holidays, CFC 

rules would have to be applicable in situations where the CFC is established in a developing 

country that offers tax holidays. In addition the regime would have to apply on the type of 

income typically shifted to the tax holiday company under various profit shifting arrange-

ments.   

 

Some CFC regimes are limited to specific designated jurisdictions, i.e. “target territories”. 

The first question addressed in the following is thus whether a developing country
151

 that of-

fers tax holidays would be regarded a “target territory” under such CFC regimes c.f. chapter 

6.4. This question is especially relevant when the developing country in question has rela-

tively high/normal corporate tax rates under its benchmark system (as compared to the resi-

dence country of the shareholders), since such “target territory” definitions usually denote 

low-tax jurisdictions.  

 

 Even if the CFC regime generally is applicable to a tax holiday company established in a 

developing country (e.g. in situations where the developing country offering the tax holiday is 

regarded as a “target territory”, or in relation to CFC regimes with no target jurisdictions de-

fined), the application of CFC rules are often limited to specific categories of income. An-

other question is thus whether CFC regimes would apply on the type of income typically 

shifted to a tax holiday company (as described in chapter 3-4), c.f. chapter 6.5. The type(s) of 

CFC income that is attributed to the shareholders under the CFC-regimes is often referred to 

as “tainted income”, and this term will be used in the following.  

 

                                                 

150
 OECD (1996) pp.40-43 and 45-54.  

151
 This thesis is concerned with tax holidays given in developing countries, but the following analysis would, to 

some extent, be relevant also in situations where the country offering the tax holiday is not a developing 

country. However, when the country in question is a developing country, specific third world policy issues 

could impact how the tax system of capital exporting countries is designed. Such third world policy issues 

are addressed in part III. The discussion in chapter 6 will deal with tax holidays given in non-developing 

countries only in so far as the CFC legislation in question does not distinguish between developing and non-

developing countries in their application of the CFC rules.  
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The scope of various CFC regimes will usually be influenced by the policy objectives that the 

legislation is meant to fulfil. Before addressing the main questions regarding the applicability 

of CFC rules, an overview of the main objectives behind such legislation will be provided.   

 

6.3 Objectives of CFC legislation 

CFC legislation today is generally regarded as anti-avoidance legislation with the objective of 

protecting domestic tax bases against profit shifting (typically of passive income) to low-tax 

jurisdictions (which otherwise could be possible under the separate corporate fiction, c.f. sec-

tion 3.1.3.).
152

 The emergence of large multinational taxpayers and their increased possibili-

ties to shift profits internationally, combined with preferential tax regimes, has prompted the 

adoption of such legislation.
153

 

 

The original objective behind the US CFC regime, proposed in 1961 (“Subpart F”) was to 

prevent tax deferral, but this proposal met resistance in Congress as it was argued that a total 

elimination of deferral would severely reduce the global competitiveness of US MNEs. As a 

result, the proposed legislation was considerably narrowed, and the codification of the Sub-

part F rules in 1962 constituted a compromise between a complete elimination of deferral and 

prevention against offshore profit shifting.
154

 

 

A complete elimination of deferral could be used to establish capital export neutrality (CEN). 

However, the original objective behind the US proposal of a complete elimination of deferral 

does not seem to be applied in any other CFC regimes today
155

, except perhaps in the Brazil-

                                                 

152
IFA (2013) p.26, OECD (1996) p.11, Fundamentals of International Tax Planing (2007) p.213. 
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 The removal of barriers to capital movement, e.g. a deregulation of foreign exchange controls (making it 

easier for multinationals to transfer capital across-borders), has been a relevant factor for the introduction of CFC 
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 IFA (2013) pp. 783-784. 
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 A policy of pure capital export neutrality was pursued under the previous CFC regime in New Zealand (up to 
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list of high-tax countries to which the regime did not apply. From 2009 the regime was narrowed, and today 
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ian CFC legislation.
156

 If the objective of a CFC regime is to establish CEN, it should have a 

more general application then the typical CFC regimes have today (which usually only apply 

in limited situations, e.g. requirements on control and low or no taxation, and usually only to 

certain specified types of income).  

 

Even if economic arguments based on fiscal neutrality could be used to justify employing 

CFC legislation (c.f. section 7.3.2.), the general justification for most CFC regimes is rather to 

protect the domestic corporate tax base and prevent tax avoidance.
157

  

 

The objectives behind a CFC regime are not necessarily constant and they could change and 

develop over time in adaption to changes in the country’s general tax system. Changes in the 

general tax system could also trigger the initial employment of CFC legislation. A shift from 

the territorial principle to a residence-based worldwide taxation principle may be an incentive 

for a country to introduce CFC legislation, as was the case in South Africa (2001) and Israel 

(2003).
158

 In these situations, it could be argued that the rationale behind the CFC legislation 

was created by a change in the general tax system.  

 

In a country adhering to the territorial principle for taxation, CFC legislation might seem un-

necessary. Under strict territoriality all foreign source income would be exempted from tax in 

the country, and a country’s strong adherence to this principle could imply that CFC legisla-

tion not should be applied.
 159

 However, erosion of the domestic tax base might be a concern 

                                                                                                                                                         

it mainly applies to passive CFC income (but still not limited to low-tax entities). IFA (2013) pp.532-537, 

OECD (1996) p.25. 
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taxation threshold. The Brazilian CFC regime can be said to consist of a specific anti-deferral rule rather 
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typical CFC regime. Due to its lack of an abuse element the Brazilian CFC regime has been criticized by 

scholars and it has recently been under challenge in the Brazilian Supreme Court. IFA (2013) pp. 159-180 

(especially section.3).  
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in such countries as well, e.g. when mobile income stemming from activities carried out in the 

country is shifted out of the jurisdiction.
 
Hence, even if a country in principle adheres to the 

territoriality principle, it would nevertheless be interested in protecting its tax base from the 

shifting of otherwise taxable income to a foreign low-taxed entity.
160

  France, for example, 

applies the territoriality principle for taxation, and French corporations are, in principle, only 

liable to tax on income derived from enterprises operating in France. However, France also 

has a CFC regime, under which profits made by a CFC benefitting from a privileged tax re-

gime in its country of residence (a foreign country) are subject to tax in France.
161

 

 

 

6.4 Various “target territory” definitions 

6.4.1 Introduction 

Under some CFC regimes the legislation will only apply if the CFC in question is resident in 

certain designated jurisdictions (the so-called “jurisdictional approach”).
162

 Under such CFC 
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regimes the legislation can include a definition of what constitutes a “target territory” or the 

targeted territories may be specifically designated.
163

  

 

A “target territory” under such CFC regimes will typically be low-tax jurisdictions or classi-

cal tax havens. A country offering tax holidays is not necessarily a tax haven in the classic 

sense. Nor would the country necessarily be regarded a low-tax country when the standard tax 

rates under its benchmark tax system is relatively normal (as compared to the country apply-

ing the CFC legislation) c.f. section 2.1.1. An interesting question is thus whether the “target 

territory” definition would take special tax incentives, like a tax holiday, into account.  

 

There are several alternatives for identifying a target territory.  However, two principal meth-

ods (with some variation) could be distinguished, namely the “designated-jurisdiction ap-

proach” and the “comparable tax approach”.
164

 A CFC regime will often have features of both 

of these approaches and a “designated jurisdiction” approach will seldom be used on its own 

but rather in some sort of conjunction with a general definition of a target territory. In order to 

illustrate the differences between these main methods it is, however, useful to look at how 

they apply in their pure form. 

 

In the next subchapters the main “target territory” definitions will be addressed with a special 

focus on how these affect how CFC rules are application to tax holiday CFCs in developing 

countries where the benchmark tax rate is relatively normal.  

 

6.4.2 The designated jurisdictions approach 

Under a pure “designated jurisdiction” approach, the application of the CFC regime is re-

stricted to explicitly identified jurisdictions. Under this approach, the target territories for the 

CFC regime will often be explicitly identified in designated lists of countries either excluded 

                                                                                                                                                         

(2013) pp. 172, 190, 269, 535.  Both approaches tend to reach similar results, largely through either the ex-

emption of either certain locations within the transactional approach (e.g. because of “acceptable” tax rates), 
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from the legislation because they have acceptable tax levels (a “white list”) or included under 

the legislation because they have unacceptable tax levels (a “black list”).
165

  

 

If the CFC regime is based exclusively on white and black lists, the developing country would 

only be regarded as a target territory if it is enlisted on a black list (or excluded form a white 

list). However, the designated jurisdiction approach could also be quite sophisticated. The 

lists need not be made on an all-or-nothing basis and could take special incentives (and simi-

lar exemptions from the general tax system in the foreign country) into account.
166

   

 

A CFC regime will rarely be based exclusively on a list of designated countries.
167

 Even if a 

country operates with white and black lists, this is often used to supplement a “comparable 

tax” approach c.f. section 6.4.3. The lists would then be of a more administrative character 

and only provide a presumption as to the general status of the particular countries listed (i.e. 

“grey” lists).
168

   

 

6.4.3 The comparable tax approach 

6.4.3.1 Various alternatives used for the comparison 

Under the “comparable tax” approach, the application of the CFC regime will be based on a 

stipulation of a specific threshold of what constitutes low taxation. The host country of the 

CFC in question would be regarded as a “target territory” under such CFC regimes if the tax 

rates applied in this host country fail to meet this threshold.
169
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The choice of what to use as the basis for the comparison can be critical for the question of 

whether CFC regimes would be effective in countering tax-planning arrangements under tax 

holiday regimes. Whether such CFC regimes are applicable on a tax holiday subsidiary would 

mainly depend on whether specific incentives are taken into consideration under the compari-

son or not. The main focus here is on developing countries that offer tax holidays while at the 

same time applying relatively normal tax rates under their benchmark system (c.f. section 

2.1.1). The question is thus whether special tax incentives, such as tax holidays, are taken into 

account under the main variants of the comparable tax approach. A relevant issue in this re-

gard is whether the developing country could affect the result by the way the tax holiday is 

designed and applied (possibly in collaboration with the investor).
 

 

The determination of what constitutes a low-tax jurisdiction will usually be made with some 

reference to the level of taxation in the country applying the CFC legislation, but it can also 

be a fixed minimum rate. The CFC regime will apply to any country where the tax impost on 

the CFC is less than a specified tax rate or less than a specified percentage of the tax hypo-

thetically payable had the CFC been resident in the residence country (the country applying 

the CFC regime).  

 

The specified rate chosen for the comparison can generally take three main forms: a) a nomi-

nal tax rate (i.e. statutory); b) the effective average tax rates; or c) the actual foreign tax paid. 

The last choice of comparison is the most frequently applied among countries that use a com-

parable tax approach as this determines the exact benefit the foreign company has derived 

from being located in a particular foreign country.
170   

 

 

6.4.3.2 A comparison based on the nominal tax rates 

If the comparable tax approach is based solely on nominal tax rates, the CFC regime will only 

apply to CFCs located in countries where the statutory tax rates are below a pre-stipulated 

threshold. A comparison based on the statutory tax rates will make the CFC rules easy to ad-
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minister but they will usually not be applicable to CFCs offered a tax holiday in a relatively 

high/normal tax country.
 171

   

 

However, a comparison based on nominal tax rates does not necessarily have to refer only to 

the standard nominal corporate tax rates in the host country. The comparison could also in-

clude statutory tax concessions applied to the type of CFC in question. Under such prerequi-

sites, a tax holiday company could be subjected to the CFC legislation. Nonetheless, this 

would usually require that the eligibility criteria for tax holidays are specified in the legisla-

tion of the host country (and, in addition, that the tax holiday would be given automatically 

when the prescribed conditions are met). If the tax holiday is given discretionally, e.g. in a 

concession agreement between the investor and the host country, the application of the CFC 

regime could be circumvented. Hence, CFC regimes based on a comparison between the 

nominal rates would hardly be an effective prevention against the profit shifting arrangements 

described above (in chapter 4).  

 

CFC regimes rarely use nominal rates as the sole basis for the comparison under the compara-

ble tax approach.
172

 

 

6.4.3.3 A comparison based on the effective average tax rates 

Another alternative under the comparative tax approach is to base the comparison on average 

effective tax rates. “Average” in this context means the average level of effective taxation 

applied in the two countries (on all companies in general or the type of companies comparable 

to the CFC, i.e. not on the particular CFC in question c.f. section 6.4.3.4).  

 

Whether such CFC regimes will be applicable to a CFC granted a tax holiday in the host 

country (when the host country has relatively normal standard tax rates in the absence of the 

tax incentives c.f. section 2.1) will mainly depend on how the average effective tax rates are 
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calculated and the basis for comparison. This is due to one of the inherent characteristics of 

tax incentives, i.e. their targeting. Unlike general tax measures, tax incentives are selective in 

their application and only certain types of investment and/or specified investors are eligible to 

receive the preferential tax treatment under a tax holiday.
173

 Hence, even if some companies 

are granted a tax holiday, the average effective corporate income tax rates in the country will 

not necessarily reflect this. Depending on the calculation of the average effective tax rates, the 

design and application of the tax holiday in the foreign country could also impact the applica-

tion of the CFC regime. 

 

The following analysis will be based on the Norwegian CFC regime, as Norway is one of few 

countries that base their comparable tax approach on average effective tax rates.
174

 The goal 

here is not to give a comprehensive presentation of the Norwegian regime, but rather to illus-

trate how an average effective tax rate comparison can affect the application of CFC regimes 

when the country (where the CFC is established) offers tax holidays to designated investors 

but otherwise has relatively high tax rates under its benchmark system. However, some detail 

is necessary since the nuances in the legislation could affect the CFC regime’s applicability 

on tax holiday CFCs.  

 

The Norwegian CFC legislation is based on a jurisdictional approach in the sense that it only 

applies to entities located in target territories. Target territories are defined as jurisdictions 

considered low-tax countries cf. the Norwegian Tax Act (NTA) section 10-60. 

 

A “low-tax country” is defined in NTA section.10-63
175

 as a country in which the general 

income tax levied on the company constitutes less than two-thirds of the tax that the CFC 

would have been levied if it had been resident in Norway for tax purposes. 

 

The preparatory works emphasizes that the low-tax country assessment should be based on a 

general comparison of the difference in the level of ordinary effective income tax in Norway 
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and in the other State for this type of company.
176

 It is further specified that if the foreign 

company in a single year pays a tax which is less than two-thirds of the Norwegian 

equivalent, this will not be decisive for the low-tax country assessment. Accordingly, the 

comparison of the level of taxation should be based on an assessment of the average effective 

income tax rates, for companies similar to the CFC, in the two States over a period of more 

than one year.
177

 

 

This clarification in the preparatory works has been followed up in case law, by the tax authorities, and 

in legal theory. Important guidelines for the low-tax assessment can be found in the “Cermaq-case” 

from 2006 (Court of Appeal)
178

, which has been followed up in later cases, most recently in a judgment 

of the Supreme Court in 2014, the “Aban-case”.
179

 In the Cermaq-case, the Court referred to the 

preparatory works and stated that low-tax assessment should not be based on the specific company's 

individual tax position. Rather, it should be based on a more general comparison of the difference in the 

level of ordinary income in Norway and the foreign country, adjusted to the particular type of company 

and industry. 
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When a comparable tax approach is based on the effective average tax rates, a relevant 

question in relation to tax holidays is whether the estimate of the average effective rates is 

based on all companies operating in the foreign country or if it is limited to companies 

engaged in the same sector/industry/activities as the CFC. The basis for the comparison (i.e. 

which companies that are included in the average) would be crucial for the applicability of 

CFC rules to a tax holiday subsidiary established in a country where the standard corporate 

tax rate otherwise is relatively high.  

 

For example, with a Norwegian corporate tax rate of 27 %, the threshold of two-thirds under the 

Norwegian CFC regime will be met if the effective average corporate income tax in the CFC’s 

residence country is at least 18 % (two-thirds of 27 %). If we assume that the residence country of the 

CFC has relatively high corporate tax rates under their benchmark system, e.g. a corporate tax rate of 

30%, like in Nigeria
180

, and a tax holiday is given only to foreign companies operating in a few 

specified sectors/industries, the average effective tax rate on corporate income in this country (when 

taking all companies operating in the country into consideration and not just the ones qualifying for the 

tax incentive) will very likely be higher than the low-tax threshold (18% if the parent company is 

Norwegian) even if the particular CFC actually qualifies  for a tax holiday and enjoys an effective tax 

rate of 0%.  

 

In order for the CFC regime to be applicable on tax holiday companies (established in a 

country with relatively high corporate tax rates), the calculation of average effective tax rates 

used under the comparable tax approach should at least be based on the host country’s tax 

treatment of companies similar to the CFC, i.e. companies operating in the same sector and 

industry and performing the same activities as the CFC in question (because tax incentives 

often are given to the same types of companies/investments). To ensure that the rules are even 

more effective the comparison could alternatively be based on the average effective tax rates 

applied to companies benefitting from tax holidays (or other specific tax incentives) in the 

host country. 

 

If the assessment of the average effective tax rates under the low-tax definition is adapted to 

the particular type of companies similar to the CFC, the host country will be more likely to 

fall under the low-tax definition. If the calculation of average effective tax rates are based on 

companies operating in the same sector/industry/region as the CFC, and to companies that 
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perform similar activities as the CFC, it is likely that special tax incentives will be taken into 

account under the calculation, at least if the tax holiday is granted automatically to all 

companies that meet certain conditions.  

 

Tax holidays (as well as other tax incentives) can be specified in the host country’s legislation 

and offered automatically to any investments that fall under the scope of the provisions.
181

 

The preconditions for the incentive would then typically be specified in the legislative mate-

rial in the country (e.g. by listing which specific regions/designated geographical areas or in-

dustries/sectors qualify for the tax holiday and what kind of companies and activities are eli-

gible for the beneficial tax treatment).  

 

However, the granting of incentives can be left to the discretion of the respective authorities 

and be granted either by application or after negotiations between the foreign investor and the 

host country (e.g. as a part of a broad concession agreement).
182

 And even if the incentive is 

specified in the legislation, it can, in these cases too, be available only after prior approval by 

the authorities (and perhaps under certain conditions and contingent upon the fulfilment of 

certain requirements). A common feature of tax incentives offered by developing countries is 

that the margin of discretion available to the respective authorities often is wide. The authori-

ties can usually exercise considerable discretion in granting a tax holiday, especially in the 

case of concession agreements.
183

  

 

In the case of discretionary tax holidays, it is not that obvious that the CFC regime in the resi-

dence country of the investor will apply to the CFC offered such special tax treatment. Under 

a concession agreement, for example, various requirements and conditions can be set for the 

granting of a tax holiday and the design and application of the tax holiday can thus vary form 

one investor to another. The differences in the application of the discretionary powers of the 

authorities may easily lead to huge differences in the tax treatment of similar investors, and 

the legislative material of a country can thus give a misleading picture of a country’s invest-

                                                 

181
 Viherkenettä (1991) p. 16. Easson (2004) p.162.  

182
 Viherkenttä (1991) p.16. 

183
 Viherkenttä (1991) p.20. 



 

63 

 

ment policy.
184

 The individual CFC can be given a tax treatment quite distinct from similar 

types of companies, even when they operate in the same industry and region, and perform 

similar activities. Hence, even if the comparison under the CFC regime is based on the aver-

age effective tax rate that apply to companies similar to the CFC, this may not reflect the real 

tax treatment of the individual CFC. Average effective tax rates will perhaps in these cases 

not be able to provide an accurate picture of the taxation of the specific CFC. 

 

This may indicate that discretionary applied tax holidays can more easily escape the scope of 

capital exporting countries’ CFC regimes (when they use a comparable tax approach based on 

the average effective tax rates). If a CFC is granted a tax holiday based on a specific 

application and under certain requirements and conditions set by the authorities, it is possible 

that this special tax treatment not will be taken into consideration under an average effective 

tax rate assessment. This outcome is perhaps even more obvious if a tax holiday is granted in 

a concession agreement between the foreign investor and the host country, for example, one 

in which taxation is just one of several issues negotiated and possibly a trade-off for other 

aspects (e.g. in exchange for the undertaking of developing the infrastructure, use local 

resources, or other performance requirements). 

 

The question of whether the “low-tax country” assessment should take specific tax incentives into 

consideration has occurred in Norwegian administrative practice, e.g. in decision 2009-082KV. In this 

case, the question was whether Egypt should be considered a “low-tax country” because the company in 

question was offered a reduced tax rate in Egypt. Under this tax incentive the company was offered a 

reduction in the tax rate (from 20 to 10%) for a five-year period. The tax administration concluded that 

this incentive not should be included in the basis for the comparison. Egypt was thus not considered a 

“low-tax country” in this situation. There were, however, several factors in this case that led to this 

conclusion: The incentive was granted as a response to recessions in the economy with the objective of 

strengthening and rebuilding the domestic business. The incentive was only granted by specific 

application and only given to a few companies. Furthermore, the tax reduction was only given for a 

short time period, and the eligibility was dependent on several strict requirements and conditions (e.g. 

the company had to build a new factory, significantly increase and develop the production capacity, hire 

several new employees, increase the share capital, and implement environmental protection measures).  

The tax authorities stated in the case that the outcome would be the opposite as regards “normal” tax 

holidays in Egypt, i.e. tax reductions that applied more generally in certain economic zones/geographic 
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areas (and where qualifying companies not would have to offer any favors in return (such as an increase 

in the production), and would normally apply to a larger group of companies or more types of business 

operations. 
185

 

 

A CFC regime based on the comparable tax approach using average effective tax rates as a 

basis for comparison will not necessarily be effective in countering the tax planning arrange-

ments under a tax holiday regime. This will of course depend both on how the tax holiday is 

designed and applied and on how the average effective tax level is calculated.  

 

6.4.3.4 A comparison based on the actual foreign tax paid 

CFC regimes that apply the comparable tax approach usually base the comparison between 

domestic versus foreign tax on the actual foreign tax paid by a particular CFC (i.e. the effec-

tive tax rate levied, in the host country, on the CFC in question).
186

 Under this method the 

focuses is on a particular CFC and the benefit derived from it being based in an exact coun-

try. The actual tax impost on each individual company would then be established.  

 

Under this approach the country could either specify an effective (minimum) rate of foreign 

tax (as is done in e.g. Japan
187

 and Germany
188

) or set a threshold based on a percentage of the 

domestic tax payable had the CFC been resident in the country applying the CFC rules (this is 

the method used in France
189

and Sweden
190

 for example). If the actual foreign tax paid on the 

income by the CFC is less than this prescribed rate the CFC regime would then apply. 

 

Under this approach, it is wholly possible for the CFC regime to apply to a CFC in a high-tax 

jurisdiction (a country with a relatively high effective tax level) if the system of relief or ex-

emptions (e.g. under a tax holiday) in the host country would result in a low effective tax rate 
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for the specific CFC in question.
191

 A comparison based on the actual foreign tax paid would 

normally be the most effective way of designing a CFC regime in order to ensure applicability 

to CFCs offered a tax holiday in a developing country with relatively normal standard tax 

rates as compared to the residence country. Such CFC regimes would take special tax incen-

tives into considerations as this method determines the exact benefit the CFC has derived 

from being established in the particular foreign country (i.e. been granted the tax incentive).
192

 

 

When the comparison under the comparable tax approach is based on the actual foreign tax 

paid, a CFC benefitting from a tax holiday will normally fall under this “target territory” defi-

nition. CFC regimes that apply this alternative will thus often be effective in preventing profit 

shifting to a foreign tax holiday company.  

 

6.5 Are CFC regimes applicable to income shifted to tax holiday 

companies? 

6.5.1 Introduction  

The application of CFC rules is often dependent on the nature of the income derived by the 

tax holiday CFC. Most CFC regimes will only apply to certain categories of income earned by 

the CFC, namely so-called “tainted income”. The CFC legislation would then need to define 

the type of income attributable to domestic shareholders.
193

The question addressed in this 

chapter is whether the type of income typically shifted to tax holiday companies (e.g. under 

the tax planning techniques described in chapter 4) will fall under the scope of various CFC 

regimes’ “tainted income” definitions.  

 

A tax planning arrangement under tax holiday regimes will usually include a transfer/shift of 

mobile forms of income, i.e. income that easily can be diverted to foreign entities subject to 

low or no residence taxation. In order for CFC rules to counter profit shifting to foreign tax 

holiday companies, the CFC regimes have to cover income typically derived from highly mo-

bile investments (and which can be easily shifted to low-tax jurisdictions).  
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There are generally two primary methods for determining what income is subject to attribu-

tion – the transactional approach (c.f. section 6.5.2) and the entity approach (c.f. section 

6.5.3). In the former, only tainted income is attributed to the resident shareholders of the CFC, 

whereas in the latter, either all or none of the CFC’s income is attributable to the resident 

shareholders of the CFC. 
194

 

 

6.5.2 Transactional approach  

Under a transactional approach, current shareholder taxation only applies to certain categories 

of the CFCs income. This method concentrates on the nature of the income derived by the 

CFC and applies only to tainted CFC income. The relevant question in relation to profit shift-

ing arrangements under tax holiday regimes is thus whether various tainted income definitions 

would include the type of income typically shifted under such arrangements.  

 

A distinction is often made between passive and active income. Generally, CFC regimes seek 

to eliminate the benefit of deferral for passive income whereas active business income nor-

mally will be excluded from the regime (i.e. not is regarded as tainted income).
195

 Passive 

income such as interest, portfolio dividends, royalties, and rents received by the CFC would 

then normally be subject to attribution. This is the most portable form of income and easily 

able to be transferred cross-border to foreign entities (e.g. in order to defer or avoid domestic 

tax). However, the meaning of passive income varies from country to country.
196

  

 

Under the profit shifting arrangements described in chapter 4, the income derived by the tax 

holiday company would usually be characterized as passive income. Under financing activi-

ties (c.f. section 4.3), or when IP rights are transferred to the tax holiday CFC (c.f. section 

4.4), the income shifted to the tax holiday CFC would normally be of a passive nature, e.g. 

                                                 

194
 Fundamentals of International Tax Planning (2007) p.213. 

195
 OECD (1996) p.46.  

196
 OECD (1996) p.49. Passive income may be defined directly by listing the typical types of income covered, 

which is done in the UK (through various “gateway” provisions) and in the US (as Subpart F income), or in-

directly by defining passive income in the negative as income other that a corporation’s active business in-

come, which is done in Germany (in a conclusive catalogue of activities considered to produce active in-

come) . IFA (2013) pp. 771-775, 795-798, 333-335 respectively.  
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interest and royalty payments. This type of shifted profit would usually be covered by tainted 

income definitions. In addition, the use of artificial transfer prices (c.f. section 4.2), would 

often be corrected under transfer pricing rules.
197

 Profits shifted to the tax holiday CFC under 

supply chain management (c.f. section 4.5), on the other hand, would often be characterised as 

active income, e.g. sales and service income, and would not necessarily be covered by a 

tainted income definition.  

 

However, such general observations are often modified under domestic CFC legislations. In-

come which normally would be regarded passive could be excluded from the tainted income 

definition under certain conditions (c.f. section 6.5.2.1). Similarly, income which normally 

would be regarded as active income could fall under the tainted income definitions in some 

situations. Such special provisions could affect the application of the CFC rules to the profits 

typically shifted to the tax holiday company under the profit shifting arrangements described 

in chapter 4.  

 

The modifications in the general distinction between active and passive income relates to spe-

cific nuances in the CFC legislation. In order to illustrate such modifications it is thus neces-

sary to incorporate rather detailed examples from domestic CFC rules. The examples are 

mainly based on the CFC rules in three of the major important industrialized capital exporting 

countries that apply a transactional approach, namely the UK, the USA and Germany.
198

 

However, the attempt here is not to provide a comprehensive presentation of the CFC legisla-

tion of any country but rather to illustrate some examples that are particularly relevant in rela-

tion to the profit shifting arrangements described in chapter 4.  

                                                 

197
 However, the effect of applying an “arm’s length rule” to the transactions will only be to make sure that the 

market price is used, and is not an effective measure against routing of passive income. Where the transac-

tion between the related companies is conducted on arm’s length basis, any corrections under transfer pri-

cing rules will not be applicable. If CFC-rules also apply to related party transactions, i.e. where the income 

derived by the CFC is disproportionate to the amount of economic activity exercised by the CFC, such CFC 

legislation could be used to reinforce transfer pricing rules. However, this would require that the CFC re-

gime applies on all types of income, active as well as passive.  Otherwise it will be of limited use in this re-

spect. IFA (2013) p.51. OECD (1996) p.11.  

198
 The US, the UK and Germany were ranked respectively as number 5, 1 and 6 of the top 20 investor econo-

mies in 2012 in UNCTAD’s World Investment Report, 2013.   
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6.5.2.1 Passive income excluded from the CFC regime 

Passive income under CFC legislation would generally denote interest, royalties, portfolio 

dividends and rents (and under some circumstances also capital gains).
199

   

 

One type of passive income which requires particular attention is the treatment of inter-

affiliate payments of interest (c.f. section 4.3).
 200

  In general, interest income is considered 

passive income and would usually be included in a “tainted income” definition and thus sub-

ject to CFC taxation. This is the case in Germany, for example, where interest on loans re-

ceived by a CFC from a related entity always is considered passive income under the CFC 

regime.
201

 However, such intra-group payments might be given a special treatment under 

some CFC regimes.  

 

Under some CFC regimes the arrangements where a CFC is used by the MNE to finance the 

activities of various companies in the group could be excluded from the application of CFC 

legislation if the financed companies conduct legitimate business activities. All companies in 

an MNE are normally regarded as separate legal entities (c.f. section 3.1.3). The characterisa-

tion of payments received from one company to another, e.g. interest payments, would usually 

not depend on how the income is characterised in the paying company. However, under some 

CFC regimes the characterisation of interest income received by a CFC from a related com-

pany could depend on the use to which the lent funds are put in the related company. When 

the financed related company uses the borrowed funds in its active business, the source of the 

interest income would usually be the active business of the financed company. It could thus 

be argued that the interest received by the lender (the CFC) not should be treated as passive 

income.
202
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 OECD (1996) pp.49-54, IFA (2013) p.34. 

200
 Banks and other financial institutions where interest is the main source of business income is often also ex-

cluded from tainted income definitions under various CFC-regimes. Some minimum presence (in the host 

country) and/or arm’s length dealing requirements will often be attached to such exemptions. OECD (1996) 

p.50.  

201
 Under exceptional circumstances, interest may qualify as active income under the German CFC regime but in 

practice interest income would be regarded as passive income. IFA (2013) p.333-336. OECD (1996) p. 51. 

202
 OECD (1996) pp.49-52.  
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Under the Canadian CFC regime for example, interest received by a CFC from a related com-

pany is regarded as active business income of the CFC if the loan was used to earn active in-

come in the related company.
203

 Hence, when a tax holiday subsidiary is used as an intragroup 

finance intermediary (c.f. section 4.3.2.) the application of CFC legislation might depend on 

how the loan provided from the tax holiday company is used by the lending subsidiary (S).  

 

Under the US CFC regime there is an important exception to the general rule of inclusion for 

passive income earned through US CFCs.  

 

One of the main categories of passive income (subpart F income) subject to the US CFC re-

gime is called FPHC (Foreign Personal Holding Company Income). FPHC consists of passive 

income such as dividends, royalties, rents and interest. The payment of e.g. interest or royal-

ties from one CFC to another would, in principle, be treated as taxable income for the US par-

ent under the CFC regime. One important exception to this is the “same country exception”. 

When the payment to the CFC is made from i) a related entity ii) which is organized and op-

erates in the same foreign country as the CFC and iii) the payer’s assets are used in trade or 

business located in the payer’s country of incorporation (which also is the country of incorpo-

ration of the related CFC), the payment would not be regarded as tainted income of the 

CFC.
204

  Hence, if the CFC receives interest payments from a related company organised and 

carrying out genuine business activities in the same country as the CFC the income would 

usually not be covered by the US CFC regime. Rental income or royalty income derived from 

                                                 

203
 An exemption from the tainted income definition (passive income is defined as foreign accrual property in-

come, “FAPI”) for interest income earned by an offshore financing affiliate of a Canadian corporation pro-

vided that the loan was used (by the borrowing affiliate) to earn active business income (and that the loan 

was given to another foreign affiliate of the Canadian taxpayer in which the Canadian corporation has a 

qualifying interest, i.e. at least 10% of the shares). In such circumstances the interest income earned by the 

financing affiliate is not included in the tainted income definition (FAPI income) and thus not subject to 

CFC taxation. Under some conditions, the interest income may also be repatriated to Canada without Cana-

dian tax. This will thus result in double non-taxation. IFA (2013) pp.194-195. OECD (1996) pp.50-51.  

204
 OECD (1996) pp.50-51, IFA (2013) p.795.  
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the active conduct of trade or business may also be excluded from the tainted income defini-

tion.
205

  

 

This exception is allegedly based on the theory that when both companies are established in 

the same country they would usually be subject to the same tax regime and thus have little 

incentive to engage in tax transactions aimed at avoiding US tax.
206

 However, this is not nec-

essarily the case when the CFC is established in a country that offers tax holidays to certain 

qualifying companies. Hence, if the tax holiday company is used to finance related companies 

established in the same developing country (e.g. a related company not qualifying for the tax 

holiday and thus subject to the standard corporate income tax in the developing country) and 

the related company is engaged in trade or business operations in the developing country, the 

interest payments received by the CFC would not fall under the target territory definition un-

der the US CFC regime. Hence, such financing arrangements (c.f. section 4.3) could, under 

these conditions, be used to reduce the overall tax burden of the MNE when the parent com-

pany is resident in the US.  

 

Under the UK CFC regime, there is also an exemption for group finance companies in some 

circumstances (c.f. section 4.3.).
207

 The UK CFC regime includes an exception for so-called 

“qualifying loan relationships” (QLR), which could be exempt (either partially or fully)
 208

 

from CFC taxation when certain conditions are met. In order for these rules to apply, the CFC 

must have a physical presence in its territory of residence. A lending relationship of a CFC 

would qualify as a QLR when the CFC is the creditor of the loan and the ultimate debtor is a 

(non-UK resident) company which is controlled by the same UK resident(s) that controls the 

                                                 

205
 IFA (2013) pp.795-796. The same “same country” exclusion exists for certain dividends, rents and royalties.    

206
 Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple Inc.) part II, chapter H, p.15.  

207
 Under the UK CFC regime (non-trading) finance profits derived by the CFC from lending to other members 

of the MNE would, in principle, be subject to CFC taxation where either the funding for the loan is provided 

from UK capital investment (e.g. if the UK parent company or a UK connected company subscribes for 

shares in, or makes any other type of capital contributions to the CFC ) or to the extent that the key man-

agement functions relating to the loans and their associated risks are undertaken by UK persons. Draft 

HMRC guidance, Overview of CFC rules section 21, see also Draft HMRC guidance, The CFC charge 

gateway: Chapter 5: non-trading finance profits.  

208
 When this exception applies the general rule is that 75 % of the profits of the qualifying loan relationships of 

the CFC will be exempt.  
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CFC providing the loan. However, when the loan is given to another CFC this exception is 

more limited; if this financed company (another CFC) derives profits that falls under the 

tainted income definition (under the UK CFC regime), and if the debtor’s costs with respect to 

the loan would reduce the amount which would be taxable under the UK CFC regime, the 

loan would not qualify for the exception. In addition, the loan cannot be part of arrangements 

which have tax avoidance purposes.
209

  

 

Under these domestic provisions the profit shifting arrangements under inter-affiliate financ-

ing arrangements (c.f. section 4.3) could in some circumstances be possible without the inter-

ference of CFC legislation. The essence of such exceptions is that the inter-affiliate payments 

(of in principle passive income) are regarded active income in some circumstances. This 

would typically be the case when the CFC has a physical presence in the host country and the 

payments are made from related companies that carry out genuine business activities.   

 

If interest payments are not covered by the tainted income definitions, it could be possible for 

the MNE to achieve a “double dip”, i.e. one loan (from a bank to the parent company) could 

give rise to two interest deductions within the group (the parent company could claim deduc-

tions for the interest paid to the bank, and the financed subsidiary could claim deductions for 

the interest paid to the tax holiday CFC). At the same time no tax would be paid on the in-

tragroup transfer of funds (since the payments are received by a CFC offered an exemption 

from tax under a tax holiday, and the CFC regime in the parent jurisdiction does not charac-

terise the payments as passive income, c.f. chapter 4.3.2). This is not necessarily a problem 

with the CFC legislation as such, but could rather be alleged to be a problem with any domes-

tic rules that allow resident companies to deduct interest on loans used in intragroup financ-

ing. The effect under such arrangements could be reduced by implementing limitations on 

interest deductions (e.g. thin capitalization rules).   
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 IFA (2013) pp.773-774, 776-77, Draft HMRC guidance, Exemptions for profits from qualifying loan rela-

tionships: Chapter 9 (see especially sections 28-29).  
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6.5.2.2 Tainted “active” income  

 When a tax holiday company is used in a supply chain arrangement as a sales or distribution 

centre (c.f. chapter 4.5) it would receive service or sales income. This type of income is usu-

ally regarded active income. Under certain circumstances, however, such sales or service in-

come could fall under tainted income definitions – often referred to as “tainted base company 

income”.   

 

Whether such income would be regarded tainted depends on the circumstances in which the 

income is derived. A primary consideration in this regard is the geographic location of the 

transactions, i.e. in which market the CFC derives the income (i.e. whether the transaction is 

made in the domestic jurisdiction where the controlling shareholders are resident, the country 

in which the CFC is established - in the local market - or a third market). Another considera-

tion is the relationship between the parties of the transaction, e.g. whether the base company 

income is derived from related or unrelated parties.
210

 When the transaction is between related 

parties, a relevant consideration is often whether the income derived by the CFC is dispropor-

tionate in relation to the activities it undertakes. Such tainted income definitions could thus be 

used to strengthen transfer pricing rules.
 211

   

 

Under the German CFC regime, trading activities and the providing of services are gener-

ally considered active business. However, this is not the case if the transactions are carried out 

with related parties, i.e. between the CFC and domestics shareholders or a party related to the 

shareholders. Income derived from such related-party transactions would usually be regarded 

as tainted income and thus subject to the CFC taxation. Nevertheless, if the taxpayer proves 

that, although trading with related parties, the CFC carries out a genuine and independent 

business operation and earns income without the participation of its controlling shareholders 

or other related persons, the income could be excluded from CFC taxation.
212

 Relevant factors 

                                                 

210
 What constitutes related parties under various CFC regimes may vary. However, when one corporation is 

controlled by another, or when two or more corporations are controlled by the same person, they would usu-

ally be considered related parties. A CFC would thus be considered related to its parent company and usually 

also to other companies in the same corporate group. OECD (1996) p.57.  

211
 OECD (1996) p.55. IFA (2013) pp.34-35. 

212
 OECD (1996) pp.57-58, IFA (2013) pp.333-334.  
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under this assessment are whether the CFC is independently managed, has a fixed place of 

business and sufficient employees to carry out the business.
213

 

 

To submit such proof would be difficult when the tax holiday CFC is used in a supply chain 

management arrangement where the main aim is to reduce the overall tax burden in the MNE 

and where the arrangements is mainly formal (i.e. the economic actives are not substantially 

altered). In the example in section 4.5 above the CFC is used to act as the initial buyer of fin-

ished products from a manufacturer in another country, re-sell the final products to other 

companies pertaining to the same corporate group, and retain the resulting profits without 

actually carrying out much substantial activity in the host country. The income derived by the 

CFC in such situations would then normally be regarded as tainted income if the parent com-

pany is resident in Germany.   

 

The CFC regime in the US would also apply to a CFC’s sales income derived from transac-

tions with related parties when the transactions do not have a specified connection
214

 to the 

CFC’s residence country (the country of organization).
215

  

 

Under the US CFC regime, income derived by the CFC from the sale of personal property 

(e.g. inventory) in the ordinary course of its trade or business would in principle not be in-

cluded in the tainted income definition (i.e. not fall within the definition of Foreign Base 

Company Sales Income, FBCS, which is a category of Subpart F income). However, this is 

not the case if the sales transaction is made between related parties
216

 and the residence coun-

try of the CFC (its country of incorporation) is neither the origin nor the destination of the 
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 OECD (1996) p.60. 

214
 The transaction would usually be considered to have a special connection to the CFC’s country of organisa-

tion if the products sold by the CFC are manufactured in this country or the products are sold for use in this 

country.  

215
 Similarly, income from services provided by the CFC would be regarded as tainted base company income if 

the services are performed for, or on behalf of, a related person outside of the CFC’s country of organization 

(e.g. outside the local market). IFA (2013) p.797.  

216
 A transaction would be considered made between related parties if the CFC purchases property from a related 

person and sells it to an unrelated person or purchases property from an unrelated person and sells it to a re-

lated person. The same would apply when the CFC acts on behalf of a related person with respect to the pur-

chase or sale of property and receives a commission. 
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goods (transactions made outside the local market). When the tax holiday is used to buy final 

goods from a manufacturer in another jurisdiction and then resell the goods to a related com-

pany for the use in a third jurisdiction (as described in chapter 4.5.), the U.S CFC regime 

would usually apply to the income retained by the tax holiday company from such transac-

tions. When the CFC regime applies to CFC income derived from sale of personal property 

which is both produced outside the CFCs country of organization and distributed or sold for 

use outside that country, the rules will discourage MNEs from splitting the manufacturing 

function from the sales function (which otherwise could be done in order to shift income to 

the tax holiday company, c.f. chapter 4.5). 
217

  

 

However, the US CFC regime provides a “manufacturing exception” which excludes income 

from the sale of property manufactured or produced by the CFC from the tainted income defi-

nition (FBCS). Under the arrangements described above in chapter 4.5 the CFC would usually 

not meet either of the two (alternative) physical manufacturing tests required to claim this 

exception, namely a substantial transformation test and a substantial activity test. However, a 

CFC might also qualify for the exception if the CFC makes, through its own employees, a 

“substantial contribution” to the products sold. A substantial contribution would include ac-

tivities such as the “oversight and direction of the production of the activities or the proc-

ess”.
218

  This exception would allegedly be easy to claim.
219

 Under certain circumstances, this 

exception (from the tainted income definition) could thus ensure that the arrangement de-

scribed in chapter 4.5 would avoid the application of the US CFC regime.
220

 

 

In some situations, trading profits derived by a CFC would also be regarded tainted income 

under the UK CFC regime. Tainted income would in general include CFC profits that are 
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 Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple Inc.) part II, chapter I, pp. 15-16. 
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 IFA (2013) pp.796-797. 
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 Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple Inc.) part II, chapter I, pp.15-16..  
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considered artificially diverted from the UK.
221

 Hence, if the CFC’s profits are linked to UK 

activities they would, in principle, be subject to a CFC charge.
222

  

 

Trading income will only be excluded from the UK CFC regime if a number of (accumula-

tive) conditions are met. The CFC would first have to meet a “business premise condition”, 

i.e. the CFC must have a business establishment (a physical presence) in its territory of resi-

dence, from which its activities in that territory are carried out. Secondly, the CFC must meet 

an “income condition”, which limits the extent to which the CFC’s relevant trading income
223

 

can arise from the UK (i.e. from UK residents or UK permanent establishments). This is to 

ensure that CFCs with a significant level of operations in the UK are subject to CFC taxation. 

Thirdly, the CFC has to meet an “export of goods condition”, which limits the extent to which 

the CFC can generate income by exporting goods from the UK. This condition would restrict 

routing operations, which generates sales income for the CFC but which rely on the supply of 

goods from the UK. Fourthly, the CFC has to meet an “Intellectual Property (IP) condition”, 

which limits the extent to which CFC profits can be derived from IP transferred (directly or 

indirectly) from related parties in the UK.
224

 This could limit the possibility to use cost-

sharing agreements in order to shift profits between related companies. Fifthly, the CFC has 

to meet the “management expenditure condition”, which limits the amount of management of 

the CFC’s business that can be undertaken in the UK. In order to meet this condition, only a 

limited percentage (not exceeding 20%) of the overall expenditure (incurred by the CFC and 

                                                 

221
 Profits which fall within one of the “gateway” provisions under the UK CFC rules would be considered artifi-

cially diverted from the UK. Draft HMRC guidance, Overview of CFC rules. 

222
 Profits earned by a CFC with respect to assets held and/or risks born, where the majority of the key manage-

ment functions in relation to those assets or risks are undertaken by UK connected persons, would be con-

sidered attributable to UK activities where the arrangements giving rise to those profits wouldn’t occur if the 

key management function undertaken in the UK were to be undertaken by third parties and where any non-

fiscal benefits realised from the arrangements do not represent a substantial proportion of the overall benefits 

provided by the arrangements. IFA (2013) pp.771-772, Draft HMRC guidance, The CFC charge gateway: 

Chapter 4: Profits Attributable to UK Activities. 

223
 “Relevant trading income” does not include UK income from sale of goods produced in the CFC’s residence 

country. Draft HMRC guidance, The CFC charge gateway: Chapter 4: Profits Attributable to UK Activities. 

224
 Limitations can also be found under the German CFC regime. The income derived by the tax holiday com-

pany (the CFC) from its exploitation of IP would only qualify as an active business activity if the IP is a 

product of the CFC’s own research and development activity. IFA (2013) p. 334. 
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related companies) on the management or control of assets and risks
225

 from which the CFC’s 

profit arises, can be incurred in relation to management functions carried out in the UK.
226

 

 

In addition all these conditions for an exclusion from CFC taxation in the UK are subject to 

an anti-avoidance rule. Hence, even if the above conditions are met, this exclusion from the 

tainted income definition would not apply if the corporate group (of which the CFC in ques-

tion pertains) has (re)organized a significant part of its business with a main purpose of secur-

ing that the exclusion applies.
227

  

 

In general, even if a CFC is not involved in related party transactions, related persons could 

provide substantial assistance to the CFC in earning its sales or service income. Where such 

assistance is provided, the income might be subject to CFC taxation, at least in circumstances 

where such income could not have been earned without the assistance of the parent or a re-

lated company. Both the US, UK and the German CFC legislation includes specific rules 

which treat income earned by a CFC as tainted income where the assistance provided by re-

lated parties to the CFC constitutes a significant factor in the earning of the income.
228

 In ad-

dition, any exceptions would usually require that the CFC has a substantial and independent 

business operation in its country of establishment (i.e. it is independently managed, has a 

fixed place of business and sufficient employees to carry out its business).  

 

 

6.5.3 Entity approach 

Some CFC regimes apply an all-or-nothing approach when determining what income is sub-

ject to attribution. Once it is established that the CFC rules should apply to the CFC (typically 

based on a target territory assessment), the CFC regime is applied on all the profits of the 

CFC. Under such CFC regimes the attribution is not restricted to tainted types of income, and 
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 E.g. expenditure in relation to any member of staff that carries out relevant management functions in the UK.  

226
 Draft HMRC guidance, The CFC charge gateway: Chapter 4: Profits Attributable to UK Activities,            

Section 74-112, IFA (2013) p.773. 
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 IFA (2013) p.773, Draft HMRC guidance, The CFC charge gateway: Chapter 4: Profits Attributable to UK 

Activities, Section 108-112.  
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the shareholder’s share of the CFC’s entire income is either taxed or not taxed. This all-or-

nothing approach is often referred to as an “entity approach”
 229

 

 

There are a few countries that subject all the CFC’s income to domestic shareholders once it 

is established that the CFC is resident in a “target territory” (unless any exemptions apply). 

This is, for example, the case under the French, Japanese, Norwegian and Swedish CFC re-

gimes.
230

 When the entity approach is used, the legislation will often provide certain exemp-

tions from the regime, typically if the CFC in question is engaged primarily in genuine busi-

ness activities (typically commercial or industrial activities).
231

 Whether the rules would apply 

on a tax holiday company would then depend on how the exemptions are designed. Any ex-

emption would apply to the CFC itself, rather than to (parts) of its income.  

 

Important in this context a common exemption for CFCs engaged in genuine business activi-

ties.
232

 If the tax holiday CFC is regarded to be engaged primarily in genuine industrial or 

commercial activities this exemption would often apply, and the CFC would then be com-

pletely excluded from the CFC regime (all-or-nothing approach).
 233

 In order to qualify for 

this exemption the type of business carried out by the CFC and the nature and extent of the 

CFC’s presence in its country of establishment will be relevant. In addition the nature of the 

income derived by the CFC will often be relevant in order to claim this exemption. These cri-

teria are similar to the features used by countries which utilise a transactional approach in 

defining base company income, (c.f. section 6.5.2.2).
234

  Hence, if the tax holiday income is 

derived with substantial assistance from related parties and little activity is carried out in the 
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 OECD (1996) s.48, Viherkenttä (1991) pp.85-86.  

230
 IFA (2013) pp. 308-312, 426-438, and 708-717. NTA section 10-61.  

231
 OECD (1996) p.69. Under the French CFC regime, for example, an exemption from CFC taxation is provided 

for CFCs that carry out an “effective industrial and commercial activity” in the territory where the CFC is 

established, i.e. in the local market (“safe harbour clause”). IFA (2013) p.311. 
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 OECD (1996) pp.67-76. Other exemptions include, inter alia, exemptions for CFCs that distribute a certain 

percentage of their income in a year, a motive exemption for CFCs which are not established for the purpose 

of avoiding domestic tax, and a de minimis exemption where the total income or tainted income of the CFC, 

or a shareholder’s pro rata share of such income, does not exceed a certain amount.  

233
 Viherkenttä (1991) p.85.  

234
 OECD (1996) p.70.  
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territory where it is established (the local market) the CFC would usually not fall under the 

exemption (c.f.6.5.2.2).  

 

Under the Norwegian CFC regime, for example, the regime is limited to situations where the 

CFC’s income is mainly of a tainted kind (this exemption is only available for CFCs that are 

resident in a country with which Norway has concluded a tax treaty).
235

 Hence, the Norwe-

gian CFC regime will only apply if the income derived by the CFC is of a mainly passive 

character, and if so, all the income of the CFC will be attributed to domestic shareholders.
236

  

 

A CFC regime based on the entity approach could be prone to abuse, especially when an ex-

emption is provided for CFCs that mainly derive untainted income (or primarily is engaged in 

genuine business activities). The MNE could then ensure that the portion of passive income 

shifted to the tax holiday CFC is just below the threshold and thus circumvent the CFC 

charge. The tax holiday company would normally be required (under the tax incentive re-

gime) to carry out some genuine business actives in the host country in order to benefit from 

the tax holiday (e.g. if a tax holiday is granted to investment in specific sectors such as agri-

culture, tourism or manufacturing).  If the amount of income derived from such active busi-

ness would be sufficient to qualify for an exemption under the CFC regime (e.g. the exemp-

tion for CFCs engaged in genuine business activities or an exemption for CFCs that derives 

mainly active income), the tax holiday CFC could be used to shelter passive income without 

being subject to the CFC regime.  For example, if the CFC only is subject to CFC taxation if 

it mainly derives passive income, (and “mainly” is interpreted as more than 50 per cent), pas-

sive assets of the CFC could generate 50% of the CFC’s income before the CFC regime is 

applied. Under the entity approach all the income of the CFC would then be exempted from 

CFC taxation (even if 50% of the income could be regarded tainted income).  

 

If the entity approach is used without any exemptions, the application will be solely depend-

ent on whether the host country of the CFC is regarded as a target territory, c.f. section 6.4. 

                                                 

235
C.f. NTA s.10-64(1) a. “Selskapet eller innretningen er omfattet av avtale Norge har inngått med annen stat til 

unngåelse av dobbeltbeskatning, og selskapets eller innretningens inntekter ikke hovedsakelig er av passiv 

karakter”.  

236
 A definition of passive income is not provided in the legislation but a number of specific examples are given 

in the preparatory works c.f. Ot.Prp.nr.16 (1991-1992) p.155. 
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Hence, once it is established that host country is a target territory, the entire CFC’s income 

will be attributed to the shareholders. An entity approach without any exemptions provided is 

rarely used, but some examples exist, for example in Norway (under certain conditions). For 

CFCs resident in a country with which Norway doesn’t have a tax treaty (and where the CFC 

is established outside the EEA) the entity approach would be used without further exemp-

tions.
237

 Even if Norway has an extensive tax treaty network, far from every developing coun-

try is covered.
238

 If the tax holiday CFC is established in a country with which Norway 

doesn’t have a tax treaty, the entire CFC’s income would be attributed to a Norwegian parent 

company (if the host country is regarded a “low-tax country” cf. section 6.4.3.3.). If the host 

country is regarded as a low-tax country, income shifted to the CFC under various profit shift-

ing arrangements would then be covered by the Norwegian CFC rules without any further 

characterisation of the income.  

 

 

6.6 Recap  

Whether or not CFC legislation would be an effective preventive measure against profit shift-

ing under tax holiday regimes depends on how the CFC regime is designed and applied. To 

what extent a country’s CFC legislation would apply to the income shifted to a tax holiday 

CFC under various profit shifting arrangements would vary from country to country.  

 

Whether the various target territory definitions are applicable to developing countries that 

offer tax holidays depends on whether special tax incentives are taken into account under the 

target territory definition and the associated low-tax assessments. The most common approach 

under target territory definitions is to apply a comparable tax approach and base the compari-

son on the actual foreign tax paid by the CFC in the host country (c.f. section 6.4.3.4). Since 

this approach would reflect the effective tax rate imposed on the CFC in question (which 

would be 0% under a tax holiday offering an exemption from CIT), the developing country 

would usually be regarded as a target territory.  

                                                 

237
 NTA section 10-64(1)a) and b).  The exemption for CFCs resident in a EEA country requires that a substance 

requirement is met (i.e. that the CFC is genuinely established and conductsa genuine economic activity). A 

similar exemption is provided under the Swedish CFC regime. IFA (2013) p.717. 

238
 See, Overview of General tax conventions between Norway and other States.  
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Whether the CFC regime will cover the type of income typically shifted to tax holiday com-

panies will mainly depend on how tainted income is defined under the legislation. Tainted 

income would normally include passive income and certain types of tainted base company 

income, c.f. chapter 6.4. If the CFC regime includes both passive income and certain types of 

base company income (e.g. sales and service income derived from transactions with related 

parties) under their tainted income definitions, the income typically shifted to the tax holiday 

CFC would usually be subject to CFC taxation. This would especially be the case when the 

income has been artificially diverted from activities carried out in the residence country of the 

parent company or when the income otherwise would be perceived resulting from activities 

carried out by, or with substantial assistance from, related persons.  

 

When CFC legislation applies to a tax holiday company and to the income shifted to this en-

tity, the legislation will provide the current taxation of the resident shareholders (the parent 

company) on their share
239

 of the undistributed profits of the tax holiday company. When the 

income derived in the tax holiday company is subject to current taxation in the residence 

country of the parent company, the incentive for an MNE to shift otherwise taxable income to 

a foreign tax holiday subsidiary will be reduced or even removed. When such profit shifting is 

prevented, the CFC regime would protect the domestic tax base against erosion (at least in the 

residence country of the ultimate parent company).   

 

 

 

 

 

 

 

                                                 

239
 The income is usually apportioned based on the proportionate interest of the resident shareholders in the CFC. 

OECD (1996) pp.62-65. 
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Part III: Intended double non-taxation  

 

7 Intended use of tax holidays  

7.1 General introduction and topic  

7.1.1 The main issue and focus 

The OECD BEPS project suggests that CFC rules should be strengthened. This is one of sev-

eral actions in their strategy to end double non-taxation.
240

 While the application of CFC rules 

on foreign companies established in classical tax havens generally would be regarded as justi-

fied, this is not as obvious when the CFC benefits from a tax holiday in a developing country.  

 

Tax holidays are not specifically dealt with in the OECD Action Plan on BEPS, and the final 

recommendations regarding the design of CFC rules are not expected to be finalised before 

September 2015.
241

 If the residence country taxes their resident taxpayers on foreign CFC 

income on a current basis, a benefit under a tax incentive in the host country will not accrue to 

the investor (and indirectly not to the host country in form of increased investment) but rather 

to the residence country’s treasury. Whether the OECD recommendations will suggest that 

CFC legislation should be applicable on all low- or no-tax CFCs, or whether developing 

counties’ tax incentives should be preserved under the legislation, is uncertain. This provides 

an opportunity to evaluate whether CFC legislation should be applicable to CFC income when 

the CFC in question benefits from a tax incentive in a developing country.  

 

The discussion in the following will be limited to the ordinary use of tax holidays offered in 

developing countries, i.e. where the tax holiday is not abused under MNEs’ profit shifting 

arrangements (c.f. chapter 3.1.1). When an MNE takes advantage of a tax holiday in a devel-

oping country for purposes for which the tax incentive was intended (by the developing coun-

try employing the incentive), any resulting double non-taxation or non-taxation/deferral of the 

CFCs profits could be regarded as intended (c.f. chapter 4.1.1). In this context, it will be dis-

cussed how tax laws of the residence country should interact with tax holidays in developing 

                                                 

240
 OECD (2013)a), and OECD (2013)b) (especially action 3).  

241
 OECD (2013)b), Annex A.  
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countries. When the residence country applies CFC legislation and the foreign tax credit on 

income exempted from tax under a tax holiday in a developing country, double non-taxation 

would usually be eliminated. However, this would also comprise a frustration of the develop-

ing country’s tax incentives.  

 

The following discussion will be limited to tax holidays employed in developing countries, 

but the arguments may also be relevant for other tax incentives. The main focus here is on 

CFC legislation and tax laws applied on remitted tax holiday CFC income. Both CFC legisla-

tion, and the residence country’s tax rules applied to remitted foreign income, could pose a 

(direct or indirect) threat to the preservation of the tax benefits provided under developing 

countries’ tax incentives. There are various available methods of taxing foreign sourced in-

come. However, this discussion focuses primarily on CFC legislation, the exemption method, 

foreign tax credit and tax sparing (c.f. section 5.2).  

 

By extending the CFC legislation to CFCs benefitting from a tax holiday in a developing country, the 

benefit under the tax incentive will be ineffective as it would merely result in a shift of tax revenue from 

the host country to the residence country. Similarly, if the residence country tax remitted tax holiday 

CFC income (e.g. dividend distribution received by a resident taxpayer) the benefit under the tax holi-

day could also be reduced or even eliminated. By using the foreign tax credit method (c.f.section5.2.2) 

on remitted CFC income, the benefit under the tax incentive would usually not be preserved. Exemption 

from tax in the host country under a tax holiday would then result in correspondingly higher tax in the 

residence country (since there would be no foreign tax to give credit for). This result could be offset by 

using the exemption method (c.f. section 5.2.4) or with tax sparing provisions (credit for tax that would 

have been paid by the tax holiday company had it not been given a tax holiday, c.f. section 5.2.3).
242

 

However, if the exemption method is used, a preservation of the benefit under the tax holiday will not 

necessarily be achieved if there are certain low-tax exceptions from the rules (c.f. section 5.2.4.2).The 

arguments for the use of tax sparing provisions, or to use the exemption method, on remitted foreign 

sourced income in relation to tax incentives are, to some extent, similar to the arguments against apply-

ing CFC legislation on CFCs benefitting from a tax incentive.
243

  However, there is a principal differ-

ence – foreign tax credit provisions etc. deal with the taxation of income that is distributed to a resident 

                                                 

242
 Zimmer (2009)a) chapter.18, Holmes (2007) pp.22-34, Gjems-Onstad (2012) pp.983-988.  

243
 A general analysis of how alternative tax rules in capital exporting countries affect the impact that a tax con-

cession in a developing country has upon the final tax burden of a foreign investor is given in Viherkenttä 

(1991).  
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taxpayer, i.e. the parent company, while CFC legislation also concerns the taxation of income retained 

in the foreign company.  

 

Before discussing the respect (if any) that a national legislator should grant to the tax incen-

tives of a developing country, an overview of the basic criticism against the concept of tax 

holidays will be provided. 

 

7.1.2 The basic criticism against tax holidays  

The policy discussion on how CFC legislation in capital exporting countries should respond 

to tax incentives offered to CFCs in capital importing countries is closely linked to the discus-

sion on whether it is reasonable for developing countries to offer tax incentives at all.  

 

The conventional view among international bodies involved with tax matters (e.g. the OECD, 

the World Bank and the IMF) and most academics in the tax field is that tax incentives for 

investment are not recommended.
244

 The main arguments used against tax incentives are that 

they usually are both ineffective and inefficient, that they cause distortions (both intended and 

unintended), and that they lead to a harmful tax competition. 

 

The principal theoretic criticism against the use of tax incentives is that tax incentives are in-

tended to cause distortions (of both business decisions and competition). Tax incentives rep-

resent a deviation from the benchmark tax system and they may result in an ineffective alloca-

tion of resources (e.g. by stimulating investment decisions that would not otherwise have been 

made).
245

  

 

However, objections based on the distortionary effect of tax incentives could be viewed as 

irrelevant because this, in fact, is the purpose of offering such incentives (i.e. to distort in-

vestment decisions and influence the allocation of investment resources).
246

 The distortionary 

effects of tax incentives might be justified as a compensation for various market imperfections 

                                                 

244
 See Easson (2004) p.63 with further references to other studies and literature. OECD (2000) Policy 

Competition for Foreign Direct Investment: A study of Competition among Governments to Attract FDI.  

245
 Easson (2004) pp.64-65.  

246
 Viherkenttä (1991) p.132 
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in the investment environment.
247

 When used properly, tax incentives might compensate for 

other deficiencies in the business environment in less developed countries or in peripheral 

regions within a country in order to correct market failures that might be difficult to fix. To 

invest in a developing country is often perceived by investors to involve a higher risk than 

investment in industrialised countries. It could be argued that this extra risk should be bal-

anced with a tax reduction for investments made in such countries.
248

 Special tax incentives 

could be viewed as necessary to offset non-tax disadvantages, including any additional cost 

from investing in such areas.
249

 For unintended distortions on the other side, the objection 

based on the distortionary effects will be relevant.
250

 

 

Another pragmatic objection to tax incentives is that they do not work – i.e. that they are both 

ineffective and inefficient. A tax incentive for investment would be considered effective if it 

actually resulted in investment (of the desired type) that would not have come in the absence 

of such incentives (incremental investment).
251

 And even if the incentive is effective in actu-

ally inducing such new investment, it would only be considered efficient (cost-effective) if the 

cost of granting such incentives is lower than the value of the benefits that result from grant-

ing the incentives.
252

 

 

To assess whether tax incentives are effective can be very difficult and several studies have 

been made without a consistent conclusion. The answer will vary from country to country, 

between different types of tax incentives, depending on how they are designed, to whom they 

are offered, and the type of investment they are seeking to attract. Other fundamental deter-

minants, such as political and economic conditions, the domestic market size, and access to 

resources, raw materials and skilled labour are generally viewed as more relevant for a coun-

                                                 

247
 Easson (1999) p.22.  

248
 Viherkenttä (1991) p.132. On the other side, it could be argued that if the additional risks are real they should 

be appropriately reflected in the investment decisions under neutral tax rules.  

249
 OECD (1998) p.15. 

250
 Easson (2004) pp.65-66. 

251
 Easson (1999) p.21.  

252
 Easson (2004) pp.66-78. 
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try’s attractiveness to foreign investors than specific incentives.
253

 Even if investors view po-

tential tax incentives as a relevant factor, it is rarely a decisive factor for an investment.
254

 

 

Tax incentives are presumably most likely to be a decisive factor for investors that have made 

a tentative decision to invest in a particular region and are deciding between a few similar 

locations where other investment factors (which influence investment performance
255

) are 

more or less equal.
256

 Only for those countries that have passed through the initial selection 

(based on an evaluation of more fundamental determinants) will tax incentives become more 

important for the final investment decision.
257

 If the possible host countries that the investor 

chooses between are all developing countries, the tax incentive will only affect the allocation 

of investment among developing countries and will not affect the overall inflow of capital to 

the region. This, again, could lead to a harmful tax competition between developing countries 

in the same region. Various countries in the region may then end up in bidding wars of con-

tinuously offering more extensive incentives in order to outbid other countries in the competi-

tion for investment. This could lead to “a race to the bottom” that benefits the foreign inves-

tors at the expense of the region as a group.
258

 Regardless of the disputed effectiveness and 

efficiency of tax holidays, this is one of the main arguments against such tax incentives.  

 

Even if a tax incentive is effective, it is not necessarily efficient. If tax incentives are granted 

only to investors who would not have invested in the absence of such incentives and are ex-
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 Viherkenttä (1991) p.15, UNCTAD (2000) p.11. 

254
 In UNCTAD’s World Investment Report 2013, tax incentives are listed as one of several factors that would 

determine a transnational corporation’s choice of host country locations. Other factors listed include eco-

nomic characteristics (e.g. market size, growth potential, infrastructure, labour availability and skills), the 

policy framework (e.g. rules governing investment behaviour, trade agreements and the intellectual property 

regime) and business facilitation policies (e.g. cost of doing business). UNCTAD (2013) p.144.  

255
 Easson (2004) pp.19-34 gives an analysis of various factors that usually would affect the choice of location.  

256
 The International Finance Corporation and the World Bank (2001) Using tax incentives to compete for for-

eign investment - Are they worth the costs? p.92. Easson (2004) pp.52-61.  

257
 UNCTAD (2000) p.11. 

258
 E.g. OECD (2000), OECD (2013)b) pp.17-18 (Action 5), OECD (2013)a) pp.28-29, The International Fi-

nance Corporation and the World Bank (2001) p. 92, OECD (1998) p.34. OECD (2011) A report to the G-20 

Development Working Group by the IMF, OECD, UN and World Bank, Supporting the Development of 

More Effective Tax Systems, p.10.  
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actly the amount necessary to attract the desired investment (not over-generous), there will be 

no revenue loss from the incentives. However, this is difficult to achieve. Tax incentives 

would often result in a “windfall” gain for the investors that would have come even without 

the incentives or at less extensive incentive. This will result in revenue forgone for the devel-

oping country.
259

 This revenue loss must be paid for, e.g. by an increase in other taxes or by 

reducing government spending (such as education, health and infrastructure).
260

 Revenue loss 

resulting from tax incentives could otherwise be more effectively used for development pur-

poses and used to improve the fundamental investment factors such as political and economic 

conditions.
 261

   

 

To assess whether a tax incentive is efficient will be very difficult as it would require an esti-

mate of both the costs related to the offering of such tax incentives and the benefits derived 

from attracting investment. The cost of tax incentives is not limited to revenue forgone but 

can also include costs of unintended distortions, increased administrative costs and compli-

ance costs, and costs in the form of corruption and abuse of the incentives.
262

 

 

Residence taxation of foreign-sourced income benefitting from tax incentives in developing 

countries, has been advocated on the grounds that this actually would benefit the developing 

country as such incentives are viewed as detrimental policy measures. However, this would be 

seen by the developing countries as a patronising position.
263

 

 

                                                 

259
 The proportion of investors receiving tax privileges that would have made the same investment decisions 

without the inducement of the incentive is often referred to as “the redundancy rate”.  Easson (2004) pp.75-

76, The International Finance Corporation and the World Bank (2001), p.22.  

260
 Easson (1999) pp.20-22, Tax Law Design and Drafting (2000) pp.988-990.  

261
 OECD (2007) Tax incentives for Investment – A global Perspective: experiences in MENA and non-MENA 

countries.  

      However, offering incentives is easier than changing more fundamental factors in a country and is often used 

as a “quick-fix” to the more essential underlying challenges 

262
 The International Finance Corporation and the World Bank (2001), especially pp.21-26, Easson (2004) pp.76-

77. Discretionary tax incentives have been especially criticised for fostering corruption and rent-seeking be-

haviour.   

263
 Viherkenttä (1991) p.138 
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Trying to determine whether or not developing countries benefit from offering tax incentives 

call for more empirical research to be done (and any comprehensive empirical evidence on 

these questions can be very difficult, if not impossible, to collect). It is not the intention here 

to discuss whether tax holidays should be applied or not (lex ferenda). Nor will it be discussed 

whether the policy rationale behind tax incentives, i.e. to attract FDI into the country (as this 

is seen to increase economic growth and development in the country), is well-founded.  

 

The following discussion is based on the assumption that tax holidays are used by developing 

countries today and that developing countries see this as a rational measure in their invest-

ment and development policy. The focus here is on how the tax laws of capital exporting in-

dustrialised countries should interact with tax incentives offered in developing countries.  

 

7.2 Various alternatives  

When evaluating how CFC legislation should interact with developing countries’ tax incen-

tives, there are a variety of alternatives. However, three main alternatives can be distin-

guished.  

 

One alternative is to apply CFC legislation on all the income of CFCs benefitting from a tax 

holiday, regardless of the nature of the income derived by the CFC and regardless of where 

the CFC is established (i.e. even when the incentive is offered in a developing country).
264

 All 

the income derived by the tax holiday company would then be taxed to the investors (the con-

trolling shareholders) by their residence countries on a current basis, and no categorisation of 

the CFC income would be necessary. This would constitute a total elimination of non-

taxation/deferral of CFCs’ income under tax incentive regimes. The benefit under the tax 

holiday would then be correspondingly washed out.  

 

A second alternative is to limit the CFC legislation to situations where the tax holiday is 

abused under various tax planning alternatives (c.f. section 3.1.1). If CFC legislation is in-

                                                 

264
 This is done under the Norwegian CFC-regime (as long as the CFC is not resident in a country with which 

Norway has a double tax treaty or in the EEA), c.f. NTA section 10-64 a), but for most countries this alterna-

tive would imply an extension of their existing CFC legislation.  
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tended to be a pure anti-avoidance regime, it would not be necessary to cover the income de-

rived by the tax holiday company from its business activities under an intended use of the tax 

holiday. This approach is, to a greater or lesser extent, already used under most CFC regimes 

today, since non-taxation/deferral is maintained for income that does not fall under the scope 

of various “tainted income” definitions (c.f. section 6.5).  

However, in order to permit the investors to receive the full benefits of the ordinary use of 

developing countries’ tax holidays any tainted income definition should only cover income 

that has been artificially shifted to the tax holiday company (i.e. in situations where the tax 

holiday has been abused). If the tainted income, for example, covers all passive income, this 

could also include income derived under the ordinary use of tax holidays. Passive income is 

not automatically resulting from profit shifting arrangements.
265

 

If an exemption from CFC taxation should be offered to CFCs that benefit from a tax incen-

tive in a developing country, it would be necessary to provide a definition of what constitutes 

a “tax incentive” and a “developing country”. Defining tax incentives could be difficult con-

sidering the variety of different incentives both in their design and their application. Establish-

ing a definition of what constitutes a developing country could also be difficult. The residence 

country would presumably want to limit any exemptions from the CFC regime to developing 

countries that not would be regarded as classical tax havens. This could be difficult as there is 

not necessarily a clear dividing line between a developing country and a classical tax haven 

since a tax haven also can be a developing country. 

A third alternative is to exclude CFCs that benefit from a tax holiday in a developing country 

from the CFC regime altogether. The benefit under tax incentives would then be preserved for 

all CFC income (at least until income is distributed or otherwise realized by the parent com-

pany). This alternative requires that the residence country of the investor tolerates profit shift-

ing to such foreign tax holiday companies and generally accept that untaxed income can ac-

cumulate in a foreign subsidiary. 
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 The tax holiday company could, for example, derive passive income under the ordinary use of the tax holiday, 

(e.g. if the tax holiday is a genuine R&D company, and generates IP, it would often receive royalty pay-

ments under its active business). 
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The taxation (if any) of remitted CFC income could be adjusted to how the CFC legislation is 

designed. The credit method could be used on all remitted income from a CFC; this would 

usually eliminate all double non-taxation. Or, a tax sparing credit could be offered to all or 

parts (e.g. the part of the income stemming from genuine business activities under the ordi-

nary use of a tax holiday) of remitted income when the CFC has been offered a tax holiday in 

a developing country. Alternatively, the residence country could use the exemption method on 

remitted tax holiday CFC income.    

 

Which alternative a country should choose depends on the tax policy in each country and the 

weight given to the various policy arguments. The overall consideration would be which ob-

jectives the country would pursue under the legislation, i.e. whether the objective is to elimi-

nate double non-taxation in all respects or whether the legislation should be mostly concerned 

with the protection of the domestic tax base and function as an anti-avoidance regime (as-

sumed that the ordinary use of tax holidays in developing countries not is regarded as avoid-

ance).  

 

Capital exporting countries would usually argue in favour of the application of CFC legisla-

tion and, to some extent, in favour of taxing remitted CFC income. Developing countries that 

offer such tax incentives would usually have the opposite opinion. Representatives from the 

business community could also be in favour of residence tax legislation that respects tax in-

centives. When designing CFC rules, the various arguments should be carefully evaluated. In 

the following, some of the main arguments will be further analysed.  

 

 

7.3 Policy aspects  

7.3.1 Introduction 

The evaluation of different tax policies could be viewed in the light of fundamental principles 

underlying international taxation. The main objectives of international tax rules should thus 

be taken into account when discussing the design of CFC rules and other domestic measures 

that could produce similar effects. The criteria commonly used when evaluating tax policy 
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issues can be roughly attributed to the two fundamental tax principles of economic efficiency 

(neutrality) and tax equity.
266

. 

 

When discussing international taxation in relation to tax incentives offered in developing 

countries, arguments based only on the traditional concepts of tax equity and neutrality would 

be inadequate. Tax incentives are often an intended deviation from these fundamental princi-

ples and thus the principle of national economic sovereignty of each country could lead to 

modification in the traditional argumentation. The objective of encouraging investment in 

developing countries would also be relevant in this discussion.
267

 

 

The various tax policy aspects will be further addressed in the following. The overriding ques-

tion is whether double non-taxation should be eliminated in all respects when it is the result of 

tax incentives in developing countries. 

 

 

7.3.2 Economic efficiency and neutrality  

Revenue authorities and tax legislators will often try to ensure that tax does not produce unin-

tended and distortive effects on trade and investments. The fundamental tax principle of eco-

nomic efficiency implies that a country should strive to make its tax system as neutral as pos-

sible so that tax legislation does not distort the optimal allocation of resources and the choices 

made by economic agents.
268

  

 

From an economic perspective the most efficient allocation of investment resources can be determined 

by the market rate
269

 of return on the investment. Investment decisions based on where the highest pre-

tax return can be achieved is considered as the optimal choice.
270

 Rational investors will make invest-

ment decisions based on what generates the maximum return to them – resulting in the most efficient al-

location of resources (from an economic point of view). Hence, under a neutral tax system
271

 the tax-
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 E.g. Zimmer (2009)a)  p.34-36,  Holmes (2007) pp.4-6, Viherkenttä (1991) pp.40-43.   
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 Viherkenttä (1991) p.40. 
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 Viherkenttä (1991) p.42, Holmes (2007) pp.4-6. 
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 The market indicator of efficiency is the pre-tax returns, which investees are willing to offer.  
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 Holmes (2007) p.12-13. 
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 Gjems-Onstad (2012) p.59. 
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payer would, ceteris paribus, allocate his investment resources in the most (economically) efficient 

way.
272

 

 

The concept of neutrality will often include ambiguous arguments depending on whether the 

focus is on Capital Export Neutrality (CEN) or on Capital Import Neutrality (CIN). While tax 

legislators in a capital exporting country (typically the residence country of the investor) usu-

ally would emphasise arguments based on CEN, a capital importing country (typically the 

host country of the investment company) would be more concerned about CIN.
273

 Hence, this 

difference in perspective would affect how countries view the relationship between tax holi-

days and residence taxation.   

 

A tax system based on CEN would imply that taxpayers should be subject to the same amount 

of tax regardless of where they invest. Tax factors would then not affect a domestic investor’s 

choice between investing at home or abroad (or between two foreign countries). When some 

domestic taxpayers are offered a tax holiday in a foreign country, these incentives may stimu-

late taxpayers to act in ways that they not otherwise would do if purely economic considera-

tions were taken into consideration. By applying CFC legislation in such situations, a domes-

tic taxpayer will (under certain conditions) be subject to the same amount of tax on income 

from investments irrespective of whether the taxpayer derives the income directly (as part of 

his worldwide income) or diverts and retains the income to/in a foreign subsidiary (since the 

possibility of deferral of domestic tax is eliminated). 

 

Similarly, if the credit method is used on remitted income, the taxpayer would be subject to 

the same amount of tax regardless of where the investment is made, i.e. subject to the tax rate 

in the residence country. CEN could thus be used as a strong argument in favour of CFC leg-

islation, as well as an argument in favour of the credit method since tax incentives then would 

have less effect (or even none) on the investment decisions of an MNE. Neutrality arguments 
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 Neutrality is not achieved when tax issues affect the choices made by economic agents. In order to achieve 

the optimal allocation of resources, tax imposts on pre-tax return from investment should not distort the af-

ter-tax return on the investment as this could steer investment decisions from areas of investment where the 

pre-tax return is highest and into investment activities where the after-tax return is highest. Eide (2008) Ret-

tsøkonomi, pp.442-449,  Holmes (2007) p.4. 
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based solely on CEN would thus indicate that CFC legislation should be used on unremitted 

CFC income that benefits from tax incentives (and that the credit method should be used if the 

income is remitted). 

 

CFC taxation (as well as the credit method) is also advocated on the grounds that it will not 

encourage foreign investment at the cost of domestic investment and domestic jobs.
274

 By 

extending the CFC regime to CFCs benefitting from tax holidays, the tax system would be 

neutral in the sense that it would not produce a bias in favouring foreign investments over 

domestic investments. If foreign tax incentives and various tax planning arrangements are 

available, a cross-border investment will often be more favourable than an equivalent domes-

tic investment in the residence country of the investor (even if the pre-tax return would be the 

same or even higher by investing domestically).
275

 According to CEN, the investment deci-

sion of an investor when deciding between making an investment domestically or abroad 

should not be influenced by the uneven tax impact on the post-tax returns.  

 

The host country of the investment, on the other hand, will be more concerned about CIN and 

the taxation of inward investment. Capital importing countries would normally strive to 

achieve a system where all (similar) investments made in the country are subject to the same 

amount of tax irrespective of where the investor is resident (foreign or local).
276

 CIN would 

usually be an argument against the elimination of deferral, i.e. against CFC legislation. It 

could also be used as an argument against the foreign tax credit method used in the residence 

country of investors investing in the host country. According to CIN, all investors (both for-

eign and local) who carry out economic activities in the country should be subject to the same 

tax rules, i.e. the tax rules of the source country.
277

 

 

Some countries offer tax incentives only to a few selected companies or investment activities. This 

could be argued to be contrary to CIN as this normally would imply that all investments made in a sin-

gle country should be subject to the equivalent amount of tax. However, the essence of CIN is not nec-
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essarily that all investments should be treated equally under the tax system, but rather that the host 

country should set the tax terms for these investments.  

 

If the tax legislation in capital exporting countries influences how investments made in a for-

eign country ultimately are taxed, investors (from various countries) operating and competing 

in the same host country would not be subject to the same tax on equal investments. Investors 

from relatively high-tax countries will then have a competitive disadvantage compared to in-

vestors from relatively low-tax countries. According to CIN, all investors that make the same 

investments in a country should be subject to the same amount of tax, irrespective of where 

they are resident. In this way, they compete on equal terms when investing in the same coun-

try – also referred to as international competitive neutrality.
278

 Competitive neutrality has of-

ten been advocated by the business community (at least among companies that operate inter-

nationally, typically MNEs).
279

 

 

Competitive neutrality is not just relevant for the host country. Normally, the residence coun-

try would also be interested in ensuring that its domestic investors can compete effectively 

internationally. When a domestic investor carries out business in a foreign country that offers 

tax holidays and the residence country of the investor subjects the income derived in the for-

eign country to taxation on an accrual basis, in accordance with its CFC legislation, the do-

mestic investor would have a competitive disadvantage compared to investors from other 

countries (if these investors benefit from a deferral of domestic tax in their residence coun-

tries). A similar effect would occur if the residence country uses the credit method while other 

residence countries might exempt foreign sourced income derived by their resident investors 

or offer tax sparing provisions. Under the Canadian CFC regime for instance, one of the main 

objectives behind the regime is to ensure that Canadian corporations can compete effectively 

internationally. To achieve this objective, active business income of a foreign affiliate of a 

Canadian taxpayer is not taxed on an accrual basis under the Canadian CFC regime.
280
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While competitive neutrality could be an important argument both for capital exporting 

countries and capital importing countries, arguments based on CEN and arguments based on 

CIN would usually not be compatible.  

 

 

7.3.3 Tax Equity  

Tax equity is another fundamental principle for countries’ design and application of tax rules 

and one of the main objectives underlying a country’s incorporation of tax rules.
281

  

 

Tax equity between taxpayers implies that taxpayers with equal income or equal ability to pay 

should be subject to the same tax burden regardless of where the income is sourced and re-

gardless of the type of income and the legal structures through which the income is derived.
282

 

Arguments based on equity will have a great ethical value when individual taxpayers are con-

cerned. However, this principle will have less value in the area of corporate taxation.
283

  

 

However, tax equity could indicate that the competition between domestic corporations 

should be fair. Equity between companies could suggest that companies resident in the same 

country should be subject to the same effective tax rate regardless of where they carry out 

investment. This could imply that tax incentives offered to foreign subsidiaries of a resident 

company should not have any impact on the company’s overall tax burden and that this bur-

den should be determined by the residence country tax level. Current taxation and foreign tax 

credit could thus be advocated on the basis that they would secure tax equity between corpo-

rate taxpayers resident in the same country.
284

 

 

Companies which operate cross-border can profit from various tax planning opportunities and 

the opportunity to benefit from low-tax entities, such as tax holiday subsidiaries, and they 

would thus have a competitive advantage compared to other companies that cannot easily use 

such opportunities. As long as tax incentives offered in foreign counties would reduce the 
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overall tax burden of domestic companies operating abroad, other domestic companies that 

are constrained to invest their capital in the domestic market could complain that they are 

treated inequitably by the residence country’s tax system (compared to other resident compa-

nies with the possibility to invest capital abroad). Not all investors have the opportunity to 

invest abroad, typically small and medium-sized companies, e.g. if their investment capital is 

not movable, such as land.
285

 This could be used as an argument for CFC legislation – when 

CFC legislation is applied, a domestic investor would pay the same amount of tax on invest-

ments carried out abroad through a tax holiday company (a CFC) as he would on investments 

carried out domestically. Corporate tax equity could thus imply that tax systems should be as 

neutral as possible and not interfere with competition.
286

   

 

On the other side, a domestic company operating cross-border could argue that it should not 

be compared to domestic companies that only operate in the local market, but rather be com-

pared to other multinational companies (international competitive neutrality, c.f. section 

7.3.2). Furthermore, if tax incentives are recaptured from the investors they were meant to 

benefit, the investors could view the tax system in their residence country as unfair. However, 

it is not necessarily obvious that a company’s (the CFC’s) competitiveness would be substan-

tially weakened by the taxation of its shareholders.
287

 

 

 

7.3.4 National economic sovereignty  

National economic sovereignty is often used as the main argument against residence taxation 

that would frustrate tax incentives in developing countries. When a developing country ab-

stains from fully exploiting its available tax base as an integral part of its economic policy and 

the residence country correspondingly increases its tax take, this could be seen as an unjusti-

fied interference with the economic sovereignty of the developing country.
288
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If the residence country taxes CFCs on a current basis and uses the foreign tax credit method 

on remitted income, the total tax burden on the taxpayer may be fully determined by the resi-

dence country. The residence country could then unilaterally determine the final tax impost of 

the investor and thus deprive the host country of an economic policy measure. When the host 

country is unable to affect the final tax burden of investors operating within its jurisdiction it 

will be deprived of the possibility to affect the behaviour of these taxpayers through tax 

measures.
289

 Hence, tax incentive policies cannot be effectively employed by developing 

countries. This would limit the policy options that the developing country otherwise would 

have and which they often would regard as crucial for their investment policy. This could be 

claimed to be an undue pressure on the decision making in developing countries and an inter-

ference with host countries’ economic sovereignty.
290

 

 

Current taxation (i.e. CFC taxation) would involve a stronger interference with the national 

economic sovereignty of the host country than the foreign tax credit method. Under the for-

eign tax credit, a frustration of the tax incentive would be dependent on the distribution be-

haviour of the company while a nullification of the tax incentive will be inevitable under cur-

rent taxation. The deferral period may be so long (e.g. it may last for an indefinite period of 

time), that any eventual residence taxation may not be seen as a major threat to the value of 

the tax holiday benefit (c.f. section 5.3).  Nevertheless, foreign tax credit will by no means 

support such tax incentives in developing countries (contrary to tax sparing credit, which is 

the only instrument of international tax law which has been specifically developed to preserve 

the benefit under developing countries’ tax incentives).
291

 

 

It could be argued that the residence country should have the exclusive right to tax its resi-

dents, especially when income is remitted back to the residence country. However, this argu-

ment is not as convincing when the residence country subjects undistributed profits of foreign 

subsidiaries to current taxation. For such separate legal entities the host country would be the 

residence country, and it could be argued that the host country should have the primary right 

to decide the final tax impost on these companies. Off course, taxing parent companies on 
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their “share” of the foreign subsidiary’s income (CFC taxation) is not inherently the same as 

subjecting these subsidiaries directly to tax in the residence country. Under CFC legislation 

the tax is levied on the parent company and not directly on the subsidiary. However, even if 

no tax is formally imposed on the CFC, from the point of view of the investor, CFC taxation 

would lead to economically similar results as if the tax was imposed directly on the CFC.  

Even though the tax subject is different, the taxable object is nevertheless the same. 
292

  

 

7.4 Concluding remarks  

When discussing whether tax incentives in developing countries should be preserved under 

the tax legislation of the residence country, two main arguments have to be balanced - elimi-

nation of double non-taxation and the national economic sovereignty of the developing coun-

try.  

 

CFC legislation and foreign tax credit could be advocated on the grounds that double non-

taxation should be eliminated. Such arguments are of great importance when discussing the 

abusive use of tax holiday in relation to profit shifting arrangements. However, when double 

non-taxation is the result of the intended use of tax incentives, these arguments are not as 

relevant. CFC regimes covering all income from worldwide business would not be necessary 

to protect the domestic tax base. Support of this view can also be found in the OECD Action 

Plan, as it states that double non-taxation, per se, is not a concern, “but it becomes so when it 

is associated with practices that artificially segregate taxable income from the activities that 

generate it.”
293

  

 

When the CFC’s income stems from genuine business activities carried out by the CFC in the 

host country, it is not reasonable to claim that the tax base of the residence country is eroded. 

In the absence of a tax holiday, this income would usually be taxed by the host country. An 

adequate protection of the domestic tax base could be achieved by taxing CFC income that 

has been artificially diverted from the residence country.  

 

                                                 

292
 Viherkenttä (1991) pp. 136-138. 

293
 OECD (2013)b) p.10. 



 

98 

 

Even though CEN would be a strong argument for both the application of CFC legislation and 

the use of the credit method on remitted income, it is not obvious that the highest rate of 

return should be used as the sole criterion of the preferred allocation of capital globally. If tax 

incentives distort investment decisions and channel investment into developing countries, this 

is not necessarily something that should be prevented under the tax system in capital 

exporting countries. A deviation from the fundamental principles of neutrality and economic 

efficiency could be justified as means to reduce the existing imbalance in the global allocation 

of capital.
294

  

 

Furthermore, even if CFC legislation in general, is advocated on grounds that it would make 

the tax system more neutral and ensure that foreign investment is not encouraged over domes-

tic investment, these arguments have a more ambiguous value when the foreign country in 

question is a developing country. The objective of encouraging investment in developing 

countries could be highly relevant for capital exporting countries as well.
295

 If tax incentives 

are used to correct market failures and compensate for various disadvantages related to in-

vestment in a developing country, they could be characterised as a correction of disincen-

tives.
296

 Hence, economic efficiency could even be used as an argument against residence 

taxation that would frustrate such incentives. If tax incentives are respected under capital ex-

porting countries’ tax systems, it could in fact make the tax system more neutral since they 

correct market failures. 

 

By respecting developing countries’ tax incentives under its tax system, a capital exporting 

country could support investment in developing countries. When the opposite approach is 

taken (e.g. CFC legislation and the credit method) the residence country would in fact shift 

tax revenue from the developing country to its own treasury. If the residence country taxes 

income derived by the tax holiday company (either currently under CFC legislation, or under 

the credit method when income is remitted), the taxes waived by the developing country 

would simply increase the revenue in the residence country and merely result in a shift of tax 
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revenue from the developing country to the residence country
297

, often referred to as “aid in 

reverse”.
298

 This effect is particularly detrimental when the host country is a developing coun-

try and the residence country a (rich) industrialised country.  

 

The question of how tax legislation in industrialised counties should interrelate with tax in-

centives in developing countries and whether resident taxpayers should be permitted to re-

ceive the full benefit from tax incentives in developing countries call for political discussions. 

Developing countries should have a say in the discussion on the development of international 

tax principles and recommendations and have the right to influence the final solutions, espe-

cially when such rules and recommendations could pose a threat to their policy measures.  

 

When the OECD prepares the final recommendations regarding the strengthening of CFC 

rules, it is important that it considers the special concerns of developing countries. Respect for 

the economical national sovereignty of third-world countries could imply that the intended 

use of tax holidays should be respected under the tax laws of industrialised countries. CFC 

legislation should thus concentrate on areas where the potential for tax avoidance is greatest. 

Hence, the main focus under CFC rules should be on profit shifting arrangements that segre-

gate taxable income from the activities that generate it. As long as the income exempted under 

tax holidays are generated in the host country by the tax holiday company, any resulting dou-

ble non-taxation should perhaps be accepted.  
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