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Foreword

Since its foundation in 1983, the Institute of Policy Studies has had an active
programme of studies on tax policies. The introduction of GST as a major step
towards changing the balance of direct and indirect tax is only one of several major
policy initiatives to which Institute studies have contributed. Another is the whole
area of business taxation, especially the issue of integrating company and shareholder
taxation. The process of tax reform continues, partly because of the momentum
created as one reform throws up deficiencies and anomalies elsewhere in the tax
system, and partly because there is still a long way to go before the taxation system
is compatible with the government's objectives of efficiency and equity.
An area which is already one of particular concern and to which even more
importance will be attached in the near and medium-term future is the formulation of
appropriate policies for taxing income earned by New Zealand residents overseas and
income earned in New Zealand by residents of other countries. Professor Prebble,
who has already contributed to the Institute's programme and who is one of New
Zealand's leading tax lawyers, is especially well equipped to write in this area. His
qualifications flow both from his academic writing and from his employment as a
consultant by the New Zealand Treasury. This particular study began in his work in
the latter capacity, and the Institute is glad that the Treasury agreed that it should be
made available to a wider public. The Government has announced its intention to
issue a consultative document on international tax issues, and publication of Professor
Prebble's study will assist people in the community to respond to that document.
The conclusions of this study are those of Professor Prebble. The only criterion
for publication by the Institute is its assessment of the intrinsic merit of the research
reported. Nevertheless, the Institute seeks to sponsor work which is likely to be of
value to those responsible for determining policy, whether directly or through their
role in creating a climate of public opinion which facilitates the making of difficult
choices. It is confident that Professor Prebble' s study satisfies all those requirements.
GR Hawke
Director
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Controlled Foreign Corporations

1

General considerations

1.1

Scope of this book

New Zealand taxpayers can avoid tax by establishing foreign affiliates in low tax
jurisdictions. Affiliates commonly used for this purpose are the corporation and the
trust. Six countries have passed legislation to prevent shareholders resident within
their borders from using controlled foreign corporations to avoid tax. This book is a
comparative study of that legislation; it does not examine measures taken against tax
avoidance through the use of non-corporate foreign affiliates. This is not to say that
avoidance through the use of foreign trusts or other vehicles is unimportant. There is
sufficient anecdotal evidence to suggest that significant numbers of New Zealand
taxpayers have established trusts in low tax jurisdictions for avoidance purposes. This
area, however, is sufficiently complicated to require separate study.
Commonly, a corporation that is used as a vehicle to avoid New Zealand tax is
itself a subsidiary of a company doing business in and resident in New Zealand. But
a corporation used as an avoidance vehicle may simply be a company controlled by
one or more individual New Zealand taxpayers. Alternatively, rather than being a
subsidiary of a New Zealand company, the controlled foreign corporation may be
related to the New Zealand company in some other way. For example, the two
companies may be controlled by the same shareholders. To avoid repetition,
controlled foreign corporations are often referred to as 'subsidiaries' in this book. The
reader should bear in mind the other possibilities mentioned in this paragraph.
'Company' and 'corporation' are used interchangeably.
The legislation of most of the countries surveyed was available to the author.
Commentaries were used where this was not the case.

1.2

Functions of controlled foreign corporations

Foreign subsidiaries used for tax avoidance can have one or more of a large range of
roles. Some of these roles have become sufficiently standardised to have attracted
labels for the companies that carry them out. Other companies are identified by
description. The labels and descriptions set out below are not precise and the roles of
the companies to which they apply often overlap. Nevertheless, the list is helpful in
briefly describing certain functions that are commonly carried out by controlled
foreign corporations that are used for tax avoidance.

1

'Money box' corporations are corporations established in tax havens to hold
income of the controlling shareholders that is available for investment. Investing
in a tax haven via a corporation resident in the tax haven avoids both tax at source
(because income arises in tax haven) and tax charged by virtue of residence
(because the money box corporation, unlike its controllers, is resident outside a
jurisdiction charging tax at ordinarily high rates).
A 'dividend trap' corporation is interposed between a parent company and its
overseas trading subsidiaries to 'trap' dividends flowing from those subsidiaries.
For companies resident in jurisdictions where the tax system includes an intracorporate dividend exemption, this kind of arrangement does not necessarily lead
to significant tax avoidance. The reason is that such companies are in any event
not taxed on dividends that they receive. New Zealand is such a jurisdiction, by
virtue of section 63 of the Income Tax Act 1976. In these jurisdictions, in the
occasional case where an overseas trading corporation is owned by individuals,
rather than by shareholders that are themselves corporations, the 'dividend trap'
corporation will enable controlling shareholders to avoid taxation.
• Foreign sales or distribution subsidiaries established in low tax jurisdictions are
another vehicle with potential for tax avoidance. Profits that would ordinarily arise
in New Zealand can be prevented from doing so by transferring them to the sales/
distribution subsidiary. The transfer of such profits is achieved by manipulating
prices at which intra-group sales transactions take place. Often the only purpose
of such a subsidiary is to avoid taxation. This is particularly true of sales/
distribution subsidiaries interposed between a parent corporation and an active
trading subsidiary located elsewhere. Further tax avoidance can occur if profits
accumulated in the sales/distribution subsidiary are invested in a low-tax jurisdiction; the returns will be subject to lower taxation than if the profits had been
invested by the controlling corporation. Thus, a sales or distribution subsidiary
can operate also as a money-box corporation.
• 'Captive' insurance corporations. Originally, most captive insurance corporations were established by American companies wanting to insure their own risks,
in preference to paying the high costs of insurance in the United States. Nowadays,
off-shore captive insurance corporations are sometimes established because of
difficulties companies may have in complying with insurance regulations in their
own countries. However, tax avoidance is often the principal motive. If the
insurance corporation is located in a low tax jurisdiction, returns from the
investment of insurance funds will be subject to no or low taxation.
Another advantage may arise in cases where a corporate group decides to selfinsure part or all of its risks. Ifa company within the group sets aside funds as a reserve
to meet these risks, this money is not deductible for tax purposes, because no expense
has been incurred, in the sense that no liability to another party has arisen or been met.
The problem cannot be resolved by establishing an insurance subsidiary resident in
the same jurisdiction as the rest of the corporate group, because premiums paid to the
2

subsidiary must be taken into account in computing its assessable income. Consequently, the deduction to the insured is set off by a taxable receipt of the insurer.
However, a premium paid to a foreign subsidiary remains deductible, but is not
assessable at ordinary corporate rates, so long as the subsidiary is not a New Zealand
taxpayer.
Such premiums do not necessarily escape tax completely, because section 209 of
the Income Tax Act will often apply. This section provides that premiums in respect
of New Zealand risks paid to non-resident insurers not carrying on business in New
Zealand are taxed at a flat rate of 10%. While 10% of gross may be an appropriate rate
of tax for insurers doing business on an arm's length basis, it may be a cheap way of
avoiding a good deal more tax where the parties are members of the same corporate
group. Section 209 does not apply to contracts of reinsurance, though section 210
contains somewhat similar provisions in respect of reinsuring underwriters who have
agents in New Zealand. But section 210 specifically does not apply to contracts of
reinsurance other than contracts effected by such underwriters. Thus, it appears to be
possible to avoid the effect of section 209 by establishing an on-shore insurance
subsidiary that reinsures with an off-shore captive corporation.
• The service subsidiary, like the sales/distribution subsidiary, offers considerable
potential for tax avoidance. In many cases services are provided only to the parent
corporation and other companies in its group. Often the services are unnecessary,
intentionally over-priced, or are just as easily provided in the country where the
parent corporation is resident. A service subsidiary can be used to reduce the
taxable profits of the controlling corporation. If the subsidiary is located in a low
tax jurisdiction its own profits, which in reality may be to a considerable extent the
profits of the controlling corporation, will be subject to little or possibly no
taxation. Inflated fees flowing from parent to subsidiary may exaggerate the
result.
• A patent holding corporation is a company established in a low tax jurisdiction to
hold patent rights which originally belonged to a parent corporation established
in (or to an individual resident in) a high tax country. (Sometimes the rights never
formally belong to the parent at all, but simply materialise in the hands of the
subsidiary.) These arrangements shelter the parent corporation from taxation on
royalty income. Other forms of intellectual property that earn royalties may also
be assigned to foreign corporations.
1.3
Tax deferral
Perhaps the most common form of tax avoidance that arises from the use of any of
the structures described above is deferral. That is, tax is deferred by profits being left
abroad in, say, a dividend trap corporation, rather than being remitted to the country
of residence of the controlling shareholders. Deferral is not the only means of
avoidance that may be achieved through the use of a controlled foreign corporation.
In some circumstances, income may avoid tax altogether. However, because tax
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deferral is often thought of as the typical fiscal benefit that is sought by taxpayers who
resort to the use of a controlled foreign corporation, the word 'deferral' is sometimes
used as a term for the tax benefits in general that may flow from this kind of tax
planning.

1.4

Extent of tax avoidance through the use of controlled foreign
corporations
Recent evidence indicates that a significant number of United States and United
Kingdom taxpayers use foreign corporations for tax avoidance. A 1981 study that
comprehensively examined tax haven use by United States residents concluded that
the use of tax havens to avoid taxation was "large and growing" (Richard A Gordon
(1981). TaxHavensand their Use by United States Taxpayers-An Overview, a report
to the Commissioner of Inland Revenue, the Assistant Attorney General (Tax Division), and the Assistant Secretary of the Treasury (Tax Policy)).
In 1982 the United Kingdom Inland Revenue Department conducted a survey of
United Kingdom owned multinationals to establish the extent to which these corporations used controlled foreign subsidiaries to avoid tax (Taxation of International
Business (1982). Board oflnland Revenue, United Kingdom, pp 15, 16.) A survey
of 130 corporate groups identified over 220 non resident corporations the main
purpose of the activities of which was the reduction of United Kingdom taxation. A
more general survey ascertained that the capital of 'money box' corporations located
in low tax areas amounted to £M436. At least 99 groups (including 35 of the 130
covered by the special survey) had offshore captive insurance corporations. Figures
available for two-thirds of these corporations show that their total undistributed
profits amounted to £MI08. Nearly 50 intermediate holding companies were
identified whose main raison d'etre appeared to be to trap dividends. Significant
numbers of offshore corporations concerned with distribution, sales, or service, or
with the holding of patent rights, were also identified, of which the main function
appeared to be to reduce United Kingdom profits. It was estimated that the annual
revenue loss to the Exchequer may have been as high as £MI00 (Idem).
One cannot confidently state that the United States and United Kingdom experience is likely to be reflected on a proportionate scale in New Zealand. For one thing,
the relatively short history of the absence of exchange control in New Zealand means
that New Zealand taxpayers may not yet have become accustomed to the foreign tax
planning that is commonplace in some countries. However, evidence available since
the relaxation of economic controls suggests that the New Zealand business community is very quick to develop new methods of operation. Moreover, even while
exchange controls were in place many taxpayers with international business or
investment connections had already adopted international tax plans of one kind or
another. It would be surprising if a significant increase in international tax planning
by New Zealand taxpayers was not occurring.

4

1.5

Foreign legislation

The United States of America, Canada, West Gennany, Japan, France and the United
Kingdom have legislation to tax the income of foreign corporations controlled by
domestic shareholders. The basic taxing mechanism used by all these countries is the
same: controlling shareholders are taxed on their pro-rata share of the controlled
foreign corporation's income. Thus the legislation operates as an exception to the
principle that a corporate entity has a legal identity separate from its shareholders for
taxation purposes (as indeed it does for most other purposes). Broadly speaking, the
legislation of all the countries mentioned has as its object the taxation of passive
income of controlled foreign corporations but not income arising from genuine
business activities.
Controlled foreign corporation legislation is calculated to frustrate tax avoidance
schemes concocted by residents of the country passing the legislation. The legislation
is aimed at income that might be derived by and taxed to residents of that country, but
that is diverted to a controlled foreign corporation. The legislation attacks income
that, if derived by a controlling shareholder, would be taxable to him or her by virtue
of his or herresidence, not by virtue of the source of the income. That is, it is calculated
to frustrate schemes that avoid tax by altering the residence of the recipient of the
income in question (by creating a new recipient resident somewhere else), not
schemes that change the source of income.
It might be said that controlled foreign corporation rules are a variety of
substance-over-form legislation. A company that is fonnallyresidentabroad, but that
is in substance controlled by shareholders who are resident at home, is in a sense
treated as a kind of resident for purposes of the legislation. However, because a nonresident person is not amenable to taxation, controlled foreign corporation legislation
attributes income of the company to those of its controlling shareholders who are
residents.
One result is that controlled foreign corporation legislation is not a weapon for
fighting all forms of international tax avoidance. In particular, the legislation does not
address the problem of multinational corporate groups controlled from abroad. Such
groups are able to reduce their taxes in other countries by manipulative transfer pricing
and other tax strategies. But since they are controlled from countries other than those
whose tax is being avoided (as far as the context of the present discussion is
concerned) they are not affected by controlled foreign corporation legislation. Other
weapons, in particular legislation empowering the authorities to investigate and to
counter transfer pricing, are necessary to deal with these problems.
Secondly, controlled foreign corporation legislation does not necessarily prevent
tax evasion, as opposed to tax avoidance. It is all too easy for taxpayers to hide the
fact that they control a foreign corporation, and are beneficially interested in its income. Such behaviour must be countered by investigation, and not by legislation
alone.
The United States of America was the first country to introduce legislation dealing
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with controlled foreign corporations. The legislation was passed by the Congress in
1962, in response to proposals from President Kennedy that all the income of controlled foreign corporations should be attributed to American resident shareholders
and truced accordingly. The American legislation, which is more limited than that
proposed by President Kennedy, specifies the particular types of income of controlled
foreign corporations that is attributable to American resident shareholders. Although
the legislation is aimed at controlled foreign corporations located in true havens, it is
so framed that it subjects certain types of income to true liability irrespective of where
that income arises. The American legislation is now found in Subpart F of the United
States Internal Revenue Code. As a result, anti-avoidance legislation directed at
controlled foreign corporations is sometimes called "Subpart F-type legislation".
The Canadian legislation, which was adopted subsequently, is similar to the
American legislation in that it also identifies income to be treated as 'tainted' and
therefore attributed to Canadian taxpayers. It is found in sections 90 to 95 of the
Canadian Income Tax Act, RSC 1952 c 148, as amended by 1970-71-72, c 63.
The other countries with anti-avoidance legislation of this kind limit their attack
to corporations located in jurisdictions that enjoy low or zero rates of tax. Consequently, these countries have in their legislation a definition of a low tax jurisdiction.
Further, these countries provide lists of countries included or excluded from the
effects of their legislation. Germany and Japan list true haven jurisdictions to which
their legislation applies. The United Kingdom, on the other hand, lists the countries
to which the legislation will not apply. This is a somewhat more sophisticated
approach, the benefits of which are examined in Chapter 5.

1.6

Major issues

Those framing legislation to true the income of controlled foreign corporation must
address several major issues of scope:
• What level of shareholder participation or control of a foreign corporation is
necessary for the legislation to apply to that corporation?
Is the legislation to apply to all controlled foreign corporations, or only to those
resident in jurisdictions that enjoy particularly low rates of true?
• If a particular foreign corporation is within the terms of the legislation, is all its
income to be taxed, or only that portion of the income that is essentially passive
in form?
• Where a controlled foreign corporation is caught by the legislation, and its income
is attributed to domestic shareholders, should all domestic shareholders be caught
or (a) only those that are companies or (b) only those that hold more than a certain
minimum of the capital of the foreign corporation?
These questions are considered in the following chapters. A list of further issues
is contained in an appendix. Among the more important of these further issues are:
• What entities apart from corporations should also be subject to the legislation?
At what rates of tax should domestic shareholders be truced on the income of a
controlled foreign corporation that is attributed to them? That is, bearing in mind
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•

that what is to be taxed is the income of a foreign corporation, should the income
be taxed at the rate applicable to non-resident corporations, or at the rate for local
corporations? In the case of recipient shareholders who are individuals, should the
tax be imposed at corporate rates, or at their own personal rates?
What, if any, relief provisions are necessary if and when the income of the
controlled foreign corporation is distributed to domestic shareholders as dividends?

7

2

Corporations subject to the legislation:
control

2.1
Reasons for requiring control
The most notable element that is common to the legislation of the countries surveyed
is that, with one major exception, it is only the income of foreign corporations that are,
or could be, controlled by shareholders resident in the respective jurisdictions that is
caught. The archetypal example is a foreign subsidiary of a parent corporation
resident in a country with controlled foreign corporation legislation.
Although it is only companies that are controlled by shareholders resident in the
jurisdiction that are subject to controlled foreign corporation legislation, it does not
follow that controlling shareholders are the only ones to reap a fiscal benefit from the
activities of a foreign corporation. Minority shareholders, too, can be expected to
enjoy the benefits of tax deferral and avoidance that are obtained by the majority.
However, it appears to be thought unfair to tax shareholders on profits of their
companies when they, together with other shareholders resident in the jurisdiction
concerned, do not have a controlling interest.
The argument is that controlling shareholders, or shareholders who could control
a company should they choose to do so, are directly or by default responsible for the
policy of their company. They cause it to make its profits abroad rather than at home.
Further, controlling shareholders could cause the company to pay a dividend out of
its profits should they so decide. Thus, it is by choice of the shareholders in question
that repatriation of corporate profits is delayed or prevented, and tax is deferred or
avoided.
Dividends are not the only form in which profits of a controlled foreign corporation might be repatriated. If the company in question sells to or buys from its
shareholders (perhaps affiliated companies or a parent company), profits may be
transferred from one to the other by adjustment of prices. If each party is controlled
by the same interests, profits can be taken where there is least tax without risk that
third parties will benefit.
All these considerations lead to the conclusion that it is not unreasonable for a state
to tax the profits of controlled foreign corporations in the hands of controlling
shareholders who are resident within its borders. But where resident shareholders do
not and could not control the corporation, states conclude that the shareholders should
not be taxed in this manner. The shareholders are not responsible for the policies of
the corporation, and they could not compel the corporation to pay out its profits even
if they wanted to do so.
8

The definitions of control used by jurisdictions with controlled foreign corporation legislation vary from country to country. Typically, they are based on one or more
of the following elements:
voting power
•
share ownership
entitlement to profits if distributed
•
entitlement to assets on the winding up of the corporation.
Some definitions conclude with a general catch-all clause like the expression,
control "by any other means whatsoever", found in section 7(2)(b) of the New Zealand
Income Tax Act. For example, section 302 of the United Kingdom Income and
Corporation Taxes Act treats a person as having control of a company if"he exercises,
or is able to exercise or is entitled to acquire, control, whether direct or indirect, over
the company's affairs". As well as this definition, section 302 lists a number of
specific situations in which control will be deemed to exist. Canada and Japan, on
the other hand, rely on a catch-all provision alone. Thus, the Canadian legislation
states that a controlled foreign corporation is one "controlled, directly or indirectly,
in any manner whatever" by the shareholders concerned.

2.2
A 50 % control threshold
Generally speaking, shareholders holding more than 50% of the stock or voting power
of a company control that company. For this reason, all the countries surveyed except
France adopt 50% as the threshold of shareholding by residents beyond which control
will be deemed to exist. There is, however, some variation between countries as to
the precise definition adopted. A wider definition is more likely to prevent tax
avoidance than a narrow one that specifies only the more common means of control.
The legislation of the United Kingdom, United States of America and Germany
provides that a controlled foreign corporation is one in which resident taxpayers hold
more than 50% of the voting power in the company. In this regard, the United States
is unusual in that it is the only country to rely on this definition alone. The American
definition, which is typical of this type of provision except in the respect just
mentioned, states that a controlled foreign corporation is "any foreign corporation of
which more than 50% of the total combined voting power of all classes of stock
entitled to vote is owned ... by United States shareholders" (§957, United States
Internal Revenue Code).
No country relies exclusively on a definition of control that refers to shareholding
alone, because the quantum of shareholding is indicative of control only when the
company has a single class of stock. In order to catch corporations with different
classes of stock, the legislation is more likely to rely on voting power. An example
of a provision which refers to control by shareholding is provided in the United
Kingdom legislation. The United Kingdom provision applies to share capital in
general: "if [the shareholder] possesses, or is entitled to acquire, the greater part of
the share capital"; and issued share capital in particular: "ifhe possesses, or is entitled
to acquire ... the greater part of the issued share capital of the company".
9

Under the United Kingdom legislation, also, a shareholder is taken to have control
of a company if he possesses or is entitled to acquire such part of the issued capital of
the company that, if the whole of the income of the company were in fact distributed,
he would be entitled to receive the greater part of the distribution, or, if the company
were wound up, he would be entitled to receive the greater part of the assets.
2.3
The French system
Under French law, a French company will be liable to tax on the income of a foreign
corporation if the French company holds 25% or more of the shares of the foreign
corporation. The advantage of a threshold lower than 50% is that it may make it more
difficult for shareholders who control a foreign corporation so to structure their
interests that they can escape the effects of the legislation. However, the reason for
the comparatively low threshold lies in the structure of the French corporate tax
system rather than in a policy to cast the tax net wider.
In general, France taxes corporate income on a territorial basis. Prior to the
adoption of specific controlled foreign corporation legislation, France gave a tax
exemption to business income received from abroad by French resident corporations.
Consequently, as far as active business income is concerned France has no need of
controlled foreign corporation legislation, as France would not tax such income even
if derived by a French resident company. There is no point in attributing to a French
parent company the foreign business income of its foreign subsidiary.
On the other hand, investment income of French companies was (and still is)
subject to tax on a global basis. Like New Zealand, France includes an inter-corporate
dividend exemption in its tax system. That is, the French revenue legislation exempts
dividends received by a French corporation from another corporation from tax.
However, the French exemption applies only where the French resident company has
a shareholding in the foreign company of at least 10%.
One result of this dividend exemption was to make it possible for French
companies in receipt of foreign-sourced investment income to avoid tax by establishing subsidiaries to derive the income in low tax jurisdictions. Profits of the
subsidiaries were remitted to the controlling corporation as dividends, which were not
taxable in France. The purpose of the French controlled foreign corporation
legislation is to prevent this type of tax avoidance, by taxing investment income
derived and retained by foreign subsidiaries of French corporations.
On the basis that the French inter-corporate dividend exemption is available to
companies having a 10% participation in the capital of the source company, the logical
threshold for the operation of the French controlled foreign corporation legislation is
also 10%. It is understood that the 25% level was adopted as a compromise between
the level for the inter-corporate dividend exemption and the 50% that is more
appropriate for legislation that attacks income of foreign companies that are controlled by corporations resident in the jurisdiction that enacts the legislation.
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As mentioned, the French dividend exemption is similar in effect to section 63 of
the New Zealand Income Tax Act, which exempts from tax dividends that are derived
by New Zealand resident companies. Maintenance of such an exemption appears to
be consistent with the introduction of a regime for taxing the income of controlled
foreign subsidiaries in the hands of their parent company shareholders. The reason
is that the objective of controlled foreign company legislation is to attack as such the
income of the foreign subsidiary, not to exact a second tranche of tax from a dividend
passing between subsidiary and parent. The former objective is achieved by
attributing income of the foreign company to its domestic controllers. Net income left
after the tax has bitten remains available for distribution as dividends. There is no
more or less reason for taxing such dividends in the hands of parent companies than
for taxing any other dividend received by a domestic company. The appropriate
treatment depends on the structure of the corporate tax code of the jurisdiction in
question. The classical system of corporate taxation eventually takes its second slice
of tax when a dividend is received by a shareholder who is a natural person.

2.4
Number of shareholders having control
When a country adopts controlled foreign corporation legislation, the question arises
as to whether all foreign corporations that are controlled or potentially controlled by
shareholders resident within the jurisdiction should be brought within the statute, or
only those controlled by shareholders not exceeding a certain number, say four or five.
There are two reasons for incorporating a limitation of this nature.
First, anti-avoidance legislation of any kind is apt to be onerous for both taxpayers
and tax gatherers. If the scope of the legislation can be limited without an unacceptable loss of effectiveness that is an advantage. Secondly, in practice, controlled
foreign corporations that are used to avoid tax generally have very few controlling
shareholders. The reason is that tax avoidance arrangements involving large numbers
of people are generally impractical because of the degree of agreement and trust that
must exist among the participants. Accordingly, it is possible that limiting controlled
foreign corporation legislation to cases where the controlling resident shareholders
are, say, five or fewer in number might have practical advantages with relatively little
loss of effectiveness.
Be that as it may, of the countries that have adopted controlled foreign corporation
legislation only Canada has restricted the operation of the legislation in this manner.
The Canadian rules apply only to corporations controlled by five or fewer resident
Canadian shareholders. The Canadian example has not been followed by other
jurisdictions, probably because experience suggests that numerical restrictions of this
kind tend to be vulnerable to imaginative tax planners. In fact, an example is not hard
to find:
Suppose a New Zealand listed company with widely spread shares were to decide
to establish an off-shore money-box affiliate. One option would be for the off-shore
company to be a wholly-owned subsidiary. Such a subsidiary would clearly be
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vulnerable to controlled foreign corporation legislation, being controlled by a single
shareholder, its New Zealand parent. Alternatively, the off-shore company could be
formed with stapled stock; that is, the company could be owned directly by its
individual shareholders, being the same persons who own the shares in the New
Zealand listed company, preferably in the same proportions. To maintain proportionate stockholding among members the shares of the two companies could be 'stapled'
together; that is, shares in one company could be made transferable only with and by
the same transaction as shares in the other. In this manner, the New Zealand parent
company could establish an off-shore affiliate that would act as a subsidiary, but that
would in fact be controlled only by the combined holdings of a large number of
shareholders. Such a company would escape the provisions of controlled foreign
corporation legislation that applied only to companies with five or fewer resident
shareholders. For reasons such as this it is probably not appropriate for legislation to
be restricted to companies with a limited number of resident controlling shareholders.

2.5
Rules to avoid the effects of fragmentation of shareholding
An obvious problem in drafting legislation relating to the taxation of controlled
foreign corporations is that controlling shareholders may fragment their interests so
as to avoid liability. In jurisdictions where all domestically-held shares are taken into
account in determining whether a foreign corporation is controlled by home shareholders the avoidance potential of ownership fragmentation is limited. (There is no
point in fragmentation if the shares in question must be taken into account in any
event.) Where there is a minim um threshold below which shareholdings are not taken
into account in determining whether a foreign company is under local control,
fragmentation of ownership becomes worthwhile. Moreover, even in jurisdictions
that take account of all local shareholdings, fragmentation could be effective if the
fragmented holdings were held abroad.
There are different ways in which fragmentation of share ownership can be
achieved. Shares in the foreign corporation may, for example, be held by another
foreign subsidiary, by a trust, by family members, or by partnerships. To frustrate
these tactics, controlled foreign corporation legislation must contain rules to ensure
that shares held indirectly or constructively are treated as being held by shareholders
whose holdings are to be taken into account in calculating whether there is control by
residents.
The legislation of all the countries surveyed contains rules about indirect ownership. Thus, shares held indirectly, for example by a subsidiary corporation, will be
considered to be shares held by a controlling resident shareholder. Constructive
ownership provisions, however, are found in the legislation of the United Kingdom,
the United States, and Japan, but not in the Canadian, French or West German statutes.
Typically, where the holdings of a particular resident shareholder are taken into
account for the purpose of calculating whether resident shareholders control a
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particular foreign company, the legislation provides that he or she will be treated as
also owning shares held by his or her spouse, children, grandchildren, or parents, and
as owning also shares held by partnerships, estates, trusts, and corporations in which
the shareholder has an interest.
The justification for attributing to a shareholder shares owned by family members
is clear enough, but it is often unfair to treat a shareholder as owning all the shares held
by a partnership, estate, trust, or corporation on the sole ground that the shareholder
has an interest in the body in question. Generally speaking, it is more reasonable to
treat a shareholder as owning no more that his proportionate fraction of the shares in
question, depending upon the proportionate value of his interest in the entity
concerned. Indeed, attribution of even a proportionate share may not be fair in all
circumstances, particularly where the intermediate holding vehicle is a trust or
company.
On the other hand, it is arguable in certain cases that all shares held by a related
company, for example, should be attributed to someone who controls that company
indirectly. For example, suppose Mr A is a resident ofHypertaxia, a country that has
controlled foreign corporation legislation, and the question is whether there should be
an attribution to controlling shareholders of income derived by Xco, a company
resident in Arcadia. Suppose Mr A owns 60% of the shares in Yco, which in tum owns
20% of the shares in Xco. In determining whether Xco is controlled by persons
resident within the borders of Hypertaxia, how many shares should Hypertaxia
attribute to Mr A? At first sight 12% (60% of 20%) seems correct.
On the other hand, when shares are held by a company in which Mr A has an
interest it is perhaps questionable whether the shares should be attributed to him unless
he controls that intermediate company. If that is not the case, then such shares can
hardly be regarded as being able to contribute to make up a controlling interest in the
foreign company that is under scrutiny.
Another view takes into account that Mr A's holding of 60% in Yeo gives him
virtually absolute control of that company. Arguably, therefore, all shares owned by
Yco should be attributed to Mr A when the issue involves a question of control.
Perhaps the argument is even stronger in the case where Yco itself owns a controlling
interest in Xco, say 60%. Then, Mr A's economic interest in Xco is 36% (60% of
60%), but he clearly controls Xco by virtue of controlling Yeo.
Where the shareholding vehicle is not a company, but a trust, different problems
arise. In the case of a bare, fixed trust (that is, a trust where the trustee holds the trust
property in shares that are fixed and certain at the direction of the beneficiaries, who
are adults of full capacity), the position is tolerably clear. There should be attributed
to a shareholder no more than his or her proportionate fraction of the shares held in
trust, according to the fractional interest specified by the deed. Discretionary trusts,
however, are another matter.
Where shares are held by a discretionary trust it cannot be said that any beneficiary
has the right to any specific fraction of the fund, let alone to any specific property.
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How, then, should ownership of shares held by trustees and subject to a discretion be
attributed? Fixed trusts where the beneficial interest has not vested, or even where the
trustees have administrative duties in respect of the trust property without discretion
as to capital or income, raise similar questions, though less acutely. The reason is that
except in a trust that is truly no more than a bare trust the beneficiaries generally have
no claim to the assets of the trust in specie. The answers to these questions are by no
means clear.
Nominee, indirect, and constructive ownership rules need themselves to be
buttressed by second-level rules of the same kind. Thus, for example, where a
constructive ownership rule would attribute to X any shares owned by X's daughter
or by a trustee for X, a second-level rule would attribute to X shares owned by a trustee
or nominee for the daughter, or by a subsidiary of a company that she controls.
2.6

A model for New Zealand : the dermition of control

Questions of corporate control arise in several contexts within the New Zealand
income tax system. Consequently, the Income Tax Act 1976 includes a provision
setting out when a company shall be deemed to be under the control of particular
persons. Section 7 provides that a company is deemed to be under the control of the
persons who hold more than 50% of the shares, more than 50% of the nominal capital,
more than 50% of the paid up capital, or more than 50% of the voting power, or by
persons who would be entitled to more than 50% of a corporation's profits if those
profits were distributed by way of a dividend at the end of the year. A corporation will
also be controlled by persons who have, by any means whatsoever, control of that
corporation. This definition is very comprehensive: more comprehensive, in fact,
than the corresponding definition in the legislation of any of the countries surveyed
except the United Kingdom. The terms of section 7 are probably adequate as a
definition of control for purposes of any controlled foreign corporation legislation that
might be enacted, so long as the legislation is based on the concept of control.
2.7

Constructive ownership provisions

If section 7 of the Income Tax Act could constitute the definition of control for
purposes of controlled foreign corporation legislation, section 8 could possibly form
the basis of a code of provisions in respect of constructive ownership. Section 8 sets
out the rules that, for most purposes connected with the Income Tax Act, specify when
two persons are to be considered to be associated with one another. A simple
approach would be the enactment of a measure providing that where the holdings of
any shareholder are taken into account for purposes of controlled foreign corporation
legislation, that shareholder shall be deemed also to own all shares held by persons
with whom he or she is associated pursuant to section 8. However, section 8 is more
comprehensive in scope than its counterpart in controlled foreign corporation legislation of other jurisdictions, and may be too all-embracing for its provisions to be
adopted for controlled foreign corporation purposes without modification.
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Section 8 (1) (a) provides that where two companies consist of substantially the
same shareholders or are under the control of the same persons they are to be treated
as associated persons. This provision could reasonably apply for purposes of constructive ownership rules. But section 8 (1) also deems to be associated with one
another:
(b) Any company and any person (otherthan a company) who holds 25% or more
of the paid-up capital or 25% or more in nominal value of the allotted shares of that
company; or
(c) Any two persons who are relatives; or
(d) A partnership and any person, where that person and any partner in that
partnership are, in accordance with the foregoing provisions of this subsection,
associated persons.
In considering these provisions it must be borne in mind that the focus is first on
a non-resident company, secondly on resident shareholders who may be found to
control the company, and thirdly upon shareholders in the company who may be
deemed to be associated with a resident shareholder, but who are themselves nonresident. (If they were resident the associated persons issue would not arise, because
their shares would be taken directly into account in the calculation of control by
resident shareholders, assuming there is no minimum participation threshold.)
Considering, therefore, section 8 (1) (b), suppose that a New Zealand individual
owns a 40% interest in each of two foreign companies, A and B. Suppose for present
purposes that the 40% shareholding does not amount to a controlling interest. The
focus is on company A, which is alleged to be a controlled foreign corporation.
Company B owns 20% of the shares in company A. It is probably not reasonable to
attribute this 20% holding to the New Zealand resident individual, and thus to
determine that company A is a controlled foreign corporation.
On the other hand, if the 40% shareholding in B is sufficient to give the New
Zealand resident control over B, there is no need to resort to constructive ownership
provisions at all. The reason is that in controlling B the shareholder controls B's 20%
interest in A, which, added to his own 40%, clearly gives him control of A (subject
to the reservations expressed in section 2.5).

2.8

Relatives

"Relative" is defined in section 2 of the Income Tax Act to include a person related
within the fourth degree. That is, the term refers to the relationship between uncle or
aunt and nephew or niece, and extends as far as first cousins. To modify the example
suggested in section 2. 7, suppose a first cousin (a non-resident of New Zealand) of
the shareholder in company A (who is resident in New Zealand) owns 20% of the
shares in the company. Should that 20% be attributed to the New Zealand shareholder
to bring his holding in A to a controlling 60%? The answer is probably no. It is
presumably for this sort ofreason that the relevant United States and United Kingdom
constructive ownership provisions are somewhat narrowerthan section 8 (1) (c) of the
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New Zealand Income Tax Act. The United States Internal Revenue Code §318 (a)
extends the constructive ownership rules only to spouses, children, grandchildren,
and parents, both natural and adoptive. Section 533 of the United Kingdom Income
and Corporation Taxes Act 1970 include parents, siblings, ancestors, and lineal
descendants of resident shareholders or their spouses.
2.9
Partnerships
Section 8 (1) of the New Zealand Income Tax Act does not provide that a partner and
his partnership are associated persons. The reason is that a partner is part of his firm,
and owns his share of the firm personally, rather than through a trust, company, or
some other vehicle. However, although a partner owns a share of the assets of his firm,
until dissolution he has an undivided interest in all the firm's property, but no claim
to any specific item. It may be, therefore, that controlled foreign corporation
legislation should make specific provision for the manner in which shares held by a
partnership should be attributed to members of the firm. Without specific provision
there is room for argument as to how this should be done.
Suppose a New Zealand resident owns 40% of the shares in a foreign company,
and a partnership of which he is a memberowns another 20%. In legislation that refers
to shares owned or controlled by a resident, is the taxpayer in question to be treated
as owning the whole of the 20% that belongs to the partnership, or only his
proportionate share thereof, or none at all? Because of the special characteristics of
interests in partnership property referred to above, the answer is not clear. A simple
provision along the lines of the American legislation is called for. The United States
Internal Revenue Code §318 provides that: "Stock owned, directly or indirectly, by
or for a partnership shall be considered as owned proportionately by its partners."
For purposes of constructive ownership provisions, section 8 (1) (d) of the New
Zealand Income Tax Act needs modification if it is to be applied in the context of
controlled foreign corporation legislation. An example illustrates the point. Suppose
a New Zealand resident is related to a non-resident who is a partner in a firm. Both
the New Zealand resident and the firm own some shares in a certain foreign
corporation. What fraction of the shares owned by the partnership should be attributed
to the New Zealand resident by virtue of constructive ownership rules? The
reasonable answer appears to be the share that is attributable to the non-resident
relative by virtue of the relative' s interest in the partnership. But a literal application
of section 8 (1) (d) might suggest that the whole of the interest of the partnership in
the foreign corporation should be attributed to the New Zealand resident simply
because the partnership and he are associated persons by virtue of his relationship to
one of the members of the firm.
Constructive ownership rules should not be applied between partners themselves.
Thus, a New Zealand resident should not have attributed to him the shares of someone
else only because the second person and he are partners, whether the partnership
business relates to the business of the company that is alleged to be a controlled foreign
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corporation or not. A partnership is a business relationship, and it should not be
inferred as a matter of course that one partner controls corporate shares held by
another.

2.10

Companies and constructive ownership rules

Section 8 (1) (c) provides that a company and an individual holding 25% or more of
the capital are associated persons. At this point, indirect ownership rules and
constructive ownership rules overlap. If an individual owns 25% of a company there
is some logic in a rule that attributes to him by virtue of indirect ownership 25% of
shares held by that company in other companies. (The logic is not necessarily
compelling, since it is unlikely that the individual controls the company by virtue of
his shareholding.) Alternatively, relying on a rule like section 8 ( 1) (c), one could say
that shares owned by the company must be attributed constructively to the individual
because he and the company are associated persons, a rule that appears unreasonably
draconian in the context of controlled foreign corporation legislation.
There is also the question of associated persons who are individuals, who hold
shares in intermediate companies that in tum hold shares in a particular foreign
corporation. The answer to this question depends on the answer to the question
implied in the previous paragraph. First, one must decide as a matter of policy how
the indirect ownership rules will work as far as intermediate companies are concerned.
Will all shareholdings in holding companies result in the attribution of a proportionate
part of holdings that belong to the intermediate company, or only shareholdings that
are themselves a controlling interest? Where there is a controlling interest in a holding
company, are all the shares that belong to the holding company to be attributed to the
controller, or only that proportion that corresponds to his fractional interest in the
holding company?
Whatever the answer to these questions, the rules in respect of holdings by
individuals who are associated with the shareholder who is the focus of inquiry should
correspond. For example, if one concludes that shares held by intermediate companies should be attributed to individuals for purposes of controlled foreign corporation legislation only when the individual has sufficient shares to control the intermediate company concerned, the corresponding rule should apply where it is an
associated person of the individual in question who owns shares in the intermediate
company.
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3

Vulnerable corporations: a survey of two
approaches

3.1
General considerations
It is theoretically possible for a country to make every type of income of a controlled
foreign corporation subject to domestic taxation. This approach to the taxation of
controlled foreign corporations has been seriously considered in the United States of
America. President J F Kennedy proposed in his State of the Union Message of 1962
that tax avoidance through deferral of taxable income should be totally eliminated in
respect of tax haven transactions. The suggestion was repeated by President Carter
in his Congressional Message ofJanuary 20, 1978. However, the proposal was never
adopted, primarily because the American government did not want to make United
States multinationals less competitive than corporate groups based in other jurisdictions.
There are numerous genuine business reasons quite unrelated to tax considerations for establishing subsidiaries in foreign jurisdictions. Where a company decides
to establish a business presence in another country it has the choice of setting up either
a branch or a subsidiary. There are many reasons that might point to the subsidiary
as the better option. The subsidiary, being locally incorporated, is often chosen in
order to emphasise the permanence of the commitment of the parent corporation to the
local business community. Local laws sometimes make it easier for locally incorporated companies to employ staff, own property, or borrow money. A local
subsidiary may be able to gain access to a customs union or free trade zone that would
be denied to a branch.
Broadly speaking, all these reasons relate to the proposed commercial activities
of the subsidiary, activities that will produce active business income. For this reason,
the legislation ofnone of the six countries surveyed has the object of taxing the active
business income of controlled foreign corporations. All the countries have a policy
of encouraging domestic corporations to expand into foreign markets. If one country
were to begin taxing the active business income of foreign corporations controlled by
its taxpayers, the competitive position of groups of companies subject to the
legislation would be weakened in comparison with multinational companies based in
other jurisdictions. Groups subject to such legislation could also be handicapped vis18

a-vis businesses based locally in the jurisdiction of the subsidiary, which need to be
concerned with local taxes only. Consequently, a country contemplating the enactment of controlled foreign corporation legislation might decide to adopt rules that
exempt the active business income of foreign subsidiaries from taxation.

3.2

Two methods of specifying vulnerable corporations

Significant tax avoidance will occur mainly when the controlled foreign corporation
is located in a tax haven. However, countries that are normally regarded as high tax
jurisdictions sometimes have provisions in their legislation that enable a corporation
located there to pay much less tax than if the corporation's activities were carried out
in the jurisdiction where its shareholders reside. An example is the United States
legislation providing for the establishment of the American Domestic International
Sales Corporation Legislation (DISC). An American company with significant
qualifying exports may qualify as a DISC, and thus enjoy a greatly reduced rate of tax.
Be that as it may, most arrangements involving controlled foreign corporations that
have tax avoidance as their aim hinge on the establishment of a subsidiary in a tax
haven. The object is to to take advantage of the stringent bank and business secrecy
laws and absence of exchange controls that, as well as low taxes, are characteristic of
tax havens. For these reasons, some countries focus their legislation dealing with
controlled foreign corporations on tax haven activity only.
In substance, all existing controlled foreign corporation legislation is the same.
That is, income of a controlled foreign corporation is attributed to controlling
shareholders resident within the legislating country. However, there are significant
differences of detail. The United States and Canada follow a transactional approach.
That is, the rules of these countries set out the types of income that is subject to the
legislation. The residence of the controlled foreign corporation in question is not
material. In principle, all controlled foreign corporations are vulnerable, but it is only
their passive income that is attributed to locally resident shareholders.
On the other hand, the legislation of the United Kingdom, Japan, and France is
jurisdictional in approach. That is, the rules apply only to companies resident in
countries with low levels of taxation. Such countries are identified either by being
named in a list, or by description, as being jurisdictions that enjoy rates of tax below
specified levels.
Controlling shareholders of corporations resident in jurisdictions identified by the
rules are taxable on income derived by the corporations that they control. Controlled
foreign corporations resident in other jurisdictions are not vulnerable to the legislation at all. If a controlled foreign corporation is subject to the rules, then all of its
income is caught. This is sometimes known as the 'entity' approach. Typically, there
are exceptions for companies (or 'entities') where the bulk of the income is from
active business, notwithstanding that the company is resident in a low tax jurisdiction.
That is, for example, a controlled foreign corporation resident in a tax haven may
nevertheless be wholly exempt from the legislation even if a proportion of its income
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is passive in nature if, for instance, it qualifies for an exemption set out in the rules by
virtue of the bulk of its income being active.
The Federal Republic of Germany has legislation that contains elements of both
approaches. The German legislation applies only to companies resident in jurisdictions that enjoy low rates of tax. But the income of these companies is dissected, with
controlled foreign company legislation applying to passive income only. Thus,
Germany uses an income, rather than an entity approach, but applies its controlled
foreign corporation laws on a jurisdictional basis.

3.3

Definitional rules

The definitional rules of both the transactional approach and the jurisdictional
approach can be framed either exclusively or inclusively. Thus, the United States
rules exhaustively list the types of income that are subject to the rules, in a detailed,
inclusive list. Forms of income not listed are excluded. In contrast, the Canadian
transactional rules apply a blanket charge that includes all forms of income of a
controlled foreign corporation, followed by exemptions for active business income.
One result is that the text of the United States rules is much more elaborate and
complicated that the Canadian statute, though theoretically at least the United States
rules might be more sure in their application in any particular case. In practice that
may not be so. To examine a particular item of income according to the criteria ofeach
of a lengthy list of specific types of receipt in order to determine whether it is
vulnerable to controlled foreign corporation legislation can be a lengthy and sometimes uncertain process.
The jurisdictional approach requires definitional rules at two levels. First, the
rules must specify the corporations that are within the ambit of the legislation. That
is, there must be rules to identify the countries whose resident corporations are subject
to the legislation. Secondly, if there is to be an exemption for companies the bulk of
the income of which is active, it remains necessary to incorporate definitions of active
and of passive income. As with the transactional approach, either exclusive or
inclusive definitions may be used.
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4

Transactional approach to income
classification

4.1

Introduction

All countries with controlled foreign corporation legislation try to tax most controlled
foreign corporation income that is not active business income. For countries that use
a transactional approach, this policy involves describing the types ofincome on which
the shareholders of a controlled foreign corporation will be taxed. As mentioned in
section 3.3, such descriptions can take different forms. The legislation of both the
United States and Canada encompasses the passive income of controlled foreign
corporations, defined in both cases to include dividends, interest, rent, royalties, and
annuities, gains from future transactions in any commodity, gains from the sale of an
interest in an estate or trust, and gains from the use of corporate property by a
shareholder.

4.2

Exemption for passive income of certain types

Provision is made, however, for the exclusion of certain passive income when it is
derived in the active conduct of a trade or business. Income that can qualify in this
manner includes rent, royalties, dividends, interest, and gains derived from stock and
securities, transactions in a banking or financing business, certain income of insurance companies, and income received from related parties organised in the same
country.
This exemption is reminiscent of the force of attraction principle often adopted in
tax treaties. By this principle, interest, dividends, and royalties that are derived by a
permanent establishment of a foreign business set up within the jurisdiction are taxed
as business profits of that permanent establishment, and not as interest, dividends, or
royalties. Thus, tax on these receipts is levied by the jurisdiction where the permanent
establishment is located, and not shared with the jurisdiction where the foreign
business has its head office. Similarly, certain passive income that is associated with
an active business operation in a foreign country is not vulnerable to the United States
and Canadian controlled foreign corporation legislation.

4.3

Sales between related parties

Sales transactions between a corporation and a controlled subsidiary located in a tax
haven are often used to avoid tax. Artificially high or low transfer prices can be used
to move profits into the tax haven corporation. Profits from a trading subsidiary which
would otherwise return to the controlling parent company and be taxed can be
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intercepted and held by another subsidiary in a tax haven. One way of tackling this
problem is to adopt transfer pricing rules to ensure that transactions between related
parties are concluded at arm's length prices. Nevertheless, even arm's length prices
assume an element of profit. Notwithstanding the existence of transfer pricing rules,
it is still possible for profit to build up in a sales or distribution subsidiary located in
a tax haven. Often the tax haven subsidiary will have no real purpose except tax avoidance.
For this reason, although the United States revenue legislation contains sophisticatedrules about transfer pricing, the United States Internal Revenue Code §954 taxes
the income of sales or distribution subsidiaries that come within the United States
controlled foreign corporation legislation. Such income is called foreign base
company sales income and is defined as income derived in connection with the
purchase of personal property from a related person and sales of such property to any
person; the sale of personal property to any person on behalf of a related person; the
purchase of personal property from any person; the sale of such property to a related
person; or the purchase of personal property from any person on behalf of a related
person where: (1) the property which is purchased (or in the case of property sold on
behalf of a related person, the property which is sold) is manufactured, produced,
grown, or extracted outside the country under the laws of which the controlled foreign
corporation is created or organized, and (2) the property is sold for use, consumption,
or disposition outside such foreign country, or in the case of property purchased for
or on behalf of a related person, is purchased for use, consumption, or disposition
outside such country.
Under the American legislation, a person is a "related person" with respect to a
controlled foreign corporation if such person is (1) an individual, partnership, trust or
estate which controls the controlled foreign corporation, (2) a corporation which
controls, or is controlled by, the controlled foreign corporation, or (3) a corporation
which is controlled by the same person or persons which control the controlled foreign
corporation.
If a controlled foreign subsidiary partially manufactures, assembles, or constructs
the product its income will not constitute base.company sales income if the total
conversion costs (direct labour plus factory overhead) are not less than 20% of the
total cost of goods sold. Packaging, repackaging, labelling, or minor assembly
operations do not qualify as manufacture, construction or production.
Canada does not tax intra-group sales income, relying instead on the operation of
transfer pricing rules. As previously mentioned, the problem with this approach is that
even with transfer pricing rules, sales and distribution subsidiaries may be expected
to make profits, and if these companies are located in low tax jurisdictions the
corporate group is able to avoid or defer tax on those profits.
4.4
Services for a related party
Service subsidiaries, like sales and distribution subsidiaries, are often established in
tax havens for tax avoidance purposes, and make no real contribution to the business
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of the multinational group of which they form part. The United States Internal
Revenue Code, §954, catches this income as foreign base company service income.
Foreign base company service income is defined as income arising from the performance of technical, managerial, engineering, architectural, scientific, skilled, industrial, commercial, and similar services, if such services are, (1) performed for, or on
behalf of, a related person, and (2) performed outside the country under whose laws
the con trolled foreign corporation is organized. Income from services directly related
to the sale or exchange of (or an offer to sell or exchange) property manufactured,
processed, grown, or extracted by the foreign corporation itself is not included as
foreign base company service income.
Canada does not tax service income arising from transactions between related
parties. Again, Canada relies on transfer pricing rules to prevent the most extreme tax
avoidance. But, as in the case of sales and distribution subsidiaries, the potential for
tax avoidance that remains is not insignificant.

4.5

Insurance and shipping

The United States, but not Canada, specifically identifies the income of captive
insurance companies as being subject to controlled foreign corporation legislation.
Captive insurance companies may be established to reinsure the policies of United
States insurance companies abroad. They may also be established by United States
corporations to reinsure the parent corporation's own risks, as a way of reducing
insurance costs.
Another class of income mentioned in the United States but not in the Canadian
controlled foreign corporation legislation is foreign base company shipping income.
This is income derived from the use of aircraft or vessels in foreign commerce, outside
the controlled foreign corporation's country of incorporation. In recent years this
provision has been less effective than might have been expected because, as a result
of fiscal concessions to the maritime industry, income reinvested in a shipping
business is not subject to tax. It is only when the income is withdrawn from the
business that it attracts liability. The modest impact of the United States controlled
foreign corporation legislation insofar at it applies to shipping is illustrated by the fact
that in 1976, 74% of the assets of United States controlled foreign corporations
engaged in the transportation business were held by companies formed in tax havens
(Gordon Report, p 85).

4.6

Capital gains

Both the United States and Canada tax capital gains from the disposition of property
by a controlled foreign corporation. However, the United States taxes only capital
gains that occur as the result of dispositions of tangible property located in the United
States, including cases where it is clear that tax avoidance was not the motivation for
the arrangement. Canada taxes capital gains of the foreign affiliate wherever they
occur, provided that the property disposed of is not property used principally for the
purpose of gaining or producing income from an active business.
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4.7
Active business income: definitional questions
Active business income is excluded from the ambit of controlled foreign corporation
legislation in both the United States of America and Canada. The United States
legislation simply lists income that is caught, or 'tainted', as it is sometimes called.
Since all other income is exempt there is no need for a specific exemption for active
business income. However, the object of the legislation is that, in effect, the only
income not listed as tainted is active business income. This objective appears to be
achieved with some success, although at some cost.
The cost results from the elaborate list of kinds on income that are held to be
tainted. The major cost is complexity. In a report to the United States Commissioner
of Inland Revenue, the Assistant Attorney General (Tax Division) and the Assistant
Secretary of the Treasury (Tax Policy), Richard A Gordon, United States Special
Counsel for International Taxation, has stated: "the provisions of the tax law that
apply to international transactions in general and tax haven transactions in particular
are among the most complex in the Internal Revenue Code ... [this] complexity
coupled with information gathering problems makes the law in this area extremely
difficult to administer". Gordon went on to conclude that "[t]he IRS has great
difficulty in administering the current rules. The levels of abuse and the potential for
eroding the US tax base, as well as the administrative problems caused by current law,
are significant enough to warrant consideration of changes in the way in which the US
taxes tax haven income".
Another problem is that, even with all the elaboration of detail and definition that
is found in the United States rules, it is impossible to predict all the many forms of
income that are able to be devised by the wit of tax planners. Accordingly, it has
proved necessary to provide enforcement authorities with wide discretions that
involve numerous subjective judgments. This aspect of the United States rules was
also criticised in the Gordon Report.
The Canadian legislation is much more concise. Subject to one or two exceptions,
income subject to the controlled foreign corporation legislation, called in Canada
"Foreign Accrual Property Income", is simply income from property and from
businesses "other than active businesses". "Active business income" is not defined,
though the rules extend the meaning of the expression to include certain income that
would not ordinarily be considered to be active business income, but which pertains
to or is incidental to an active business. Such income includes, for example, the
proceeds of investments of working capital that is temporarily surplus to requirements, and income from investments that are required by law as a condition for access
to particular markets.
This approach has the advantage of simplicity, though the absence of a definition
of"active business income" means that there is a potentially large area of uncertainty
either side of the line that divides 'active' from 'passive'. Some of the elements of
uncertainty within the Canadian tax system are minimised by regulation, and by
general and individual rulings. This approach is possibly inevitable given the
Canadian legislative system, which is much less flexible than the New Zealand one.
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In New Zealand, where several Income Tax Amendment Acts are passed in most
years, it is practical for there to be a greater degree of specificity in legislation, even
if details must be added over time. The process of amendment is reasonably speedy,
and capable of being responsive to current problems and developments, whatever
disadvantages frequent amendment may bring.
4.8
Evaluation
In the end, the fundamental shortcoming of the United States and Canadian controlled
foreign corporation legislation may well be that both countries pursue a transactional
rather than a jurisdictional approach. Commentators have suggested that both
countries would be well advised to amend their controlled foreign corporation
legislation to give it a jurisdictional basis. Gordon, commenting on the American
legislation, has stated that in order to "relieve some of the administrative burdens and
to give more certainty to transactions involving controlled foreign corporations
formed in tax havens, [the legislature should] expand subpart F to add a jurisdictional
test that would tax United States shareholders of a controlled foreign corporation
formed in a tax haven ....". In consequence he says that:
"The addition of a targeted approach would be an improvement over the
present system from an administrative point of view. It would provide a clearer
focus than the current law and would eliminate many of the difficult technical
issues encountered in tax haven transactions, and accordingly might discourage some abusive tax haven use".
The Canadian legislation has attracted similar comments.
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5

Jurisdictional approach to income
classification

5.1
General considerations
Because the jurisdictional approach involves trucing or not taxing controlled foreign
corporations according to where they are located, the legislating country must
provide a general definition of the type of jurisdiction to which the legislation will
apply. Clearly enough, jurisdictions against which the legislation is aimed are those
that impose true at rates significantly lower than the legislating country. Tax havens
are obvious candidates. However, as mentioned in section 3.2, countries which are
normally considered to be high true jurisdictions may have features of their true
legislation that can reduce true liability very significantly. Commonly, this situation
occurs when countries use fiscal incentives to encourage favoured economic activities.
All the countries which use a jurisdictional approach have a general definition of
a low true jurisdiction in their legislation. Further, they supplement this definition with
lists of countries to which their legislation does or does not apply. The reason for
having such lists is to reduce burdens of compliance and administration.
5.2
Ways of defining low tax jurisdictions
A general definition of a low true jurisdiction will invariably involve a comparison
between domestic taxes and the taxes levied by a foreign country. The comparison
may be made between the nominal true rates or the effective tax rates of the two
jurisdictions, or between the actual taxes paid by the controlled corporation and the
truces that the corporation would have had to pay if it were resident in the legislating
country.
A comparison between nominal true rates is undesirable because it is unlikely
accurately to reflect the actual truces paid by controlled foreign corporations. Nevertheless, rules based on nominal tax rates may be a partial answer to dealing with
relatively clear cut cases. For example, if a controlled foreign corporation is resident
in a jurisdiction where the maximum nominal tax rate on the type of income derived
by that corporation is 5%, it is clear enough that the policy of most countries enacting
controlled foreign corporation legislation would be to bring within the scope of the
legislation any controlled companies resident in that jurisdiction. This question is
explored in more depth in Chapter 6.
Countries with high nominal tax rates often have low effective tax rates. However, a comparison of effective tax rates is ordinarily impractical because effective true
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rates are hard to ascertain. Moreover, the comparison would have to be made
annually, with respect to all the countries in which companies controlled by residents
of the legislating country were located. Such a system would involve considerable
administrative cost In practice, no country uses effective tax rates as the basis of
comparison. Thus, there is no existing data base for use as a guide to a country
contemplating the enactment of controlled foreign corporation legislation.
In the end, it seems most practical to base the definition of a low tax jurisdiction
on a comparison between the tax a controlled foreign corporation actually pays and
the tax it would pay if it were resident in the country of residence of its controlling
shareholders. The main advantages of this approach are twofold. First, the definition
focuses on the actual tax benefits received by the controlled foreign corporation that
arise from its location. Secondly, there is no difficulty in ascertaining what tax the
foreign corporation has paid. Furthermore, problems involved in calculating the tax
the foreign corporation would have paid had it been located in the legislating country
are at least not insuperable, although a good deal of re-drafting of accounts is
unavoidable. In most cases, the controlling shareholders, who it may be assumed have
knowledge, directly or through their advisers, of the operation of their own country's
tax system, will be in a position to provide assistance to the foreign corporation in
making the necessary calculations.
Of the countries surveyed, only the United Kingdom has a definition of a low tax
jurisdiction which compares the actual taxes paid by the controlled foreign corporation with the taxes which would have been paid on the income in the United Kingdom.
It is fortunate for New Zealand that the United Kingdom has adopted this approach.
Given New Zealand's comparatively limited resources for enforcement, there are
potential advantages in adopting the same definition as the United Kingdom,
particularly if the United Kingdom is willing to share its knowledge and experience
of the world's tax systems.

5.3

Low taxation

Under the United Kingdom legislation a low tax jurisdiction is one where the tax paid
by the controlled foreign corporation on its income in the territory in which it is
resident is less than 50% of the "corresponding United Kingdom corporation tax" on
that income. Japan also has a 50% level except that the test is whether the nominal
foreign tax rate is less than 50% of the Japanese nominal corporate tax rate.
The Federal Republic of Germany, on the other hand, has a considerably lower
threshold. The West German legislation taxes income of a controlled foreign
corporation that is subject to 'low taxation'. Low taxation is defined as any rate less
than 30% of the West German rate.
The French controlled foreign corporation rules apply where the foreign jurisdiction in question has a 'privileged tax system'. There is no legislative definition of this
term, but the administrative rule of thumb is that a country with a tax rate of less than
two-thirds of the French rate that would be applicable to the income in question has
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a 'privileged tax system'. Since the corporate tax rate in France is 50%, the French
rules potentially apply to companies resident in jurisdictions with corporate rates as
high as 33.33%. This is the highest threshold of any of the six countries that have
controlled foreign corporation rules.
The particular threshold adopted by each country seems somewhat arbitrary.
However, a numberof policy considerations which may influence the choice oflevel
may be identified. If a country is concerned to bring only zero or very low rate
jurisdictions within its controlled foreign corporation legislation, it need not adopt a
threshold of more than 30% of its own tax rate. This level is high enough to include
all countries generally regarded as out-and-out tax havens, but would not catch every
jurisdiction with rates of tax that are commonly regarded as attractive. For example,
in the case of New Zealand resident shareholders, a 30% threshold would be
insufficient to trap the income of a controlled affiliate resident in, say, Jersey or
Guernsey, where corporate income tax is setat20%. (The New Zealand corporate rate
is48%, 30% of which is 14.4%.) Be that as it may, where a 50% threshold is chosen,
the usual reason will be to capture the income of controlled foreign corporations that
are exploiting particular features of the tax systems of jurisdictions that are normally
higher-tax countries.
5.4

Jurisdictional lists: countries included

If lists of countries which are included or excluded from controlled foreign corpora-

tion legislation are provided by the legislating country, administrative work for the tax
authorities and compliance burdens imposed on the taxpayer can be markedly
reduced. A number of different types of list can be used. First, there is the list that
names countries considered to be tax havens and therefore within the ambit of the
legislation. This type oflist may be called a black list. Secondly, a white list is a list
which names countries that it is considered cannot be used to avoid taxation and
should, therefore, be excluded from the effects of the legislation. Thirdly, a grey list
includes countries which are normally considered to be high tax jurisdictions but
which have legislation that offers, in some areas, the potential for tax avoidance. A
grey list specifies those countries which under normal circumstances are excluded
from the effects of the legislation, except where resident controlled corporations have
arranged their activities so as significantly to reduce their tax liability.
The adoption of a white list has a number of advantages. A white list is unlikely
to offend other states, whereas a country may be displeased to find itself on a black
list. Furthermore, a white list, when used in conjunction with a grey list, is sufficiently
refined to enable distinctions to be drawn between tax havens, high tax countries, and
high tax countries that can sometimes be exploited for tax avoidance purposes.
The legal effect of each of these different kinds of lists varies from country to
country. Only Japan uses its list to determine conclusively the tax liability of
shareholders of controlled foreign corporations. Under the Japanese scheme income
derived by controlled corporations operating in one of the thirty-three black-listed
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countries is liable to taxation irrespective of whether the corporation is being used to
avoid Japanese taxation. The Japanese list is an administrative document and the
Japanese Ministry of Finance is responsible for designating the countries that are
included in it.
France and the Federal Republic of Germany have lists which theoretically
establish a rebuttable presumption that controlled corporations operating in listed
countries are avoiding taxation. The effect of such a presumption should be to allow
affected corporations the opportunity of rebuttal. However, in practice the French and
German black-lists operate in much the same manner as the Japanese list, so that
location of a controlled corporation within a listed country is treated as determinative
of its tax liability.
The United Kingdom white and grey lists are more ambitious. Companies resident
in countries on the United Kingdom white list are exempt from the legislation and
companies in countries on the associated grey list are exempt except where they are
carrying out certain activities particularised for each country on the list. Countries that
are not listed may or may not be low tax jurisdictions. Foreign corporations located
in those countries must determine for themselves whether their country is a low tax
jurisdiction according to the general definition.
An advantage of this approach is that in the bulk of cases it simplifies the
administration of controlled foreign corporation legislation for both tax administrators and for controlled foreign corporations. By listing its major trading partners, a
country that adopts jurisdictionally-based controlled foreign corporation legislation
can ensure that the majority of foreign corporations that are engaged in genuine
business activities and that are controlled by its residents are relieved of the
compliance costs that are otherwise associated with a controlled foreign corporation
legislation regime .
In comparison, a black list system is apt to be no more certain, and sometimes
much less efficient, depending on how the system operates. The simplest black list
captures all income of controlled corporations resident in listed countries and ignores
foreign companies resident elsewhere. This approach has the merit of certainty.
However, one result is that some active business income of controlled foreign
corporation in tax havens is caught. Another result is that passive income derived by
corporations resident elsewhere in the world escapes the legislation, even if it has
suffered little tax in the hands of the recipient company.
If the black list gives rise to a rebuttable presumption only, there is the uncertainty
of whether the presumption can be rebutted in any particular case. On the other hand,
if non-appearance on a black list results in no more than a rebuttable presumption in
favour of the taxpayer there is little reduction in compliance costs, because for
companies resident in non-listed countries there is the necessity of checking whether
tax imposed in the country of residence is lower than the threshold that has been set.
Since most controlled foreign corporations are used for legitimate trading activity and
are not located in tax havens this burden might well be both heavy and expensive for
the corporations concerned.
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5.5
Jurisdictional lists: statutory or administrative documents?
It is important for jurisdictional lists to be capable of easy amendment, so that the
emergence of new tax havens or changes in the legislation of high tax countries that
provide significant opportunities for tax avoidance can be quickly reflected.
One way to ensure that these requirements are met is to make the lists administrative documents under the control of the inland revenue authorities. Another, probably
preferable, way is for lists to be enacted by way of statutory regulation. It may be
undesirable for lists to be statutory, because amendments would have to comply with
legislative procedures, which can be long and time consuming, though in New
Zealand the unicameral parliamentary system and the absence of a written constitution means that this problem is less serious than in other countries. Where the list is
an administrative document or where the power to publish lists has been delegated by
legislation, the discretion of whoever produces the list to add or subtract countries
would be expected to be limited by a general definition of a low tax jurisdiction,
contained in the controlled foreign corporation legislation itself.

5.6

Residence

One problem that arises in connexion with jurisdictionally-based controlled foreign
corporation legislation is the necessity to determine precisely where a foreign
corporation is resident. The reason is that the legisaltion applies only where the company in question is resident in a jurisdiction that is specified or otherwise identified
as a low tax country. This question is not an issue for tax systems adopting
transactionally-based controlled foreign corporation legislation because, under rules
of transactionally-based systems, the residence of a controlled foreign corporation is
not relevant. The only question is whether any of its income is tainted.
When it is a question of the residence of a company for purposes of controlled
foreign corporation legislation the emphasis differs according to whether one is
dealing with a white list or a black list. It is in the interest of a company and its
shareholders for the company to establish that it is resident in a white-list jurisdiction,
but contrary to that interest for the company to be found to be resident in a country on
a black list. Added to this problem is the difficulty that it can often be doubtful just
where a controlled foreign corporation is resident, particularly if the company has
been established for tax avoidance reasons. Such a company may be incorporated and
registered in one country, have directors living in two or three others, hold its board
meetings in a fifth, have its head office in a sixth, and its main place of business in a
seventh.
These considerations could well lead to considerable complexity in the drafting
of the legislation, and to difficulties of administration and compliance. The United
Kingdom has attempted with some success to avoid these problems in its legislation,
which, when analysed, is revealed as a substantial modification of the jurisdictional
approach. This aspect of the United Kingdom legislation is considered in Chapter 6,
where it is termed a 'jurisdictional-fiscal approach'. The jurisdictional-fiscal approach avoids the need in the case of a controlled foreign corporation that is based in
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a tax haven if it is based anywhere for a conclusive determination of the company's
country of residence.
For cases where it is necessary to determine the state of residence of a particular
controlled foreign corporation the United Kingdom legislation contains a detailed set
of rules. These rules are somewhat more elaborate than the rules ordinarily applicable
for determining corporate residence. The basic rule is that a controlled foreign
corporation is treated as being resident in the jurisdiction in which, throughout the
relevant accounting period, it is liable to tax by reason of domicile (meaning place of
incorporation), residence, or place of management.
Occasionally, this tripartite rule can result in a corporation being regarded as
resident in more than one territory. In order to establish a single country of residence
for the purposes of the legislation the United Kingdom Act provides a further set of
rules. These rules provide that: (1) if the place of effective management is situated
in only one country or, (2) if the company's place of effective management is situated
in two or more countries or none of them, it will be regarded as resident in the country
in which the greater amount of its assets are situated at the end of the accounting period
or, (3) if the above rules do not produce a country in which the company is regarded
as resident the Inland Revenue may direct in which country the company is to be
treated as resident for purposes of the legislation. If there is no country in which the
controlled foreign company is liable to tax by reason of domicile, residence, or place
of management, it will be presumed that the company is resident in a low tax territory.
The significance of this default rule is considered further in Chapter 6.
5.7
Exemptions
In the absence of specific provision, the jurisdictional approach results in all the
income of controlled foreign corporations located in low tax jurisdictions being liable
to taxation in the hands of controlling shareholders. Consequently, it is necessary to
provide exemptions to ensure that corporations carrying on activities that are not
intended to be caught are excluded from the effect of the legislation. The types of
activities that should qualify for an exemption are those which clearly indicate that the
controlled foreign corporation is not being used as a vehicle to avoid tax. Exemptions
must be drafted as narrowly as possible in order to prevent exploitation by corporations that exist primarily for tax avoidance purposes.
5.8
Active business exemption
Perhaps the most important exemption which should be provided is relevant to
corporations carrying on business activities. The United Kingdom legislation
exempts companies which carry on genuine business activities. However, to take advantage of this exemption the controlled foreign corporation (excluding holding
companies, to which different rules apply) must satisfy the following criteria:
• Throughout the accounting period the corporation must have a business establishment in the territory in which it is resident. A business establishment is defined
as premises which are, or are intended to be, occupied and used with a reasonable
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degree of permanence, from which the company's business in the territory in
which it is resident is wholly or mainly carried on. Premises are defined to mean
an office, shop, factory or other building or part of a building; or a mine, an oil
or gas well, a quarry or any other place of extraction of natural resources; or a
building site or the site of a construction or installation project, provided that the
building work or the project lasts for at least twelve months.
• Throughout the accounting period, the corporation's business affairs in the
territory must be effectively managed there. This condition will not be fulfilled
unless (1) the number of persons employed by the company in the territory in
which it is resident is adequate to deal with the volume of the company's business;
and (2) any services provided by the company for persons resident outside that
territory must not in fact be performed in the United Kingdom.
• If the corporation is not a holding company, at no time during the accounting
period can the main business of the corporation consist of either investment
business or dealing in goods for delivery to or from the United Kingdom or to or
from connected or associated persons. Furthermore, in the case of a company
which is mainly engaged in wholesale, distributive, or financial business in the
accounting period in question, less than 50% of the gross trading receipts from that
business are to be derived directly or indirectly from connected or associated
persons.
Generally speaking, holding companies are not exempted from the legislation
except where they hold shares or securities in trading companies that themselves
qualify for one or other of the exemptions, or where they hold shares in intermediate
holding companies that in turn hold shares in such trading companies.

5.9

Other exemptions

Several other exemptions in the United Kingdom legislation should be examined.
• A de minim.is limit: the de minimis limit is designed to exclude from the operation
of controlled foreign corporation legislation cases where only small amounts of
tax are involved. The United Kingdom legislation exempts controlled foreign
corporations from taxation if the chargeable profits of the accounting period do not
exceed £20,000. The reason for this exemption is that administrative and
compliance costs are thought to outweigh the tax in question. This argument has
some force although it is difficult to establish the point at which the line should be
drawn. The equivalent Canadian provision, for example, cuts off at $5000.
• A public quotation condition: the public quotation exemption provides for
controlled foreign corporations that are unlikely to be vehicles for tax avoidance
because their shares are traded on a recognised stock exchange situated in the
territory where they are resident. To qualify, a substantial part of the share capital
of the corporation in question must be held by members of the public. It does seem
fair to assume that this type of company is unlikely to be used for tax avoidance.
• Acceptable distribution policy: under the United Kingdom legislation a foreign
corporation will avoid the charging provisions if it operates an acceptable
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distribution policy in remitting profits back to the United Kingdom shareholders.
This is because, once distributed, the dividends are taxable in the hands of the
shareholders.
Whether controlled foreign corporation legislation should contain a distribution
exemption and, if so, what form it should take, depends on the system of corporate
taxation that obtains in the country of residence of the controlling shareholders. If that
country uses the classical system of corporate taxation, where companies are taxed on
profits and shareholders on dividends, with no form of credit for underlying tax paid
by the company, a dividend distribution exemption would not seem appropriate. The
reason is that the focus of controlled foreign corporation legislation is on the profits
of foreign companies themselves, not on dividends that they distribute to shareholders. Consequently, no matter what proportion of distributable profits was paid out as
a dividend, there would be only one slice of tax, not two.
A further consideration is that the classical system of company taxation is often
accompanied by an exemption for inter-corporate dividends, as is the case in New
Zealand. Where there is such an exemption, distributions to corporate shareholders
from controlled foreign companies are tax free, in the same way as dividends from any
other company. Thus, a distribution exemption could well result in the collection of
no tax at all. On the other hand, a country with an imputation system for taxing
corporate profits might well consider a distribution exemption, the form of the
exemption being dependent upon the imputation system adopted.
• A motive test: the United Kingdom motive test operates as a safety net, providing
relief for companies that do not fall within any of the other exemptions but which
demonstrably have not arranged their activities with the motive of avoiding
taxation. Any kind of motive test will, by its nature, be very general in terms and
must allow the revenue authorities a good deal of discretion, something that is not
altogether desirable. On the other hand, a motive test in the context of controlled
foreign corporation legislation operates in favour of, and not against, income that
is otherwise subject to the legislation, and can alleviate hard cases. In a tax system
where the Commissioner's discretion is reviewable by the courts, there are
grounds to expect that a motive test should operate fairly. An advance rulings
system with an opportunity to appeal against unfavourable rulings would help
further.

5.10

Entities or income

For most countries operating the jursidictional system, controlled foreign corporation
legislation works on an entity-by-entity approach. That is, if a controlled foreign
corporation is resident in a country that is identified as a low tax jurisdiction, and if
no exemption applies, then the whole of the income of the corporation is taxed to
controlling shareholders, including active business income. On the other hand, if the
corporation is resident in a high-tax jurisdiction, orif it qualifies for an exemption (if,
for instance, active business income constitutes more than a prescribed fraction of its
total income), then none of its income is caught by the legislation, albeit that some of
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the income may be passive. An example of the effect of such a rule is that a certain
percentage of passive income, even passive income that is taxed at low, tax haven
rates, may be sheltered from the operation of controlled foreign corporation rules by
virtue of the derivation by the same company of a much larger percentage of active
business income.
Of the countries that employ the jurisdictional approach, the United Kingdom,
France, and Japan focus on the entity, as described above. A controlled foreign
corporation is either within the rules or it escapes. But for the Federal Republic of
Germany, which also has a jurisdictional system for determining whether a company
is caught by the legislation, the answer is not all or nothing. If a controlled foreign
corporation is caught, then it is only the passive income of the company that is
attributed to shareholders resident in Germany. Active business income escapes.
Thus, for companies subject to the German rules, there must be a categorisation and
dissection of income in much the same manner as is entailed by the transactional
approach. The difference is that this dissection does not have to take place in respect
of all controlled foreign corporations, but only those that are resident in low tax
jurisdictions. Others are wholly exempt from the legislation.

5.11 Evaluation
The hard cases that are thrown up by controlled foreign corporation legislation are
those that require a distinction to be drawn between passive income, that will render
its recipient company subject to the rules, and active income, that will not. This issue
must arise in any system of controlled foreign corporation legislation where the
receipt of active business income (or any other form of income) may be grounds for
the rules not to apply, whether one adopts a transactional or a jurisdictional approach.
The former entails analysis and dissection of income as its essential ingredient. The
latter requires this exercise in order to determine whether an active-business exemption applies. The difference between the two approaches, then, is of degree rather than
of kind. Both approaches require difficult distinctions to be drawn, but, by eliminating
from the ambit of the legislation companies resident in jurisdictions identified on the
basis that they are not apt for use as a venue for tax avoidance, the jurisdictional
approach attempts to reduce the num her of possibly hard cases. A jurisdictional-cumtransactional approach, such as is employed in the German legislation, falls between
the two.
In the previous paragraph, the word "attempts" is used advisedly. The reason is
that, although the transactional approach requires a difficult line to be drawn between
income that is subject to the rules and income that is not so subject, it does not
necessarily follow that the bulk, or even a significant proportion, of cases where
income is derived by controlled foreign corporations will present difficulties of
categorisation. Indeed, practical experience suggests that it will not. Most controlled
foreign corporations are established for business reasons, and not for tax avoidance.
Most of them are actively engaged in the business of the multinational group to which
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they belong. It will be clear enough that the income of such companies qualifies for
an active business income exemption. On the other hand, the income of most
controlled foreign corporations that are established to avoid tax will be clearly passive
in form, or will fall within some fairly obvious deemed-passive category, such as
profits from intra-group insurance or other services.
In order to discover which of the transactional and jurisdictional approaches is in
practice likely to throw up the greater number of difficult problems, one would need
to estimate numbers of cases that will fall just one side or the other of the line that
demarcates income of a kind that falls within an exemption from income that is subject
to the legislation. It is a reasonable prediction that, if the data were available, it might
be discovered that for both approaches the bulk of the hard cases are the same ones:
cases of income of companies resident in tax havens or low-tax jurisdictions that is
alleged by the recipients to be active in character, or for some other reason to qualify
for exemption from controlled foreign corporation rules.
Be that as it may, the opinion of scholars who have studied the Canadian and
United States transactional systems cannot be ignored. As explained in section 4.8,
the view of informed opinion is that transactional systems are unduly complex, and
should be replaced by jurisdictionally-based legislation. On the other hand, as pointed
out in section 4.7, the difficulty with the United States rules stems not so much from
their being transactionally based, but from the exhaustive list of definitions of types
of income that are subject to the rules.
After complexity, the second criticism that is levelled against transactionallybased controlled foreign corporation legislation is that it leaves an excessive degree
of discretion in the hands of the revenue authorities. The need for the exercise of
discretion arises at the point of the system where the greatest complexity is found: at
the dividing line between income that is subject to the legislation, and income that is
exempt. The need to provide for an element of discretion arises here because of the
difficulty of predicting all possible forms of income that may be derived by a
controlled foreign corporation, and all possible circumstances that may surround the
receipt of that income. These difficulties, however, are not unique to a transactionally-based system, but are shared by jurisdictionally-based controlled foreign corporation legislation.
It is possible, of course, to eliminate the discretionary element from either system.
But experience suggests that this can be done only at the cost of allowing the rules to
become somewhat inflexible, and unresponsive to the merits of individual cases, as
may have happened in Japan. (Flexibility in the Japanese system appears to rely more
upon cultural factors than on the terms of the legislation.) The residue of discretion
that is present in the United Kingdom rules testifies to the difficulty of eliminating a
discretionary element altogether, if it is desired to maintain any degree of flexibility,
even in a jurisdiction where the authorities are very conscious of the need for certainty
in fiscal laws.
Thus, in respect of the vesting of discretionary powers in revenue authorities, just
as in respect of the question of complexity of legislation, the difference between the
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transactional and jurisdictional approaches appears to be more one of degree than one
of kind. If there is to be provision for hard, unforeseen, or exceptional cases to be
decided on their merits, both systems seem to need to incorporate a fall-back
discretion exercisable by the revenue authorities. The difference is that the jurisdictional system reduces the need for the exercise of this discretion by eliminating from
consideration controlled foreign corporations resident in countries where the tax
systems are believed to be unhelpful for tax avoidance.
5.12 Costs of jurisdictional system
There are two costs incidental to the jurisdictional system that are not entailed in the
transactional approach. The first is the loss of revenue in respect of some income
derived by companies resident in jurisdictions that are not subject to controlled
foreign corporation legislation. The second is the need to determine the residence of
controlled foreign corporations.
The income referred to in the previous paragraph is income of kinds that would
ordinarily be caught by controlled foreign corporation legislation (that is, essentially,
passive income taxed at low rates) but that escapes because the jurisdiction of
residence of the controlled foreign corporation that derives the income is outside the
net of the legislation in question. For instance, the taxpayer may have exploited some
incentive or concession offered by a high-tax country that results in a low rate of tax
on a particular type of income.
The degree of seriousness of the revenue loss in respect of such income depends
on the terms of the controlled foreign corporation legislation in question. A country
that relies on a black list containing only the names of the more egregious of the
world's tax havens might well experience a significant leakage of revenue, as its
residents seek homes for their controlled foreign corporations in countries not known
as tax havens, but with tax systems containing some favourable aspect or other that
can be exploited. A country relying on a white/grey list system, that in a sense
assumes that all other countries may be tax havens until the contrary is shown, should
have fewer problems. Be that as it may, a tax system with one or two loopholes can
be just as vulnerable to the tax planner as a system with many loopholes. The
difference is that in a system with only one loophole all planners tend to exploit the
same weakness, whereas if there are many loopholes they have a choice.
The second drawback of the jurisdictional system as compared with a transactional approach is the need, in the former, not only to determine that at controlled
foreign corporation is resident in a foreign country, but to decide just which country
that is. This question of the determination of the residence of a controlled foreign
corporation can be somewhat intractable, particularly considering that it is often in the
interests of the corporation concerned to make the answer as opaque as possible. Nevertheless, this issue is fundamental to any system of controlled foreign corporation
legislation that is jurisdictionally based. Thus, jurisdictionally-based systems give
rise to a whole category of problematic cases that are simply not issues for transactionally-based systems.
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The difficulties that can be presented by problems of determining corporate
residence are illustrated by the rather elaborate rules on this topic that are found in
the United Kingdom controlled foreign corporation legislation, including a fall-back
rule that leaves the hardest cases to a decision of the revenue authorities. Be that as
it may, the literature on controlled foreign corporation legislation does not appear to
regard this as a serious problem. At any rate, it is a shortcoming of the jurisdictional
approach that appears to be thought to be outweighed by the shortcomings of the
transactional scheme. A further consideration is that if what has been termed in this
paper a 'jurisdictional-fiscal' approach is adopted, it is possible to avoid the need to
determine corporate residence in respect of large numbers of controlled foreign
corporations. This question is canvassed in Chapter 6.
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6

A jurisdictional-fiscal approach

6.1

The United Kingdom rules

The terms of the United Kingdom rules for the determination of residence are
instructive. They are contained in section 84 of the Finance Act 1984:
(1) Subject to subsections (2) and (4) below, in any accounting period in which
a company is resident outside the United Kingdom, it shall be regarded for the
purposes of the Chapter as resident in that territory in which, throughout that period,
it is liable to tax by reason of domicile, residence or place of management.
(2) If, in the case of any company, there are in any accounting period two or more
territories falling within subsection (1) above, the company shall in that accounting
period be regarded for the purposes of this Chapter as resident in only one of them,
namely,[a series of tie-breaking rules follows]
(3) If, in the case of any company, there is in any accounting period no territory
falling within subsection (1) above, then, for the purposes of this Chapter, it shall be
conclusively presumed that the company is in that accounting period resident in a
territory in which it is subject to a lower level of taxation.

6.2

Analysis of the United Kingdom rules

The main tax planning tactic against which controlled foreign corporation legislation
is directed is the sheltering of income from tax by contriving for that income to be
derived by a company that is not liable to tax on the income, except perhaps at source.
This planning objective is commonly achieved by ensuring that the company in
question is not resident in a jurisdiction that will tax the income in question. Such
companies will usually be found to be resident in tax havens that charge no tax at all.
Thus, residence in a tax haven is not an end in itself, but a means of achieving nonresidence in a location that is less desirable because it suffers higher taxes.
From the point of view of the company and its shareholders there is no direct
advantageforthecompanytoberesidentanywhereatall; itissimplythatifacompany
can establish that it is resident in a tax haven, the revenue authorities of other countries
find it more difficult to allege that the company is resident in their territory. Moreover,
the tax systems of most countries assume that a company must be resident somewhere,
another factor that can lead to attempts by high-tax jurisdictions to attribute the status
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of resident to foreign-incorporated companies that do not have clear roots in another
jurisdiction.
Taldng into account the factors mentioned in the previous paragraph, it may be
appreciated that controlled foreign corporation legislation that is calculated to
frustrate avoidance by resort to tax havens need not contain provisions that definitively locate the foreign corporations as resident in any particular country. If a
corporation is not liable to any income tax that is charged by virtue of residence, this
is the type of corporation against which the legislation is directed; there is no need to
establish precisely where the corporation is resident. If the corporation is controlled
by residents of the legislating state, this is sufficient for it to be subject to the
legislation.
Such is the philosophy behind section 84 (3) of the Finance Act 1984, which is
quoted above. Section 84 (3) could be paraphrased to say that whenever a controlled
foreign corporation is liable to pay no tax that is assessable by virtue of residence,
domicile, or place of management, that corporation is within the ambit of the
legislation. In a sense, therefore, section 84 (3) is the primary rule for identification
of companies that are vulnerable to the legislation. Thus, section 84 (3) may be said
to represent an example of a fiscal approach to controlled foreign corporation
legislation: the subsection identifies companies to be charged by reference to the fact
that they are not liable to pay tax that is leviable by virtue of their domicile or
residence. Such companies may qualify for one exemption or another, butprimafacie
they are subject to the United Kingdom legislation by virtue of the simple fact of their
freedom from liablity to income tax chargeable by virtue of residence or domicile of
the recipient. This fact, if it is a fact in relation to any particular company, should
ordinarily be readily ascertainable.
The importance of section 84 (3) is obscured by the drafting of the subsection,
which is almost in terms of an exceptional case. That form of wording is necessary
in the context of the United Kingdom controlled foreign corporation legislation,
which, for ease of drafting, is framed in accordance with the dictates of the
jurisdictional approach. That is, vulnerable companies are identified by reference to
their jurisdiction of residence, rather than by reference to their liability to tax on their
income, notwithstanding that the objective of the legislation is to identify companies
that pay little or no tax charged on the basis of residence, rather than to discover that
residence for its own sake.

6.3

Possible developments

The drafting of controlled foreign corporation legislation poses numerous difficulties.
Possibly the greatest problem is to cope with the multitude of varying circumstances
in which corporations may find themselves. One solution is to reduce the areas of
difficulty by enacting relatively simple rules to answer as many cases as possible, thus
reducing the number of cases requiring the application of complex rules and
exceptions to the minimum possible. Black and white lists are examples of such
relatively simple rules.
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Section 84 (3) of the United Kingdom legislation is another example. It applies
to cases where it is tolerably clear that the companies concerned should at leastprima
f acie be subject to the legislation: that is, cases of companies not liable to income tax
chargeable by virtue of residence or cognate connecting factors. In these cases,
section 84 (3) eliminates areas of difficulty by rendering it unneccessary to determine
the potentially difficult question of where companies affected by the subsection are
resident.
The question arises as to whether the approach adopted in section 84 (3) could be
carried over to other areas. For instance, controlled foreign corporation legislation is
directed not only at companies that are wholly free of liability to tax charged on the
basis of residence, but also at companies that are liable to such tax only at a low rate.
There are difficulties in deciding what one means by a 'low rate'. As explained
in section 5.2, definitions by reference to nominal tax rates alone are usually inadequate. However, the reason for this inadequacy is that a seemingly high nominal rate
may turn out to result in low effective rates because of generous allowances,
exemptions, and incentives.
The converse is not true. A low nominal rate is most unlikely to be turned into a
high effective rate by other rules of a tax system. Accordingly, one could safely draft
legislation to the following effect: if a company is liable to no tax charged on the basis
of residence, domicile, or place of management, or to tax charged on these bases at
a nominal rateofno more than, say, 5% or 10%, then the company shall be presumed
to be resident in a low-tax jurisdiction. Such a rule would remove the need for a
conclusive determination as to the residence of the company.
Another advantage is that the rule would promote certainty, in the sense that a
company in this position would know that it was caught by the controlled foreign
corporation rules without having to find out whether its country of residence is
classified as a low-tax jurisdiction, by re-computing its income and tax according to
the laws of the country of residence of its controlling shareholders. Such a
recalculation is not completely avoided, because eventually the tax to be paid by the
controlling shareholders must be worked out. But, at least, the calculation is for a
substantive purpose, and not merely to establish whether the company is resident in
a low tax jurisdiction.
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7

Shareholders liable to taxation

7.1

Introduction

All the countries surveyed tax controlled foreign corporations by attributing their
income to controlling shareholders and taxing them on that income. Several issues
arise as to which shareholders should be taxed:
• all shareholders, or only those resident in the country that levies the tax?
• both corporate and individual shareholders, or only one or the other?
• all shareholders, or only those holding more than a certain percentage of the
foreign company's equity?

7.2

Non-resident shareholders

The countries that have enacted controlled foreign corporation legislation do not
attempt to tax non-resident shareholders. There are two reasons. First, in principle
a country has no claim to tax a non-resident shareholder in a non-resident corporation
(except in respect of domestically-sourced income), because there is no relevant
connecting factor between taxpayer and taxing jurisdiction. Secondly, enforcing
payment of taxes by non-residents is usually impractical. But there are some circumstances where, arguably, non-resident shareholders should be taxed, at least at first
sight.
A particular example is the case where a shareholder resident in the legislating
country controls the foreign company by virtue ofan association with other shareholders who are non-residents. If the resident shareholder controls the non-resident
shareholder by virtue of ownership, the problem should not arise. Well-drafted
controlled foreign corporation legislation will attribute shares held by intermediate
companies or nominees to the residents who are the allegedly controlling shareholders.
Where the non-resident shareholders own their shares beneficially, but act
according to the directions of the resident shareholders (for example, because of a
business relationship), the problem is more difficult. Arguably, the share of controlled foreign corporation income notionally attributable to such shareholders should
be taxed to a controlling resident shareholder as agent for non-resident co-operating
shareholders. The reason is derived from first principles. The justification for taxing
controlled foreign corporation income at all is that controlled foreign corporations and
their shareholders get the benefits of control by shareholders in the country of
residence of controlling shareholders without paying tax as residents of that country.
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One argument is that foreign shareholders who accept these benefits should possibly
also accept the concomitant burdens, at least in respect of their appropriate fraction
of the income of a controlled foreign corporation.
7.3
Corporate and non-corporate shareholders
As between individual and corporate shareholders, controlled foreign corporation
legislation typically makes no distinction. The legislation simply attributes the
appropriate fraction of the income of a controlled foreign corporation to each resident
shareholder, taxing that income at the shareholder's appropriate rate.
The legislation of the United Kingdom constitutes an exception. The United
Kingdom controlled foreign corporation legisation taxes only corporate shareholders,
and ignores individuals. The reason is that when the United Kingdom rules were
enacted there already existed another set of rules, to a somewhat similar effect, in
respect of individuals resident in the United Kingdom. These rules are now contained
in section 478 of the Income and Corporation Taxes Act 1970. Section 478 applies
when an individual has transferred income-producing property from the country to
outside the United Kingdom, and the income thenceforth becomes payable to nonresidents. If the individual has "power to enjoy" that income, it is attributed to him
for tax purposes. An individual is deemed to have "power to enjoy" income in a wide
variety of circumstances, including, for example, the case where the income in
question is applied to confer a benefit on the spouse of the individual. However, as
compared with controlled foreign corporation legislation, section 478 has the shortcoming that it depends for its operation on the existence of an initial transfer of
property outside the jurisdiction.
One result of limiting the operation of controlled foreign corporation legislation
to shareholders that are corporations is to avoid questions as to the appropriate rate of
tax to be charged on controlled foreign corporation income in the hands of controlling
resident shareholders. If the corporate rate is charged, the effect is to tax the income
as if the foreign corporation were resident in the country imposing the tax. This result
can readily be harmonised with the treatment of dividends by the taxing country when
they are eventually declared. That is, the after-tax profits from which dividends will
be declared will have borne the same rate of tax as the after-tax profits of any other
company resident in the jurisdiction. But if the profits of a controlled foreign
corporation have been taxed in the hands of its individual shareholders at their
personal rates, the after-tax funds available for dividend will not have been treated in
the same manner as the profits of other companies. The question will then arise as to
whether any adjustment should be made, and if so what.
7.4
Minimum shareholding thresholds
The third question among those identified above is whether all resident shareholders
of a controlled foreign corporation should be assessed to tax on an appropriate part of
the income of the company, or only those owning shares exceeding a certain fraction
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of the company's equity. The Federal Republic of Germany has chosen to tax all
German resident shareholders of a controlled foreign corporation. On the other hand,
the legislation of the United States, Canada, the United Kingdom, and Japan taxes
only those shareholders who have a shareholding of10% or more, or 10% or more of
the voting power in the corporation.
The reason for the 10% threshold appears to be that shareholders with smaller
holdings are thought unlikely to be able to play much part in causing a foreign
corporation to retain or to distribute its profits, or to derive the profits abroad in the
first place. It is arguably unjust to tax such shareholders.
A second concern that is sometimes expressed about small shareholders is that
they may not be in a position to discover enough details regarding the profitablity of
a controlled foreign corporation to fulfil reporting requirements imposed by their
country ofresidence. To put it another way, a small shareholder may not be able to
tell the revenue authorities what profits a foreign corporation has derived, even though
that person's shareholding may have been taken into account in concluding that the
company in question is a controlled by residents of the country concerned.
7.5
Critique of minimum shareholding provisions
The adoption of a minimum shareholding threshold rests on the principle that it is
impractical and unfair to tax a shareholder who owns a relatively small fraction of the
shares of a controlled foreign corporation on an imputed fraction of the profits of the
company. Closer examination suggests that the situation is not clear cut. Ex
hypothesi, in the context of controlled foreign corporation legislation one is talking
about foreign corporations that are controlled by domestically-resident shareholders.
One or more of these shareholders may not have an interest that is sufficiently large
by itself to compel the disclosure of the necessary information by the company. But,
if the company in question is genuinely a controlled foreign corporation, other
shareholders, or all domestically-resident shareholders acting together, will presumably have this power. That is, although one shareholder may not be able to obtain the
information about a foreign company that is required by his or her tax authorities,
another shareholder resident within and amenable to the jurisdiction should be able
to do so, or all resident shareholders acting in concert may be presumed to have this
power.
It is a departure from ordinary principles of taxation for a taxpayer to be required
to file a return or otherwise to disclose information in circumstances such that the
taxpayer may be unable to comply except with the help of other taxpayers (albeit
taxpayers whose assistance will be compelled by the revenue authorities). However,
the concept of controlled foreign corporation legislation itself is already a departure
from accepted principle, in that it involves imposing tax on one party in respect of
income derived by another. The further step to bring shareholders with relatively
modest holdings in a controlled foreign corporation within the embrace of the
legislation may not be unreasonable.
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8

Summary

8.1

Chapter 1: Introduction

Foreign corporations resident in low tax jurisdictions may be used by their controlling
shareholders resident in high tax jurisdictions to avoid tax. This avoidance occurs in
two ways. First, the controlled foreign corporation is used to intercept income that
would otherwise be derived by the controlling shareholders and be taxed to them.
Examples of this type of income include sales and services income, interest, and royalties. Secondly, a controlled foreign corporation may be used as an investment
vehicle for accumulated profits, thus sheltering investment income that would
otherwise accrue to shareholders resident in high tax jurisdictions.
In the United Kingdom, an official survey has established that the use of controlled
foreign corporations to avoid tax is widespread and leads to significant revenue loss.
It is possible that the situation in New Zealand is no less serious and there is potential
for it to be worse, because of the inter-corporate dividend exemption that is a feature
of the New Zealand tax system.
A country with tax laws that include the classical system of company and
shareholder taxation combined with an inter-corporate dividend exemption is particularly vulnerable to tax planning using controlled foreign corporations. The reason is
that income can be accumulated tax-free in a controlled foreign corporation and paid
out as dividends, again tax-free, to shareholders that are corporations resident in the
country concerned. Tax can thus be deferred until an eventual distribution by
dividend to shareholders who are individuals, though tax on excess retentions will
affect the position when it is imposed.
Six countries, the United Kingdom, the United States of America, Canada, France,
the Federal Republic of Germany, and Japan, have been sufficiently concerned about
these problems to enact controlled foreign corporation legislation, even though most
of them did not have the exacerbating feature of an inter-corporate dividend exemption in their tax systems.
The salient feature of controlled foreign corporation legislation is that it attributes
income of controlled foreign corporations to controlling shareholders resident in their
respective countries that have adopted the legislation.

8.2

Chapter 2: Corporations subject to the legislation: control

It is desirable to tax only those corporations that are controlled by New Zealand
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resident shareholders. This conclusion follows from the principle of controlled
foreign corporation legislation, that income of a foreign corporation is attributed to its
controlling shareholders resident in the country that enacts the legislation.
Other foreign corporations can be used to avoid New Zealand tax. For example,
a multi-national group controlled from North America or Europe can manipulate
intra-group prices with a view to deriving profits elsewhere than New Zealand. But
such avoidance must be attacked by means other than controlled foreign corporation
legislation. Probably, there are no shareholders of the multi-national group resident
in New Zealand. If there are any, they will not control it, or be in a position to do so.
It would be unreasonable to attribute to those few shareholders the income that the
group as a whole might have derived in New Zealand, even in the unlikely event of
those shareholders being able to supply the information necessary to discover the
amount of the income in question.
The New Zealand Income Tax Act 1976 already contains a definition of corporate
control for other purposes of the statute. Section 7(2) defines corporate control in
terms of a majority holding of shares, nominal capital, paid up capital, voting power,
entitlement to more than 50% of distributable profits, or of control by any other means
whatsoever. This definition could be used with little, if any, modification for purposes
of New Zealand controlled foreign corporation legislation.
There is a risk that shareholders may fragment their holdings so as to avoid being
caught by anti-avoidance legislation. To frustrate this tactic constructive ownership
rules are needed, to attribute to individuals shares held by their nominees, trustees, or
relatives. Section 8 of the Income Tax Act 1976 provides a useful basis for such
provisions, though it would need some modification.

8.3
Chapter 3: Vulnerable corporations: a survey of two approaches
The six countries surveyed between them use two different approaches to determine
which income of controlled foreign corporations will be subject to taxation. The first
method is that used by the United States and Canada and may be called the
transactional approach. This approach involves specifying all the types ofincome that
will be attributed to controlling shareholders for tax purposes. These types of income
are caught regardless of the jurisdiction in which the controlled foreign corporation
is located.
The second method is used by the United Kingdom, France, and Japan and may
be called the jurisdictional approach. With jurisdictionally-based controlled foreign
corporation legislation, the rules apply only to companies located in jurisdictions
where tax is significantly lower than in the legislating country. A significant aspect
of the jurisdictional approach is that it ordinarily involves the publication of a list of
countries that are either included or excluded from the legislation. The legislation of
the Federal Republic of Germany embodies elements of both schemes.
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8.4

Chapter 4: Transactional approach to income classification

Using the transactional approach to the taxation of controlled foreign corporations the
United States has found it necessary to specify in detail the types of income which will
be taxed. This factor has made the American legislation particularly complicated. On
the other hand, the American legislation is more comprehensive in approach than the
legislation of other countries, and theoretically should be more effective in preventing
tax avoidance. However, the complexity of the United States legislation has led to
criticism both in an official report and by academic commentators. The main
criticisms are that the complexity of the legislation makes it unenforceable in some
respects (leading to the conclusion that the legislation does not effectively prevent tax
avoidance); and that the legislation contains too many opportunities for subjective
judgments by enforcement authorities, which makes application of the law irregular
and uncertain. Both the report and academic writers recommend that to resolve these
problems new legislation should be adopted which uses a jurisdictional approach. Although the Canadian legislation is considerably less detailed than the United States
rules it attracts similar criticism. It is felt in some quarters that the Canadian
legislation, too, should be replaced by jurisdictionally-based rules.

8.5

Chapter 5: Jurisdictional approach to income classification

If a jurisdictional approach to the taxation of controlled foreign corporations is used
it is necessary to identify the jurisdictions to which the legislation applies. There are
two types of jurisdiction that can be used by shareholders of a controlled foreign
corporation to facilitate tax avoidance. The first is a country that charges significantly
less tax than the legislating country. The most obvious example is the tax haven. The
second jurisdiction is one which usually charges high rates of tax, but which has
features of its tax law that allow a controlled foreign corporation (or, indeed, other
favourably-placed taxpayers also) to pay little or no tax. It is desirable for both types
of jurisdiction to be covered by anti-avoidance legislation.
The most efficient way of ensuring that significant tax avoidance is prevented,
without at the same time imposing unreasonable compliance burdens on the taxpayer,
appears to be to adopt a general definition of a low tax jurisdiction and to supplement
this definition with a list of countries included within or excluded from the legislation.
An approach that differentiates between general low tax countries and countries that
have low taxes on particular activities is to list countries totally excluded from the
legislation (a white list) separately from countries excluded from the legislation
except where particular tax-favoured activities are undertaken by the controlled
corporation (a grey list). If this approach is used, the legislating country must survey
the taxation systems of the world's countries to determine which countries should be
included or excluded from the list. This is a reasonably demanding task, though it may
be that it is made easier by the continuing work of the United Kingdom revenue
authorities that is necessary to maintain the United Kingdom white and grey lists.
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For companies resident in countries that are not on any list there should be a
general definition of a low-tax jurisdiction, in order to determine whether controlled
foreign corporation legislation applies. The United Kingdom defines a low tax
jurisdiction as one that taxes corporations at a rate of less than 50% the United
Kingdom rate. This is probably an appropriate level, although a number of other
countries have adopted lower thresholds.
It is also necessary for the legislation to define when a controlled corporation will
be considered to be resident in a low tax jurisdiction; when a controlled corporation
will be considered resident in a listed country; and in what situations controlled
foreign corporations will be excluded from the legislation.
For reasons of corporate competitiveness, it is strongly arguable that income
arising from genuine business activities should not be subject to controlled foreign
corporation legislation. Also, corporations publicly quoted on the stock exchange of
the country in which they are located should be exempt from the legislation.

8.6
Chapter 6: A jurisdictional-fiscal approach
Although the jurisdictional approach is probably simpler in operation than the
transactional, it is only a question of relativity. Controlled foreign corporation
legislation that is based on the jurisdictional principle remains likely to be complicated in both expression and operation. It is therefore desirable where possible to
adopt rules that are simple in operation and that can cover certain relatively clear
cases, either bringing such cases within the legislation or excluding them.
A type of rule that qualifies in this category has been termed in the paper a rule that
follows a 'jurisdictional-fiscal' approach. The jurisdictional-fiscal approach minimises the need to determine difficult issues of corporate residence simply by
providing that where a company is not vulnerable in any jurisdiction to tax that is
chargeable on the basis of residence, domicile, or place of management, then the
company shall be treated as resident in a low tax jurisdiction, with no need to
determine whether this is in fact so. The United Kingdom legislation adopts this approach, but because of the way the legislation is drafted this feature is not immediately
obvious. The jurisdictional-fiscal approach could probably be extended, with some
benefit for the simplification of the operation of controlled foreign corporation legislation.
8.7
Chapter 7: Shareholders liable to taxation
All shareholders in a controlled foreign corporation who are resident in a country that
adopts controlled foreign corporation legislation should be liable to the anti-avoidance rules of the legislation irrespective of the size of their shareholding. Although
most countries have a minimum shareholding requirement of 10%, it is hard to justify
this threshold. Furthermore, both corporate and non-corporate shareholders should
be liable to taxation. In this matter, New Zealand should not be guided by the United
Kingdom legislation, which applies to resident corporate shareholders only.
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8.8
Conclusion
In 1984, legislation relating to controlled foreign corporations was enacted in the
United Kingdom. Broadly speaking, the United Kingdom rules appear to be the most
satisfactory model of the existing codes of controlled foreign corporation legislation,
from the point of view of a country considering the adoption of its own rules. The
United Kingdom rules are refined, without being over-complex, at least in comparison with some of the codes of some comparable jurisdictions. Moreover, in the
majority of cases the United Kingdom rules can work without undue compliance or
administrative costs. The principal reason for this feature is the existence of the
United Kingdom 'white' and 'grey' lists of jurisdictions that are wholly or partially
approved. That is, corporations resident in white-list jurisdictions are not vulnerable
to the rules, and corporations in grey-list jurisdictions are vulnerable only if they take
advantage of specified tax -minimising provisions in the laws of those countries. This
is not to say the United Kingdom rules should be adopted exactly as they are. Some
improvements could be made, and there is one significant lacuna. The rules do not
cover the case of controlled foreign corporations where the controlling shareholders
are individuals rather than companies.
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Table 1:
Controlled foreign corporation legislation:
Significant features of the transactional approach
Corporations subject
to legislation
United States of America

(1) Any foreign corporation more

than 50% of whose total
combined voting power is
owned by US shareholders
(2) No limit to number of
shareholders having control
(3) Indirect and constructive
ownership rules

.I>,.
\0

Canada

(1) Any foreign corporation more
than 50% of whose voting
shares are held by 5 or fewer
Canadian residents
(2) Controlling shareholders limited
to 5 or fewer Canadian residents
(3) No constructive ownership
provisions. Indirect ownership

rules only

Vulnerable income
to taxation
Insurance of US risks
Foreign base company income
(a) foreign personal holding
company income
(b) foreign base company sales
income
(c) foreign base company
service income
(d) foreign base company
shipping income
- international boycott factor
income
illegal payments to
government officials
- increase in savings involved
in US property
Passive income and capital gains
from passive property

Appendix One
Shareholders liable
(1) 10% minimum ownership

(2) Applies to corporate and

non-corporate shareholders

(1) 10% minimum ownership
(2) Applicable to corporate and
non-corporate shareholders

Table 2: Controlled foreign corporation legislation:
Significant features of the jurisdictional approach

Corporations subject to
legislation
United Kingdom

(1) Any foreign corporation more
than 50% of whose voting shares
are held by UK residents or
control by any means whatever

Low tax
jurisdiction
(1) Foreign tax less than 50%
of UK tax. Comparison
between actual tax paid and
notional UK tax on same

income
VI
0

(2) No limit to number of
shareholdexs having control
(3) Constructive and indirect
ownexship rules

West Germany

(1) Minimum shareholding
requirement of 10%

Relief provisions

Active business exemption

De Minimus limit

(2) Legislation applies to
corporate shareholders only

Public quotation exemption
Distribution exemption
Motive exemption
Foreign tax credit

(1) No minimum shareholding
requirement

Active business exemption
Foreign tax credit

(2) Administrative white list
of non-tax-haven countries considered conclusive

(1) Any foreign corporation more
than 50% of whose shares or
total voting power is owned
by resident taxpayers

(1) Foreign tax burden on
passive income less than
30%. Comparison between
nominal tax rates

(2) No limit to number of
shareholdexs having control.

(2) Unofficial black-list of tax
haven countries, rebuttable
presumption but treated as
as conclusive

(3) Constructive and indirect
ownexship rules

Shareholders liable
to taxation

Appendix Two

(2) Legislation applies to corporate
and non-coxporate shareholders

Japan

(1) Any corporate entity (a)
incorporated or having its head
office in a designated tax haven,
and (b) which is more than 50%
controlled by Japanese shareholders
(2) No limit to number of
shareholders having control

(1) Foreign tax less than 50% of
Japanese tax, comparison
between nominal rates
(2) Unofficial black-list of tax
haven countries, treated as
conclusive

(1) Minimum shareholding
requirement of 10%
(2) Legislation applies to corporate
shareholders or groups of
corporate and non-corporate
shareholders, does not apply to
non-corporate shareholders alone

Active business exception:
5 requjrements insuring the
active and independent
conduct of business in the tax
haven.
Foreign tax credit

(3) Constructive and indirect
ownership rules

France

Ul

......

(1) Any foreign corporation or
partnership more than 25% of
whose shares are held by a
French company
(2) No limit to number of
shareholders having control
(3) Constructive and indirect
ownership rules

(1) Foreign tax less than 2/3 of
French tax, comparison
between nominal rates
(2) Unofficial black list of tax
haven countries, rebuttable
presumption but treated as
conclusive

(1) No minimum shareholding
requirement
(2) Legislation applies to corporate
shareholders only

Active business exception
Foreign tax credit

Appendix Three
Issues for Further Investigation

1. What entities apart from corporations should also be subject to the legislation?
What rules should be adopted for trusts?
2. When a controlled foreign corporation declares a dividend out of income that has
already been taxed in the hands of the controlling shareholders, what provisions
should there be for a tax credit? If the state ofresidence of the shareholder follows
the classical system of corporate taxation it is arguable that there should be no
credit, because the income that is attributed to the shareholders by controlled
foreign corporation legislation is income that would otherwise be taxed in the
hands of the company, and should in principle to subjected to double taxation in
any event.
3. At what rates of tax should domestic shareholders be taxed on the income of a
controlled foreign corporation that is attributed to them? That is, bearing in mind
that what is to be taxed is the income of a foreign corporation, should the income
be taxed at the rate applicable to non-resident corporations, or at the rate for local
corporations? In the case of recipient shareholders who are individuals, should the
tax be imposed at corporate rates, or at their own personal rates?
4. Do upstream loans pose particular problems when made by controlled foreign
corporations as compared with loans from other companies? Some jurisdictions
have general upstream loan rules that deem loans to shareholders to be dividends
in circumstances where they are not genuine investments by the company
concerned. Should there be other rules for controlled foreign corporations?
5. Apart from upstream loan rules, section 4 of the New Zealand Income Tax Act also
contains a code of other deemed dividend provisions. Is this code sufficient in the
context of controlled foreign corporation legislation?
6. In a tax system that allows associated companies to group profits and losses for tax
purposes, should a controlled foreign corporation code have any provision for
groups? For example, how should the rules treat two or three companies that are
controlled by the same interests, where one company is in profit and the others are
sustaining losses?
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7. Is control by loan creditors a serious matter? What provisions should there be in
respect of such control?

8. Where a shareholder has voting power but no right to dividends or to participate
on a winding up, should his or her shares be taken into account to determine
whether a company is a controlled foreign corporation, and, if so, should income
be attributed to that shareholder?

9. How far should controlled foreign corporation rules apply where there is control
by association? For example, take a group with the parent company in Canada and
a subsidiary in the UK and a second subsidiary in a tax haven. From the point of
view of the UK authorities, is the tax haven subsidiary a controlled foreign
corporation of the UK subsidiary? Should it be treated as if it were? One problem
is that if the tax haven subsidiary is used by the group to avoid tax it is just as likely
that the tax avoided is Canadian rather than UK.
10. How should expenses be appropriated between passive and active income? This
question arises under both the transactional and jurisdictional approaches.
11. Where a country has a tax system with an inter-corporate dividend exemption it
is clearly vulnerable to avoidance through controlled foreign corporations.
However, once controlled foreign corporation legislation has been adopted, is the
inter-corporate dividend exemption still a problem?
12. The French controlled foreign corporation legislation applies to companies where
French resident shareholders own 25% or more of the shares. The level chosen
by other jurisdictions is 50%. The reason for the adoption of a participation
threshold of only 25 % for purposes of the French code is that the French taxation
system contains an inter-corporate dividend exemption. Since the New Zealand
legislation provides for a similar exemption, should the New Zealand participation threshold for the operation of controlled foreign corporation rules be less than
50%?
13. What adjustments will be necessary when New Zealand adopts an imputation
system for the taxation of corporate income?
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