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REPORT ON METHODS OF ALLOCATING TAXABLE INCOME

PREFACE

The present report to the Fiscal Committee forms the conclusion of a long enquiry into the
taxation of foreign and national enterprises in thirty-five countries, most of which were visited by
the author, Mr. Mitchell B. CARROLL, who was entrusted with this mission by the Fiscal Committee.
This report is based both on the information contained in the reports on the tax law of the different
countries, published in the previous volumes of this collection,? and on the data which theauthor
obtained on the spot or by correspondence from the administrations, and professional and business
organisations. ’ '

The first eleven chapters of this report constitute a digest of the present legislation, jurisprudence
and practice of the States covered by the enquiry, with regard to the allocation or apportionment
of the income of enterprises operating in several countries.

In the twelfth and last chapter,the author sets forth the practical conclusions resulting from this
general survey. Taking into account both the legitimate requirements of fiscal administrations
and the needs of industry and international trade, he endeavours to formulate a system of allocating
or apportioning the income of business enterprises which would be fair, practical, logical and suitable
for all types of undertakings.

Because of the plan followed, this survey shows in what way the existing laws of the different
countries might be modified with a view to preventing the double taxation resulting from conflicts
in principles and methods of allocating the income of enterprises. Moreover, as this report
constitutes a synthesis of the experience of a large number of countries, it may possibly serve as
a guide to fiscal administrations when they are faced with certain special cases that have already
arisen and been settled in other jurisdictions. .

In the draft convention on allocation drawn up at its last session, the Fiscal Committee relied
largely upon Mr. Carroll’s work. As that draft only prescribes general principles, the Committee
stated that Mr. Carroli’s report — although all the views expressed therein are not necessarily shared
by each of its members — might usefully be consulted * as a guide in applying those principles to the
complex cases that arise in practice .2

The author has acknowledged to us his gratitude to the officials of the fiscal administrations
who assisted him in his task. The names of those experts will be found at the head of their studies,
which have been ‘published in previous volumes of this collection. He also received generous

1 « Taxation of Foreign and National Enterprises ", Vol. I (France, Germany, Spain, the United Kingdom
and the United States of America), document L.o.N. C.73.M.38.1932.I1.A.; Vol. IT (Austria, Belgium, Czechoslova-
kia, Free City of Danzig, Greece, Hungary, Italy, Latvia, Luxemburg, Netherlands, Roumania and Switzerland),
document L.o.N, C.425.M.217.1933.IL.A,; Vol, III (British India, Canada, Japan, Mexico, Netherlands East
Indies, Union of South Africa, States of Massachusetts, New York and Wisconsin), document L.o.N. C.425 (a).
M.217 (a). 1933.1L.A.

: Cf[; Report of the Fiscal Committee to the Council, on its fourth session, document L.o.N. C.399.M.204.
1933.IL.A.
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assistance from the International Chamber of Commerce. Not only did he have the valuable co-
operation of M. JULLIARD, Chairman of the Permanent Committee on Double Taxatlpn of that
institution, and of M. Virgilio DEL Rio, Director of its Financial, Commercial and Industrial Section,
but he was also given by the National Committees of the Chamber, in various countries, helpful
suggestions and information drawn from the practical experience of their members. In particular,
the National Committees of Austria, Belgium, France, Germany, Greece, Italy, Japan, the
Netherlands, Spain, the United Kingdom, and the United States of America rendered him
the greatest assistance. Experts, too numerous to be mentioned by name, belonging to organisations
such as the National Tax Association of the United States and the American Instituteof Accountants,
also furnished the author with material and suggestions of the highest theoretical and practical
value.

Nevertheless, it would be unjust not to mention Mr. Henry B. FERNALD and Mr. James R. KNAPP,
whose meimoranda on certain complex aspects of the problems considered have merited the special
attention of the Committee. It is also necessary to thank Professor Ralph C. Jones, of Yale
University, for his study on * Allocation Accounting of the Taxable Income of Industrial
Enterprises”’,! in which he expresses his views on accounting methods which might be used to carry
out some of the principles set forth in this work. ‘ '

In conclusion, I should like to recall the memory of Professor Thomas S. Apaus, to whom the
Fiscal Committee paid a solemn tribute at its last session. Professor Adams, was the member
of the Committee who initiated the present enquiry. Thanks to his zeal and vast knowledge, he
was a constant inspiration and guide to those who collaborated in the enquiry.

Hans Brav,
President of the Fiscal Commuitee.

§ * “ Taxation of Foreign and National Enterprises ", Vol. V ; League of Nations document C.425(¢).M.217
(¢).1933.ILA, '




THE PROBLEM OF ALLOCATION Ik

CHAPTER 1L
THE PROBLEM OF ALLOCATION.

1. The most important kinds of enterprises which give rise to problems in allo;atmg taxable
income are industrial and mercantile companies. Banks are next in importance. Relatively
few difficulties arise in connection with insurance, transport, power, light and gas, telegraph and
telephone, and mining enterprises. The major number of questions are presented by industrial
enterprises in the United States of America, the United ngdom, Germany and other European
countries, and Japan, which manufacture in those countries and sell in the territory of other countries
throughout the world. This situation is complicated if they produce certain raw materials in
countries like British India, Netherlands East India or Spain, using the raw materials in
manufacturing in another country, and then selling the finished article throughout the world.
Another important question is presented by enterprises which purchase raw materials in countries
like British India and Java and sell them on the world markets ; and still another by enterprises
which purchase finished articles in one country and sell them in another.

2. Within these broader classifications, sub-classifications must be made of the articles
involved, because the relative importance of sales activities compared with manufacturing differs
greatly. Whereas the profits of enterprises selling automobiles, typewriters and similar articles in
which there is keen competition, or branded articles which must be brought to the attention of the
public through skilful advertising, depend, to a great extent, on the sales efforts, other articles,
such as scientific instruments, are purchased largely because of their reputation for superior quality
gained through years of careful manufacturing.

3. There are practically no two businesses of exactly the same type, size or organisation.
Each enterprise reflects the brain and personality of its owmer or its principal officers,”and the
profits depend largely on their initiative, skill and wisdom. The factors conducing to profits
vary with each enterprise. It is extremely difficult therefore to decide on the best methods of
sub-classifying industrial and commercial enterprises in order to consider in sufficient detail methods
of allocation or apportionment applicable to them. Some are small in size and simple in structure,
as, for example, those purchasing in one country and selling in a second, or manufacturing a single
product in one country and selling it in that country and also in a second. Other enterprises
complete their manufactured line of goods by articles which they purchase, and market them all
at their selling establishment in the second country. Still others manufacture many different
products for sale in large lots, or retail. The combinations are numberless.

4. The general tendency of international business enterprises is towards a more complex
structure. It becomas more and more frequent for a large enterprise to produce its own raw material
which is used in manufacture (e¢.g., rubber, minerals). Moreover, the number of articles which the
enterprise itself produces usually becomes more and more varied in order to meet the needs or
tastes of customers in different countries. The existence of tariff walls often -makes it expedient
to assemble within the country partially manufactured goods, or even to manufacture the entire
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product there, but using tools or certain raw materials sent from the home factory. Because
of legal requirements or expediency, or merely to facilitate the segregation of activities within the
country, foreign enterprises often form a local subsidiary company. Although many large
enterprises scrupulously treat such subsidiary companies as independent entities, it is the practice
of others to regard them in fact as mere branches of the entire concern and to incorporate their
earnings in the annual accounts of the entire enterprise, just as if they accrued directly to it. Tax-
collectors complain that sometimes enterprises take the rate of tax in various countries into
consideration, and fix the transfer price from the factory to a selling establishment at so high a
figure as to show little or no profit in the books of the sales branch. Through the arbitrary fixation
of inter-establishment billing prices or charges for interest, royalties, services, etc., profits can be
shifted from place to place, the purpose frequently being to transfer them to the country with a
" low rate of tax or no income-tax at all.

5. Often, when an enterprise has branches or subsidiaries in each of several adjacent countries,
it establishes at a central point an office to supervise their activities. From it, accountants,
engineers, salesmen or other employees may go to the different establishments, in order to serve
them in one way or another. The central office may compile statistics on sales possibilities in
neighbouring countries or direct an advertising campaign for the benefit of the various sales offices.
Sometimes the foreign enterprise maintains, on an important boulevard — for example, the Champs-
Elysées in Paris, or the Board Walk in Atlantic City — imposing displays of its products in order
that they may catch the eye of the transient visitor, who may purchase the product from the local
sales branch when he returns to his own home. In none of these cases just described does the
establishment in question make any sales or directly realise any profit. Yet all these activities
constitute items of expense, and contribute in one way or another to the realisation of profit
somewhere by the enterprise.

6. The central accounting of the enterprise should show whether or not, as a whole, the
enterprise has realised a profit or loss, and it is probable that every well-run concern maintains
accounts for the various units which will enable it to determine whether or not each is a paying
proposition ”’.  The tax official in each country where there is an establishment has at his immediate
disposal only the accounts (if any) of the local establishment, and it is necessary for him to ascertain
whether or not they reflect the true profit attributable to that establishment. Obviously, his
task is easy if the local establishment is virtually self-contained or is an autonomous unit which
is treated as such by the foreign enterprise, or if the foreign entePprise has dealt with each
.establishment at arm’s length as if it were an independent enterprise. This entails, in some cases
allotting to it the capital normally required to carry on its activities, and, in every case, billing to
it or making charges at the same rates as it would to an outsider. Unfortunately, however, the local
establishment is not so treated by the great majority of enterprises, and the tax inspect(;r finds it
necessary to adjust the accounts after securing whatever additional information is available or to
make an assessment on an empirical or fractional basis.

7. Cases arise where the taxpayer has tried meticulously to allot profits i i
the various establishments, but the authorities of the seveer countrigs ares oIfl 3 ?ili;e‘::rib(fgﬁgﬁ
as to their share of the taxable income. It may happen that one country to which the taxpayer
has thrown a large share of his profits will assess tax thereon, and then another country in which
little profit is shown will increase the assessment and thereby subject a part of the profit to double
ta.xat‘lo.n. The natural tendency of each tax administration is to view the local establishment as
exercising the most important influence in the production of profits and therefore ascribe to it a
commensurate share of the income. When all the assessments are added together, the enterprise
finds that it has paid taxes on much more than 100 per cent of its net income, ,Incidentall it
has had to argue with the authorities of each country in regard to the amount of profit alloc%ble
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thereto, and pdssibly has had to produce copies or extracts of its head-office accounts in order. that
the authorities of each country may examine the local accounts in the light thereof. This all
requires expenditure of time and money on the part of the taxpayer as well as that of the tax-
collector.

8. As there exists little law and less jurisprudence concerning allocation, tax administrations
are inclined to broaden the basis of assessment of foreign and national enterprises to the largest
extent possible, and thereby encroach upon the jurisdiction claimed as well by other States, which
results in the accumulation of high rates upon the same profits. The fiscal administrations thus
combine to impose a crushing burden upon the very commerce which other Government departments
and business groups are endeavouring to encourage.

9. The subject of allocation may be described as being at the cross-roads of all the sciences.
It involves not only the fiscal sovereignty of States, and civil, commercial and sometimes penal law,
but also commercial geography, economics, business management, and -— last, but not least —
accounting. 'When one peruses the great books on public or private international law, one finds
little said about the limitations of fiscal sovereignty. In most countries, the tax laws have restricted
jurisdiction, on the one hand, to nationals or persons domiciled or resident within the country,
and, on the other, to income from sources situated within the country. In many instances,
however, the recognition of this sound principle has been in effect nullified by the definition of the
source of income — for example, by regarding the sale within the country as the sole source of
income, thus making no allowance for profit-accruing to manufacture or production abroad. If,
however, the foreign companies themselves endeavour to obviate the excessive burdens which such
laws impose, they not infrequently incur heavy penalties.

10. Fiscal policy is influenced to an incalculable degree by the economy of countries. Each
country wishes to encourage its own industries. At the same time, the tendency of the fiscal
administration is to impose the heaviest taxes on the most conspicuous and important sources of
revenue. As a result, one finds countries productive of raw materials trying to reach the whole of
the profit derived from the extraction and sale on world markets of their metals, oil, rubber and the
like. Some countries tax the whole of the profit derived from manufacturing within their territory
and selling abroad. Not a few countries, into which the foreigner comes to sell his products, tax,
in principle, the whole of the net profit above the actual cost of the goods and the expense of selling
them. Curiously enough, it is countries which are most dependent upon the production of raw
materials and their sale abroad, like British India, Mexico and Cuba, which endeavour in their law
and practice to tax the whole or most of the profit realised by foreign enterprises selling in the local
market the manufactured and finished articles which they need.

11. Inits broadest aspects, the problem of allocation is not limited to the distribution of what
might be termed business profits to the various countries in which an enterprise operates. An
industrial and commercial enterprise often invests its reserve funds in stocks and bonds. It may
license patents to other companies. It may own buildings, which are rented entirely or in part
to others. A company may own a mine or a mining concession in another country which it leases
to a second company for exploitation. A personal service corporation may receive compensation
for the services of its employees in other countries. Income may be derived from the sale in a given
country of capital assets, whether real or personal property. The corporation may do business in
some countries through regular commission agents, in others through agents remunerated on a
commission basis, in others through independent dealers, and, in still others, through its own
branches.
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12. The method of financing operations through each of these agents, dealers or branches will,
in all probability, vary, with consequent effects on prices and interest charges. In the case of the
regular commission agent or the agent remunerated by a commission, the company usually retains
ownership of the goods and has its capital tied up in them until they are sold. If the goods are
sold to a dealer who resells them for his own account, the price of the goods depends largely upon
whether the dealer pays for the goods immediately or is receiving them on credit, and whether the
dealer is carrying the cost of advertising or the cost in that market is borne by the manufacturer.
If the enterprise is operating through a branch, the latter must obviously, in accordance with its
nature, have a certain working capital, and this must either be advanced by the head office or
borrowed. The funds may be borrowed either from a bank in the country of the head office for the
use of the branch, or borrowed directly by the branch from a local bank. It is needless to list the
various items of income or expenditure that will vary from enterprise to enterprise, and will appear
in the books of the head office and possibly in those of the branch involved.

13. Although the banking business is, in general, more standardised through the control of
bank examiners in the country of the head office or of the branches, nevertheless the requirements
of banking laws differ and the practices in important countries differ. Some countries permit
the local branch of a foreign bank to receive deposits and carry on all banking operations, whereas
others do not permit them to take depuosits, although, through its branch, the foreign bank may
discount bills of exchange and make loans.

14. The laws in various countries concerning insurance companies differ’in regard to their
requirements as to reserves, and the method of taxing such companies varies greatly., Likewise,
transport and other .public utility enterprises are generally subject to a special control, exercised
either by a Government department or through the terms of a concession. The allocation of the
income of the previously mentioned and other types of enterprises is complicated, not only by the
diversity in their methods of operation, but also by the incredible differences in the tax laws of
the various countries. No two income-tax systems are exactly the same, and it is impossible to
classify them. Even in the States of the United States of America and in the cantons of Switzerland
the legislatures have expressed their individuality in their tax laws. Generalisations are dangerous’
even in describing a single system, because, even though it may have originally been based on ¢ne
or two broad principles, during the course of years successive legislatures have introduced exceptions
to tthis or that principle, with the result that it is hard to disengage the fundamental precepts of the
system.

15. Obviously, a regime for the allocation of income as between countries must take into
consideration these divergent or conflicting principles and provide for the allocation or apportionment
of items of income or expense to the various jurisdictions concerned therewith. It is impossible to
avoid the task of synthesising as far as possible the underlying principles of the different systems and
the methods of taxing the principal items of income.

16. This problem may be approached from two angles : (1) that of foreign enterpri
(2) that of national enterprises.* Although the same principles of allocation mgay be gllx);;soifédag)?'

* In general, 2 foreign enterprise is an enterprise belonging to a non-resi indivi i
composed of non-residents, or a non-resident corpo;];tion. A ng;ti%nal enterpriszl?se I;tn l:r?tlc:, ld:li;la’ baélgar?nerihlp
resident .md1v1dua.l, a partnership composed of residents, or a resident corporation, The tgt of resi(ri]gmg (i) .
corporation varies from country to country, but, in general, it is the place where its 'real centre of mana.ence Ot s
located. In some cases, the situation of the statutory seat is decisive. In other countries, notabl thgerlnjer}t 13
States of America and Mexico, a corporation is foreign if organised abroad, and national if <;r anise()i( in . nlde
the laws of the country. For definitions of * foreign and national *’ enterprises, see Part IIgof th d criptions
of tax systems in “ Taxation of Foreign and National Enterpriscs "', Vols. I, IT and IIT ¢ descriptions

N
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.

both categories, the question of foreign enterprises is discussed first because they have given rise
to many more problems of allocation. Most Governments have not been especially concerned with the
allocation of income to their home enterprises, because they tax them on total net profit. Wkere
relief from double taxation is granted, the enterprise bears the buljden of proving the amount gf
the foreign tax paid and the amount of foreign income. The tax mspe_c’_cor, as a r.ule, has_ at his
disposal the accounts of the entire enterprise and is therefore in a position to venfy the income
allocable to his own or a foreign jurisdiction. If the taxpayer organises in a foreign country a
subsidiary to which it shifts profits through artificial invoice prices or otherwise, the officials are
usually able to circumvent this in the long run because of the availability of necessary data at the

" head office.

17. On the other hand, the tax official in the country of the branch or the subsidiary is at a
disadvantage. All that he has at hand is the accounting of the local establishment and the data
pertaining to the income of similar enterprises, if any. Even if he secures statements as to the
concerns of the entire enterprise as shown in the books of the head office in another country, they
are, even if translated into his own language and currency, usually in such an abbreviated form
that it is almost impossible for him to compute accurately, or even to estimate, the profit allocable
to the local establishment. Consequently, administrations have developed the methods of
assessment on empirical or fractional bases which are subsequently described.

18. When he examines the accounts of the local establishment, the inspector may find listed,
depending on the nature of its activities, items of income such as interest or dividends from local
or foreign securities, interest on loans to persons within or without the country, rent from real
estate situated within or without the country, royalties for the use of patents, copyrights, trade
marks, secret processes or formule by persons within or without the country, compensation for
services rendered within or without the country, receipts from the sale of capital assets within or
without the country, receipts or receivables from sales of goods or merchandise which have been
concluded within or without the country, Among the liabilities indicated in the local books, he
may note interest payments to the head office or to local banks, or other persons — possibly on
short-term indebtedness, secured or unsecured, or possibly in respect of a loan secured on real estate
owned by the enterprise within the country. The inspector may also find salaries, ‘commissions,
or other compensation for services rendered within or without the country, amounts paid or payable
for goods or merchandise received, and the numerous items of expenditure incident to running an
establishment. If the local establishment is a subsidiary company, its bcoks are more likely to
show charges for interest, and they may also show patent and copyright royalties paid to the parent
company, charges for services, and other items which the parent or associated companies might
more readily make to a separate legal entity. Most of these items of income and related expenses
are subject to specific legislative provisions stating whether they are definitely allocable for taxation
within the country or are to be excluded from the assessment. Thus the United Kingdom Income-
Tax Act of 1918 contains five Schedules imposing liability on non-residents in respect of all income
arising in the United Kingdom, but prescribing detailed rules for assessment under the five Schedules:
(A) Income from the ownership of lands, houses, etc. ; (B) Income from the occupation of lands ;
(C) Income paid under deduction of tax at the source out of any public revenue ; (D) Income from
trades, professions and vocations, foreign securities and possessions, interest, and miscellaneous
items of income; (E) Income from employments. Whereas the non-resident company is subject
to the British standard rate of tax, the non-resident individual is liable to the surtax in respect of
the United Kingdom income.!

1w Taxation of Foreign and National Enterprises *, Vol. I, page. 169,
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19. The French Government imposes eight separate and distinct schedular taxes (impdis
cédulaires) : (1) tax on income from buildings, (2) tax on income from lands, (3) tax on income from
movable capital (impdt sur le revenu des capitaux mobilicrs), (4) proportional charge on mines,
(5) tax on industrial and commercial profits, (6) tax on agricultural profits, (7} tax on salaries, wages,
pensions and annuities, (8) tax on profits from non-commercial occupations. Except for the tax
on income from movable capital, these levies are imposed in accordance with the principle of
territoriality — that is to say, only in respect of the income from various sources situated in France.
The tax on income from movable capital, however, is imposed in respect of dividends and interest
on foreign securities which are either paid in France or received by persons domiciled in France.

20. The Belgian and Italian systems both have schedular taxes, but, whereas the Italian system
adheres rather closely to the principle of territoriality, the Belgian schedular taxes are imposed at a
reduced rate on income from foreign sources. Special methods of taxation, or special taxes on
particular items of income, are found in most of the other European countries and in Japan, Cuba
and Mexico. Wherever possible, income is taxed by withholding at the source, notably in the
case of dividends, interest and salaries. Interest and dividends are usually taxed on their gross
amount. On the other hand, the United States of America taxes the non-resident alien or foreign
corporation on its net income from United States sources. The items of income from the various
sources in the United States are lumped together and expenses incurred in reference to this income
are deductible. Nevertheless, the Act specifically defines sources within and without or partly
within and partly without the United States.!

~

21.  Consequently, it is possible under the laws of most countries to allocate many of the above
items of income and related expenses to sources defined as being within or without the given
jurisdiction. This is possible in respect of practically all items other than income from dealing in
goods or services in two or more countries. Moreover, the question of tax jurisdiction over most
of these items of income, except income from international business, has been definitely settled
by bilateral treaties for the prevention of double taxation between many of the European countries,?

22. Although the legislative or treaty provisions regarding these different items of income vary
considerably, in the majority of cases it is provided, for example, that interest shall be allocated to
the country of the debtor, dividends to the country in which the distributing corporation has its
seat, rents and other income from real estate and interest on loans secured by mortgages thereon
to the country in which the real estate is situated, and compensation for personal services to the
country in which the services are rendered. Although most tax laws hold royalties iable to tax

in the country of the payer, some of the treaties allocate them to the country of domicile of the
recipient licensor for tax purposes.

23. Witt} regard to income from dealing in goods or services, which may be briefly referred to
as ““ business income "', the tax inspector is not provided in most instances with guiding criteria or
metl}ods of allocation. In general, the foreign enterprise is subjected to the same provisions con-
cerning gross income and allowable deductions as are national enterprises. These provisions, and
especially those concerning the allowable deductions, differ greatly from country to countr "This
is espec1a.11y true in regard to allowances for depreciation, depletion, bad debts and losses %éomth
sale of capital assets. The differences are too numerous to list, If the taxpayer has so carried :
the operations of the local establishment that its taxable income may be readily determined l(:);

! Infra, paragraph 58 ¢f seq. For a complete description of the structur i
§ ¢ C e of t
coun‘h;es, seg Part I of their reports in ¢ Taxation of Foreign and National E(Ilte?;rilsr;o’r’n ©
ec ** Collection of International Agreements and Internal Legal Provisi > i
Taxation and Fiscal Evasion ”’, League of Nations document C.345.1%I.102.192213(.)PIS faoxfdtSSpf)’{:r‘;lZTtlsO 7 of Double

-tax in the various
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reference to the local books, the assessment is easy to make. -If, on the contrary, the officials consider
it necessary to apportion to the branch a part of the joint income of the local establishment and that
of another establishment, as under the Austrian treaties with Czechoslovakia and Hungary, or a
part of the total net income of the enterprise, they usually insist that this total net income shall
be computed in accordance with the provisions of their own Act. The difficulties inherent in such
methods of assessment are obvious, and a predilection for assessment on the basis of the separate
accounts of each establishment prevails in the majority of countries. The question presents itself,
however, whether the law of a country contains any criteria as to what amount of income derived
from dealing in goods or services within and without the country should appear in the local books.
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CHAPTER II.

-

LEGAL PRINCIPLES FOR ALLOCATING BUSINESS PROFITS.

INTRODUCGTION.

24. Laws seldom define specifically the circumstances in which income from industry or
commerce accrues or arises. Although the wording of the basic provisions concerning liability
varies greatly from country to country, broadly speaking there are three general precepts with regard
to a foreign enterprise : (1) that it is taxable on profits from carrying on a trade or business within
the territory of the State, (2) that it is taxable in respect of income attributable to a permanent
establishment in such territory, and (3) that it is liable in respect of income from sources within
such territory. The first prevails quite generally in countries of the British Commonwealth of
Nations, the second in continental European countries and their dependencies, and the third in the
United States of America. Interpretations vary as to what constitutes trading within the country,
or a permanent establishment, or whether income from certain transactions is from sources within
the country.? ’

25. In dealing with national enterprises, on the contrary, most of the countries in all three
groups tax, in principle, their entire net income. To prevent double taxation, however, a number
of these Governments, in their fiscal legislation or in bilateral treaties, either grant certain relief
against their own tax in respect of taxes paid abroad on the income of a foreign establishment or
exempt such foreign income, 2

BRriTisH COMMONWEALTH OF NATIONS.

f

United Kingdom.

26. A non-resident is liable to the United Kingdom Income-Tax Act if he carries on a trade
there, and the original meaning of this concept is given in a decision rendered in 1860. It reflects
the liberal attitude that prevailed in a country which had at that time a profound belief in free
'frade. In_ the case of Sulley v. Attorney-General,® a firm established in New York bought goods
in the United Kingdom and other countries for the purpose of sending the goods to America and
selling them there. The New York firm had a branch establishment in Nottingham which was
conducted by a partner. The question was whether there was a carrying-on of trade in the United
Kingdom which would give rise to liability for the partners residing in America as well as the partner
resident in the United Kingdom. Chief Justice Cockburn held that liability to the income-tax

* For a detailed discussion of these principles of liabilit i
fiscal administrations by b poraciese prin P liability, see Parts I”a.nd II of the reports of the various

* Infra, paragraph 568 et seq. v and National Enterprises ™

31860, 5 H. and N. 711, 2 T. C. 149. .



LEGAL PRINCIPLES FOR ALLOCATING BUSINESS PROFITS 19

attached only to such profits as were derived by the partner resident in the United Kingdom,
supporting his view with the following language :

“ Wherever a merchant is established, in the course of his operations his dealings must
extend over various places ; he buys in one place and sells in another. But he has one principal
.place in which he may be said to trade — viz., where his profits come home to him. That is
where he exercises his trade. It would be very inconvenient if this were otherwise. If a man
were liable to income-tax in every country in which his agents are establislied, it would lead to
great injustice. The argument for the Crown must be carried to this extent, that merely
buying goods in this country is a trade exercised here so as to subject the purchaser of the goods
to income-tax. In the present case, the defendant is a partner ; but, if the argument is well
founded, this American firm might be taxed in the same way if he had been merely an agent.
It would be most impolitic thus to tax those who come here as customers. The subjects of a
foreign State, not resident here, cannot be made amenable to our laws. How then are their
profits to be made amenable to the fiscal law ? Simply by the provision that whosoever
carries on the business and receives the profits here shall be assessed. But, in the present case,
no profits are received by the firm, or exist in this country. . . . The profits of the firm
in America do not accrue in respect of any trade carried on in this country, but in respect of
the trade carried on in New York where the main business is conducted. The profits which
" come home to this country as the share of the individual partner here are taxable ; as to the
main profits which go into the pockets of the partners in America, we think they are not.”

27. One sees in this decision the origin of a number of important principles which were the
subject of numerous subsequent decisions. In the first place, it is interesting to observe the emphasis
laid on taxation at the principal place where one trades — that is to say, where his profits come home
to him. This generally coincides with the residence or fiscal domicile of the taxpayer. In the
second place, the decision holds that, when a non-resident merely purchases goods in the United
Kingdom, profits do not accrue in respect of any trade carried on there, but in respect of the trade
carried on at the place where the main business is conducted. This principle of law is still observed
in the United Kingdom.! But subsequent English decisions contradict the general proposition
that non-residents cannot be made amenable to British law. These contradictory views were
expressed in decisions regarding cases where the non-resident did not merely purchase goods in the
United Kingdom, but sold there goods which had been purchased or manufactured abroad. The
essential test of liability under British tax law is whether or not the non-resident enterprise exercises
a trade within the United Kingdom.2 This principle was supported by various specific provisions
such as -that making a non-resident * chargeable in the name of any factor, agent or
receiver having the receipt of any profits or gains arising as herein mentioned. . .”3 In the
light of this provision, it was held in the House of Lords ¢ that a foreign merchant who canvasses
through agents in the United Kingdom for orders for the sale of his merchandise to customers
in the United Kingdom does not exercise a trade in the United Kingdom so long as all the contracts

for the sale and all deliveries of the merchandise to customers are made in a foreign country. Lord
Watson observed : '

o There may, in my opinion, be transactions by or on behalf of a foreign merchant in
this country so intimately connected with his business abroad that, without them, it could not

1« Taxation of Foreign and National Enterprises ”’, Vol. I, page 195.

! See Income-Tax Act of 1842, Chapter 35, Section 41 ; Income-Tax Act of
Section 2, and similar provisions in subsequent Acts.

® Income-Tax Act of 1842, Chapter 35, Section 41.

4 In Grainger and Sons v. Gough, 1896, A. C. 325, 3 T. C. 462.

1853, Schedule D, Chapter 34,
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be successfully carried on, which are nevertheless insu'fﬁcient to constitute an exercise of his
trade within the meaning of Schedule D. In illustration of that view I may refer_to. Sulley
v. Attorney-General, which was decided in the Exchequer Chamber by no less than six very
eminent judges.” ' e

28. Relatively the same viewpoint was expressed in the subsequent case of ‘Smidth & Co,
v. Greenwood.! A Danish firm, resident in Copenhagen, manufactured merchandl_se there_and
exported it all over the world. They had an office in London in charge of a qualified engineer
who was their whole-time employee. He received enquiries and specifications for machinery,
and, when the machinery was supplied, he was available to give the English purchaser the benef_it
of his experience in erecting it. The contracts between the firm and their customers were made in
Copenhagen and the goods were shipped f.0.b. Copenhagen. Judge Rowlatt decided that the Place
where trade was exercised was the place where the transactions forming the alleged business
were closed (in the case of a selling business by the sale of the commodity), and the profit thereby
realised. The firm therefore exercised their trade in Denmark and could not exercise their trade
elsewhere in respect of the same*profits.

29. As the influx of foreign goods into England increased, the trend of the decisions swung
in the opposite direction. The network of facts taken by the courts as indicative of trade being
carried on in the United Kingdom became more and more closely woven. -

30. In determining the liability of a foreign enterprise, it became well established that,
although essentially a question of fact, trade was carried on in the United Kingdom through an
agent if the contracts for the sale of goods were made in the United Kingdom.? As the
communication of an acceptance to an offer concludes a contract, a foreign principal was even held
liable because the agent posted his acceptance in the United Kingdom.?

31. To summarise, the basic principles of the British law and jurisprudence are that a resident
enterprise is taxable on the whole of its profits, and that a non-resident is taxable on profits derived
from the exercise of a trade in the United Kingdom, the principal test of carrying on trade being the
conclusion of contracts within that country,

32. The whole of the income from carrying on trade in the United Kingdom is considered to
arise there, but the United Kingdom Income-Tax Act, 1918, General Rule 12, gives the taxpayer
who manufactures goods abroad and sells them in England the option of having his assessment
limited to the * merchanting profit realised in England ”’ ¢ — that is to say, the profits which

t 1920, 3 K. B. 275 ; 1921, 3 K. B. 583 ; 1922, 1 A. C. 417, 8T. C. 103.

.* Maclaine and Co. v. Eccott, 1926, 10 T. C. 481 at Page 574 ; Wilcock v. Pinto, 1925, 1 K. B. 30, ¢ T. C.
111 ; Gavazzi v. Mace, 1926, 10 T. C, 698. See also Erichsen v. Last, 1881, 8 Q. B. D. 414, 4 T. C. 422; Werle
and Co. v Colquhoun, 1888, 20 Q. B. D. 753,2 T. C. 402 ; Lovell and Christmas v. Tax Commissioners (New Zealand),
1908, A. C. 46. For a discussion of these decisions and legislative provisions to exempt business done
even regularly through bona-fide commission agents or brokers, see ** Taxation of Business in Great Britain ”, by
Mitchell B. CARROLL, published by the United States Department ot Commerce.

* Belfour v. Mace, 13 T. C, 539. See * Taxation of Foreign and National Enterprises ”, Vol. 1, page 184,

which also quotes the authorisation to conclude treaties for the resiprocal exemption of business done through
such intermediaries.

¢ General Rule 12 reads as follows !

“ Where'a no_n-resident person is chargeable to income-tax in the name of any branch, manager, agent,
factor or receiver in respect of any profits or gains arising from the sale of goods or preduce manufactured or
produce_d out of the United Kingdom by the non-resident person, the person in whose name the non-resident
person is so chargeable may, if he thinks fit, 2pply to the commissioners by whom the assessment is made
or, in the case of an appeal, to the general or special commissioners, to have the assessment to income-'ta.:é
in respect of those profits or gains made or amended on the basis of the
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might reasonably be expected to have been earned, according to-the circumstances, by a merchant
or by a retailer of the goods sold who had bought direct from the manufacturer.

33. As a similar criterion is not provided in the law to cover the case of a non—res_idc_ent
enterprise manufacturing in the United Kingdom and selling goods abroad, the Royal Commission
on the Income-Tax, in its 1920 report, stated :

““ We approve of the principle of a division of the profit into manufacturing profit and
merchanting profit, and we consider that the converse of this rule (Rule 12) should apply to
the British resident agent of a foreigner who purchases goods in this country, subjects them here
to processes akin to the processes of manufacture and eventually sends them to his principal
abroad. It would then be possible for the foreign principal to make application that the profits
assessed in this country should be the manufacturing profit as distinct from the merchanting

profit which he makes by selling the goods abroad.’”?

Irish Free State.

34. On the contrary, the Irish Free State has amended the Income-Tax Act, 1918, by adding
a provision which has the effect of making all concerns manufacturing or partly manufacturing
goods within its territory taxable on the whole of the profits arising from the sale of such goods,
irrespective of the place of control and irrespective of the place in which the sales are brought

about.z

British India.

35. The British India Income-Tax Act of 1922, as amended, goes still further by rejecting
completely the precept of allocation contained in General Rule 12 of the United Kingdom Act.
Section 42 (1) provides that in the case of a non-resident :

“. . . all profits or gains accruing or arising to such person, whether directly or
indirectly, through or from any business connection or property in British India shall be deemed
to be income arising or accruing within British India and shall be chargeable to income-tax
in the name of the agent of any such person. . . .”

) In other words, under a strict interpretation of the law, all the income derived from any business
connection in British India is allocable thereto, and, in order to prevent leakage in connection with
sales there, Section 42 (3),* which was subsequently enacted in 1928, states in substance that the
whole income derived from the sale of goods in British India shall be deemed not only to arise and
accrue but also to be received there (regardless of where, in fact, the payment may have actually

! * Taxation of Foreign and National Enterprises ", Vol. I, page 195.
* Finance Act, 1923, Section 12 (4), provides :
: ** There shall be added to paragraph (a) of Clause 1 of Schedule D ¢f the Income-Tax Act, 1918, the
following sub-paragraph : .
“*(iv) To any person, whether a citizen of Saorstat Eireann or not, although not resident in
Saorstat Eireann, from the sale of any goods, wares or merchandise, manufactured or partly
manufactured by such person in Saorstat Eireann ', "

* Section 42 (3) reads :

) ‘“ Where any profits or gains have accrued or arisen to any person directly or indirectly from the sale
in British India by him or by any agency or branch on his behalf of any merchandise exported to British
India by him or any agency or branch on his behalf from any place outside British India, the profits or gains
shall be deemed to have accrued and arisen and to have been received in British.India, and no allowance shall
be made under sub-section (2) of Section 10 in respect of any buying or other commission whatsoever not
actually paid, or of any other amounts not actually spent, for the purpose of earning such profits or gains.”’
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been made), and that no allocation shall be permitted of any purchasing or manufacturing profits
to the foreign country from which the goods came. Problems of allocation are pre:cluded absolutely
by the later provision. Thus, a non-resident enterprise which manufactured salt in Egypt and sold
it in British India was not allowed to deduct a proportion of the profits which it clauged had been
earned by manufacture in the.country ,of origin. Chief Justice Rankin of the High Court of
Judicature of Bengal observed that : '

“ Profit, though it may be anticipated by valuation or otherwise, is not realised before
price, and when an article is sold, the whole profit is realised for the first time.”

He continued :

“ An international convention to limit the rapacity of nations towards the nationals of
others might listen to the argument of the assessees with great respect, but we cannot make room
for it in the Indian Act.’? .

36, Thus British India affirms in both its law and jurisprudence the principle that profits arise
or accrue only where the sale is made. Nevertheless, Section 42 (1) of its Act, which provides that
all profits derived from any business connection in British India shall be deemed to arise or accrue
there,? has been held to apply in the case of a non-resident company which merely purchases goods
in British India for sale abroad or which processes or manufactures them in British India for sale
abroad. Inthe case of Rogers Pyatt Shellac Company ». Secretary of State,? an American company
purchased, at a branch office in Calcutta, gum, shellac and other products for export and sale abroad
and also operated a factory in the United Provinces, the products of which were exported and sold
abroad. The court held the company taxable, but did not pass on the basis of determining the profit
as-that question was not before the court. One of the judges indicated, however, that the profits
or gains attributable to a business connection in British India might be calculated by fixing
a reasonable percentage of the turnover or by some other empirical method authorised by Rule 33
pertaining to the British India Income-Tax Act.®

37. In the case of the Commissioner of Income-Tax, Burma, v. Messrs. Steel Brothers &
Company, Limited,® a non-resident company with headquarters in London worked up rice, cotton
and other products in India which were sold abroad, and also purchased certain products and sold
them abroad without transformation. The court held that, in so far as liability to income-tax was
concerned, no distinction could be drawn between profits on products which had undergone some
process of conversion or working up by the taxpayer in India and profits on products purchased
!)y the taxpayer in India and exported in the same form. Although Section 42 (1), read
in conjunction with Section 4 (1) of the Income-Tax Act of 1922, provides that all income derived
from such business connection in British India shall be deemed to have accrued or arisen there, the

! Judgment in re the Port Said Salt Association Limited, rendered February sth, 1932, * Taxation of Foreign
and National Enterprises **, Vol. III, pages 39 and 40, paragraph 111.

* Sufra, paragraph 3s.

* 1924, 1 1. T. C. 363.

¢ Rule 33 reads :

“ Inany case in which the Income-Tax Officer is of opinion that the actual amount of the income, profits
Or gains accruing or ansing to any person residing out of British India whether directly or indirectly through
or frqm any business connection in British India cannot be ascertained, the amount of such income, profits
or gains for the purposes of assessment to income-tax may be calculated on such percentage of the turnover
S0 acceruing or arising as the Income-Tax Officer may consider to be reasonable, or on an amount which
bears the same proportion to the total profits of the business of such person (such profits being computed in
accordance with the provisions of the Indian Income-Tax Act) as the receipts so accruing or arising bear to
the total receipts of the business, or in such other manner as the Income-Tax Officer may deem suitable.”
* 1925, 2 I. T. C. 119, .
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court held that there should be excluded from assessment a reasonable commission agent’s
commission on the sale of the products in London.

38. In short, the law provides that all the profit from purchase or manufacture in India and
sale abroad is deemed to arise or accrue in British India, but, by virtue of a later decision, some
eco gnition is given to the principle of British jurisprudence that the profit arises or accrues where
the sale is made, and consequently a reasonable sales commission is excluded from the profit
assessable to the British India'tax. It is to be noted that this profit is not what might be termed
a sales or merchanting profit, but merely the normal commission that would be payable to a third
party for the sale of the goods.

39. The last-mentioned decisions apply only to non-residents and stand out in sharp contrast
to another decision which involved a resident of British India. The basic principle of liability to
the income-tax of that cdountry is that the tax is imposed on income arising or accruing or received
in British India, or deemed to arise or accrue or be received there under the provisions of the Act.
If the profits of a resident arise or accrue abroad, they are not taxable unless brought into British
India within three years (Section 4 (1) and (2)). »

40. In the case of Jiwan Das », Commissioner of Income-Tax, Punjab,! the assessee purchased
goods through an establishment in British India and sent them for sale to his shop in Kashmir,
which is outside British India. It was held that no portion of the profits derived from the sale
outside British India which was not received in or brought into British India was assessable. In
rendering his opinion, Chief Justice Shadi Lal decided :

¥y

e that the mere purchase of goods in British India was too remote a connection
to justify the conclusion that a part of the profits should be held to have accrued in this country”.

41.  Under these decisions, because of a statutory presumption, the non-resident is taxed in
respect of income from purchases in British India, whereas the resident is exempted. This evidences
the need of establishing certain uniform principles of liability to taxation before it is possible to
formulate rules of apportionment. .

Canada,

42 Tlfe principle of dividing the income between the country of manufacture and that of sale:
}Vh'lch is optional under the United Kingdom Act, becomes the law in Canada. One of the provisions
in its Act ? states that, when a non-resident offers anything for sale in Canada, regardless of where
the contract may be completed, a proportionate part of the income derived is taxable,

43. L‘lkemse when a non-resident person produces, grows, mines, creates, manufactures,
fabricates, improves, packs, preserves or constructs, in whole or in part, anything within Canada,

?nd i:icpgrts the same without sale prior to its export, a proportionate part of the income derived is
axable 3,

1 1929, 4 I.T. C 40.
* Section 27 of the Canadian Income War Tax Act, Chapter 97, R. S. C. 1927, as amended proviaes :

“ Where a non-resident solicits orders or offers anything for sale in Canada through an agent or emplovee
and whether any contract or transaction which may result therefrom is completed within Cz.nada or \vitﬁout'
Can.ada, or partly within and partly without Canada, such non-resident shall be deemed to be carrving on
business in Canada and to earn a proportionate part of the income derived therefrom in Canada.”

3 Sec't‘mn 26 of the Canaghan Income War Tax Act, Chapter 97, R. S. C. 1927, as amended, provides :

‘Where a non-resident person produces, grows mines, creates, manufactures, fabricates improves
packs, preserves or constructs, in whole or in part, anything within Canada, and exports the sa'me \v?thoui‘
sale prior to the export thereof, he shall he deemed to be carrying on business in Canada and to earn \.\'ithin
Canada a proportionate part of any profit ultimately derived from the sale thereof.”
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Australia, - -

44. The contention that no profit or gain can be said to accrue or arise except yvhere
" manufactured goods are sold was overruled by the British Privy Council in the case of Commissioners
of Taxation ». Kirk,! involving the income-tax of New South Wales, Australia :

 Under the New South Wales Land and Income-Tax Assess_ment Act of 1895, Section 15,
income-tax was payable in respect of the annual amount of all income :

“(§) Arising or accruing to any person wheresoever residing from any . . |,
trade, . . . carried on in New South Wales . . . ;

“ (4i1) Derived from lands of the Crown held under lease . . . ;

“(iv) Arising or accruing to any person wheresoever residing . . . from any

other source whatsoever in New South Wales not in¢luded in, the preceding sub-sections.”

. The company was registered in Victoria and had its head office and board of directors in
Melbourne. It had mines in New South Wales, where the crude ore was smelted. None of the ore
was sold in New South Wales, sales being made for the most part in Melbourne, and the money
received for the ore either in London or Melbourne.

46. Their Lordships held that, whether or not the company traded in New South Wales, so
as to come within sub-section (%), if there was income, it was clearly income from lands of the
Crown held on lease, and so came under sub-section (4iz), and also was income from some other
source in New South Wales and so came under sub-section (iv).

47. As to whether there was income :

‘ It appears to their Lordships that there are four processes in the earning and production
of this income : (i) the extraction of the ore from the soil, (i{) the conversion of the crude
ore into a merchantable product (which is a manufacturing process), () the sale of
the merchantable product, (7v) the receipt of the moneys arising from the sale. All these
processes are necessary stages which terminate in money and the income is the money less the
expenses attendant on all stages. The first process seems to their Lordships clearly within
sub-section (77%) and the second or manufacturing process, if not within the meaning of ¢ trade ’
in sub-section (%), is certainly included in the words * any other source whatsoever’ in sub-
section (7v). — '

** So far as relates to these two processes, therefore, their Lordships think that the income
was earned and arising and accruing in New South Wales.”

48. The decision in Commissioners of Taxation v. Kirk is significant because of its recognition
of the principle that income can be_ earned, or can arise or accrue, through the extraction of ore and
the manufacture of goods in one jurisdiction although the goods themselves are sold in another.

CoNTINENTAL EUROPE AND DEPENDENCIES.
France.

. ..49- The maintenance of a permanent establishment (éfablissement) in France is the test of
liability to industrial and commercial profits tax, and two decisions have been rendered with regard

v

! 1900, A. C, 588.



LEGAL PRINCIPLES FOR ALLOCATING BUSINESS PROFITS 25

to the allocation of income — one with regard to a purchasing establishment, the other with regard
to a factory. In the former case,! the company, with its head office abroad, had in France an
office conducted by a special manager which bought goods for .resale abrqad. The decision held
that the operation of this office in itself constituted a commercial enterprise, and that the profit
on the resale of goods so purchased was partly due to the conditions of p'urchase. ] Consequently,
in so far as the company’s profits were derived from operations carried out in the French
establishment (even if payment were effected abroad) the company was subject to the tax on
industrial and commercial profits. With regard to the determination of the profit allocable to a
factory in France, the test applied is, What would the factory earn by manufacturing for sale to the
other parties the goods which it makes for delivery to the foreign selling establishment ? 2

Central-European Countries.

- 50. The precept of permanent establishment is also found in Germany and other Central-
European countries, but it has been supplemented by fractional limitations in Austrian and
Czechoslovak law and in the Austro-Czechoslovak and Austro-Hungarian treaties. The Austrian
laws governing the general profits tax (Allgemeine Erwerbsteuer) and the company tax
(Korperschaftsstencr) prescribe certain definite fractions of income which must be taxed in Austria.
These are applicable when an Austrian enterprise maintains permanent establishments in foreign
countries, or when a foreign enterprise maintains stipulated kinds of establishments in Austria.
The Czechoslovak law embodies similar provisions. More detailed provisions regarding allocation
on a fractional basis are embodied in treaties between Austria and Czechoslovakia and Austria and
Hungary. Under the Austrian general profits tax law, at least one-fourth of the entire income
of an enterprise belonging to an Austrian individual or partnership is taxable, and, under the
company tax law, the taxable minimum is one-tenth of the total income. Under the company
tax law, if goods are purchased in Austria and sold abroad, or vice versa, at least 50 per cent of
the net income derived from such transactions is taxable in Austria. If goods are manufactured
in Austria and sold abroad, not more than one-third of the joint income from such activities can be
allocated to the foreign country. In the above-mentioned treaties, the profits from purchase and
sale are divided 50 : 50, whereas the profits from manufacture and sale are apportioned in the
ratio of two-thirds to the country of manufacture and one-third to the country of sale.?

Netherlands East India. ' !

5I. When faced with a case involving a Dutch company which purchased goods abroad and
sold them in Netherlands East India, the Court of Tax Appeals in Batavia undertook, after weighing
economic factors, to indicate a percentage representing the profits allocable to Netherlands East
India.* In the given case, the head office of the .company was in Amsterdam ; the board of directors
met together and the central book-keeping was maintained there. Furthermore, the whole direction
of the buying was exercised there. The company imported into Netherlands East India several
articles, subject to a monopoly acquired by the head office. The appellant therefore contended
that the possibilities of profit in handling popular monopoly articles lay primarily in the business
activities necessary for acquiring the monopolies rather than in the selling organisation. With

~_ ! Decision of February 14th, 1930 : Dupent’s Bulletin des Contvibulions directes et dis Cadastre, 1930, page 189 ;
“ Taxation of Foreign and National Enterprises ”, Vol. I, page 84.

* Decision of the Conseil d’Ftat, July 2s5th, 1929, * Revue des Impéts surle Commerce et 1'Industrie ”, by

Edouard Maguéro, 1930, No. 2832 ; “ Taxation of Foreign and National Enterprises , Vol. I, page 83. ’

# « Taxation of Foreign and National Enterprises : for Austria, Vol. II, page 37. ‘‘fcr Czechoslovakia,
Vel I1, pages 113 and 114.
¢ ' Decision of the Court of Tax Appeals ', November 25th, 1931, No. VB/223, * Compilation of Decisions

in Netherlands East Indian Tax Matters ", No. 633.
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regard to free articles, the appellant contended that the profits from ha.n(:]ling certain articles
— watches and Swiss embroideries — were attributed primarily to the buying activities of the
directors, as well as the family relations and close contact between the directors and‘ manufacturers.
Consequently, with regard to monopoly articles and special * lines ”* of goods (of _wl}lch the turnover
is about 50 per cent of the total turnover) the nucleus of the profit-making is in Holland. He
admitted that, with regard to the other articles, greater weight should be given to the selling
organisation in Netherlands East India ; the profit should therefore be divided in the ratio of 50 : 50.
In lieu of the preceding * subjective "’ method of apportionment, the appellant offered to submit
to apportionment by the  objective *’ method — i.e., on the basis of the means of production applied
in both parts of the business. As, for this company, labour is a factor of paramount importance,
the appellant proposed to apportion the profit on the basis of salaries and wages paid, which would
result in allocating 56.7 per cent to Netherlands East India. :

52. The head inspector of taxes objected to the contentions of the appellant primarily because
they considered only external factors, the business activities, and not the nucleus of the business .
— that is to say, its purpose of exploiting the possibility of profit in the country of sale. The
head inspector further objected that the appellant assumed equal possibility of profit in all places
where business activities took place. Furthermore, he contended that the system of apportionment
in the ratio of salaries paid was wrong, because salaries and bonuses paid to directors were not paid
anly for labour, but also consist of a part of the profit of the enterprise. The directors’ salaries and
bonuses should therefore be eliminated ; but even then it was doubtful whether salaries and bonuses

paid to employees could properly be used as a basis for allocation, because of the great difference
in the wage scale in different countries.

53. While admitting the importance of the acquisition of monopolies, the head inspector
remarked that even such articles were subject to severe competition with similar articles which
require an efficient selling organisation. Consequently, he contendedthat the businessin Netherlands
East India was of much more importance than the business in Holland and that 75 per cent of the
total net profit should be allocated to the country ofsale. In rendering its opinion, the Court of Tax
Appeals observed that the appellant’s proposition was wrong in ani economic sense, becauseitattached
weight only toone external factor —¢.e., business activities, —and overlooked the function of capital.
Ther.efc.)re, the court questioned the fairness of apportioning in the ratio of salaries. Although
admitting that these amounts might be helpful to a certain extent in allocating profits,
the court was of the opinion that they could not be used as a basis, as quite other economic factors
were also important. The court believed that a reasonable apportionment could only be effected
by basing it on the proposition that the economic nucleus of the profit-making in an import business
lies in the.posmblht_ies of selling. The court stated that it was practically impossible to calculate
mathematically which part of the profit ought to be allocated to Netherlands East India, and

therefore it would be necessary to reach an arbitrary conclusion approximati i
ximating reality. I
event, the court could not adopt the objective system of the appellanp?.) § Ty AW

54. The court considered that the changes in the conditions of the import business after the

war pointed to the increased measure in which profit-making de i i

! pended on the efficiency of selling
and consequently the steady decrease in the importance of buvi i ‘i :
stances of the seat and the book-keeping and su S ollay msidered that the ciroum-

: : ; pervision being in Holland were of minor importance
in t.he economic process of profit-making. The court therefore concluded that, in thé) import’
?rilsgmeSS, lthtel greatt‘er gart of the Izroﬁt-making must be allocated to Netherlands East India, and
eneral, the ratio of 25 per cent to purchasing abroad and ing i , ’
East India, which had been accepted by e reasmpciiing in Netherlands

t several importers, was reasonabl d i
reality. Whether the goods sold were monopoly articles or not, the maﬁ?; cf)uzlicrl1 beallc)g;;) }({)l:;.;tlig
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means of advertising, finding methods of competing with similar articles, watching the taste of
buyers and changes in “ fashion ”, all of which must be done in the country of sale.

55. In another case,! however, the taxpayer, a foreign company purchasing and preparing
tobacco in Netherlands East India, had valued its local profits at half of the total net profits. ~Seeing
that the business of this taxpayer consisted in buying within Netherlands East Indian territory
. wet and half-dried tobacco, curing such tobacco, packing and exporting the finished product @d
selling it wholesale in Europe, the administration contended that even the entire profit might
be considered as East-Indian profit. The Court of Tax Appeals, however, judged that, as the
principal management for the buying, all the selling and the general financial management and
the book-keeping were established in Europe, all of which were doing work of considerable influence
in the making of profits, it would be a fair division to regard two-thirds of the net profit as East-
Indian profit.

Spain and Switzerland.

56. The normal regime under Spanish law for taxing foreign companies carrying on business
through an establishment in Spain is that of apportioning the total net income in accordance with
a percentage or comparative ratio which is supposed to represent the importance of the Spanish
establishment as compared with the enterprise as a whole.?

57. Although the method of fractional apportionment of total net income is generally employed
by the various Swiss cantons, very few rules are found in their tax laws except in the legislation
of Geneva, Basle-Urban and Zurich, and different rules exist. for intercantonal and international
business, which are completed by various principles laid down by the Federal Tribunal, in applying
the provisions in the Federal Constitution, which prohibits intercantonal double taxation.s

UNITED STATES OF AMERICA.

Federal Law.

58. The precepts of allocating the whole income from purchase and sale to the place of sale,
and of apportioning income as between manufacture and sale, have been incorporated in the United
States Revenue Act, which contains furthermore a very complete system of allocation and
apportionment to sources within and without the country. Somewhat similar provisions are
contained in the laws of various American States, notably Wisconsin and Massachusetts.

59. Section 119 of the Federal Revenue Act of 1932 classifies gross income under three heads :
(a) gross income from sources within the United States ; ( b) gross income from sources without
the United States ; and (c) income from sources partly within and partly without the United States.

6o. The section also prescribes the deductions to be allocated to the jtems of income in each
class in order to compute the net income of each class. The taxable income from sources within
the United States includes that derived in full from sources within the United States and that
part of the income which is derived partly from sources within and partly from sources without the
United States which is allocated to or apportioned to sources within the United States,

! ** Court of Tax Appeals Judgment of September 13th, 1926 ', No. 21, concerning the war tax on profits.

* Infra, paragraph 184 et seq. ; ** Taxation of Foreign and National Enterprises *’, Vol. I, page 143 ¢t seq.
* Infra, paragraphs 99 and 221 ef seq. ; ‘“Taxation of Foreign and National Enterprises ~, Vol. 11, pages

441 and 442.



28 ‘ LEGAL PRINCIPLES FOR ALLOCATING BUSINESS PROFITS

61. The items of income, for which precise definitions of their sources in the United. States
are given, include interest, dividends, compensation for per§ona1 services, rents an'd royaltges and
gains from the sale of real property. This list is not exclusive, however, as other items qf income
derived from United States sources, which are included in the broad definition qf“‘ gross income ”’
in Section 22 (a) of the Act. are to be also allocated to the Unifed States. It is to be noted that
all these items of income are susceptible of allocation to some definite physm.a.l source, such as 1nt.eres_t
to the residence of the obligor, dividends to the country in which.th’e dlstrlbu.tmg corporation is
organised, compensation for personal services to the country in -whlch the services were lzenderfed,
rents and royalties to the country in which the property was situated, or the country in which
the patent, copyright, secret process or formula, goodwill, trade mark, trade 'brand, franchise and
other like property were used or in which the privilege of use was valid, and income from the sale
of real property to the country in which the property was located! In examining the accounts
of the non-resident enterprise, the authorities have merely to segregate the various items indicated
and include them in, or exclude them from, the assessment, in accordance with whether they are
from the defined sources within or without the United States.

62. The balance of the income is covered under the general head *“ income from sources partly
within and partly without the United States ", and includes primarily income from the purchase
of goods without and their sale within the United States, or vice verse, and income from the'
production or manufacture of goods without and their sale within the United States, or vice versa.
All problems of allocation in regard to the first category of transactions are removed by the specific
provision in Section 119 (‘¢) which states that “ gains, profits and income derived from the purchase
of personal property within and its sale without the United States, or from the purchase of personal
property without and its sale within the United States, shall be considered as derived entirely
from sources within the country in which sold ”. It has been held that, for determining the place
of sale in deciding the source of income, the substance of the sale is the agreement to sell, and
consequently the income arises where the contract was concluded:?

63. If personal property is produced ® without and sold within the United States, or vice versa,
the income is to be apportioned in accordance with interpretative provisions found in Article 682
of Regulations 77. This article provides, first of all, that the net income attributable to sources
within the United States shall be computed by an accounting which treats the products as sold by
the factory or production department of the business to the distributing or selling department of
the business at an independent factory price, provided such price has been fairly established by
falf:l to wholly independent distributors or by other means unaffected by considerations of tax
iability.

64. Where it is impossible to establish an independent factory or production price, the
Regula.ti.ons authorise fractional apportionment on the basis of property and gross sales. First,
the net income is computed by deducting from the gross income derived from the production and
sale of the personal property, the expenses, losses, or other deductions properly allocated thereto
and a rateable part of any deductions which cannot definitely be allocated to some item or class of
gross income. Of the amount of net income so determined, half is apportioned in accordance with
'the va.h_le of the taxpayer’s property within the United States and within the foreign country which
is used in such production or manufacture, and the other half is apportioned in accordance with the

! See Regulations 77 of the United States Treasu
and National Enterprises *’, Vol. I, Page 239 et seq.

* Compaiiia General de Tab de Filipinas
Rep, 88'58%) i T acos de Filipinas v, Co_l]ector, 279 U.S. 306, 49 S. Ct. 304, 7 Am. Fed. Tax

? “The word
(Article 682),

ry Department, Articles 671 to 677; “Taxation of F oreign

‘produced’ includes created, fabricated, manufactured, extracted, processed, cured, or aged”
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gross sales made by the tax payer within the United States and within the foreign country of the
goods so produced or manufactured.t

65. In any event, the taxpayer may apply for permission to ba'se hlS return upon his books
of account, if, in good faith and unaffected by considerations of tax liability, he regularly employs
in his books of account a detailed allocation of receipts and expenditures which reflects more clearly
than the preceding methods the income derived from sources within the United States.

66. Except for a special formula prescribed for shipping companies? and another for
determining the taxable income of foreign life insurance companies? the ~above-described system
of allocation applies to all kinds of foreign enterprises operating in t_he United States and_ domestic
enterprises operating both in the United States and in foreign countries. It may be mentioned that
the special formul are, in practice, seldom employed, because most shipping enterprises are covered
by arrangements for reciprocal exemptions with the countries to which they belong, and the number
of foreign life insurance companies operating in the United States is very small.4

1Wisconsin Statulie.

67. The income-tax imposed by the State of Wisconsin also contains a complete system of
allocation which is intended to prevent double taxation. Income is classified under various heads
and certain items are allocated for taxation to the residence of the taxpayer, whereas others are
taxable solely in accordance with the principle of origin. Thus, income derived from rents and
royalties, from real estate or tangible personal property, or from the operation of a farm, mine or
quarry, or from the sale of real property or tangible personal property, follow the situs of the property
from which derived. All other income, including royalties from patents, income derived from
personal services, professions and vocations, and from land contracts, mortgages, stocks, bonds and
securities, or from the sale of similar intangible personal property, follow the residence of the
recipient, except as provided in Section 71.095 regarding fiduciaries.

68. By the same provision, income from mercantile or manufacturing business, not requiring
apportionment under paragraph 71.02 (3) (d), follows the situs of the business from which derived.

69. The above-mentioned paragraph 71.02 (3) (d) deals with persons engaged in business
within and without the State, and provides that they shall be taxed only on such income asis
derived from business transacted and from property located within the State. The amount of
such income apportionable to Wisconsin may be determined by an allocation and separateaccounting
thereof, when, in the judgment of the tax commission, that method will reasonably reflect the income
properly assignable to Wisconsin. Otherwise, there is first deducted from the total net income of
the taxpayer such items (less related expenses if any) as, in accordance with the above provision,
follow either the residence ® of the recipient or the situs of the property. The remaining net income

is apportioned to Wisconsin on the basis of the ratio obtained by taking the arithmetical average
of the three following ratios :

(1) The ratio of tangible property, real, personal and mixed, owned and used by the
taxpayer in Wisconsin in connection with his trade or business during the income year to the

! Intra, paragraph 267 et seq.

? Regulations 77, Article 683 ; infra, paragraph 534.

3 Revenue Act of 1932, Section 203 (c) : infra, Faragraph 506.

* For a complete description of the above-mentioned provisions in the United States Revenue Act, see
‘ Taxation of Foreign and National Enterprises "', Vol. T, pages 238 to 246.

* Wisconsin Statutes, 1927, Chapter 71 Paragraph 71.02 (3) (¢).

¢ A limit is imposed on the deductible amount of dividends and interest allocable to residence — namely,
such’amount is limited to the total interest and dividends received which are in excess of the total interest (Ie:&s
telated expenses, if any) paid and allowable as a deduction under Section 71.03 during the income year.
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total of such property of the taxpayer owned and used by him in connection with his trade or
business everywhere ;

(2) In the case of persons engaged in manufacturing or in any form of collecting,
assembling or processing goods or material within Wisconsin, the ratio of the total cost of
manufacturing, collecting, assembling or processing within Wisconsin to the total cost of
manufacturing or assembling or processing everywhere ;

(3) In the case of trading, mercantile or manufacturing concerns, the ratio of total sales
made through or by offices, agencies or branches located in Wisconsin during the income year
to the total net sales made everywhere during said income year.} '

0. If the taxpayer can show that the use of any one of the threg ratios gives an unreasonable
or inequitable final average ratio because of the fact that such person does not employ, to any
appreciable exteat, the factors made use of in obtaining such ratio, this ratio may, with the approval
of the tax commission, be omitted in obtaining the final average ratio which is to be applied to the
remaining net income.

71.  In short, the Wisconsin system is first to allocate those items of total net income of the
taxpayer which are definitely assignable to residence or to origin, and then either to allocate the
" balance of the income in accordance with the separate accounting of the taxpayer, if satisfactory,
or to apportion such balance in accordance with a prescribed formula, or whatever variation thereof
is necessary to assure an equitable division of profits.?

Massachusetis Statute.

72. Although the Massachusetts tax on corporations is an excise-tax and not an income-tax
in the true sense, it is in part measured by the net income, determined for the purposes of the federal
income-tax and adjusted in accordance with the Massachusetts law, which is apportionable under
the Statute to Massachusetts. Thus, in the case of a foreign corporation having places of business -
both within and without the State, the following items of income are allocable in entirety to
Massachusetts : ' -

(a) Gains realised from the sale of capital assets,® if such assets consist of real estate or
tangible personal property situated in Massachusetts ;

(b ). Interest received from any corporation organised in Massachusetts, or certain other
debtors in Massachusetts.
“

#3. On the contrary, the following classes of income of a forei ti hall not
be allocated in any part to Massachusetts : 7 corporation ® "

(a) TInterest other than that described above as allocable in entirety to Massachusetts ;

! Infra, paragraph 274 et seq.

¥ For the complete provision in the Wisconsin Statute, see ** Taxati i H &1 ”
Vol. 111, page 24t et seq. xation of Foreign and National Enterprises ",

® The term * capital assets "’ does not include stock-in-trade sold i 3 i i
the purposes of allocation, expenses may not be deducted from incorm;1 ;ﬁ:cgzcli;n;r};;fil;:e ofslzlucs;n;: sz)ch')t'l
taxab]g, subject to the deduction in respect of machinery, to the extent that the corporation l?z-zd income \?vithe l:
deduction by reason of a federal net loss. The deduction for machiher}; is obtained by multiplying the t otul
income allocable to Massachusetts by the ratio of the average fair cash value of machinery o npdymgd . c(l) o
manufacture in Massachusetts to the average value of the total assets employed in Massacstlxus‘:tzi and uwsedm
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() Dividends ;

(c) Gains realised from the sale of capital assets other than those described above as
allocable in entirety to Massachusetts.

4. After deducting the classes of income allocable in entirety, the remainder of the income
is apportioned by means of a prescribed “ allocating percentage "’ which is derived by taking one
of the arithmetical average of two or all of the following three ratios :

(1) Average value of tangible property in Massachusetts to the average value of all
tangible property of the enterprise ; '

(2) Wages, salaries, etc., assignable to Massachusetts to the total wages, salaries, etc.

(3) Gross receipts assignable to Massachusetts to total gross receipts from the entire
enterprise.! i ‘

The taxpayer is permitted to propose an alternative basis for assessment such as income shown
in the properly kept accounts of the local branch.

New York Stale Laws.

75, The New York State franchise-tax on business corporations, like the Massachusetts
excise-tax, is not a pure income-tax, but is a tax on the privilege of exercising its franchise in New
York in the case of a New York corporation, or for the privilege of doing business in New York
in the case of a foreign corporation. Nevertheless it is measured by income. The tax is based
upon the proportion of the entire net income of the corporation which the aggregate of certain
assets within the State bears to the aggregate of such assets wherever located. These assets include:
(1) the average monthly value of real property and tangible personal property ; (2) the average
monthly value of bills and accounts receivable for specified transactions ; and (3) the average value
of the stocks of other corporations owned by the taxpayer. The Commissioner of Taxes usually
has recourse, however, to wide discretionary powers to adjust the tax as he considers most
appropriate to the circumstances of the case.?

#6. The New York personal income-tax on individuals, partnerships, estates and trusts is,
on the contrary, a pure income-tax, and its regulations 3 contain a very detailed system for allocating
the business income of non-resident taxpayers, which reflects not only the influence of the federal
system, but also the studies carried out under the auspices of eminent authorities on taxation.
Income from business carried on wholly within the State is allocable thereto ; income from business
carried on wholly without the State is excluded from assessment. Income from business carried
on both within and without the State ‘“ must be apportioned so as to allocate to the State of New
York a proportion of such income on a fair and equitable basis in accordance with approved methods
of accounting . This apportionment may be effected in one of three ways :

(1) In accordance with the books of the taxpayer, if the basis of apportionment used
therein is approved by the Tax Commission ;

* Injra, paragraph 280 et seq. For complete description of the Massachusetts allocation fraction, see
* Taxation qf Foreign and National Enterprises ", Vol. IIl, page 241 e segq.

fConsohda’ced Laws of New York, as amended, Chapter 6o, Article oa, paragraph 214. See * Taxation of
Foreign and National Enterprises **, Vol. III, pages 228 and 229.

* Personal Income-Tax Regulations, corrected to July 1st, 1920, Articles 415, 445 to 457 and 470.

> : ; Sev
* Taxation of Forcign and Naticnal Enterprises ", Vol. III, page 218 el seq.
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(2) TIf the books or the previously mentioned basisare not'satisfactory, the total net income
may be apportioned in the ratio which the aggregate of certain New York factors bears to the
aggregate of the total factors as defined. These factors are :

(a) Real property and tangible personal property ;
(b) Payroll ;
(c) Gross sales or charges for services performed ;

(3) The apportionment may be efiected on an alternative basis submitted by the non-’
resident taxpayer, provided it is approved by the Tax Commission.

77. The pertinent articles of the Personal Income-Tax Regulations regarding allocation are
quoted below :

“ Article 455 : Business carried on wholly within the State. — The entire net income of a
non-resident from a business, trade, profession or occupation, carried on within the State (as
* business carried on ' is defined in Article 415), and not carried on elsewhere, as so defined,
is income from a source within the State of New York and taxable as such. :

“ This is so, even though the non-resident or his representatives travel without the State
for the purposes of the trade or business — that is, for the purpose of buying, selling, financing
or performing any duties in connection with the business, and even though sales may be made
to, or services performed for, or on behalf of, persons or corporations situated without the State.

- Article 456 : Business carried on wholly without the State. — No part of the net income of
a non-resident from a business, trade, profession or occupation carried on without the State
of New York (as * business carried on ’ is defined in Article 415), and not carried on as so defined
within this State, is taxable. '

* This is so, even though the non-resident or his representatives may enter the State for
the purpose of buying, selling, financing, or performing any other duty in connection with the
business ; and even though sales may be made to, or services performed for, or on behalf of,
persons or corporations situated within the State.

“ Article 457 : Apportionment of Business Income from Business carrvied on both within
and without the State. — If a non-resident, or a partnership with a non-resident menber, carries
on business (as ‘ business carried on ’ is defined in Article 415) both within and without the
State, the net business income therefrom must be apportioned so as to allocate to the State
of New York a proportion of such income on a fair and equitable basis, in accordance with
approved methods of accounting. ,

“ If the books of the taxpayer are so kept as regularly to disclose the proportion of his
business income which is earned from sources within the State, the return of the taxpayer shall
disclose the total income and the part apportioned to the State of New York and the basis upon
which such apportionment is made. If such basis is approved by the Tax Commission, the
return will be accepted.” . )

_78. Here follow the provisions authorising the use of the allocation fraction which are quoted !
in the chapter on fractional apportionment in order to facilitate comparison with the provisions of
other laws : '

* * Business income ’, as used in Article 457, excludes profits (or losses) from the sale,
exchange or other disposition of real property, and income from rents and royalties, income
from these sources being taxable only if the property from which the income was derived was

! Injra, paragraph 285 et seg.
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situated within the State of New York, and, in such case, the entire net income from these
sources is taxable. _

“ Article 470 : Alternative Basis of Apportionment. — The provisions of Articles 451 to
470 dealing with the apportionment of income of non-residents earned from sources both
within and without the State of New York are designed to allocate to the State of New York,
on a fair and equitable basis, a proportion of such income earmed from sources both within
and without the State. Any non-resident may submit an alternative basis of apportionment
with respect to his own income and explain that basis in full in his return. If approved by
the Tax Commission, that method will be accepted instead and in place of the one herein

prescribed.”
The definition of carrying on business in Article 413 follows :

“ A business, trade, profession or occupation (as distinguished from personal service as
employee) is carried on within the State by a non-resident when he occupies, has, maintains
or operates a desk room, an office, a shop, a store, a warehouse, a factory, an agency or other place
where his affairs are systematically and regularly carried on notwithstanding the occasional
consummation of isolated transactions without the State. This definition is not exclusive.
Business is being carried on if it is heie with a fair measure of permanency and continuity.
A taxpayer may enter into transactions for profit and yet not be engaged in a trade orbusiness.
If a taxpayer pursues an undertaking constantly as one relying on his profit therefrom for his
income or part thereof, he is carrying on a business or occupation. Thusa * trader ’ in securities
who trades regularly and constantly on his own account and makes it his business to trade as
another makes it his business to run a mercantile establishment is carrying on a business or
occupation. Its regularity or continuity need not be for a long period ; the life of the business
is not a material factor.”

Other State Laws.

79. There are now in all more than twenty States in the American Union which levy taxes
on net income. A State may tax the entire net income of domestic corporations and such portion
of the entire net income of foreign corporations as is reasonably attributable to business done
within the taxing State. Few States have availed themselves of the right to tax the entire net
income of domestic corporations. !

80. For the purpose of allocating the income of corperations to sources within the State, twelve
States (besides Wisconsin) ? allow separate accounting, provided the tax commission is satisfied
it properly reflects income. Montana requires that income be determined in every case by that
method, but, in view of the difficulties in maintaining separate accounts which accurately reflect
income in some cases, the officials have given the law a reasonable interpretation®. A corporation
doing business within and without the State is required to consider offices, storerooms, factories,
mines and smelters in the Statc as a separate unit and report gross income from business transacted
by that unit. From such gross income there are deducted such expenses and other allowable
items as are definitely allocable to such unit, and that proportion of other allowable items, as gross
income from Montana sources bears to total gross income.

1 These include Arkansas, North Carolina, Mississippi and South Carolina.

* Arkansas, California, Georgia, Massachusctts, Mississippi, Missouri, North Dakota, Oregon, Oklahoma,
South Carolina, Utah and Virginia.

3 PrenTICE-HaALL, ‘“ State Corporation Tax Service  (1930-31), Montana division, Section 1231.

¢ Joseph Wallace Huston, ¢ Allocation of Corporate Net Income for Purposes of Taxation ” (1932), XXVI,
Illinois Law Review, 7, at page 745.

Iv. 3
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81r. Oklahoma expects to make extensive use of separate accounting %n connection with its
recently adopted corporate income-tax. ! Idaho and Vermont have receptly 1ntroduFed corporate
income-taxes and authorise the tax commissioner to prescribe regulations governing sllocation.

82. The States which do not rely on separate accounting alone employ formule for the
allocation of net income in the ratio of one or more factors, the formule of Massachusetts, New
York and Wisconsin being fairly typical of the more complex type which predominates. Some
States apply different fractions (simple or complex) to different types of business. The factor
most frequently found in a simple formula is either tangible property or gross sales. Complex
formule generally contain one or both of these factors and sometimes also cost of manufacture,
and/or pay-roll. The factor of sales is frequently used alone in connection with mercantile
corporations. The factors selected for manufacturing corporations often include tangible
property, cost of production and pay-roll. The formula is usually composed of factors which
will throw to the State the lion’s share of the income. 2

83. It is obvious that, if a corporation manufactures in one State which apportions net income
in the ratio of tangible property and sells in another State which uses the factor of sales, the
corporation may be taxed on most of its income in both States — i.e., on the basis of almost 200 per
cent of its income. The use of other formule results in assessments which overlap to a burdensome -
degree. This double taxation is not illegal, but the Supreme Court has pronounced its disfavour
and imposed certain limitations on the State taxing power, ®

United States Decisions.

84. The proposition that the income realised on the sale of goods may be split up into profits
pertaining to the various stages in the acquisition or manufacture of goods which precedes sales was
argued before the Supreme Court of the United States in the case of Hans Rees’ Sons Inc. v. State
of North Carolina. ¢ The appellant was a corporation organised in New York, which was engaged
in the business of tanning, manufacturing and selling belting and other heavy leathers. Its
manufacturing plant was at Asheville, North Carolina. The wholesale part of the business consisted
in selling certain portions of the hide to shoe manufacturers and others in car-load lots : and the
retail part consisted in cutting the hide into innumerable pieces, finishing it in various ways and
selling it in less than car-load lots. In order to facilitate sales, a warchouse was maintained in
New York from which shipments were made from stock on hand to various customers. The tannery
at Asheville was used as a manufacturing plant and a supply house, and when the quantity or quality
of merchandise required by customers was not on hand at the New York warehouse, a requisition
was sent 1o the plant at Asheville to ship to the New York warehouse or direct to the customer.
The sales office was located in New York and the salesmen reported to that office. Sales were made
throughout the United States, in Canada and continental Europe. Some sales were also made in
North Carolina. Certain finishing work was done in New York.

85. The appellant stated that the profits from the wholesale business were in part attributable
to the manufacturing in Asheville and in part to the selling in New York, but that the appellant’s
accountants made no attempt to separate this, and the entire wholesale profit was credited to
manufacture and allocated to North Carolina. Similarly, it was said that no attempt was made to

! Ibid, page 745.

* For a detailed analysis of these fractions, see the above-mentioned article,
2 Imfra, paragraphs 84 et seg., 96.

¢ 1931, 51 Sup. Ct. 385, 283 U.S. 123,
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separate profits from manufacturing in New York from profits derived from manufacturing in
Asheville, and that all manufacturing profits were allocated to North Carolina. It was ‘m51.stgd
that the cutting of the leather into small pieces, finishing it in particular ways and supplying it in
small lots to meet the various needs of individual customers were essential to the retail merchandise
business conducted from the New York office.

86. The petitioner offered evidence to the effect that the income from the business was derived
from three sources — viz. : (I) buying profit, (z) manufacturing profit, and (3) selling profit. It
contended that buying profit resulted from unusual skill and efficiency in taking advantage of
fluctuations of the hide market, and that none of these operations were conducted in North Carolina ;
that manufacturing profit was based upon the difference between the cost of tanning done by
contract and the actual cost thereof when done by the petitioner at its own plant in Asheville ; and
that selling profit resulted from the method of cutting the leather into small parts so as to meet the
needs of a given customer.

87. The assessment had been made on the corporation on the basis of a statutory allocation
formula, which provides, infer alia, that a foreign corporation doing business within the State and
deriving profits principally from the manufacture, purchase or sale of tangible property shall be
taxed on such proportion of its entire net income as the fair cash value of its real estate and tangible
personal property in North Carolina on the closing date of the company’s fiscal year is to the fair
cash value of its entire real estate and tangible personal property then owned by it.* The taxpayer
admitted that the allocation of its net income for purposes of taxation was in full accordance with
the Statute, but contended that the assessment, upon the facts disclosed, was arbitrary and
unreasonable, and was repugnant to the clause in the Federal Constitution forbidding the taxation
of inter-State commerce and also to Section 1 of the Fourteenth Amendment, which forbids the
taking of property without due process. Whereas the statutory method allocated to North Carolina
approximately 8o per cent of the income of the appellant, it submitted an analysis showing that the

- percentage of its income attributable to North Carolina for the years in question did not in any event
exceed 2.7 per cent.

88. In rendering the opinion of the court, Chief Justice Hughes reviewed the leading
cases regarding the statutory formulée of certain other American States. In Underwood Typewriter
Comwpany ». Chamberlain, ? the Connecticut Statute imposed upon foreign corporations doing
business partly within and partly without the State an annual tax upon the net income earned
during the preceding year on business carried on within the State, which was ascertained by taking
such proportion of the whole net income assessable to the federal tax as the value of the corporation’s
real and tangible personal property within the State bore to the value of all its real and tangible
personal property. The taxpayer manufactured products in Connecticut which, for the most part,
were sold at branch offices in other States. The company contended that the tax was an
unconstitutional burden upon inter-State commerce and that it violated the Fourteenth Amendment
because of imposing a tax on business conducted without the State. It supported this objection

- by showing that, while 47 per cent of its real estate and tangible personal property was located in
Connecticut, most of its net profits were received in other States. The court refused to sustain the
objection, and observed that the profits of the corporation were earned by a series of transactions,
beginning with manufacture in Connecticut and ending with sale in other States, and continued :

“ The legislature, in attempting to put upon this business its fair share of the burden of
taxation, was faced with the impossibility of allocating specifically the profits earned by the

* Laws of 1923, Chapter 4, Section 201 ; 1925, Chapter 101, Section 201 ; 1927, Chapter 8o, Section 311.
2 1920, 254 U.S. 113, 120, I21.
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processes conducted within its borders. It therefore adopted a method of apportionment
which, for all that appears in this record, reached, and was meant to reach, only the profits
earned within the State.”

As the taxpayer did not show that the method of apportionment adopted by the State was
inherently arbitrary, or that its application to the taxpayer produced an unreasonable result, the
court upheld the validity of the Connecticut Statute.

89. The New York State Statute imposing an annual franchise tax upon the net i'ncom\e ofa
foreign corporation, as apportioned to the State in the ratio of the aggregate value of specified classes
of assets of the corporation within the State to the aggregate value of such assets wherever located, -
was likewise upheld in the case of Bass, Ratcliff & Gretton, Limited, v. Sta.te Tax Commlssmngr. 1
A British company brewed and sold ale in England and exported a part of its products to the Ur.uted
States for sale in branch offices located in New York and Chicago. The question of the constitutional
validity of the New York tax was considered by the court to be controlled in its essential aspect
by the decision in Underwood Typewriter Company ». Chamberlain (supre). The court said that
it was not shown in the present case, any more than in the Underwood case, that the application
of the statutory method of apportionment produced an unreasonable result. As the company
carried on a unitary business of manufacturing and selling ale, in which its profits were earned by a
series of transactions beginning with manufacturing in England and ending with sales in New York
and other places — the process of manufacturing resulting in no profit until it ends in sales — the
State was justified in attributing to New York a just proportion of the profit earned by the company
from such unitary business. The court did not find ““ that the method of apportioning the net
income on the basis of the ratio of the segregated assets located in New York and elsewhere was -

inherently arbitrary, or a mere effort to reach profits earned elsewhere under the guise of legitimate
taxation . -

90. The North Carolina State Court, having considered the preceding decisions, held that the
Statute was valid, but concluded it was “ not permissible to lop off certain elements of the business
constituting a single unit in order to place the income beyond the tax jurisdiction of this State ”.
The Supreme Court of the United States disagreéd with this view. Chief Justice Hughes pointed

out that evidence which was lacking in the Underwood and Bass cases was present in the Hans
Rees case and added :

“ These decisions are not authority for the conclusion that, where a corporation
manufactures in one State and sells in another, the net profits of the entire transaction, as a
unitary enterprise, may be attributed, regardless of evidence, to either State. In the
Underwood case, it was not decided that the entire net profits of the total business were to be
allocated to Connecticut because that was the place of manufacture, or, in the Bass case, that
the entire net profits were to be allocatéd to New York because that was the place where
sales were made. In both cases, a method of apportionment was involved which, as was said
in the Underwood case, * for all that appears in this record, reached, and was meant to reach,
only the profit earned within the State’. The difficulty with the evidence offered in the
Underwood case was that it failed to establish that the amount of net income with which the
corporation was charged in Connecticut under the method adopted was not reasonably
attributable to the processes conducted within the borders of that State : and, in the Bass

2

case, the court found a similar defect in proof with respect to the transactions in New York.”
9r. The Chief justice continued :

* Undoubtedly, the enterprise of a corporation which manufactures and sélls its

! 1924, 266 U.S. 271, 280-283.
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manufactured product is ordinarily a unitary business, and all the factors in that enterprise are
essential to the realisation of profits. The difficulty of making an exact apportionment is
apparent, and hence, when the State has adopted a method not intrinsically arbitrary, it will
be sustained until proof is offered of an unreasonable and arbitrary application in particular
cases. But the fact that the corporate enterprise is a unitary one, in the sense that the ultimate
gain is derived from the entire business, does not mean that, for the purpose of taxation, the
activities which are conducted in different jurisdictions are to be regarded as ¢ component parts
of a single unit ’, so that the entire net income may be taxed in one State regardless of the extent
to which it may be derived from the conduct of the enterprise in another State. . . . When,
as in this case, there are different taxing jurisdictions, each competent to lay a tax with respect
to what lies within, and is done within, its own borders, and the question is necessarily one of
apportionment, evidence may always be received which tends to show that a State has applied
a method which, albeit fair on its face, operates so as to reach profits which are in no just
sense attributable to transactions within its jurisdiction.”

92. Chief Justice Hughes concluded that the statutory method, as applied to the appellant’s
business for the years in question, operated unreasonably and arbitrarily in attributing to North
Carolina a percentage of income out of all appropriate proportion to the business transacted by the
appellant in that State, and consequently the taxes as laid were beyond the State’s authority. 1

93. In the preceding case, the Supreme Court held it was not necessary for it to determine as
amatter of fact the precise part of the income which should be regarded as attributable to the business
conducted in North Carolina, this problem being left to the North Carolina State Court, to which
the case was remanded for further proceedings consistent with the opinion of the Supreme Court.

SUMMARY OF LAW AND JURISPRUDENCE.

94. The preceding survey reveals how few Governments have considered allocation or
apportionment in their fiscal legislation, and how few courts have ventured to establish criteria
when called upon to interpret the general principles of the fiscal law of their country. Within the
British Commonwealth of Nations, it seems to be well established, except in British India, that no
profit is attributable to purchasing alone, and that the entire income arises at the place of sale.
The separation of a merchanting from a manufacturing profit is recognised except in the Irish Free
State, with regard to enterprises manufacturing in the country, and in British India. In the latter
country, however, the all-embracing provisions of the law have been tempered by the courts in
allowing the deduction of a commission on the sale abroad of goods manufactured or purchased
in British India. In any event, the Privy Council has held that a production profit may accrue
in one jurisdiction although the sale takes place in another. The principle of taxing income
attributable to a permanent establishment in continental European countries implies an -
apportionment as between the local establishment and a foreign establishment, which together
have produced income. The Netherlands East Indian jurisprudence evinces a scientific effort to
separate selling profit from purchasing profit, and selling profit from manufacturing profit, in
accordance with the relative importance of these activities from an economic viewpoint in 'the
form of a percentage. Austria has crystallised the relative importance of such transactions by
fixing ratios inserted in the treaties with Czechoslovakia and Hungary. Spain expresses in
percentage form in every case the relative importance of the local establishment in the entire

1 Subsequen'f to the decision in the Rees case, North Carolina amended its formula to include other factors
than property, in the Revenue Act of 1931, Schedule D, Section 311. With regard fo manufacturing
co]rporatlons, the fraction includes, in addition to property, the factors : cost of materials wages, and
salaries, and overhead or manufacturing burden. With regard to mercantile corporatio ‘tion inc
bty rp ns, the fraction includes
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“enterprise. In carrying out the constitutional prohibition of double taxation, the Swiss
Federal Tribunal has evolved a system of fractional apportionment of total net income in the
ratio of productive factors. In the United States, the allocation of the e.ntlre income from_purchase
and sale to the place of sale and the separation of a production, processing or manufacturmg profit
from a sales profit are written into the Law and Regulations. The various allocation formule
employed by the various States are intended to throw to the.ir. ]urIsdlCthI.l that part of the tqtal
net profit which is attributable to local activities, but the decisions upholding separate accounting
and the decision in the Rees case indicate a tendency to determine the profit directly attributable
to the activities of an establishment, rather than to apportion the whole net profit in the ratio
of certain arbitrary factors. '

COMPARISON OF AMERICAN AND Swiss LAW AND JURISPRUDENCE.

935. As commzarcial relations between countries become more and more closely knit, the
situation becomas more nearly like that between States in the United States of America or between
cantons in the Swiss Federation. Double taxation occurs between these States or cantons in the
same manner as between one foreign country and another, owing to the difference in fiscal laws and
the fact that the same persons are required to pay taxes on the same income or property by two
or more fiscal jurisdictions. It is interesting to compare briefly the constitutional provisions and
the jurisprudence which tend to prevent double taxation as between the North-American States or
the Swiss cantons.

96. In the United States, appeals have been brought against various types of taxes, which
resulted in double taxation, on the ground that they imposed a burden on inter-State commerce,
wiich is contrary to the United States Constitution (Section VIII, paragraph 3), or that they deprived
taxpayers of property without due process of law, which is prohibited by the Fourteenth Amendment
thereto. These constitutional provisions likewise protect a foreign person doing business in the
States. Although double taxation in itself is not illegal, the Supreme Court has regarded it with
disfavour and restricted it more and more, notably in the field of inheritance taxes by imposing
limitations on the fiscal powers of the State. ! " :

97. Tae Hans Rees case  makes it evident that the Supreme Court will not uphold an income
assessmant made by applying a State allocation fraction which a taxpayer proves to be arbitrary
and unreasonable, but it has not enunciated any criteria as to what is a reasonable allocation. In
two cases, corporations have relieved themselves from the application of an arbitrary formula on
the grounds that the local business was conducted separately and therefore its income was properly
reflected by its separate accounts. 3

98. Various States endeavour to avoid double taxation, the California Statute expressly
charging the administrator to use such methods as will prevent double taxation. But many of

! In the Farmers’ Loan and Trust Co. v. Minnesota, 1929, 280 U.S. 204, the couﬁ said

* Laws in respect of taxation should be construed and applied with a view of avoiding as far as possible
any unjust consequences,”

For cases which tend to prevent double taxation through imposing various limitations on the taxing power
of the State, see Frick v. Pennsylvatia, 1925, 268 U.S. 473; Rhode Island Hospital Trust Co. v. Daughto§ p1926
270 U.S, 65 ; Safe Depo_slt aqd Trust _Co. of Baltimore v. Virginia, 1929, 280 U.S. 83 ; Baldwin v Missouri ' 1930,
281 U.S. 586, and the d}scussmn of this point by Joseph Wallace HusTon in ** Allocation of Corporate Net incomé
for Purposes of Taxation ™, 1932, XXVI, IlMlinois Law Review, 7, at pages 745 to 748

* Supra, paragraph 84 ef seq. ’

2 Standard Oi . 9. : i i : eas
1929, 197nWai1;;. 60;}),60 v. Thoresen, 1928, 29 F. (2d) 708 ; Standard Oil Co. v. Wisconsin State Tax Commission,
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the States apply their formule without regard to the assessments made by other jurisdictions in
which the corporation operates. _ ‘

99. Within Switzerland, inter-cantonal double taxation does not present, however, as serious
a problem as that between countries, one reason being that there is a great similarity in the tax
laws of the different cantons. The cardinal reason is that the Federal Constitution, in Article 46,
paragraph 2, not only prohibits double taxation as between the cantons, but grants taxpayers
the right to appeal to the Federal Tribunal against any violation of that provision. Many inter-
cantonal cases have been brought before this court, which has laid down various principles regarding
allocation for the cantons to follow., Although not bound to do so, because the constitutional
provision envisages only cantonal cases, the cantons often apply these principles in international
cases. The basic principle enunciated by the Federal Tribunal is that, if an enterprise exploits
establishments in different cantons, each of these may not tax the revenue of the local establishment
itself, but only a part of the total net income. This part is determined by the ratio of the productive
factors in the canton to the total productive factors of the enterprise, subject to a special allowance
(préciput) for the centre of management. !

 Infra, paragraph 221 e seq.; ** Taxation of Foreign and National Enterprises , Vol. 11, page 445
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' CHAPTER III.

ACCOUNTING REQUIREMENTS.

INTRODUCTION.

100. For the purposes of assessment, the taxpayer is generally required to submit a declaration
of his taxable income. Furthermore, most countries require the submission of an annual balance-
sheet and profit-and-loss statement. In the case of a foreign enterprise with a local branch, the
authorities generally demand a balance-sheet and profit-and-loss statement pertaining to the branch
and sometimes require as well similar accounts pertaining to the entire enterprise.

101. Such accounts are frequently inadequate when the local branch has carried on transactions
with other branches of subsidiary companies of the same enterprise. The balance-sheet, showing the
financial situation of the branch at the end of the year, and-the profit-and-loss statement, reflecting
its position during the course of the year, may be arithmetically correct, yet may not reflect a proper
allocation of income as between the branch and the other units of the enterprise with which it has
had dealings. In other words, tax authorities state they are forced to reject the accounts as made,
because the prices at which goods have been transferred to or from the branch, or services have been
rendered to or by the branch, are such that the latter's accounts do not reflect the income
properly attributable to its activities.

102. Although the fiscal or commercial laws of the various countries may presuppose
an accounting which reflects a proper allocation of income for tax purposes, they have not
yet prescribed any definite criteria. 'Whatever requirements exist were for the most part formulated
from the standpoint of national enterprises carrying on their business within the country or bringing
home the profits which may have been earned abroad. Foreign enterprises which establish local
branches are placed under the same general regime. The measures for relief from double taxation
that have been instituted by laws or treaties presuppose an allocation as between the sources in the
home country and abroad, but the burden has been on the taxpayer to show how much income should
be excluded from the assessment to the home tax. This,of course, is a difficult question of fact, which
has generally been settled by conference between the tax-colléctor and taxpayer, or by recourse to
arbitrary or empirical computations. - ’ '

103. An example of this burden of proof on the taxpayer is found in the Italian provision for

e_xemptix}g a national enterprise from tax on the profits earned by an autonomous establishment
situated in a foreign country, provided it keeps proper separate accounts.* Another is in Section I31 (¢)

» 1 Infra, paragraph 569.
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of the United States Act of 1932, which requires the taxpayer, when claiming credit against the
United States tax in respect of taxes paid abroad on foreign income, to establish to the satisfaction
of the Commissioner of Internal Revenue, not only (1) the total amount of income derived from
sources without the United States, determined in accordance with Section 119, which embeodies a
detailed system of allocation, but also (2) the amount of income derived from each country in respect
of the tax of which credit is claimed, and (3) all other information necessary for the verification and
computation of such credits. This section authorises the Commissioner to prescribe rules for
carrying out the requirement under (2) above.

104. Theimport of provisions such as these is clear. Unless the taxpayer, in conducting relations
with its foreign branch, transfers goods or makes charges at prices which can be proved to be fair, it
may not only have difficulties in satisfying the tax authorities in the countries where the branch is

situated, but also in supporting its claim for credit against the American tax, If the taxpayer shifts

profits to the foreign branch through artificial or unfair pricing, the foreign authorities may gladly
accept payment of tax on the amount of profit which is larger than that properly assessable ; but the
United States authorities may refuse to grant a credit for such foreign tax, and the taxpayer must
suffer double taxation in respect of the amount involved.

103. So many taxpayers have kept accounts in such a manner as to conceal profits that numerous
officials declare they always view branch accounts with suspicion, because they can be made to
show whatever is most convenient to the taxpayer. An accounting which reflects a fair allocation
of income is, however, the prime essential in preventing double taxation through the overlapping of
assessments. Such accounts are kept by a number of concerns, and can be kept by almost every
enterprise. Guiding principles of allocation accountancy and methods of fixing transfer prices
which should result in a fair allocation of income are subsequently desc%'ibed. !

106. The foundations for allocation aecountancy are found in existing methods, and it is
therefore opportune to describe in general terms the present requirements. In no country does
the fiscal law prescribe any particular methed of accounting, although some laws specify in detail
allowable deductions and methods of evaluating assets, or fixing allowances for depreciation.
Prescribing detailed rules of accounting is generally considered to be unwise, because of the great
differences that exist in the method of operation of enterprises. Furthermore, the keeping of
accounts is required by the commercial law in countries in continental Europe and those in South
America and the Orient, which follow the European system as models. In Anglo-Saxon countries,
accounting is not only the general practice, but it has been developed into a fine art by the British
chartered accountants and the American certified public accountants. :

CONTINENTAL EUROPE.

107. In most continental European countries, the Commercial Code requires that every
enterprise, whether national or foreign, carrying on business within its territory should keep the
books of accounts which are necessary to reveal its exact financial sitdation. The requirements
of the German Commercial Code may be given as an example. Every person engaged in commerce
must, upon starting business, make an exact statement of his immovable property, of all accounts
receivable and accounts payable, of his cash in hand, and of all the property belonging to him, the
value of each piece of property being separately mentioned. He must draw up a balance-sheet

\ Infra, Chapter XII.
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showing the relation of his assets and liabilities. At the close of every business year, which may
not exceed twelve months in duration, he must draw up a similar balance-sheet. In theinventory
and balance-sheet, each item of the assets and liabilities must be set down at the value which ought
to be ascribed to it at the date in respect of which the inventory and balance-sheet are drawn up.
Books of account, business letters, inventory and balance-sheets ought to be retained for a period

of ten years. !

108. In Spain, the books required are as follows : the balance-sheet and accounts book,jourpal,
ledger, a book containing copies of letters and telegrams and any other books which may be required
by special laws. T

109. The law of practically every country, except the United Kingdom, requires that
the taxpayer permit the authorities to examine his books of account. In general, they afford the
basis of assessment to tax and are only disregarded if they are insufficient. In this respect, the law
of Roumania is interesting, as the Income-Tax Commission is required to take the books of account
as the basis of assessment, provided they are regularly kept. Instances in which the Roumanian
courts have upheld the disregarding of the books include the following :

(a) Failure to enter the date of invoices ;
- (b) The books and balance-sheet contained fictive entries ;

(¢) The balance-sheet and profit-and-loss statement of a company were not approved by
the general meeting of sharcholders ;

() The succession of entries in the journal did not correspond with those in other books :

(¢) Transacticns were entered in the books in a summary manner and were not supported
by the necessary documents ; '

() Entries were not made daily. 2

IT0. As the commercial codes applicable in the different parts of Poland have not yet been
unified, the requirements as to the books that must be kept vary, although they are essentially the
same as those described above. Special provisions have been indicated in regard to drawing up the
balance-sheets of corporations in the Company Law of March 2znd, 1928. There are also special
requirements concerning banks in the Law of March 17th, 1928.

NETHERLANDS EAstT INDIA. .

1. Although the fiscal law of Netherlands East India contains no requirements as to book-
keeping, the Company Tax Ordinance (Article 13) requires that foreign corporations operating in
that country must arrange their book-keeping in such a way as to show everything necessary for the
calculation of the profit made by the business in Netherlands East India. The taxpayers have been
expressly informed that, in the verification of the declaration made by the company, this book-
keeping will be taken as a starting-point. Companies incorporated in Netherlands East ’India must
record their dealings in such a way as to show the profit made through the enterprise, or from
capital employed outside the enterprise. Companies incorporated abroad must keep their books
In such 2 manner as to show, not only the profit made through the business in Netherlands East India
but also income from reserve funds belonging to that business, regardless of where they may be

1 Hand:lsgnsstzbuch, paragraphs 4, 6, 38 and 40.
3 « Taxation of Foreign and National Enterprises ”, Vol. II, page 399.
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invested. The books must be kept in either Dutch, Malay or Chinese, or in another language
approved by the Director of Finance (French, English, German). The book-keeping must include a
continuous record of the cash position, statement of debtors, creditors and stocks, which must be
kept up regularly and closed off annually, and, furthermore, a balance-sheet must be made up every
year. The books and documents relating thereto must be kept for ten years.

MEXICO.

112. The Mexican tax law requires that the books of account specified by the Commercial Code
(day-book, ledger, book of inventories and balances, and book of company acts) be legalised by the
tax-collector’s office in the district in which the taxpayer is situated. It also contains a number of
detailed provisions, notably in regard to the cost at which goods are to be entered in the inventory,
and to allowable deductions. ! '

113. To facilitate assessing foreign enterprises on profits from sales in Mexico, it is required
that travelling salesmen, commission agents or employees of companies domiciled abroad must
declare the total amount of sales made through them. For this purpose, they must keep a special
book of orders in which they enter chronologically the transactions effected through them, specifying
the merchandise sold, the sale price, the name and domicile of the purchaser and the number of the
invoice, if any. They must also keep their correspondence in accordance with the requirements of
the Commercial Code. 2

BritisH COMMONWEALTH OF NATIONS,

114. In the United Kingdom and other countries of the British Commonwealth of Nations, no
particular form of account is prescribed by the Income-Tax Acts, and, if the true profits cannot be
readily calculated from the accounts submitted, the Inspector of Taxes would institute further
enquiries with a view to reaching an agreement with the taxpayer as to the amount of the profits.
The British India Income-Tax Act (Sections 8-to I3) requires that the income from a business or
profession shall be computed in accordance with the method of accounting regularly employed by
the assessee ; provided that, if no method of accounting has been regularly employed, or if the
methods employed is such that the income, profits and gains cannot be properly determined therefrom
then the computation shall be made on such basis and in such manner as the income-tax officer may
determine. The onus to prove his income is always on the taxpayer.

UNITED STATES OF AMERICA.

115. Precise requirements in regard to accounting are found in the United States Revenue Act
of 1932 and Regulations 77. The net income of any taxpayer is computed on the basis
of the taxpayer’s annual accounting period (fiscal year or calendar year, as the case may be),
in accordance with the method of accounting regularly employed in keeping the books of such
taxpayer. If no method of accounting has been regularly employed, or if the method employed
does not clearly reflect the income, the computation shall be made in accordance with such method
as, in the opinion of the Commission of Internal Revenue, does clearly reflect the income. 3

! « Taxation of Foreign and National Enterprises ”', Vol. III, pages 119 to 121, paragraphs 64 to 74.
* Regulations, Article 40 bis. See ibid., paragraph 87. .
$ Revenue Act of 1932, Section 41.
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116. Certain essentials of accounting are prescribed * as follows :

“ (1) In all cases in which the production, purchase or sale of me_rcham.iise of.any kind is
an income-producing factor, inventories of the merchandise on hand (1nc}ud}ng finished goods,
work in process, raw materials and supplies) should be taken at the beginning and end of the
year and used in computing the net income of the year (see Section 22 (c¢)and Articles 101 to 108);

“ (2) Expenditures made during the year should be properly classified as between capital
and expense — that is to say, expenditures for items of plant, equipment, etc., which have a
useful life extending substantially beyond the year should be charged to a capital account and
not to an expense account ; and -

“ (3) In any case in which the cost of capital assets is being recovered through deductions
for wear and tear, depletion or obsclescence, any expenditure (other than ordinary repairs)
made to restore the property or prolong its useful life shou'd be added to the property account
or charged against the appropriate reserve and not to current expense.”

117. In the United States, the accounting of a taxpayer may be either on a cash or accruat
basis, provided in either case that it clearly reflects the income. Accounting on a cash basis means
that the net income must be determined by including all the gross income actually received, and
deducting only the amounts actually paid out. 2 Where the cash basis is used, income constructively
received must also be included. * An accounting system is said to be on an ‘* accrual basis ™ if
income is taken into consideration when earned, even though not paid in cash, and expenses are .
considered as soon as incurred, whether paid or not. ¢ A system of accounting which combines the
cash and accrual bases is inconsistent and not generally allowed for federal tax purposes, but it
is admitted that no system of accounting will be entirely on an accrual basis,

118, All items of gross income shall be included in the gross income for the taxable irear in
which they are received by the taxpayer and deductions taken accordingly, unless, in order clearly
to reflect income, such amounts are to be properly accounted for as of a different period. For
instance, in any case in which it is necessary to use an inventory, no accounting in regard to purchases
and sales will correctly reflect income except an accrual method. A taxpayer is deemed to have
received items of gross income which have been credited to or set apart for him without restriction.
Appreciation in value of property, however, is not even an accrual of income to a taxpayer prior
to the realisation of such appreciation through sale or conversion of the property. ’

* Regulations 77, Article 323.

! Appeal ot Consolidated Asphalt Company, 1 B. T. A. 79.

* Regulations 77, Article 332. ’

¢ Clarence Schock, 1 B. T. A. 528 ; Appeal of Owen-Ames-Kimball Company, 5 B. T. A. 921.
* Niles Bement Pond Company v. United States, 67 Ct. Cl. 693, 7 Am, Fed. Tax Rep. 9128

¢ * Taxation of Foreign and National Enterprises **, Vol. I, pages 247 and 248. .
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? ' CHAPTER IV.

FOREIGN ENTERPRISES — GENERAL METHODS OF ALLOCATION.

—

INTRODUCTION.

119. Inasmuch as in most countries there is little legislation or jurisprudence concerning the
allocation of income, it is necessary to study carefully the practices followed by the various
administrations in allocating income to national or foreign sources. In general, the tax on industrial
or commercial enterprises is based on the net income of the accounting year (fiscal or calendar year)
of the enterprise ending within the taxable year, the closing date of which differs in many countries.
The computation of the net income of a: local establishment of a foreign enterprise entails
the allocation of items of gross income and also the cost of producing such income, even though
incurred in another country. It is in respect of the apportionment of deductible expenses and losses
— for example, items such as interest on general indebtedness or general overhead expenses — that
some of the most difficult problems are encountered.

SuMMARY OF METHODS.

120. The methods of allocation or apportionment which are employed in the various countries
may be broadly classified as : (1) method of separate accounting ; (2) empirical methods ; and
(3) method of fractional apportionment. The method of separate accounting means taking the
declaration of income, supported by the accounts of the local branch, as a basis of assessment. This
may entail a verification of the accounts and enquiry into the relations between the local branch and
other establishments (branches or subsidiaries) of the parent enterprise, which involve, for example,
consideration of the price at which goods have been invoiced to the branch and their original cost,
and the amounts charged to the branch for services or representing a portion of general overhead
expenses. !

121. Empirical methods are freq uently employed by tax administrators when they have reason
to believe that the declaration of income based on the accounts of the enterpncels insufficient or
false. The authorities attempt to estimate an income by comparing the given enterprise with
- similar enterprises, or taking into account turnover, assets and other readily ascertainable factors. *

122. Although the method of fractional .épportionment might properly be considered
an empirical method, it is treated under a separate head, because of its being the primary method "

\ Infra, paragraph 128 ef seq.
¢ Infra, paragraph 155 ef seq.
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of certain countries, including Spain and Switzerland, in allocating taxable profits to the }ocal
establishment, and France, in connection with the tax on income fror_n securities. By frac_tlonal
apportionment is meant the determination of the income of one establishment of an enterprise b%r
dividing total net income in the ratio of certain factors — for exar_npl_e, assets, turnover, pz.Ly-rol )
or a fixed percentage. The practice varies, some countries apportioning merely the joint income
which the local establishment and an establishment abroad have together pro_duced le.g., one
manufacturing and the other selling), whereas other countries apply the apportionment fraction
to the entire net income of the enterprise. ?

123. No country follows exclusively one method or the other. The examination of the
declaration and local accounts is generally the starting-point. If satisfied that th? profit is
reasonable, the authorities (except the Spanish) usually stop there. The tendency is growing,
however, to look more closely into the company’s own method of allocating or apportioning income
as between its various branches or subsidiariés. This involves scrutinising the transactions between
the local branches and the other branches or subsidiaries, and sometimes a detailed examination
of the balance-sheet, profit-and-loss statement, and other accounts and correspcrdence kept at the
head office, and possibly of the basis for apportionment of certain items of gross income or general
expense as between the head office and the branch. The agreement between the Netherlands and
Netherlands East India, whereby trained accountants of the latter administration are stationed in
Amsterdam to examine the head office accounts of Dutch companies operating in East India, was
made for this very purpose. '

124. Obviously, if the head office is in a foreign country with a different language and currency,
or where it is not the practice to have accounts audited by certified or chartered experts, the
authorities will generally prefer to rely on information locally available in verifying accounts and
in making, if necessary, an empirical assessment.

125. The practices in the various countries depend on so many factors that it is difficult to
synthesise them. Among the more important factors are the general level of ** tax integrity
of enterprises within the countries involved, the development in accounting science, the standing
of the accounting profession, the training of the tax officials, the historical background of methods
of assessment, the very character and intelligence of the people of the country. In countries of the
British Commonwealth of Nations and in the United States, where, as a general rule, accounts are
regularly audited and certified by reputable public accountants, the officials, who are equally well
trained, try to arrive at an assessment on the basis of the separate accounting of the local enterprise,
and they will make necessary adjustments in prices or amounts entered as gross income or deductions,
rather than resort to an empirical or fractional assessment. Their principal difficulties are
encountered in verifying whether the invoice price to a local sales branch effects a fair apportionment

of profit as between it and the factory abroad, and in checking the apportionment of general overhead
and interest on general indebtedness.

126. The fact that tax integrity is highest in countries where the level of accounting practice
is highest is not a mere coincidence. The movements in several European countries to elevate
the accounting profession to one of dignity and trust show that this is well understood. This
development is perhaps handicapped by the kistoric practice in countries where the income-tax has
succeeded rather recently to the patents tax on business enterprises, or a tax of similar nature,
Such levies were computed on an empirical or forfaiairs basis, taking into account such readily
ascertainable elements as outlay for rent or salaries, or other “ vutward and visible signs . It

1 Infra, paragraph 173 et seq.
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is only natural that officials accustomed to these methods should turn to them when the accounts
adduced for tax purposes are insufficient.

127. The failure of foreign enterprises in general to keep fair accounts and the inability of the
administration to check original costs are given as the reasons why Spain completely abandoned
separate accounting as a method of assessment and required that in every case t_he local b}'anch be
taxed by a fractional apportionment of the total net income of the enterprise in the ratio of the
relative importance of the local branch. ~ As will be shown, other administrations resort to fractional
apportionment as a method of assessment in lieu of an adequate separate accounting, and some asa
primary method. There is no clear-cut dividing-line between recourse to one method or another,
but the general practices in most of the countries with income-taxes are briefly described in the
following paragraphs. '

METHOD OF SEPARATE ACCOUNTING.

128. It is significant that separate accounting should be the method normally followed in the
country which has the largest experience in the taxation of income and, at the same time, has
accountants of the highest professional standing. What is true of the United Kingdom is likewise
true of other countries of the British Commonwealth of Nations and also of the United States of
America. The United Kingdom income-tax and practices have been followed to a large extent in
the other countries mentioned, and the standards of accounting have been carried abroad because
of the fact that the leading accounting firms in the United Kingdom have followed their clients to all
parts of the world to audit their branch accounts. Similarly, the branches in the United States of
these same accounting firms and similar American firms have developed accounting practices to
keep abreast with the complex structure of business organisations and methods in that country,
and they in turn have followed their clients abroad.

129. The use of separate accounting as the primary method coincides fairly closely with the
field of operation of these reputable firms. But, even in this field, difficult questions of allocation
or apportionment arise, because of conflicting viewpoints as to what is a fair transfer price, charge
or evaluation. Such questions, however, are as a rule obviously within the province of the export
manager or other officers of the company rather than in that of the accountant who has to deal
‘lfith the plrices or values which may have been fixed after consideration of factors not subject to

is control.

British Commonwealih of Nations.

130. The British inspector of taxes examines the declaration of the taxpayer and the
supporting statements. If the profit of a sales branch appears to be unreasonably low, he may
endeavour to ascertain the figuie at which similar goods are sold by the foreign enterprise to an
independent dealer in the United Kingdom under conditions that are customary in the particular
trade, and, in other cases, to determine an independent market quotation for similar goods. If
,the enterprise markets its own goods and therefore makes no sales to independent dealers, or if
the goods are of a special kind which have no independent market value, the British inspector
resorts to other lines of negotiation. He may attempt to ascertain the actual or approximate cost
of the goods sold in the United Kingdom. Once their sale price is known, he may be able to
establish an intermediate price for invoicing the goods to the branch in the United Kingdom,
making due allowance for a manufacturing profit which is allocable to the foreign country. The
United Kingdom authorities have no definite precepts for fixing the relative importance of
manufacturing and merchanting profits, as they consider that the relative percentages depend on
the particular business and processes, but in some instances they base their decision upon a
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comparison with similar enterprises in which the relative importance is clear. As a general rule,
when the British authorities and the taxpayer disagree, the authorities make an attempt to * hammer
out a compromise”’, and this is fiequently successful. The taxpayer generally prefers to come to an
agreement rather than be assessed on a percentage of his turnover. [f no agreement is reached,
the tax authorities may estimate a profit, and the taxpayer would have the burden of proof that
the assessment was excessive.

131. Similarly in the other parts of the British Empire, the general practice is for the local
establishment to keep separate accounts which will serve as a basis for taxing the income from its
commercial operations. Thus the Irish Free State administration reports that there is no difficulty
in applying this method when the establishment therein obtains raw material from an independent
source and does a separate manufacturing business. In the case of interlocking transactions,
however, the authorities encounter the same difficulties as those described above, vand the
administration stresses the importance of obtaining a clear idea of the intra-company transactions,
such as examining the current account between the foreign enterprise and the local establishment
or other internal accounting arrangements. The Irish Free State employs the same methods for
checking and correcting invoice prices as those used in the United Kingdom.

132. The Canadian practice is very flexible. The authorities first examine the books of the
local branch of a foreign enterprise in order to check the accuracy of its declaration. When the
fairness of the invoice price of imported articles is doubted, the authorities often request information
concerning the cost of manufacture, and, if necessary, they endeavour to arrive at a fair price by
discussions with the taxpayer. If this procedure proves to be futile, they may have recourse to
apportionment.

133. The acceptance of separate accounting by the British India authorities depends upon their
reflecting the allocation of profits required in the Act. That is to say, the accounts of the local
branch should show the entire net profit derived from the sale in India of goods purchased or
manufactured abroad, and the branch may be required to produce, in corroboration of the entries
in its accounts, a certificate from the auditors or a competent official of the parent company that
the prices charged to the branch (or subsidiary company) are true costs of purchase or production
and do not include any element of profit. Rates of interest which are unduly, high or unduly low
attract attention, and the income-tax officer may use his discretion as to the evidence requirved to
justify management charges, patent royalties and the like.

134. Likewise, the South African authorities will tax on the basis of satisfactory separate
accounts. The invoice price of goods shipped to the branch as declared for Customs purposes is
generally accepted, because the fact that the duties are levied on the gross value of the goods is
sufficient protection against inflating the invoice price. Charges for interest and payments for
services r.endered or for the use of patent rights or secret formulz are not allowed in branch accounts
unless it is proved that they represent an allocation to the branch of charges borne by the enterprise
as a w_hole. 1 1{1 that case, they would be allowed if the Commissioner was satisfied that the
allocation was fair and reasonable, having regard to the relative activities of the branch and the rest

of the enterprise. On the other hand, such charges, if genuine, would be allowed if made to a
subsidiary company.

ITnited States »f America.

135. The United States authorities attempt, as a gencral practice, to determine the income of

'3 8. A. Tax Cases 328 ; Income-Tax Case No. 103.
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a local branch of a foreign enterprise on the basis of its separate accounts. In the case of foreign
manufacturing and mercantile enterprises, the sales profit realised in the United States is fixed by
ascertaining the ‘ independent factory price ” at which the forfelgn ma.nufactunng plant woqld
sell to an independent dealer. The net amount realised in the United States over this factory price
is taxable therein, whereas the manufacturing profit is allocated to the foreign country. This
sometimes necessitates adjustment in the invoice price at which goods have been transferred to the
local branch, Sometimes the tax officials make an analysis of the world business of the foreign
enterprise in order to bring out facts relating to operations within the United States which will permit
an adjustment of accounts on a reasonable basis.

France, Belgium and Luxemburg. ‘4

136. In France, the object of the tax on industrial and commeicial profits is the profit earned
through the activities of a permanent establishment situated in France, whether the enterprise
is national or foreign, and those profits should be contained in the declaration and in the supporting
accounts. The same. principle applies with regard to foreign enterprises operating in Belgium,
and the separate accouating of the local branch must reflect all the operations realised in the country
by or through the branch, whether the relations are with persons residing in the country or abroad,
and whether the operations are initiated by the local establishment or simply completed through it.
The law requires that the branch must be credited with transactions which it makes or for which
it serves as intermediary. For example, the accounts must contain the interest received in Belgium,
as well as the income derived from investing funds in Belgium by the branch in accordance with
orders emanating from the head office abroad. On the other hand, the deductible items include
the general overhead or costs of administration of the Belzian establishments and the varicus
expenditures made by those establishments. They do not include the interest or premiums paid
by the local establishment to bondholders of the compuany, nor directors’ percentages taken from
profits realised in the country; an exception to this rule would only be admitted if the appropriate
Belgian schedular tax were levied on those items. Luxemburg generally taxes on the basis of the
declaration and accounts of the foreign enterprise, unless it is necessary to resort to an empirical or
fractional assessment.

ltaly.

137. The principle of determining separately the income of the local branch is well established
in Italian fiscal Jaw. The declaration pertaining to the income of the local branch is verified by
reference to a balance-sheet which must be published by virtue of Article 230 of the Italian
Commercial Code, and the authorities may avail themselves of any means to prove its accuracy,
including a comparison with similar enterprises, if any exist. The authorities may even demand
submission of the general accounts of the foreign company for the purpose of constructing a balance-
sheet for the local branch according to the principles of fiscal law.

Germany.

138. In Germany, the accounts of all enterprises are frequently subjected to a thorough
examination by the tax authorities and a movement is under way to create a body of accountants
-authorised to audit the accounts of companies for tax purposes. The general practice is to determine
the income of local branches of foreign companies separately when a separate and proper system of
book-keeping exists and when a separate and reliable computation of the German income is iaossible,
subject to the local accounts being adjusted to conform with the special provisions of the tax laws.

Central Europe.

139. Th'e _sﬁtuation in Austria, Czechoslovakia and Hungary is of especial interest because,
although the initial step generally followed in taxing foreign enterprises is to verify their declaration

Iv. 4
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comparison with similar enterprises in which the relative importance is clear. As a general rule,
when the British authorities and the taxpayer disagree, the authorities make an attempt to * hammer
out a compromise”, and this is frequently successful. The taxpayer generally prefers to come to an
agreement rather than be assessed on a percentage of his turnover. [f no agreement is reached,
the tax authorities may estimate a profit, and the taxpayer would have the burden of proof that
the assessment was excessive.

131. Similarly in the other parts of the British Empire, the general practice is for the local
establishment to keep separate accounts which will serve as a basis for taxing the income from its
commercial operations. Thus the Irish Free State administration reports that there is no difficulty
in applying this method when the establishment therein obtains raw material from an independent
source and does a separate manufacturing business. In the case of interlocking transactions,
however, the authorities encounter the same difficulties as those described above, -and the
administration stresses the importance of obtaining a clear idea of the intra-company transactions,
such as examining the current account between the foreign enterprise and the local establishment
or other internal accounting arrangements. The Irish Free State employs the same methods for
checking and correcting invoice prices as those used in the United Kingdom.

132. The Canadian practice is very flexible. The authorities first examine the books of the
local branch of a foreign enterprise in order to check the accuracy of its declaration,- When the
fairness of the invoice price of imported articles is doubted, the authorities often request information
concerning the cost of manufacture, and, if necessary, they endeavour to arrive at a fair price by
discussions with the taxpayer. If this procedure proves to be futile, they may have recourse to
apportionment.

133. The acceptance of separate accounting by the British India authorities depends upon their
reflecting the allocation of profits required in the Act. That is to say, the accounts of the local
branch should show the entire net profit derived from the sale in India of goods purchased or
manufactured abroad, and the branch may be required to produce, in corroboration of the entries
in its accounts, a certificate from the auditors or a competent official of the parent company that
the prices charged to the branch for subsidiary company) are true costs of purchase or production
and do not include any element of profit. Rates of interest which are unduly, high or unduly low
attract attention, and the income-tax officer may use his discretion as to the evidence required to
justify management charges, patent royalties and the like. :

134. Likewise, the South African authorities will tax on the basis of satisfactory separate
accounts. The invoice price of goods shipped to the branch as declared for Customs purposes is
generally accepted, because the fact that the duties are levied on the gross value of the goods is
sufficient protection against inflating the invoice price. Charges for interest and payments for
services rendered or for the use of patent rights or secret formula are not allowed in branch accounts
unless it is proved that they represent an allocation to the branch of charges borne by the enterprise
as a whole.* In that case, they would be allowed if the Commissioner was satisfied that the
allocation was fair and reasonable, having regard to the relative activities of the branch and the rest
of the enterprise. On the other hand, such charges, if genuine, would be allowed if made to a
subsidiary company.

ITnited States »f America.

135. The United States authorities attempt, as a general practice, to determine the income of

13 8. A, Tax Cases 328 ; Income-Tax Case No. 103.
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a local branch of a foreign enterprise on the basis of its separate accounts. In the case of foreign
manufacturing and mercantile enterprises, the sales profit realised in the United States is fixed by
ascertaining the ‘‘ independent factory price” at which the foreign manufacturing plant would
sell to an independent dealer. The net amount realised in the United States over this factory price
is taxable therein, whereas the manufacturing profit is allocated to the foreign country. This
sometimes necessitates adjustment in the invoice price at which goods have been transferred to the
local branch. Sometimes the tax officials make an analysis of the world business of the foreign
enterprise in order to bring out facts relating to operations within the United States which will permit
an adjustment of accounts on a reasonable basis.

-France, Belgium and Luxemburg. "

136. In France, the object of the tax on industrial and commeicial profits is the profit earned
through the activities of a permanent establishment situated in France, whether the enterprise
is national or foreign, and those profits should be contained in the declaration and in the supporting
accounts. The same. principle applies with regard to foreign enterprises operating in Belgium,
and the separate accouating of the local branch must reflect all the operations realised in the country
by or through the branch, whether the relations are with persons residing in the country or abroad,
and whether the operations are initiated by the local establishment or simply completed through it.
The law requires that the branch must be credited with transactions which it makes or for which
it serves as intermediary. For example, the accounts must contain the interest received in Belgium,
as well as the income derived from investing funds in Belgium by the branch in accordance with
orders emanating from the head office abroad. On the other hand, the deductible items include
the general overhead or costs of administration of the Belzian establishments and the various
expenditures made by those establishments.  They do not include the interest or premiums paid
by the local establishment to bondholders of the company, nor directors’ percentages taken from
profits resliced in the country; an exception to this rule would only be admitted if the appropriate
Belgian schedular tax were levied on those items. Luxemburg generally taxes on the basis of the
declaration and accounts of the foreign enterprise, unless it is necessary to resort to an empirical or
fractional assessment.

lialy.

137. The principle of determining separately the income of the local branch is well established
in Ttalian fiscal law. The declaration pertaining to the income of the local branch is verified by
reference to a balance-sheet which must be published by virtue of Article 230 of the Italian
Commercial Code, and the authorities may avail themselves of any means to prove its accuracy,
including a comparison with similar enterprises, if any exist. The authorities may even demand
submission of the general accounts of the foreign company for the purpose of constructing a balance-
sheet for the local branch according to the principles of fiscal law.

Germany.

138. In Germany, the accounts of all enterprises are frequently subjected to a thorough
examination by the tax authorities and a movement is under way to create a body of accountants
-authorised to audit the accounts of companies for tax purposes. The general practice is to determine
the income of local branches of foreign companies separately when a separate and proper system of
book-keeping exists and when a separate and reliable computation of the German income is possible,
subject to the local accounts being adjusted to conform with the special provisions of the tax laws.

Central Europe.

139. The situation in Austria, Czechoslovakia and Hungary is of especial interest because,
although the initial step generally followed in taxing foreign enterprises is to verify their declaration

iv. 4
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by reference to the separate accounts of the local establishment, these three countries bave eptered

into agreements prescribing an apportionment of the profit derived from the co-operation of

establishments in each of the two contracting countries. The Austrian Commercial Code requires’
the keeping of books pertaining to the local establishment, but the administration declares it is not

possible in most cases to rest content with the particulars of the separate balance-sheet, as the

results shown therein are often distorted because of transactions with establishments in other

countries. This is especially true where goods are invoiced at more or less arbitrary prices by a
foreign factory to a local sales branch, or vice versa. The administration is not bound to artificial
invoice prices and may therefore resort to any available method of estimating a profit in accordance
with the real facts. The general practice is to check delivery prices by comparison with the prices

paid or asked by Austrian enterprises of the same kind, or by comparison with official price-lists
or by enquiries on the part of experts. Price corrections of this kind are, however, not the only
way of departing from the separate accounts submitted by the enterprise. = Other receipts may be
wrongly shown in the accounts in favour of the foreign centre of management of the enterprise, and
may represent the transfer of business results which ought really to be ascribed to the Austrian

establishment. Such transfer may occur in the following cases : the attribution in the accounts of
interest resulting from a more or less artificial allocation of the capital allotted to the establishment

by the centre of management, the attribution of compensation for the services of foreign directors,

and the attribution of royalties for the sale of patents and similar rights exploited in manufacturing

operations. The Austrian authorities regard these artificial allocations to the centre of

management as a part of the profits earned in Austria, and consequently write them back into the

Austrian accounts for tax purposes. .

140. In order to facilitate the apportionment of profits when goods have been purchased in
one country and sold in another, or manufactured in one country and sold in another, Austria has
entered into the above-mentioned agreements with Czechoslovakia and Hungary, which provide for
an apportionment in accordance with fixed percentages, applicable to the income resulting from
such transactions, '

Northern, Eastern and South-Eastern Europe.

!

141. Taxation on the basis of the separate accounts of the local establishment, subject to
verification, is the initial procedure in the Northern European States, including Denmark and
Swedep, and the Eastern European States, including Danzig, Estonia, Latvia and Poland. The
same is true in the Balkan countries, including Bulgaria, Yugoslavia and Roumania. In Greece
the question of allocation is obviated to a large extent because of the fact that Greek corporations’
are taxable only on profits distributed as dividends, and foreign corporations with branches in
Greece may elect to be taxed on the basis of their distributed profits. This provision is intended
to favour foreign companies which operate primarily in Greece. Nevertheless, as a general rule
the .method of separate accounting is considered preferable by the administration. Even if a:
foFelgn enterprise which has a branch in Greece does not keep complete accounts, the ddministration
tries to determine the profits of ‘the branch according to the principles of separate accountin
prov1d.ed it has available sufficient data to determine the profits. In checking the invoice rifé
pf articles sent by the foreign enterprise to a local establishment, the administration ma 1iook
Into the general manner in which the foreign enterprise usually conducts its business anzl, ma
seek to ascertain the true cost of manufacture of the foreign products. To this price, a ,rea,sonably
percentage may be added to represent the profit of the manufacturing establishment and, in ’ch'e
way, the invoice price will be approximately that quoted in the foreign market. To this fi N
th_e cost of transport, insurance, etc., will be added. In principle, the admirlistrati(;n will be t'ggre,
with the accounts of a foreign enterprise, but, if it is not satisfied, it may Tequire other sgalti f)i

! Infra, paragraph z49 et seq.
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-certificates — for example, with regard to quoted prices or to the sales price to independent
purchasers. If still dissatisfied with the information obtained, the Greek administration may resort
to making a comparison with national enterprises of the samec character, if there are any, and the
price at which these enterprises purchase from a foreign manufacturer is considered as the invoice
price for the taxpayer. In default of such material, the authorities may resort to an empirical
assessment, or to an assessment on the basis of an agreement with the taxpayer.

Netherlands and Netherlands East India. .

142. The situation in the Netherlands and Netherlands East India is of especial interest
because of the arrangements between the two countries for the examination of the accounts of
companies with their head office in one and carrying on business in the other. As the Netherlands
imposes its income-tax only on distributed profits, most foreign corporations desiring to operate
in that country have organised companies in conformity with itslaws. Asregards foreign companies
operating in the Netherlands through branches, the authorities verify the declaration of profits
made within the country by consulting the accounts, subject, of course, to whatever corrections
may be necessary. #The Netherlands report stresses the fact that, even if the separate accounts
of the local branch are taken as a basis, it is impossible to avoid resorting to rough estimates or
arbitrary determinations of items of gross income or allowable deductions. If a local sales branch
has separate accounting, the normal invoice prices are ordinarily taken as a basis for calculating
the profit. Sometimes the administration resorts to a comparison with normal invoice prices made”
in respect of the sale of similar articles between independent parties, and also examines the value
declared for Customs purposes. Patent or copyright royalties which are not included in the invoice
price are not deductible from gross profits allocable to the Netherlands, and the same rule applies
in the case of royalties paid for the use of patents by the branch. On the other hand, an equitable
deduction is allowed for accounting and administrative services rendered by the centre of
management abroad to the Netherlands branch. Deduction of interest on capital invested in the
enterprise is not permitted. '

143. The tax in Netherlands East India is payable by foreign enterprises in respect of the
profitsderived from carrying on an enterprise—that is to say, 2 business or industry—in the country.
Because of its being a country poor in capital but rich in natural products which are exploited
by foreign enterprises, the tax administration of that country has evolved theories of allocation which
are intended to preclude, as much as possible, an exhaustion of its wealth. According to an official
explanation of the aforementioned principle, liability arises if the foreign enterprise has economic
relations with Netherlands East India, and is delimited by the extent of these economic relations.
Tax liability is not restricted to profits from business activities taking place within the boundaries
of Netherlands East India, and the business unit situated therein is taxable on all activities
emanating from it, even if some of the activities take place outside that country. This latter
interpretation is subject to the exception, however, that, if the business unit (of the foreign enterprise)
in Netherlands East India has permanent establishments in other countries to which its activities
extend, then the profits attributable to such establishments are not taxable in Netherlands.East
India.

144. A corollary of the above principle is that all income derived from capital set aside by the
foreign enterprise for carrying on economic relations with Netherlands East India is taxable.
Consequently, income is allocable to Netherlands East India for tax purposes whether it is in the
form of income derived from using the capital in the business in that country or placing the capital
temporarily unemployed for such purposes in a bank in Netherlands East India or abroad. The
reason for this attitude of the administration is that the amount of money needed in carrying on
business in Netherlands East India fluctuates from time to time, especially in the case of agricultural
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enterprises, and the funds temporarily unemployed or waiting to be used_m the business cannot
obviously be separated from the business itself. Consequently, when dlrectprs .have set ::L51de
a part of the profits as a reserve, these funds really belong !:o, and fulfil a functl_on in, thz? busm.ess
in Netherlands East India even though they are deposited in a bank abroad or mves’ged in fore1gn
securities. The administration contends that, if the funds are placed on deppsﬁ, there is no essential
difference whether the funds are deposited by the branch of the enterprise in the Netherlands East
Indian branch of a bank or by the head office of the enterprise in the principal establishment of the
bank abroad. The administration also argues that it is immaterial whether the bonfis or stocks
purchased are kept by the head office or the.branch, and whether the income is received abroad
or in Netherlands East India. The administration even extends its theory to the taxation of income
from securities used as collateral on loans to be employed in the business in Netherlands East India,
as such income is considered to be a part of the earnings of the business in that country. The
cardinal test employed is whether the funds belong to, or are destined for use in, the business’in
Netherlands East India, regardless of what they are called. Such funds include, infer alia, funds
to pay cost of leave to employees, depreciation, reserve or repair funds, pension reserves, reserves
for taxes or other purposes. If the funds lose their character as a reserve for business in
Netherlands East India, the income therefrom ceases to be taxable. Such is the case when the
reserves have grown so large that they are more than adequate for the possible needs of the business
in Netherlands East India and the directors give this excess the character of a permanent investment
outside the local business. For example, such an investment is constituted when the money is
invested in another business in Netherlands East India or abroad, through founding a subsidiary
company or buying the shares of an existing company.

145. It is natural that the greater number of foreign enterprises operating in Netherlands East
India are Dutch companies with their headquarters in Amsterdam, Rotterdam or some other city
in the Netherlands. In the latter, the tax is on the distributed profits, while in East India the
tax is on the profits realised there. To prevent double taxation, the Netherlands allows a deduction
of two-thirds of the amount of the dividend distributed out of profits made in Netherlands East
India. Serious difficulties arise in determining what part of the profit was made in that country.
To facilitate the allocation of profit as between the home country and East India, the administration
of the latter maintains in the Netherlands a body of expert accountants to examine the books of
the head office (with the consent of the taxpayer), and controversial questions are frequently settled
by consultation between the authorities of the two administrations.

146.  So difficult are the questions of allocation encountered by the Netherlands East Indian
.administration that a department of accountants has been organised with special training in this
field. The administration has informed foreign enterprises that a declaration based on the results
of properly kept local accounts will serve as a basis of assessment, but the accounting staff frequently -
fmds it necessary to examine the accournts pertaining to the total operations of the foreign enterprise
in order to verify the declaration of local profits, and even to apportion profits in the ratio of the
relative importance of the establishment in Netherlands East India in the enterprise as a whole. !

I47. No problems are presented in the case of great industries which produce raw material
or staple products exclusively in Netherlands East India and sell them on local or foreign exchanges,
as the total profit realised is allocable to Netherlands East India. Problems arise, however, in the
case of enterprises whose products for some reason or another have no quotation in the world market,
or have to undergo a certain process before they are ready for consumption. The increasing
Importance of the sales efforts abroad under the present conditions of the economic depression have

- Infra, paragraph 232 e! seq.
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constrained the administration to study intensively the structure of the business outside of
Netherlands East India in order to determine more accurately the extent to which the sales
organisation has exercised its influence in realising the profit. There are many conilicting views as
to the appropriate apportionment of profits derived from purchasing in Netherlands East India
and selling abroad. The views of the administration with regard to the apportionment of profits
to local production or buying establishments and also as to the apportionment of profit between:
the foreign manufacturing plant and a local sales establishment will be described in detail below
when the allocation of profits to such establishments is discussed. ?

148. The administration of Netherlands East India is cognisant that, in many instances, the
book-keeping and accounting of a branch may be absolutely complete and perfect, but it cannot
"be taken as a basis for the profit derived in that country. Such is the case when it is impossible to
verify the fairness of the invoicing of the head office or branches abroad to the branch in Netherlands
East India. In such cases, the authorities resort to the empirical methods of assessment described
below or to a fractional apportionment.

Japan, Mexico and Cuba..

149. These countries likewise look to the accounts of the local establishment as a basis for
assessment, provided of course they are adequate. As in other countries, the administrations of
these States encounter their greatest difficulties in assessing income when goods have been transferred
to or from the local establishment, or when there have been interlocking or complicated transactions
between the local establishment and those in other countries. The Japanese administration makes
every effort to prevent evasion of tax by shifting the profits to other countries, but its general
practice is to require the submission of only those accounts which reflect the business of the local
establishment and its relations with the other establishments of the enterprise. The methods of
checking which are employed by the administration may be summarised as follows : (1) acquiring
a clear understanding of the course of business between the foreign parent and the Japanese
establishment ; (2) analysing in detail the interlocking transactions and the method of internal
accounting ; (3) taking an independent market quotation for similar goods or the price at which
similar goods are sold by the foreign enterprise to an independent customer in Japan ; and (4) making
a comparison with similar businesses.

Spain and Switzerland.

150. The Spanish law prescribes fractional apportionment as the exclusive method.
Nevertheless, if a foreign enterprise conducts its branch in Spain as an independent enterprise and
reflects in its books the true profits, the amount thereof will be taken as the numerator in the
fraction fixing the percentage which represents the relative importance of the local branch of the
entire enterprise.

151. In Switzerland, according to the federal constitution, the twenty-two cantons, of which
three are divided into demi-cantons, making a total of twenty-five jurisdictions, have each sovereign
rights in levying taxes on property and/or income. Moreover, within certain cantons there are
communes or districts which impose taxes on property or income. The communes or districts, how-
ever, follow as closely as possible the principles observed in levying cantonal taxes. The prevailing
method of allocating income as between the cantons is that of fractional apportionment.* In
the case of foreign enterprises having branches within the Swiss cantons, certain cantons apply the

* Infra, paragraphs 413, 422, 429, 440, 455 et seq.
2 Infra, paragraph 221 el seq.



54 FOREIGN ENTERPRISES — GENERAL METHODS OF ALLOCATION

.

method of separate accounting, whereas others employ the method of fractional apportionment,
the latter category including Basle-Urban, Berne, Geneva and Zurich.

States in the United States of America.

152. Under the Wisconsin income-tax and the New York personal income-tax, the assessment
may be based on the profits revealed in the separate accounts of the local branch, provided the
taxpayer convinces the authorities that they are satisfactory. Otherwise, they may determine
the profits of the branch by applying the formule for fractional apportionment provided in their
respective laws.

153. For the purpose of the Wisconsin levy, which is a pure income-tax, a special form is
provided for those who report their income on the basis of a separate accounting. This form is a
summarised income statement consisting of three columns. The first column is designated as
“ Wisconsin business ’’, the second as *“ outside business ’* and the third column as ““ total business ”’.
This schedule is used for the purpose of comparing different items of income and expense in order to
detect any large variations in the amounts or ratios thereof. Should any large variation occur, it
may be due to the diversion of income from Wisconsin or unwarranted loading of expenses against
the establishment in that State. Such variations will be made the subject of office correspondence
or a field audit if necessary. The reverse side of this form * affords a reconciliation between the
books and the tax returns in the same columnar order, and the total book income is checked against
the balance-sheet which forms a part of the return. In some cases, the tax authorities require that
balance-sheets be drawn up in the same columnar plan, but this has not yet become a standard
requirement. . ' '

154. Although the Massachusetts excise-tax -on corporations and the New York corporate
franchise-tax prescribe apportionment formule, they may be set aside if the taxpayer proves that
an assessment on the basis of a separate accounting is more reasonable, 2

EMPIRICAL METHODS,

155. When there is no separate accounting for the local branch of a foreign enterprise, or if
accounts are kept but the authorities consider that they do not reflect the true income of the local
establishment, then the practice in the great majority of States is for the authorities to endeavour
to make an assessment on some empirical basis. Even countries such as Spain, which normally
assess a local branch by means of fractional apportionment of the total net income, sometimes
resort to empirical assessments when they cannot obtain the necessary information concerning the

total net income of' a ‘foreign enterprise or other data which are needed for the purposes of
apportionment. ‘

K Summary of Empirical Methods.

_ 156. Although empirical methods vary considerably with the nature of i

: charactgr of the data available, the tendency of the ms;jority of local ticax zhf?iceiﬁ: riI;nts((: ?r?szhg
comparison with other foreign or national enterprises which are engaged in the same sort of business.

The method most frequently employed in the case of industrial and commercial enterprises is what

may be termed the percentage of turnover method. This percentage may represent either the

! Taxation of Foreign and National Enterprises " (Wi i
 Supra mororan 75. nterprises ™ (Wiscousin Report), Vol. III, page 243.
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percentage of net profit to gross receipts of similar enterprises, or the percentage of gross profit
to gross receipts, and, in the latter case, from the amount of gross profit thus computed the expenses
of the local establishment — e.g., rent, salaries, etc. — are deductible.

157. Another method is to ascertain the amount of capital invested in the local enterprise
and to assume that it realises a gross profit equal to the current rate of interest on the capital invested.
Still another is to ascertain the expenses of the local establishment, and to assume that it is making
a certain profit over and above that amount.

158. In some instances, the authorities will examine the assets of the business and consider
its nature and merely estimate a lump sum ( Pauschbetrag) which will represent the profit for the year
or for an agreed number of years. If all else fails, some authorities base an assessment upon mere
exterior signs of the establishment.

159. In every country, the taxpayer is ordinarily given the right to appeal against this
empirical or estimated assessment within a given period ; but, in order to secure this reduction, it
is necessary for him to submit local, and sometimes home office, accounts and all other evidence
that may be required to convince the administrative or judicial tribunal that a reduction in the
assessment is justified.

Percentage of Turnover Method.

160. Empirical methods are so flexible, consisting essentially in estimating income on the
basis of the best data available, that little more can be said except in regard to the percentage of
turnover method. It is specifically authorised as a first aid to the British assessing authorities.

United Kingdom. )

161. The Income-Tax Act, 1918, General Rule 8, ! authorises the taxation authorities, when
the true amount of profits of the non-resident person cannot readily be ascertained, to charge the
non-resident on a percentage of the turnover of the business done by or through the local
establishment. This method is resorted to in about one-fifth of the total cases.

162. Obviously the operation of the * percentage of turnover method " varies with the nature
of the case. If the United Kingdom establishment is an important branch of the foreign enterprise,
an attempt is usually made to obtain particulars of the total profits and total turnover of the
enterprise, so as to ascertain the percentage applicable to the whole concern. Even if the United
Kingdom establishment is engaged in activities similar to those of the foreign enterprise — for
example, marketing the products, or both manufacturing and marketing a particular product —
the percentage ascertained for the whole concern is applied to the turnover of the establishment
in the United Kingdom.. It more frequently occurs, however, that the United Kingdom establish-
ment merely markets a product which has been manufactured abroad, and, in such a case, it is

1 Income-Tax Act, 1918, General Rule 8, reads as follows :

* Where it appears to the commissioners by whom the assessment is made, or, on any objection or appeal,
to the general or special commissioners, that the true amount of the profits or gains of any non-resident
person chargeable with tax in the name of a resident person cannot in any case be readily ascertained, the
commissioners may, if they think fit, assess and charge the non-resident person on a percentage of the turnover
of the business done by the non-resident person through or with the resident person in whose name he is
chargeable as aforesaid, and in such case the provisions of this Act relating to the delivery of statements
by persons acting on behalf of others shall extend so as to require returns to be given by the resident person
of the business so done by the non-resident person through or with the resident person, in the same manner
as statements are to be delivered by persons acting for incapacitated or non-resident persons of profits or
gains to be charged.” i
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customary to take a percentage less than the percentage for the whole concern, in order to all_ow
for a manufacturing profit which is allocable to the foreign country. The amount of the fraction
depends on the nature of the business. Where small branches or agencies are involved and
information concerning the total results of the enterprise are not available, the percentage of turnover
is generally fixed by making a comparison with enterprises in the United Kingdom engaged in the
same class of business or with similar foreign enterprises for which a percentage has already been
ascertained, Obviously, the percentage of turnover method is restricted primarily to manufacturing,
producing and merchanting concerns. ~ Although as a rule the percentage is fixed for each particular
business, in one or two instances the authorities have fixed a common percentage for a number
of concerns engaged in a certain class of trade and operating under similar conditions in a particular
area. Once a percentage has been fixed it may be continued for a number of years. In exceptional
instances, a fresh computation is made every year.

Other Nations in the British Commonwealih.

163. Similarly, recourse to assessment on the basis of a percentage of turnover is authorised
by the Irish Free State Income-Tax Act when the local accounts of the foreign enterprise are
insufficient to reflect the true income. The Irish Free State administration has reduced to a formula
the practice described above. Thus, where the foreign enterprise has an important branch in
the Irish Free State, the profits attributable to the establishment in the Irish Free State may be
computed from the calculation :

P
P = T X t.

T represents the turnover of the entire enterprise and ¢ that of the Irish Free State branch. In
some cases P will be taken as the net profit of the whole concern and  will then normally be the
net profit of the Irish Free State branch. In other cases, where, for example, there is reason to
believe that the Irish Free State expenses are much greater or less proportionately than the local
expenses in other places, the gross profit of the whole concern would be taken as P and the resultant
would be taken as the gross profit of the Irish Free State concern. An allowance of the actual
expenses in the Irish Free State, together with an allowance for a proportion of admissible head-
office expenses (calculated probably on a turnover basis), would then be given in arriving at the profit
assessable. It is to be noted that the case can be worked exactly in this way only if the activities
of the Irish Free State establishment and of the foreign concern are alike — for example, if both are-

engaged in the “ merchanting " only of a given product, or if both are engaged in the manufacturing
and the selling of the product. '

164. Similarly, in British India, when unable to reach an assessment on the basis of the local
accounts of the foreign enterprise, the autherities frequently resort to the percentage of turnover
method, authorised by Rule 33 pertaining to the Income-Tax Act (XI of 1922).2 In Canada
however, the authorities are rather inclined to test the fairness of the billing prices of the foreigr;
enterprise to the local sales establishment by requesting information concerning the cost of
manufacture or arriving at a fair price through discussions with the taxpayer. Where this is

imP‘;SSﬂ;le, the authorities sometimes apportion the total net income in the ratio of Canadian to
total sales.®

165. The South-African Income-Tax Act provides that, in the case of
companies and all businesses of sending messages by submarine cable or wireles
assessment may be made either on the basis of accounts or by the percentage of t

foreign shipping
s apparatus, the
urnover method,

! Supra, paragraph 36, footnote,
! Infra, paragraph 245.



FOREIGN ENTERPRISES — GENERAL METHODS OF ALLOCATION 57

United States of America.

166. To facilitate checking income-tax returns of mercantile enterprises, the Bureau of
Internal Revenue of the United States has compiled percentages of net income to gross sales for
various classifications of business. When the books of the foreign mercantile enterprise are not
kept satisfactorily, or when an analysis of income based upon them indicates the possibility of a
diversion of profit through arbitrary shifting of income to other countries, the authorities may
use the appropriate percentage as a working argument with the taxpayer in seeking to develop
further facts which will permit the determination of the net income through adjusting accounts.

Continental Europe.

167. Likewise the French authorities, if convinced of the inadequacy of the accounts of the
local establishment, ordinarily turn at once to the method of estimating net income either on the
basis of applying to the turnover the average percentage of net profit made by similar enterprises,
or by multiplying the turnover by the coefficient of gross profit of similar French undertakings and
in the latter case subtracting from the result the overhead charges of the establishment, plus, in
principle, a portion of the expenses of the head office of the foreign concern which is attributable
to that establishment, as well as a proportion of the expenses for services of general value to the
foreign concern as a whole.

168. The percentage of turnover method is employed apparently with less frequency in most
of the other countries. 1t may be used as one of the methods in making a comparison with other
enterprises in Belgium. In Italy, the authorities do not expose it as one of their regular panoply
of devices for arriving at a fair assessment of true income.

169. Although the Austrian law contains no provisions fixing a general percentage of turnover
to represent taxable profits when endeavouiing to arrive at a fair estimate of income by comparison
with the results of similar enterprises taxable on the basis of regular accounts, the authorities
sometimes fix a percentage by a friendly agreement with the taxpayer and allow him to make
arrangements to avoid simultaneous taxation in Austria and abroad. The Polish authorities fix
each year for each class of industry or commerce, in accord with the representatives of the different
organisations, average rates of profits which are resorted to as a basis of assessment when accounting
fails. Making a comparison with the rate of profit of similar enterprises is resorted to in the Grand-
Duchy of Luxemburg, in Latvia and in Roumania. :

170. In the laws of Germany, there is found a provision that, when necessary, the income
can be estimated by a comparison with similar independent enterprises, provided the amount is
equivalent to interest at the current rate on the capital invested in the Jocal establishment®. The
Greek administration reports that, in the largest number of cases, the only factor definitely known
is the turnover of the foreign enterprise in Greece, and that the other elements necescary for
ascertaining the profit are difficult to verify. Consequently, the profit taxable in Greece is very
frequently determined by multiplying the turnover by a coefficient. The minimum and maximum
coefficient is fixed for each branch'of industry by a special agreement and the ficcal authorities select
for each case the coefficient which they believe to be the most appropriate within the minimum and
maximum limits. In determining the coefficient, the fiscal authorities take into consideration
the usual profit realised by similar national enterprises. -Nevertheless, the foreign enterprise may
prove that its real profit is inferior to the minimum fixed, subject, on the other ha.nd to the fiscal
authorities proving that the real income is superior to the maximum fixed in the table.  Examples
of these coefficients are as follows : dealers in automobiles, 7 to 17 per cent ; dealers in grain, 2 to
6 per cent ; dealers in drugs, 4 to 14 per cent.

1 The same provision is found in the laws of the Free City of Danzig.
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Netherlands and Netherlands East India.

171. Although there is apparently little occasion to resort to the percentage of turnover
method in the Netherlands, this method is frequently made use of in Netherlands East India.
The administration of that country prefers, however, to apply to gross receipts the percentage of
gross profit realised by similar business undertakings, from which local expenses are deducted,
rather than to apply a percentage representing net profit. The administration contends that the
latter method is not to be recommended, as it is not sufficiently exact and is likely to neglect
differences in costs of doing business in the various countries in which the enterprise has branches.
The book-keeping of the local branch should show the actual expenditure in Netherlands East India.

Other Countries,

172. The percentage of turnover method is rarely employed in Japan, and its use as a method
in the other countries studied seems to be the exception rather than the rule.

FRACTIONAL APPORTIONMENT.

173. By fractional apportionment is meant dividing the total net income of an enterprise, or
of two or more of its departments, in a certain ratio, for the purpose of determining the taxable
income of the local establishment in a given country. More specifically, the net income subject
to apportionment may be the total net income of the enterprise regardless of the sources or
transactions to which it pertains,and, for convenience, this method will be called unlimited fractional
apportionment. On the other hand, the net income subject to apportionment may be that derived
from specific combinations of activities, such as manufacturing and selling, and, for convenience,
this method will be called limited fractional apportionment. Although the law and practice of a
given country may envisage unlimited fractional apportionment, in practice the apportionment
ina given case may be limited. 1t is necessary to sub-classify these main categories of apportionment
in accordance with the underlying theories or the factors employed in effecting the apportionment.

Suminary of Methods of Fractional Apportionment.

174. Perhaps the broadest concept of apportionment employed by any country is that
contemplated by tl3e Spanish law which requires that a foreign ente;rprise with a branch in Spain
be taxed‘by app!ymg to the total net income a percentage or comparative ratio (cifra relativa),
representing the importance _of the local establishment in the enterprise as a whole. The Spanish
Proﬁ.ts J_ury (Jurado de ulilidades) has the widest discretionary powers in determining this ratio,
but, in given cases, may resort to such concrete factors as the proportion of local property to total
property or of local turnover to total turnover. This method of apportionment may be termed
unlimited apportionment according to relative importance. :

s :) 35. ChAl}hotfmgh not much used by the French administration in assessing the tax on the profits
ofat a-mb] ot a foreign company, fractional apportionment is the method prescribed in computing
e taxable quota (quotiti imposable) of the dividends and interest distributed by the foreign
company W.hlcl} are deemed to be paid out of income earned in France. The tax on income from
Zec;rltles (impét sur le revenu des valeurs mobilitres) is imposed by the Registration Bureau (Bureau
be tlf nregistrement) on that part of the total dividends and interest paid, which is determined
y the ratlo. of assets in F rance to the total assets of the company, and the term * assets "’ (biens ) is
given the widest interpretation. In practice, the factors actually employed may be real property
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in the case of an industrial enterprise or turnover in the case of a mercantile enterprise, or some
combination of these or other factors.
14

176. The system of allocation or apportionment applied by the Swiss cantons in the case of
enterprises carrying on inter-cantonal or international business is, in general, that of apportioning
the total net profit in the ratio of the productive elements of the local establishment to those of the
whole enterprise. This method may be termed apportionment in the ratio of productive elements.
These elements include, tnfer alia, plant, machinery, accounts receivable and pay-roll capitalised
at the rate of 10 per cent.

177.  The Netherlands East India tax administration sometimes in practice employs, when the
separate accounts of the local establishment are insufficient, a method of apportionment of total
net income which is essentially the same as the Spanish method, although the factors employed are
in some instances more abstruse, consideration being given to such intangible items as the importance
of sales effort. This method may be classified under the same heading as that employed in Spain
— namely, apportionment in accordance with relative importance.

178. British India law ? provides for recourse to fractional apportionment on the basis of
receipts when the income of a non-resident cannot be ascertained, and this method is sometimes
used. Although apportionment of total net income of a foreign enterprise is authorised in South
Africa, ? it is seldom employed. When it is used, the entire income of the enterprise is considered
in order to determine the fraction, which is to represent the Union taxable income. This entails
reviewing the accounts of the business as a whole just as if the assessments were being made on the
basis thereof, and elucidations are obtained from the branch offcials, who are under the jurisdiction
of the Union courts. If the necessary information or explanation of items is not obtainable, the
Commissioner resorts to his power to make estimative assessments.

179. OQutstanding examples of limited apportionment are found in the treaties between Austria
and Czechoslovakia and Austria and Hungary. They provide that, if goods are purchased in one
country and sold in the other, the income arising from such transactions shall be divided ia the ratio
of 50 : 50. On the other hand, if an enterprise manufactures in one contracting State and sells in
another, the total net income arising from such transactions shall be apportioned in the ratio of
two-thirds to the State of manufacture and one-third to the State of sale.

180. The regulations for the United States income-tax provile a method of fractional
apportionment to be emnployed in the case of income arising from production or manufacture within
the United States, or vice versa, when it is impossible to determine an independent factory price,
or when the books of the taxpayer do not show a fairer allocation. The income derived from
production and sale is divided into two equal parts, and one-half is apportioned in the ratio of property
used in producing and selling the article sold, and the other half is apportioned in the ratio of sales
of the article produced.

181. A very important category of limited apportionment is that employed in various American
States, the nature of the limitation varying. Wisconsin employs fractional apportionment when
there is no adequate separate accounting, the apportionment being limited to the balance of income
not definitely allocable. Massachusetts excludes certain items of total net income and apportions
the balance. Fractional apportionment is also the method prescribed by the New York franchise
tax on business corporations, but, because of the complexity of the prescribed formula, its application

! Income-Tax Act, 1922, Rule 33, ¢nfra, paragraph 238.
* Act 40 of 1925, Section 19.
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is usually supplanted in practice by a discretionary assessment of the Tax Commissioner. In
Wisconsin, the factors are real and personal tangible property, manufacturing cost and sales. The
factors in the Massachusetts formula are real and personal tangible property, salaries and receipts.
The factors precribed by the New York law are the average monthly value of real property and
tangible personal property, the average monthly value of bills and accounts receivable arising from
defined transactions, and the average value of the stocks of other corporations allocated to New
York in the ratio of physical property situated within and without that State. The New York State
personal income-tax on individuals prescribes a formula to be employed in the event that the
separate accounting of a local branch is insufficient, the factors being the average value of real
property and tangible personal property, salaries, and gross sales or charges for services.

182. In short, fractional apportionment may be considered a primary or basic method in
Spain, in Switzerland (as regards the practice of the principal cantons), in.Austria, Czechoslovakia
and Hungary (under the treaties described) and in various States in the United States. France
uses it in determining the quota of dividends and interest distributed by a foreign corporation which
is subject to the tax on income from securities. QOtherwise, fractional apportionment is a secondary
method, being employed only when assessment on the basis of separate accounting, subject to verifi-
cation, or various empirical methods are considered inadequate. . Such is the case in France with
regard to the commercial profits tax, and in Germany. Fractional apportionment is rarely used,
however, by the various British administrations, the United States, or in most other countries where
the authorities prefer to base their assessment on the accounts of the local establishment, subject
of course to verification and, if necessary, to the selection of certain data contained therein which
make possible an empirical assessment. Italian law does not permit of the application of fractional
apportionment in any case, the assessment of income having as its sole basis the income actually
produced in the Kingdom by the branch or subsidiary independently of the total net income of the
foreign enterprise. The same is true of Estonia, Latvia, Poland and Roumania, and also of Cuba
and Mexico, .

183. In view of the ever-growing complexity of the structure of international enterprises and
the apparent difficulties encountered by many in maintaining an accounting system which will
reflect the true profits of each establishment, whether conducted as a branch or a subsidiary
company, there is a tendency on the part of tax officials to resort more and more to fractional
apportionment.  As will be discussed further on in connection with subsidiary enterprises, a namber
of tax administrations are disposed to regard local subsidiaries as “ dummies "’ or fictitious entities
designed to set up artificial legal barriers in the way of the assessment of true profit. In some cases,
the authorities look upon the enterprise as a whole, disregard the prices at which goods have been
billed from one establishment to another or at which services have been charged, and re-allocate or
apportion as they see fit. the income of the entire enterprise to the local branch or subsidiary. To the
reconstructed accounting, some method of fractional apportionment is applied. It is therefore
essential to study the underlying theories and the factors employed in fractional apportionment by
different countries in order to select, if possible, that method or combination of methods which is
soundest from a theoretical and practical viewpoint.

Unlimited Fractional Apportionment.

Spanish System. )

181. As the.me@hod_ o_f fractional apportionment is the normal procedure for taxing foreign
enterprises operating in Spalp, the Spanish system will be first discussed. Until 1920, the Spanish
branches of foreign companies were, in general, taxed on the basis of the income shown by their
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accounts. ! As many branches showed little or no profit, the Spanish Government was forced to
develop another system that would subject foreign enterprises to a tax burden equivalent to that
imposed on Spanish enterprises. The Spanish report states that the guiding principle in the reform
was the establishment of a system which would meet the ‘ 100-per-cent test * — i.e., which would
not result in subjecting to tax in all countries more than 100 per cent of the profits of the entire
enterprise. Moreover, the basic principle of the Spanish law is that the tax is to be imposed on the
real profit ; if, therefore, each branch of an enterprise is taxed as an independent unit, the result
may be that a branch will be taxed whereas the entire enterprise realises a loss, and consequently
the enterprise will be taxed on more than its real profit.

185. The Spanish report asserts that, during threeyears, a study was made of Spanish companies
which revealed that the taxation of each branch as a separate establishment would result in a tax
16 per cent greater than that which would be obtained if the enterprise were taxed as a unit. The
Spanish report observes that accounts will not show the income of a branch unless they are arranged
for that purpose ; but the majority of foreign enterp.ises established in Spain maintain their accounts
for other purposes, in general legitimate, but which are not of a nature to show results satisfactory
to the Spanish administration,

136. Tt was felt that, if one maintained the basis of taxing according to accounts, it would be
necessary to interfere with the liberty of enterprises. The most difficult point was the control
of the prices charged by the parent enterprise to branches or subsidiaries. Except for certain
articles which have a broad market, these prices are not subject to control without resorting to
arbitrary methods. The author of the report asks how the Spanish administration could control
the cost price of factories produciag hundreds of different objects and which would be sitvated in
a distant country.

187. Furthermore, the most rigorous surveillance of the administration over the affairs of
private enterprises would not permit the determination of the extent to which the branch or
subsidiary company was administered with absolute economic independence, or was treated as
a part of the entire enterprise and managed in its general interest. All the entreprencurs were
unanimously of the opinion that, even if the profits of a branch of an enterprise were correctly
accounted for, the accounting would not show the real economic SIgmﬁcance of the branch in the
entire enterprise.

188. The same was true of an enterprise which formed part of a community of interests
(communauté d’intéréls). In dividing the total profits of a group of enterprises forming a community
of interests, one resorted rarely to the profits as shown by the accounts. This experience was
confirmed by the development of concerns (Konzerne). Consequently, if the Government were to
tax branches or subsidiaries in accordance with their real economic significance, it would be necessary
to employ methods analogous to those employed for the division of profits between enterprises in
such a group. '

189. It is the existence of these concerns and their international operations which reduces to
an absurdity, according to the opinion of Spanish experts, the system of separate accounting in
a large number of cases. An example is given of a certain group of enterprises in which
each enterprise establishes its accounts according to identical principles agreed to in advance.
This accounting must show clearly the profits of each enterprise, but under other articles of the
agreement all of these profits are pooled and finally redistributed in proportion to the capital

1 « Taxation of Foreign and National Enterprises ', Vol. T, page 143 ¢ seq.
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stock in circulation. If in such cases, which becoine more and more numerous, the Spanish
administration was bound to follow the accounts, it would take as a basis for taxation, not the.real
profits realised by the company, but an account of profits thaf it no longer possesses — that is to
say, a figure absolutely imaginary. The Spanish legislature has therefore declfled to app}y to t_he
taxation of the enterprise belonging to a concern the same principles of allocation as are in reality
employed by the concern.

190. The Spanish report also emphasises that cases of dumping must be especially considered.
If the enterprises of one country force their branches or subsidiaries abroad to sell with little or no
profit, or even at a loss, in order to increase the prices at home, the true réle and significance of
these branches and subsidiaries abroad will be absolutely ignored if they are judged by the small
profit or loss that they make. It‘is for these reasons that the Spanish legislature has established
the present system, which consists in always dividing the total revenue of the enterprise between
the different countries in which it carries on business.

191. Spanish experts have agreed that there are a certain number of cases where the profits
of an enterprise can be approximately determined without resorting to arbitrary methods and that
the formula adopted should be large enough to allow for such cases. The problem has been solved
by dividing the total profits of the enterprise in such cases in proportion to the profits of the various
branches. Thus the system of apportionment and the system of direct assessment give the same
result. This group of cases comprises principally commercial establishments, and, in particular,
banks of deposit. It is in this field that branch accounting has an extended recognition in the
Spanish regime.

192. With regard to subsidiary companies, if the operations realised by an enterprise through
a non-autonomous agent occasioned lability to tax under Spanish law, it was clear that, from an
economic viewpoint, there is no agent less autonomous than a subsidiary company. There was
so much fraudulent evasion through using subsidiary companies that opinion on this point was
unanimous. The jurists in the Spanish Parliament, however, insisted that the law define precisely
the cases in which the administration would have the faculty of declaring that a company which was
independent from a juridical viewpoint was, in fact, only a branch of another company or enterprise.

193.  The conditions imposed are as follows : in the first place, the administration must
make a declaration that the Spanish company forms a unit with the foreign enterprise, and that
declaration can be made only if the Spanish company is in one of the situations regarded as indicating
such a relationship. * If the company accepts that declaration or, in the case of a refusal, if the
competent tribunal confirms the attitude of the administration, the Spanish company is subjected
to tax as if it were a branch of the parent company,

_ 194. Difficult problems are presented by deductions made by the Spanish company from its
income in order to make payments of various kinds to the foreign company, and which result in
diverting the profits of the former. The principal deductions are the following : royalties for patents
and trade-marks ; important technical services ; engineering and commercial services ; plans and
supervision. The commercial services include primarily the services of contracts of purchase and
sale on the one hand and of financial services on the other.

195. The Spanish law does not contain any ‘concrete rules for dividing the profits of an
enterprise, but has established a committee of experts, which is formed by two representatives of

! Infra, paragraph 39s.
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banking institutions, the Director-General of Public Revenue, the Director-General of the Stamp
and Registration Taxes, the head of the Department of Special Taxes on Companies and an expert
of recognised authority. The law calls this committee a * jury ", because it may only decide on the
economic facts relative to the proportion of the profit realised in Spain, expressed as a percentage
of the total income of the enterprise during a given period. This period is three years, but the
enterprise has the right to request a revision if, during it, an important change has occurred in the
business in Spain.

196. The decision of the jury is communicated to the taxpayer and, if he refuses to conform
toit, he is free to set forth his reasons. The Finance Minister gathers all the information he considers
necessary and submits the question to the Council of Ministers. Any information submitted to the
jury must be kept secret.

197. As an example of the application of the Spanish system, if a branch or subsidiary is
administered in a way to assure for itself the largest possible profit, the commission of experts takes
as a basis a relative figure. If the branch realises a profit of 2.5 million pesetas and the total profit
of the enterprise in the same period, computed in accordance with Spanish law, is 33 million French
francs, which, at the rate of exchange on the date of fixing the balance-sheet, makes 10 million
pesetas, the commission of experts fixes the relative figure of that enterprise at 25 per cent — z.e.,
25 per cent of the total profits of the enterprise are taxable in Spain — which makes a taxable
profit of 2.5 million pesetas.

198. If a Spanish subsidiary does not come within the requirements for treating it as a branch
of the foreign company, it is taxed in the same manner as any other Spanish company.

199. The verification of the accounts of the foreign company is made under the same conditions
as that of national enterprises. The balance-sheet and the accounts and records of the mother
company must be authorised by competent representatives of the company and their signatures
legalised in the ordinary manmer. A large number of foreign enterprises, having their centre of
management in a country in which accountants are recognised, submit the certificates of such
accountants with their accounts. The commission of experts attaches much value to the assessments
made by the fiscal administration of the country to which the foreign company belongs. Moreover,
the commission of experts always takes into account the differences in the concept of income in
the laws and regulations of the interested countries.

200. If the commission of experts has the unanimous conviction that the branch or subsidiary
is administered with complete economic autonomy but that its accounts are not sufficient to reveal
the Spanish profit, it may resort to indirect methods ; but, even in this case, the administration
seeks only to tax the real Spanish profit of the branch or subsidiary company. In some cases, where
the branch or subsidiary company is managed with absolute economic independence and has a
satisfactory accounting, the administration does not rely on the accounts. This is especially true
where enterprises manufacture in a foreign country and sell in Spain. The Spanish administration
seeks to separate the sales profit from the manufacturing profit without going into the question of
the cost of manufacture. The apportionment of the sales profit in Spain and other countries is
then made on the basis of the respective volume of business, taken separately or in combination
with other factors in order to take into account the special situation of the different national markets
in which the enterprise operates. This special consideration of the different situations of markets
is very important in Spain, because the phases of the Spanish economic cycle are, as a general rule,
behind those of other countries.

201. If the Spanish administration is aware that the branch or subsidiary is not managed in
an autonomous fashion but in the interest of the entire enterprise — that is to say, if there is an
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economic unity between them — the apportionment of profits is made on the basis of the actual facts.
In the case of a subsidiary company, the administrative officials make the necessary. declaration,
and, if it is accepted or upheld, the commission of experts endeavours to determine the relative
importance of the subsidiary in the concern as a whole. Such declaration is not necessary in the
case of a branch.

202. The commission of experts takes into account the particular circumstances of each case
and chooses its method in accordance therewith. There is no formula or rule of thumb.
Nevertheless, the commission follows certain general criteria, the most important of which are the
following : in the first place, the jury asks itself, does the Spanish establishment form a part of a
concern in which the profits will be pooled in order to be subsequently distributed according to
certain agreed methods ? If this is the case, the commission of experts calls upon the legal
representatives of the enterprise to communicate the agreed rules of distribution. The enterprise
is advised that it is not obliged to furnish information if it feels it should not do so, and, if
submitted, the information is kept secret.

203. Having been advised of the plan of distribution, the commission of experts afpportions
the profit in accordance therewith. If the enterprise does not belong to such a concern, the jury
itself establishes 2 plan of distribution and proceeds in the spirit of business men who would actually
effect such a distribution, For this purpose, the jury asks itself if the operations of the Spanish
establishment are of the same nature as those of the foreign establishment of the same enterprise.

204. If the business of the Spanish establishment is similar to that of the other establishments
of the foreign company, the relative importance of the Spanish establishment is determined in
accordance with the importance of its operations. For example, in the case of a manufacturing
enterprise in which the fixed capital is preponderant, then the real assets come firstinto consideration.,
Nearly always other factors are taken into account, such as the pay-roll, the raw materials, the
frequency of the services rendered by the enterprise, the expenses, rent, sales, etc.

205. If, on the contrary, the enterprise is engaged in selling or in similar transactions in which

the liquid capital plays a preponderant réle, it is the turnover which is almost always used as a basis

" of assessment, together with one or several of the factors which have just been mentioned. It

has been stated above that the economic cycle in Spain does not synchronise with that abroad.

That difference is in every case taken into account where it exercises an appreciable influence
on the business of the enterprise in question.

206. As a general rule, the facts which should serve in making the assessment are indicated
by the very nature of the enterprise, but difficulties arise in some cases. In such cases, the interested
parties are invited to discuss their situation with the experts of the jury, which is empowered to
call in disinterested experts. According to the Spanish report : ‘

“ If the facts in question conform to the conditions required for the application of the
method, recourse is had to mathematical statistics in order to determine the exact value of the
facts proposed as a measure of the company’s business operations, ™ 1

. 207, .The great difﬁc1_11ties with which the jury must deal are those in cases where the enter-
prise has in Spain establishments which carry on operations different from those of the other

! * Taxation of Foreign and National Fnterprises *,.Vol. 1, page 150,
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establishments abroad. The most frequent cases of this nature are those in which the enterprise
has its manufacturing establishment abroad and merely sells in the Spanish establishments the
merchandise produced by the former, and vice versa. The Spanish method excludes systematically,
as a futile and valueless detour, the determination of the cost price. It therefore remains to
determine what is the respective economic significance of manufacture and of sale in the entirety
of the enterprise. Important examples of enterprises of this class include those which acquire
some famous brand of sherry wine for which they themselves establish the production and sale
on all the markets of the world. Again, there is the example of mining enterprises.

208. It is possible to determine for a given quantity of goods the profits of production
for a series of years, usually three, and, by making the same calculation for the sale, one ascertains
the relation between the profits of production and the profits of sale for the given quantity of
products. This relative figure is then employed to effect the apportionment.

209. In other branches of commerce there is established in practice a certain rate of commission -
which includes certain sales expenses. It is then necessary to determine what is the part of the risk
and of the expenses which falls on the producer ; if the risk is negligible, then the method applies
with great exactitude and the division between the manufacturing profit and sales profit is thus
realised. In a more important category of cases, embracing enterprises which manufacture and
sell articles through establishments which perform only one of the two operations, the jury
approaches the problem in the same manner as it would when taxing a concern representing a
vertical organisation, including the sale of goods.

210. The methods employed by the jury are exactly analogous to those employed in business
practice, and it is because of such cases that the Spanish legislature recognised the necessity of
placing on the jury important Spanish financiers and other experts with a great experience. When
these experts have studied the particular case and have made a first attempt to find the most just
formula, they call on the representatives of the enterprise either to appear in person or to send in a
written report, and the experts of the jury discuss with these representatives the proposed formula.
If a disagreement occurs, disinterested experts are called. One seeks to deal directly with them in
the absence of the representatives of the enterprise in order that third parties may not obtain more
knowledge than is necessary of the situation of the enterprise. Very frequently it is possible to
decide the question by the employment of ‘“ mathematical statistics ”

French System.

211. The system of fractional apportionment is also regularly employed by France in the
imposition on foreign companies of its tax on income from securities (impot sur le revenn des valeurs
mobilicres). The reason for this imposition is that French companies are required to withhold
at source a tax on dividend and interest payments, in addition to the tax assessed on its industrial
and commerctal profits as such. To place a foreign company exploiting property in France in a
similar situation, and to reach that part of its distributed income which is deemed to have been
derived from French sources, the foreign company is required to pay this tax on the same proportion
of the dividends distributed or interest paid at its seat abroad as its assets in France bear to its
total assets. This taxable quota (quoftté imposable) is fixed for a period of three years, and the tax
is due in respect of dividends distributed or interest paid during each fiscal year of the company.
It is presumed that the taxable proportion of these payments has been derived from French sources,
even though, in fact, during the year in question, no income was received from such sources. On
the other hand, if the foreign company makes no such payments, no tax is due, even though the
French branch or sub31d1ary was productive of revenue.

v, o
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212. The French report ! declares that this method of taxation is essentially arbitrary and
has the advantages and disadvantages of such a method of assessment. The administration must
employ it even when disadvantageous, and companies must submit to it even yvhen its results do
not conform to the real state of affairs. The French report observes that this method protects
the fisc from operations tending to reduce the profit realised in France, and also, for the purposes
of this tax, frees the branches or subsidiaries in France from investigation, except for the valuation
of the French assets or business in determining the taxable quota.

213. In determining the taxable quota, the respective value of French assets and total assets
on the basis of the balance-sheets established for France and the general balance-sheet is ascertained.
This value is the real or sales value of all assets without deduction of any debts or charges affecting
them. Nevertheless, to obtain the value of the French assets and that of the total assets, it is not
sufficient to add the assets of each balance-sheet and to determine the proportion. It is also
necessary to ascertain if each of the items corresponds to a real asset and to eliminate those which
represent only suspense accounts (comples d'ordres), such as the cost of first establishment.

214. It is furthermore necessary to verify if the assets listed under the same heading in the

two balance-sheets have a certain nationality and if they belong to each installation, and to withdraw

" those which have an uncertain nationality or which are common to the French and foreign

exploitations, such as the value of a patent or industrial process ; in this case, one presumes that
these assets form part of the French assets in the same proportion as the other assets.

215. In order to give the taxable quota its arbitrary (forfaitaire) character, the authorities
examine the balance-sheets of the three preceding years to determine the average of the variable _
values (merchan?.ise in stock, cash, debts, bills of exchange, etc.). To this average is added the
value of the real assets at the close of the last balance-sheet, and, on the basis of the total thus
obtained, the proportion between the value of French assets and the value of the total assets is
established.

216. The indications on the balance-sheet serve most frequently as a basis for fixing the
taxable quota, subject to the right of verification by the administration. If it is established, for
example, that French real estate has been entered in the balance-sheet at a valuation much lower
than its real worth, the administration has the right to substitute therefor an estimated value, taking
into account the appreciation of the French assets. In the same way, foreign companies may, on the
condition of submitting necessary evidence, demand an increase in the valuation over that indicated
in the balance-sheets of certain of their foreign assets, in order that the proportion serving as a basis
for the taxable quota may more nearly approach reality.

217. When the foreign company does not establish a special balance-sheet for its French
exploitation, it is invited to make its own valuation, subject to the right of verification by the
administration, of the part which the value of the French assets represents in the different headings
of its general balance-sheet. In this way, there is established for the French branch a fictive
balance-sheet, which is used to make a comparison of the assets of the branch with those of the
entire enterprise.

218. If a foreign company has a French subsidiary, the taxable quota is established in the
same manner, but only that part is taken as the comparative value of the French assets which
corresponds to the rights of the foreign company in the subsidiary. Thus, if the foreign company

! Taxation of Foreign and National Enterprises ”, Vol. I, pages 8o and 81.
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possesses eight-tenths of the shares of the French company, the value of the French assets is eight-
tenths of the estimated value of the assets of the French company. The estimate of the value of the
assets of the French company is most frequently made on the basis of the balance-sheet of that
company ; but if this company has attributed to its shares, notably for the purpose of payment of
taxes due, an estimated value superior to that which results from the indications on its balance-sheet,
it is that estimated value which will be taken to determine the worth of the capital stock, and,
consequently, the value of the participation of the foreign company.

219, - When a foreign company merely sells merchandise in France and has there no other
industrial assets, the taxable quota is fixed in accordance with the relation existing between the .
amount of its French transactions and that of its total transactions. The nationality of the
transaction is determined by the place where the contract is concluded.

220. Where a foreign company rents real estate in France in order to manufacture there
merchandise intended for sale, the taxable quota is fixed by comparing the value of the French
assets with those of the total assets used by the company and the amount of the French transactions
with the total transactions. The average between these two proportions is taken as the taxable
quota.

Swiss System.

221. Switzerland offers a wealth of experience in the application of the method of fractional
apportionment in connection with enterprises having establishments in two or more of the twenty-
five cantons and demi-cantons, each of which bas its own fiscal legislation. The situation in
Switzerland is similar to that between countries, inasmuch as each canton or demi-canton taxes
the foreign enterprise in accordance with its own particular law and practice, which would inevitably
result in double taxation were it not for the piinciples that have been established by the Federal
Tribunal for preventing the duplication of levies. The Federal Constitution, Article 46, paragraph 2,
prohibits double taxation as between the cantuns and accords taxpayers the right to bring before
the Federal Tribunal every violation of the article cited. From the numerous decisions that have
been rendered by- this Tribunal in the field of inter-cantonal taxation there have been disengaged
principles which indicate a procedure for the cantons to follow. The cantons often apply the same
principles of allocation in cases of foreign enterprises, although they are not obliged to do so under
the cited constitutional provision. Nevertheless, the application of the inter-cantonal principles
to international cases affords the cantons the advantage of a uniform practice and spares them the
difficulty of secking special rules which are often difficult to find. !

222. Little guidance in allocation is found in the fiscal legislation of the cantons themselves,
such laws containing, in general, merely the principle that foreign enterprises will be taxed on the
profit attributable to establishments within the canton. . The second general principle found in the
laws of many cantons is the exemption or only partial taxation of establishments conducted abroad
by cantonal enterprises. Only a few cantons have established legal provisions governing the
allocation of taxable property and income, the most detailed of such provisions being found in the
law of Geneva, which distinguishes between cases of inter-cantonal and international double taxation.
The provisions of the Jaws of Basle-Urban and Zurich are less detailed ; those of Zurich distinguish
between inter-cantonal and international cases, but those of Basle-Urban do not take that difference
into account. 2 .

!« Taxation of Foreign and National Enterprises *’, Vol. II, pages 441 and 442.

3 See Basle-Urban, Section I, paragraph 3, * Gesetz v. 23 Juni 1921, betr. die Besteuerung der anonymen
Irwerbsgesellschaften *’ ; Berne, Section 6, *“ Dekret v. 22 Januar 1910, betr, die Veranlagung sur Einkommens-
steuer ", in the sense of the ‘ Dekret v. 16 November 1927 * ; Geneva, Article 2%, paragraph z, Article 43,
paragraph 2, Article 63 of the *“ Loi du 24 mars 1923, sur les contributions publiques ” ; Zurich, Section 11,
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223. As indicated above, the cantons, in view of the lack pf specific legal provisions on the
"subject, frequently apply to international cases the precepts laldrdO\.Vl:l by the Federal Tribunal
for application in intercantonal cases. There have been few cases of litigation in the international
field, this being due to the fact that such cases are often settled in accordance with administrative
discretion, the arrangement proposed by the taxpayer being seldom refused, if suitable, to the tax

collector.

224. As the inter-cantonal situation may reflect what would seem to be the situation between
scparate countries, the methods employed in inter-cantonal cases will be first discussed. The
system applied in connection with property taxes is not altogether the same as that apph_ed in tz_lxmg
income. As a rule, each canton is authorised to tax that part of the property located on its territory,
the term property including land and buildings, machinery, furniture, stocks of merchandise and
the like contained in the buildings. Other kinds of property are apportioned between the interested
cantons in the ratio of the part of the property definitely located in the canton and the total property
of the enterprise. ' The latter kind of property consists principally of cash, bills of exchange,
securities, bank dcposits, accounts receivable and participations in other enterprises. *  The majority
of the cantons base their taxation on a proportionate part of the total income, whether Swiss or
foreign, of the enterprise, these caittons including Basle-Urban, Berne, Geneva and Zurich. The
method of separate accounting, however, is not barred in principle by the Federal Tribunal in inter-
cantonal cases if the accounting of a branch shows approximately the figures corresponding to the
actual part of the income of the entire enterprise pertaining to the branch. ®* Such a case may arise
if the branch is managed as an enterprise independently of the seat, which is a very exceptional
case. * In international cases, although the method of separate accounting is not, in principle,
applied by the leading cantons, that accounting nevertheless has a great value in determining the
importance of the branch and may therefore furnish, if kept correctly, certain necessary elements
in the determination of the ratio in which the income is apportioned between the interested fiscal
jurisdictivns. Such factors are principally land and buildings, machines, furniture, stocks of raw
materials and merchandise, salaries and turnover. The verification of these factors does not offer
difficulties.

225. The principle of primary importance imposed by the Federal Tribunal is that, when an
enterprise maintains establishments in different cantons, each canton may not impose the special
income of each cstablishment, but only a part of the total net profit. .That part corresponds to the
proportion between the productive factors in the canton and all the productive factors of the
enterprise. In a given case, the apportionment may be effected in the ratio of the manufacturing
costs, 5 the turnover, ¢ or other elements in the particular case.

;Ss:ragrap’l;u 2, Section 24, paragraph 2, Section 33, paragraph 2, * Gesetz v. 25 November 1917 betr, die dirckten
cuern .

' See Recucil des arvéls du tyibunal fidévol, 19105, Vol, I, No. 2 ! 1911, Vol, I, Nos. 52 and 54.

* The debts of the entire enterprise are deducted proportionately to the property attributed to a canton.
This last rule is subject to exceptions resulting from cantonal law, especially in cases where cantons tax only
certain kinds of property, or where they tax the gross value of immovables or prohibit the deduction of any kind
of debt. In the case of corporations, this method of allocating property involves the taxation of a proportionate
pe‘trt‘of the capital and reserves. Vhen taxing foreign enterprises, some cantons consider only objects situated
within their territory ; but, in accordance with the jurisprudence of the Federal Tribunal, the majority tax local
property and, in addition, a proportionate part of the rest of the property of the enterprise. That part of total
indebtedness is deductible which is determined by the ratio of the gross value of the property of the branch and
the gross value of the total property of the enterprise. Such is the procedure notably in Basle-Urban, Geneva
and Zurich. For a more complete description of property apportionment, see * Taxation of Foreign and
National Enferprises ", Vol. II, pages 443 and 444. '

* Recueil des arvéls du tribunal fédéval, 1923, Vol. 1, page 33.

¢ Recueil des arrfts du tribunal fédéval, 1924, Vol. I, page 87.

8 Recueil des arréts du tribunal {édéral, 1911, Vol. I, page 272 ; 1914, Vol. 1, page 2i4.

¢ Recueil des arréts du tribunal jédéral, 1916, Vol. T, page 130.
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226. In order to take account of the influence exercised in the production of income by the
central management of an enterprise, an influence which is expressed insufficiently or not at all
in the productive factors, the Federal Tribunal has authorised the canton of the seat to impose a
préciput of the profit varying between 10 and 25 per cent.

227, In the case of an industrial enterprise, the productive factors are : on the one hand, the
installation serving in production — such as land and buildings, machinery, tools, furniture, autos,
stocks of raw materials or merchandise, as well as the assets consisting of cash, bills of exchange,
securities, accounts receivable and the like — and, on the other, the factor of labour represented by
salaries and wages. The definitely allocable factors are attributed to the establishment to which
they belong ; the other assets are distributed proportionately to the ratio of the definitely allocable
factors, or possibly attributed to the establishment to which they belong from an economic
viewpoint. * The value of immovable and movable property is the same as that used for the -
purposes of the tax on property. Salaries and wages are capitalised at the rate of 10 per cent and
attributed to the establishment which pays them. The total of the productive factors attributed
to the establishment in a canton is the numerator of a fraction, of which the denominator is the
total of all the productive factors of the enterprise. This fraction represents the part of the income
that the interested cantén may tax.

228. The following example explains fractlonal apportionment as it is generally applied by the
Federal Tribunal :

Total of

productive factors Productive factors in‘the canton

CAPITAL.

Localised factors : A B.
Manufacture (raw material, articles in
process of manufacture, etc.) 329,611 /329,611 —_
Merchandise . . . . . . . . . . . .. 243,338 — 243,338
Machinesand tools . . . . . . .. .. 25,000 25,000 —_
Furniture . 10,000 5,000 5,000
Installations, mstrument;, 4uto< 15,000 15,000 —
Immovables . . 34,800 34,800 —_—
657,749 409,411 248,338

Other asseis, non-localised :
Cash, postal cheques, bills of exchange,

I00 per cent

62.2 per cent

37.8 per cent

accounts receivable . . 143,309 90,433 54,876
i 100 per cent 62.2 per cent 37.8 per cent
803,058 499,844 303,214
LABOUR.
Salaries and wages capitalised at 10 pe1
cent e 4,770,107 4,121,372 648,735
5,573,165 4,621,216 051,049

I00 per cent

82.92 per cent

17.08 per cent

1 Recueil des arréls du tribunal fédéral, 1926, Vol. I, pages 246 and 250.



70 FOREIGN ENTERPRISES — GENERAL METHODS OF ALLOCATION

229. In the preceding case, the manufacturing and teghn:lcal ditectivn are in canton A, the
commercial direction and the commercial part of the enterprise in canton B. Of the profit realised,
a préciput of 15 per cent was attributed to canton B, the importance of the comr'nercm} parf not
finding adequate expression in the percentage obtained in the basis of thf*. proc.luctl_ve factors ; and
a précipu! of 5 per cent was attributed to canton A to account for the technical direction.  After thus
deducting 20 per cent from the total net profit, there remained 8o per cent to apportion. Canton A
had therefore the right to impuse 5 per cent, plus 0.8 X 82.92 per cent = 71.34 per cent ; and canton B,
- 15 per cent plus 0.8 X 17.08 per cent =:28.66 percent of the tota:I income of the enterprise. The
income is calculated differently by the two cantons, each computing it in accordance with its own
legislation,

230. The apportionment of income of commercial enterprises is generally effected in the ratio
of turnover. This principle has been confirmed by the Federal Tribunal in a decision of February

14th, 1930.

23i. Turning to international cases, the principal cantons, including Basle-Urban,_l?erne, Gene.va
and Zurich, apply the same method as that employed in inter-cantonal cases. The foreign enterprise
is required to submit all the data necessary for the fiscal authorities to determine its total income.
If the local establishment is incorperated, it will generally be treated as an independent enterprise
unless it functions as an organ of the foreign company, in which event it may be treated as a branch.

Netherlands East Tndian System.

232. In taxing enterprises producing or purchasing in Netherlands East India and selling
without, or manufacturing or purchasing without that country and selling within, the tax authorities
generally consider the relative importance from an economic viewpoint of each of these activities.
As regards the great industries operating exclusively in Netherlands East India in the production
of raw materials or staple products and selling them on the world markets, the whole of the net profit
thus derived is ascribed to Netherlands East India, but difficulties are encountered in assessing foreign
enterprises, the products of which have no regular quotation on the world markets and have to be
processed to a certain extent before they are ready for consumption. In the past, a reasonable
assessment has been reached on the basis of a comparison with the sale of raw material by other
enterprises or by an estimate of the influence of the manufacturing process on the price received.
The apportionment has been complicated by the recognition of the increasing importance of sales
activities outside Netherlands East India in competition with other enterprises. The authorities
therefore consider it urgent to study intensively the structure of the entire business, so as to be able
to decide whether a part of the total profits should be attributed to the sales organisation because of
having a permanent influence in making the profit.

233. In the case of fureign companies which buy or produce in Netherlands East India, the tax
authorities find little assistance in the bocks of the local establishment, because of the company
regarding it merely as an item of expense, not considering that buying as well as selling are factors
in the making of profits. In other instances, no matter how complete and perfect the book-keeping
of the local branch may be, the authorities consider that the accounts may not be taken as a basis
for calculating the net income and cite as an example the case where it is impossible to verify the
invoicing of the head office or branches abroad to the sales branch in Netherlands East India.

234. Although the authorities as a general rule endeavour to assess the net profit on the basis
of the declaration and book-keeping of the local branch of the foreign enterprise, if this book-keeping
is insufficient, recourse may be had to the empirical methods already described or to fractional
apportionment, the predilection being for the latter. ! The authorities endeavour to secure copies

!« Taxation of Foreign and National Enterprises *, Vol, III, page 150, paragraph 82.
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of the head office accounts, showing the total net profit of the foreign enterprise, in order to make
an analysis of the structure of its business and the possibilities of makinyg profit in Netherlands East
India as compared with the other countries in which the taxpayer operates, and to ascertain what
part of the total profit should be taken as a minimum to represent the so-calied FEast Indian profit.
The fixing of this proportion may be facilitated by making a comparison with other businesses.
Another method is to take the net results of the entire enterprise as a basis and calculate the amount
that should be allocated to the activities of the enterprise abroad and therefore excluded from the
assessment. In the case of some mercantile enterprises, apportionment in the ratio of turnover is -
considered the most practical method.

235. Taxpayers have often urged apportionmentof profits on the basis of wages paid for labour
performed in obtaining the profits. Their theory is that the carrying on of a husiness consists in the
organic use of the means of production — that is to say, labour, soil and capital — and that the
two latter elements onght not to be taken into consideration for the allotment of profit. The tax
authorities have rejected, in principle, this basis for the apportionment of profits on the grounds
that the wage scale varies so greatly from country to country that it cannot be taken 4s a common
basis for comparing the profit-earning capacity of the branches in the different countries, and also
that in the case of many enterprises producing raw materials, their very life is due to the soil, climate
and other circumstances peculiar to Netherlands East India. For example, Netherlands East India
in 1931 produced go per cent of the world supply of cinchona, from which quinine is made, and
the tobacco of Sumatra has a certain quality which is not found elsewhere.

236. It has therefore been settled definitely that the pay-roll in different countries cannot be
taken as a basis for the apportionment of profits.* Other criteria are evolving, such as that of
apportioning the income of a foreign enterprise which buys at its head office in Europe and sells in
Netherlands East India, in the ratio of 25 per cent to the buying office and 75 per cent to Netherlands
East India. Tt is admitted that these figures may vary for each individual concern.

237. The success of the method of fractional apportionment necessarily depends on the ability
of the administration to verify the general results of the business. They admit that such verification
should be restricted to a written explanation of the items in the annual accounts and written answers
to certain questions about the system of valuation of stock, depreciation and general overhead
account, reserves, and the like. Delicate questions are always presented by the manner in which
the head office charges the local branch with supplies, services and overhead expenses. The
examination of the principal book-keeping is usually only possible for Dutch companies operating

in Netherlands Fast India, for which purpose the administration of the latter country maintains
. expert accountants in Holland.

Brilish India System. -

~ 238. Not infrequently, when the local accounts of a foreign enterprise are insufficient for the
determination of income, the British India income-tax officer has recourse to a method of fractional
apportionment provided in Rule 33 of the Income-Tax Rules.* This Rule provides, énter alia, that,
in any case in which the income-tax officer is of the opinion that the actual amount of the income,
profits and gains, accruing or arising to any person residing out of British India, whether directly
or indirectly, through or from any business connection in British India, cannot be ascertained, the
amount of such income may be calculated on an amount which bears the same proportion to the

1 « Taxation of Foreign and National Enterprises ’, Vol. III, page 150, paragraph 8s.

? Supra, paragraph 36, footuote 4, ** Taxation of Foreign and National Enterprises ”, Vol. III, page 36,
. paragraph 96.
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total profits of the business of such person (such profits being computed in accordance with the
provisions of the Indian Income-Tax Act) as the receipts so accruing or arising bear to the total
receipts of the business. Thus, in the case of an enterprise manufacturing or pur§hasmg abroad
and selling in India, the effect of this method is to allocate the entire net profit derived from such
transactions to British India, thus carrying out Section 42 (3) of the Act, which requires that the
total net profit pertaining to merchandise sold in British India shall be allocated there without any
allowance for a manufacturing or purchasing profit to be allocated abroad. When employing the
fractional method, the authorities usually check the accounts of the foreign enterprise by examining
the accounts printed or published in accordance with the requirements or practice in the home
country, or by requesting certified copies of the accounts of the parent concern. ’ :

Other Cases of Unlimited Fractional Apportionmen:.

239. The application of the method of unlimited fractional apportionment in countries other
than those mentioned above is the exception rather than the rule, being resorted to when separate
accounting or the more easily applied empirical methods fail to yield satisfactory results. Thus,
when the German administration finds it necessary to use this method, it apportions the total net
income on the basis of factors which are of primary importance in the earning of profits, but there
are no special rules, whether statutory or administrative, governing the choice of the factors which
are to be employed. The selection is within the discretion of the competent fiscal authorities,
whose decision must depend on what is just and fair. In the case of enterprises in general, and
in the case of commercial enterprises, including banks, the ratio of gross receipts realised in Germany
to total gross receipts is employed. In the case of insurance companies, either the preceding method
is used or the ratio of premium income in Germany to total premiumincome. For other kinds of
enterprises, the fiscal authorities apply the ratio of salaries and wages paid in Germany to total
salaries and wages paid, excluding directors’ percentages (Tanitemen) paid out of profits. If the
preceding factors cannot be ascertained, or do not provide a reasonable basis for apportionment,
the assessing authorities select factors according to the circumstances of the particular case. The
ubove general observations apply as well to Danzig, the tax system of which is modelled after that
of the German Reich. :

24u. Similarly in the law of the United Kingdom, there is no provision for fractional
apportic?nment, but it may be employed as a last resort in some cases when the method of separate
accounting or of taxing on a basis of a percentage of turnover fail to yield satisfactory results. For
example, tax-collectors have considered assessing the local profits of foreign banks by applying to
the total net profits the ratio of assets in the United Kingdom to total assets. Belgium and
Luxemburg also use this method when others fail.

241. In the Netherlands, fractional apportionment of total net income is employed only in the
case of insurance companies and upon their request.

+ 242. In the rare cases when the Greek administration employs this method, it usually determines
the ratio of net income to gross of the enterprise as a whole, and applies this percentage to the
bran.ch in Greece. The Greek administration prefers, however, a more analytical method by
considering t‘he positive and negative elements which influence the determination of net income,
thus comparing, according to the case, the commissions, interest or insurance premiums received,
the sal.es_ of exported products, the general overhead, interest, commissions paid out, rates of
deprecxghon, reserves, etc. Sometimes a comparison of the capital employed in Greece to that of
the entire enterprise is considered.
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Limited Fractional Apportionment.

243. The outstanding characteristic of the various methods of fractional apportionment in
this category is that the income subjected to apportionment is generally that which is not susceptible
to definite allocation — for example, that arising from production of goods in one country and their
sale in another. Broadly speaking, the administrations first examine the accounts of the enterprise,
allocate to their definite source such items as rents, dividends and interest, and then apportion the.
balance of the income, derived from the joint operation of an establishment within the country and
another establishment without the country by means of an apportionment in the ratio of fixed or
espec1a11y selected factors.

244. The methods included in this category may be sub-classified under the headings: (1) the
Canadian method ; (2) the Austrian method ; and (3) American methods. The method empleyed
in Canada will be briefly described, because it exists only in the practice of the administration, but
is in accordance with the principle which is carried out through more detailed provisions in Austria as
well as in the United States and some of its compcenent States — for example, Wisconsin
Massachusetts and New York.

Canadian Use of Fractional Apportionment. .

245. Although the Canadian tax administration is accorded the widest discretion in assessing
foreign enterprises, it endeavours to observe to the fullest possible extent the principles of jurisdiction
of Anglo-Saxon common law. Thus, if the authorities consider it necessary to resort to
an apportionment of income, they exclude all the items of income of the enterprise which
can be definitely allocated as being derived from sources other than its main business, and take
into account only those which have a direct connection with the activities of the branch. This same
observation applies to deductions for expenditure. Suppose an enterprise manufactures abroad and
sells at its branch in Canada. With regard to the commercial activities, the authorities examine
the billing price to the branch and, in order to test its fairness, may request information concerning
the cost of manufacture. If the price is shown to be unfair and the authorities cannot arrive at
a fair price by discussion with the taxpayer, they often resort 1o apportionment on the basis of
the ratio of sales in Canada to total sales. They include, however, in the denominator of
the fraction only the income of the entire enterprise which has a direct reference to the joint
activities of the enterprise and the Canadian branch.

Austrian Systent.

246. The Austrian system isessentially the same as that employed inCanada, in that the accounts
of the foreign euterprise are first examined, and it is only those items of income derived from activities
carried on ]umtly with establishments in other States that are subject to apportionment. Thele
are two regimes of apportionment, the one applicable under the Austrian tax law to all foreign
enterprises with the exception of those subject to the other regime, which is prescribed by special
treaties with Czechoslovakia and Hungary. The former, which we may term for convenience “ the
tax law regime ', consists in requiring that a certain fraction of the profits derived from the joint
activities of establishments within and without Austria be taxable in Austria. The treaty regime
converts these minima into arithmetical apportionment {ractions.
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Austrian Law.

247. The tax law regime ! stipulates as the minimum taxable in Austria a fraction of the
profits due to the joint activity (gemeinsame Tdtigheii) of the Austrian estabhshmeqt and tl}e
foreign centre of management. Thus, if a foreign manufacturer sells through an establishment in
Austria goods which he has manufactured abroad, at least one-third of the profits from these joint
operations shall be liable to Austrian tax. If the foreign enterprise purchases goods abroa'd and
sells them in Austria, at least one-half of the joint profits are allocable to the latter country, w1tho.ut
regard to the difference between the wholesale and retail price. If the f(_)reign enterprise
manufactures in Austria and sells abroad, the law requires that at least two-thirds of the joint
profit be ascribed to the Austrian factory. If the enterprise purchases goods in Austria for sale
abroad, then one-half of the joint commercial profit is taxable in Austria, Although other types
of establishments belonging to an industrial or mercantile enterprise, such as processing
establishments or research or statistical establishments or display-rooms, give rise to assessments,
no specific fractions are provided for use in their case. The special accounts of the local branch are
used as a basis for assessing such types of establishments.

248. Minima are prescribed as well for Austrian enterprises belonging to individuals and
partnerships subject to the general profits tax, which is assessable on at least one-fourth of the total
net profit, and companies subject to the company tax, on at least one-tenth of the total net profit.
These minima, which are ascribed to the seat of management, are based, however, upon the total
net income of the enterprise and not on income derived from activities carried on jointly with
establishments outside Austria. The seat quota (Sitzguofe) is founded on the theory that a national
enterprise operating abroad nevertheless enjoys the same protection and advantages as an enterprise
operating exclusively in the home country.

Austrian Treaties with Czechoslovakia and Hunzary.

249. The first attempts to regulate allocation were in the arrangements between Austriaand Hun-
gary in the days of the old Austro-Hungarian Monarchy.2 These arrangements provided that, with
regard to credit and insurance companies, the country in which the enterprise had its centre of
management should determine, in accordance with its own laws, the profits to be ascribed to the
separate establishments in each country. The figure thus determined was binding on the other
country, which signified that the country in which the branch was situated had indirectly to submit
to the legislation of the other. It also meant that an administrative decision of one State had
immediate legal effect in the other State, which was considered to be incompatible with the full -
autonomy of two independent States. As Czechoslovakia and Hungary became independent States
after the war of 1914, it was necessary in the above-mentioned agreements with those countries to
establish a system which avoided all encroachment by administrative acts of one State upon the
authority of the other. The post-war arrangements provided, therefore, that the fraction of total
profits to be taken as a basis for apportionment by each administration is to be fixed by agreements
between the two Governments. Although the authorities of each State may determine the total
income, an endeavour was made to avoid discrepancies through giving each other a large measure
of mutual assistance. These treaties, like other double-taxation treaties concluded by Austria with
various European countties, apply the principle that the contracting States shall limit their taxation
of enterprises to business done in the country itself. In principle, this implies that the contracting
parties waive their right, under their own domestic law, to assess on the basis f a certain minimum

' Law on Personal Taxation, Section go, paragraph 3 ;
Vol. 11, pages 29 and 3o,

* Agreement for the Avoidance of Double Taxati
Foreign and National Enterprises ”, Vol. II, page 36.

* Taxation of Foreign and National Enterprises *,

on, Imperial Law Gazette, No. 278, 1907. * Taxation of
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fraction of total profits, whether in respect of the seat of the enterprise (by way of exception, the
fiscal treaty between Austria and Hungary allots a minimum to the seat of enterprises liable to the
company tax) or of the separate establishments. As the Austrian treaties with other countries do
not provide any specific criteria for allocating profits, and mierely provide for the conclusion of
special allocation agreements with other contracting parties, the special arrangements with
Czechoslovakia and Hungary are considered to be a great improvement over the treaty regime with
other States.

250. The first of these post-war arrangements was that with Czechoslovakia, there being many
enterprises dating from pre-war days which had establishments in both countries which were formerly
all one State. Many of these estabhshments were so closely connected that jt was very difficult to
work out accounts for the separate establishments in each country in a manner tomeet fiscal
requirements. In view of the urgent need for allocation agreements, the two countries concluded a
fiscal treaty. * Further arrangements? were made concerning special allocation methods for credit
and insurance companies and stipulated the procedure in assessing enterprises having establishments
in both States.

251. The fiscal treaty with Hungary ? was likewise supplemented by special agreements, * and
completed later by administrative regulations® modelled after the arranqements with Czechoslovakia.

232. These arrangements regulated the taxation of profit-seeking enterprises maintaining
establishments, on the one hand in Austria, and, on the other, in Czechoslovakia or Hungary. Itis
immaterial whether the owner of the enterprise is an individual, partnership or company. The
establishments in the two countries must belong to the same owner, but such ownership is not as a
rule assumed to exist when the operations in one country are conducted by a separate corporation or
company with legal personality, even though the shares are held by the owner of the enterprise
operating in the other country. Furthermore, the arrangements are, as a rule, only effective if
the establishments in each country are a part of the same business undertaking — that is to say, are
engaged in the same branch of industry and are interdependent.

253. Although not expressly stipulated in the agreements, the system is, in practice, confined to
enterprises which keep regular books. In cases where it is doubtful whether the allocation provisions

should apply, it is necessary to reach a settlement by special arrangement between the
two administrations.

254. With regard to the most important business enterprises, those engaged in manufaciuring
and selling, banking and insurance, the total profit, as determined by each administration in accor-
dance with its own fiscal reguletions, is apportioned to the separate establishments in each country
in accordance with specified ratios.

255. Rules for Manufacturing and Commercial Enterprises. — The following rules of allocation
were laid down, taking as a’basis the minimum quotas used in Austrian and Czechoslovak fiscal
pratice :

In the case of the sales office of a manufacturing establishment situated in the other country,
the commercial profit assessable against the office is one-third of the total profits from its sales.

! Promulgated by Austria in the Decree of the Federal Minister for Finance, Austrian Federal Law Gazelle,
No. 3, 1923. * Collection ” C.345.M.102.1928.1I, page 21 &t seq.

3 Decree of Federal Minister for Finance, Austrian Federal Law Gazette, No. 18, 1929.

® Austrian Federal Law Gazette, No. 437, 1924. ** Collection ”* C.345.M.102.1928.11, page 46 ¢t seq.

¢ Decree of Federal Minister for Finance, Austrian Federal Law Gazette, No. 439, 1924.

8 Austrian Federal Law Gazette, No, 35, 1930,
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If the sales office also makes purchases, its share is increased to one-half. -
If purchases are made by the establishment in one country and sales effected by the office in the
other country, the total profit from these operations is divided equally between the two.

256. The profit derived from the joint activities of the two establishments and allocable according
to the above rules is determined from the total results of the enterprise on the basis of the ratio of the’
joint turnover of the two establishments to the total turnover of the enterprise. If profits are
earned exclusively by the activities of a single establishment, the amount thereof is ascertained from
the total results on the basis of the ratio of the turnover of such activities to the total turnover of
the enterprise. Such profit is then subject to no further allocation. The different currencies are
converted at average rates of exchange fixed according to special rules.

257.. The ubove method of allocation may be illustrated by the following example. The owner of
an enterprise has a factory in Prague and a commercial establishment in Vienna. The
articles manufactured at Prague are sold partly by the establishment at Prague, partly by the
Vienna establishment. On the other hand, foreign products are bought by the Prague establishment
and again are sold partly by that office, partly by the Vienna office.

Schil]ings
Total turnover of theenterprise (S) . . . . . . . . . . . .. .. .. .. . . . 1,800,000
Made up as follows :

- Sales of enterprise’s own manufacture by office in Prague (St) . . . . . . . .. 500,000
Sales uf enterprise’s own manufacture by office in Vienna (Sz2) . . . . . e 800,000
Sales of foreign products by office in Prague {S3) . . . e e 300,000
Sales of foreign products by officein Vienna (S4) . . . . . . . . . . . Ce e 200,000
Total profit (T) determined according te fiscal regulations . . . . . . . C e e e 270,000

Calculation from Viewpoint of the Austvian Fiscal Administration.
Joint profit:
S T
1. From manufacture : — = —
Sz x
52T 800,000 x 270,000 -
x= = / = 120,000 schillings.
S 1,800,000

Of which one-third goes to Vienna = 40,000 schillings,
Two thirds go to Prague = 80,000 schillings.

. . S T
2. From purely commercial bhusiness : 8—4 = —
A X
S4 T  200,000X% 270,000 hilli
= . =30,000 schi .
S 1,800,000 30, ngs

Of which half goes to Vienna = 15,000 schillings.
Half goes to Prague = 15,000 schillings.

Exclusively Czechoslovak profit :

. Equals total profit less joint profit — that is,
270,000 schillings — (120,000 schillings plus 30,000 schillings) = 120,000 schillings.
Allocable entirely to Prague, 120,000 schillings.
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Allocation of total profit belween Vienna and Prague :
Schillings
Vienna profit = 40,000 schillings plus 15,000 schillings = 55,000
Prague profit = 80,000 schillings plus 15,000 schillings plus 120,000 schillings = 215,000
TOtdlpl’Oﬁt.......................270000
258. Rules for Banmks and Insurance C omprmz’s — In the case of branches of banks,

that proportion of the total profits of the enterprise is allocated to the branch which eorresponds
to the ratio between the pay-roll of the branch and the pay-roll of the whole enterprise. In the case
of branches of insurance companies, an allocation is made according to the ratio between the annual
net premiums (after deduction of dividends vr bonuses) paid to the branch and the total net premiums
of the enterprise.

25G. Rudes for Other Kinds of Enterprises. — If a branch (in other than the above-mentioned
cases) acts on behalf of a branch situated in the other country — such acts contributing towards
the total results of the enterprise (e.g., an information office) — the profit from those activities is
deemed by the State where they are exercised to be the customary business commission. This
rule, however, does not meet every case, so that the agteement, despite its detailed character is
incomplete. Tts completion depends upon future developments.

260. Exceptions. —- Profits are, in principle, allocated according to the ratios agreed upon.
. The agreements, however, provide for the following exceptions :

(a) The fiscal authorities of each country may agree to allocate according to the closed
accounts, if allocation on this basis gives substantially the same results as are to be expected
from allocation according to the above ratios.

(b) If the allocation ratios are obviously at variance with the actual resu!ts of operations,
the fiscal administrations may, in a partlcu ar case, agree upon another rativ after first hearing
the views of the taxpayer.

261. Allocation Procedure. — In applying the allocation arrangements, the fiscal authorities
follow a special precedure in order to assure as much uniformity as possible in the use of the ratios.
The officials responsible for assessment in each country communicate to each other the necessary
fiscal data and furnish each other with any necessary legal assistance. Tbe officials in the country
who first undertake an assessment of the taxpayer’s profits send the fiscal data to the authorities
of the other State, which refrains from assessing until these data have been received. If
the enterprise is subject to the company tax, the assessment is undertaken hy the authorities of the
State in which the enterprise has its seat of management. If the enterprise is liable to the general
tax on profits (i.e., owned by an individual or partnership), the assessment is begun by
the authorities of the country where the central accounts of the enterprise are kept,
-or, in default of accounts, by the authorities of the country in which the owner of the enterprise
resides. Cases not falling under these rules — for example, where a partnership (offenc
Handelsgesellschaft) keeps no accounts and its members reside in different countries, the two fiscal
administrations agree as to who shall proceed with the assessment.

262. To prevent delay, certain time-limits have been imposed. The authorities who initiate
the assessment must communicate directly to the assessment authorities of the other State, within
six months after expiration of the period for making declarations, figures which they have ascertained
representing total profit, and the profit allocable to each establishment, the taxable profit, the
total turnover and the turnover of each establishment. In practice, all material obtained for
assessment purposes is communicated. Similar data secured in making subsequent changes in the
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assessment must also be sent. Within three months after receiving this data, the a.ss?ssment
authorities of the other State must issue an assessment notice for the fiscal period to which they
refer. If the communicated data are insufficient, special investigations can be madfa under the
general agreement for legal assistance. ! The authorities initiating the assessment must, 1f requested,
extend the time-limit for appealing against a decision given on the basis of its allocation to thirty
“days from the issue of an assessment notice by the other State. In this way, the allocation effected
in the first State is kept from acquiring legal force until a decision has been rendered by the other
State. If the authorities of one State fail to observe the time-limits for assessment, the authorities
of the other State need wait no longer in instituting their own assessment or appeal procedure.

263. Operation of Treaty Regime in Practice. — The Austrian authorities report that
the allocation agreements have worked smoothly, especially since the introduction in 1928 of
arrangements fur legal assistance between the assessment authorities. The reciprocal exchange
of material necessary for determining profit has proved essential in applying the allocation ratios
on uniform lines. The Austrian report cites as advantages of this system that it is unnecessary to
verify the special accounts of local branches of the foreign enterprise, and check the price at which
goods have been invoiced as between separate establishments. The report admits that the method
sacrifices accuracy, as is inevitable under any method of averages, being based on the fiction that
similar activities in different countries earn equal profits, which may be contrary to fact. Moreover,
the Austrian report admits that, the ratios being fixed, they assume that in all branches of industry
the separate stages of manufacture and commerce are in the same ratio of importance in producing
profits, although this is by no means necessarily the case. For instance, this ratio may be different
in the metal industry from that in the textile industry.

264. Although the Hungarian authorities express satisfaction in the working of their agreement
with Austria, the Czechoslovak authorities criticise the treaty regime on the grounds that double
taxation may still uccur because each State computes the total net profit subject to apportionment
according to its own internal legislation, which is differenit from that of the other State. For example,
in the case of a compary with share capital, the company tax in Austria is added to net profits as
shown by the balance-sheet, whereas, in Czechoslovakia, the special profits tax is a deductible item.
Thus, the basis of assessment is different in the two States, and the allocation quota adopted by the
Austrian assessment authorities is proportionately larger than the quota taken in Czechcslovakia.
To this ohjection the Austrian report replies that this does not constitute double taxation, but
only means that the basis of taxation is determined more strictly under the laws of one country
than under the laws of the other. This only affects the taxable quota of the country where the
rules are stricter. A wholly Austrian enterprise is subject to this stricter computation of profits,
and it is right that an enterprise half Austrian should be subject to the same rules of assessment
in respect of its Austrian profits. The Austrian report further points out that this stricter assessment
does not necessarily mean that the Austrian tax is heavier, for the Czechoslovak allowance of a
deduction of tax from profits is counterbalanced by a higher rate of tax than that imposed in Austria.
Another difficulty in the application of the Austro-Czechoslovax understanding is that the State
which allows a special fiscal -privilege applying exclusively to operations within its territory —-for
example, extraordinary depreciation of investments— can do so only up to the amount corresponding
to the allocation quota. If the other State does not permit such items to be entered into the accounts
used in its determination of apportionable income, the taxpayer may suffer hardship which can be
mitigated only by special arrangements between the taxing authorities.

Treaty between Czechoslovakia and Poland.

265. A very different system of apportionment is embodied in the double taxation treaty

* Treaty on Legal Protection and Assistance in Fiscal Matters, Austrian Federal Law Gazeite, No. 81, 1929,
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between Czechoslovakia and Poland. Article 2 (2} provides that the total receipts of enterprises
maintaining establishments in the two jurisdictions will be apportioned in the ratio of the invested
and working capital belonging to each establishment ; and the expenses will be apportioned in the
ratio of receipts. In particular cases, the Finance Ministries can agree upon another method of
apportionment. Income realised in one State from the sale of merchandise bought in the other,
as well as relative expenses, will ordinarily be apportioned in equal parts between the participating
establishments. !

United States Methods of Fractional Apportionment.

206. There are three instances in which fractional apportionment as hetween countries is
authorised by the United States Revenue Act and Regulations : (1) where goods have been produced
without and sold within the United States,? or vice versa, and an independent factory or producticn
price has not been established,® or the taxpayer does not request assessment on the basis of his
regularly kept books of account which reflect taxable income more clearly than the other prescribed
methods ; 4 (2) in the case of foreign shipping companies not of countries which have entered into
arrangements for reciprocal exemption of shipping profits, ® and provided the taxpayer does not
ask to have its return based upon its regularly kept books of account, which show a detailed statement
of receipts and expenditures reflecting more clearly than the fractional method the income from
United States sources ; ® and (3) in the case of foreign life insurance companies which are taxed
exclusively by apportioning to the United States a part of the total net income of the company,
in the ratio of the reserve funds required by law and held by it at the end of the taxable year upon
business transacted within the United States to the reserve funds held by it at the end of the taxable
year upon all business transacted.” None of these methods is of great practical importance, because
there is very little occasion to resort to them. Nevertheless, for purposes of comparison with the
methods employed by other countries ,such as Spain and Switzerland, there will be discussed in
detail the method applicable to income from production without and sale within the United States
i the following paragraphs, and those applying to insurance and transport companies when
subsequently dealing with such types of enterprises. ®

267. The outstanding characteristic of the method of fractional apportionment applicable to
industrial and mercantile enterprises ® is that : (1) it is limited to the joint income of establishments
within and without the United States, whether belonging to a foreign or a national enterprise ; and
{2) that definite factors are prescribed by the Regulations. The few instances where other methods
have failed and this method has been used with reasonable success have been in cases where tobacco
or fruit has been grown, or base minerals have been mined in a foreign country and sold in the
United States. In these cases, the situation of the taxpayer was such that the determination of
an independent factory price was almoust impossible. The Regulations take as the factors of
apportionment : (1} the taxpayer’s property within the United States and within the foreign country
which is used in producing the goods sold ; and (2) the gross sales of the taxpayer within the United
States and within the foreign country of the goods so produced. Before applying these factors, the
joint net income from the operations within and without the United States is computed.

(3]

1« Collection "’ C.345.M.102.1928.11, page 53.

3 Regulations 77, Article 682, Case 2A.

? Regulations 77, Article 682, Case 1A.

* Regulations 77, Article 682, Case 3A.

5 Revenue Act of 1932 or previous Acts, Sections 212(b) and 231(b).
¢ Regulations 77, Article 683.

? Revenue Act of 1932, Section 203 f¢).

® See paragraphs 506 and 534 respectively.

* Revenue Act of 1932, Regulations 77, Article 682, Case 2A.
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268. From the gross income derived from the sale of goods produced {in whole or in part) by
the taxpayer within a foreign country and sold within the Umtec_] States, or vice versa, there are
deducted the expenses, losses or other deductions properly apportioned or allocated thereto and a
rateable part of any expenses, losses or other deductions which cannot definitely be allocated to
some item or class of gross income. ‘

26q. Of the amount of net income sv determined, one-half is apportioned in gccordance with
the value of the taxpayer’s property within the United States and within the foreign country, the
portion attributable to sources within the United States being determined by multiplying _suc_h
- half by a fraction, the numerator of which consists of the value of the taxpayer’s property within
the United States and the denominator of which consists of the value of the taxpayer’s property
both within the United States and within the foreign country.

270. The remaining half of such income is apportioned in accordance with the gross sales of
the taxpayer within the United States and within the foreign country, the portion attributable to
sources within the United States being determined by multiplying such half by a fraction, the
numerator of which consists of the taxpayer’s gross sales for the taxable year or period within the
United States and the denominator of which consists of the taxpayer’s gross sales for the taxable
year or period both within the United States and within the foreign country.

271. The application of the formula is even more strict] y limited by the definitions of * groés
sales ”’ and ‘' property ”, as follows :

““ The “gross sales of the taxpayer within the United States’ means the gross sales made
during the taxable year which were principally secured, negotiated, or effected by employees,
agents, offices or branches of the taxpayer’s business resident or located in the United States. *
The term * gross sales ’ as used in this paragraph refers only to the sales of personal property
produced (in whole or in part) by the taxpayer within the United States and sold within a foreign
country or produced (in wholc or in part) by the taxpayer within a foreign country and sold
within the United States, and the term * property ’ includes only the property held or used
to produce income which is derived from such sales. Such property should be taken at its
actual value, which in the case of property valued or appraised for purposes of inventory, depre-
ciation, depletion or other purposes of taxation shall be the highest amount at which so valued
or appraised, and which in othel cases shall be deemed to be its book value in the absence of
affirmative evidence showing such value to be greater or less than the actual value. The average
value during the taxable year or period shall be employed. The average value of property as
above prescribed at the beginning and end of the taxable year or period ordinarily may be
used, unless by reason of material changes during the taxable year or period such average does
not fairly represent the average for such year or period, in which event the average shall be
determined upon a monthly or daily basis. Bills and accounts receivable shall (unless
satisfactory reason for a different treatment is shown) be assigned or allocated to the United
Statcs when the debtor resides in the United States, unless the taxpayer has no office, branch
or agent in the United States.” .

Special Provisions concerning United Stales Possessions.

272. As regards income fror:n producing goods in a possession of the United States and selling
them in the Urited States, or vice versa, there is a variation in the allocation formula which may

1 This provisiox} is subject to being amePded because of its conflicting with the decision of the United States
Supreme Court, which holds, broadly speaking, that income from the sale of goods arises where the contract is
concluded. Supra, paragraph 62.
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be used when an independent factory price or production price has not been established. Instead
of including ** property ” and * gross sales "', the formula keeps the factor of property as defined
above, but apportions the other half of the net income in accordance with the total business of the
taxpayer within the United States and within the possession. The portion thus attributable to
sources within the United States is determined by multiplying such one-half by a fraction, the
numerator of which consists of the amount of the taxpayer’s business for the taxable year or period
within the United States and the denominator of which consists of the amount of the taxpayer’s
business for the taxable year or period both within the United States and within the possession of
the United States.

273. The ‘ business of the taxpayer ” is measured by the amounts which the taxpayer paid
out during the taxable year or period for wages, salaries and other compensaticn of employees
and for the purchase of goods, materials and supplies consumed in the regular course of business,
plus the amounts received durjng the taxable year or period from gross sales. Such expenses,
purchases and gross sales are limited to those attributable to the production (in whole or in part)
of personal property within a possession and its sale within the United States, or vice versa.? In
contradistinction to the provision in the law 2 allocating the entire income from purchasing goods
in a foreign country and selling them in the United States, or vice versa, to the country of sale, the
Regulations provide ® that the net income derived from purchasing goods in a possession of the
United States and selling them in the United States, or vice versa, shall be apportioned in the ratio
of the ‘‘ business of the taxpayer ’ (as defined above) in each jurisdiction.

Wisconsin Method of Fractional Apportisnment.

274. In case the income of a foreign enterprise which is properly assignable to Wisconsin may
not, in the judgment of the authorities, be determined on the basis of its separate accounting, the
net income remaining, after exclusion of the definitely allocable items, 4 is apportioned to Wisconsin
on the basis of the ratio obtained by taking the arithmetical average of three ratios, which may be
briefly described as tangible property, manufacturing cost and sales, the selection depending upon
the character of the enterprise. If the enterprise *“ entitled to apportionment ” of its income shows
that the use of any one of the three ratios gives an unreasonable or inequitable final average ratio
because of the fact that such enterprise dees not employ, to any appreciable extent, in its trade or
business in producing the income taxed, the factors made use of in obtaining such ratio, this ratio may,
with the approval of the Tax Commissioner, be omitted in obtaining the final average ratio which
is to be applied to the remaining net income.

275. The Wisconsin Statute 3 defines the three ratios as follows :

‘““1. The ratio of the tangible property, real, personal and mixed, owned and used by
the taxpayer in Wisconsin in connection with his trade or busiress during the income year to
the total of such property of the taxpayer owned and used by him in connection with his
trade or business everywhere. Cash on hand or in bank, shares of stock, notes, bonds,
accounts reccivable, or other evidence of indebtedness, special privileges, franchises, goodwill
or property the income of which is not taxable or is separately allocated, shall not be
considered tangible property nor included in ths apportionment.

+ Regulations 77, Article 682, Case 2B.

? Revenue Act of 1932, Section 119 (¢).

3 Regulations 77, Article 682, case 1B.

¢ Supra, paragraph 67 ef seq.

s Wisconsin Statutes, 1927, Chapter 71, Section 71.02 (3) (d).

w. 9
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«2. In the case of persons engaged in manufacturing or in any form of collecting, assembling
ot processing goods and materials within this State, the ratio of the total cost of manufacturing,
collecting, assembling or processing within this State to the total cost of ma.nufa.cturmg' or
assembling or processing everywhere. The term ¢ cost of manufacturing, collecting, assembling
or processing within this State and everywhere ’, as used herein, shall be interpreted in a manner
to conform as nearly as may be to the best accounting practice in the trade or business.. Unless
in the opinion of the Tax Commission the peculiar circumstances in any case justifies a different
treatment, this term shall be generally interpreted to include as elements of cost within this
State the following :

“ (a ) The total cost of all goods, materials and supplies used in manufacturing,
assembling or processing within-this State regardless of where purchased ;

“ (b) The total wages and salaries paid or incurred during the income year in this
State in such manufacturing, assembling or processing activities ; .

“(z) The total overhead or manufacturing burden properly. assignable according
to good accounting practice to such manufacturing, assembling or processing activities
within this State. ‘

5. In the case of trading, mercantile or manufacturing concerns, the ratio of the total
sales made through or by offices, agencies or branches located in Wisconsin during the income
year to the total net sales made everywhere during said income year.

.................................

“ 5. As used in this section the word ‘ sales ' shall extend to and include exchange, and
the word * manufacturing ’ shall extend to and include mining and all processes of fabricating
or of curing raw materials. If the income of any such person properly assignable to the State
of Wisconsin cannot be ascertained with reasonable certainty by either of the foregoing methods,
then the same shall be apportioned and allocated under such rules and regulations as the Tax
Commission may prescribe.” ’

276. The Wisconsin authorities resort very frequently to the use of the {formula, especially in
the case of foreign enterprises which do not clearly show that they bill their goods manufactured
outside the State to their branch in the State at the same price as that at which they would sell
Fhe same artticle to an independent purchaser. In fact, it is said that by far the larger number of
important corporations transacting a portion of their business or owning some of their property
in Wisconsin are required to file their returns on the apportionment basis. A special form is provided
for showing the results of their business or property in Wisconsin and that everywhere, called
‘ Form 4B, Apportionment Data ”. The taxpayer indicates, first, its non-apportionable income,
including that following the situs of the property and that which follows the residence of the recipient.
Then follow the entries needed for computing the apportionment fraction : (2) tangible property
used ; (b) cost of manufacturing; and (c) sales. The term * tangible property used ” means
real, personal and mixed property exclusive of that yielding income listed under the head of non-
apportionable income following sifus of property under head 2 (a) of Form 4B. In other words,
there should be entered under this head only those properties which are actually employed in the
production of the. apportionable income, not including idle properties and properties producing
rer!t .and roya:!tles, the term ‘‘ tangible property used ” including land, the value of
buildings, machinery, equipment, furniture and fixtures, less reserves for dépreciation in each case,
stocks qf goods, goods in process, and raw material. The taxpayer uses the average values of the
properties employed during the period covered by the return. The average values of inventories
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can best be computed by taking the average of monthly balances. Depreciation reserve balances
are reflected by deducting from the book values the accumulated depreciation reserves on the
properties in question. Appreciation must be eliminated from book values. The term ‘ cost of
manufacturing *’ includes goods, etc., used, wages and salaries, and overhead or burden.

277. The apparent overlapping with regard to  goods in process ’ and ‘‘ goods used ™ in the
" first two factors is explained in the following manner by the Wisconsin authorities : from the view-
point of inventories, the tangible property in the apportionment fraction includes raw material,
goods in process and finished goods on hand and in the total inventory at the end of the taxable
year. Cost of manufacturing would include Such raw materials as went into manufacture during
the year. The schedule of tangible property separates finished goods, goods in process and raw
material merely in order to have an analysis of the breakdown for comparative purposes. The
finished product until sale is included in tangible property because, being in inventory, it is a part
of tangible property. The Wisconsin Tax Commission has experienced little difficulty in computing
‘the cost of manufacture, because manufacture is usually identical with specific units of property
for which cost records are usually maintained. Trouble has been encountered only where goods have
been partially processed within the State and completed without the State, or vice versa. Where
substantial processing is done within the State, the Tax Commission has held that all raw material
that goes into the processing done in Wisconsin is part of the cost of manufacturing in Wisconsin.
It would seem, therefore, that any further processing outside the State would include only the
direct labour, overhead, and such additional material as is used in the further processing of
the item. S

278.  The factor of sales includes such sales as would come under the common definition of
the term, including sales of by-products, but not as a.rule including incidental sales of scrap and
the like, which would be a reduction of the cost of manufacturing rather than a sales element, for
the reason that the sales organisation does not ordinarily dispose of such products. The Wisconsin
Tax Commission has held that the sifus of the sale is the place where the sale is consummated
from a regularly established office. Thus, if a corporation manufactures in Wisconsin and markets
its products at branches outside the State, the managers of which have the power to consummate
a sale without receiving the confirmation of the central office, then the sale takes place outside
the State. On the other hand, if the same corporation sends travelling salesmen outside the State
merely to solicit trade, the transaction is considered a Wisconsin sale. . There is no uniform rule
applicable to all cases, but, in general, the sale is regarded as taking place at the office which has
power and authority to close the contract.

279. The ratio of the value of each factor within Wisconsin to its total value within and without
the State is determined, and then the arithmetical average of these three ratios is computed. This
represents the percentage of the total apportionable income attributable to the business activities
of the corporation in Wisconsin. To the amount of income so apportioned to Wisconsin is added,
or deducted as the case may be, any non-apportionable income or loss, having a definite sifus in
Wisconsin, this information being set forth in the upper section of Form 4B. The result thus obtained
represents the total income taxable by Wisconsin.

Massachusetis Method of Fractional Apportionment.

280. Under the Massachusetts Statute, after the classes of income allocable in entirety ! have

¥ Supra, paragraph 7z ef seq.
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been deducted, the remainder of the income is apportioned by means ?f the ¢ alloc.ating percentage ',
which is determined as follows under Table A of the return for foreign corporations :

a) Average value (actual) of tangible property in

I. Massachusetts * . . . . . . . e e e e e -
b) Average value (actual) of all tangible property ..........

a) Wages, salaries, etc., aséignable to Massa-

2. chusetts* . . . . . . . . . . .0 o0 eiiieeann. -
b} Total wages, salaries, etc. . . . . . . . . . cieoieaaen
a) Gross receipts assignable to Massachusetts * .......... -
3- b) Gross receipts from all business. . . . . . . ... R
4. Total of Items 1, 2 ‘and 3 —divide by three (3} ** .......... = e N
5. Allocating percentage (express in decimal} . . . .......... = e

* Divide (a) by (b} to obtain decimal ; carry out decimal to at least six places.
** If only two of the above proportions apply, substitute (2} ; if only one of the above
proportions applies, substitute (1).

Items 1, z and 3 are fractions and are to be reduced to decimals by dividing (a) by (&), and
the result should be set down in the outer column. These decimals should then be added and an
average obtained which is known as the ** allocating percentage *’. The instructions for computing
the percentage are given below : .

Item 1. — 1f monthly inventories have been taken, these should be used in determining
the average value, For example, the total of monthly inventories divided by 12 should
give the average value for the year. If monthly inventories have not been taken, inventories
as of the beginning and end of the year accounted for may be used, provided the stock-in-trade
and other tangible property of the corporation has remained substantially constant during
the year. Distinguish between tangible property and intangible. Do not include intangible
property as stocks, bonds, notes, bills receivable, goodwill and the like. Note that 1 (a)
applies to tangible property in Massachusetts and (5) to all tangible property. In supporting
Schedule Table A, 1, state the method which has been used.

Iiem 2. — Include under (a) all wages, salaries, commissions or other compensation to
employees except such as is paid to employees chiefly situated at, connected with or sent
out from premises for the transaction of business which are owned or rented by the corporation
outside of Massachusetts. An employee js one who works for and under the control of his
employer.” The mode of payment, while a circumstance to be considered in determining
the question of whether or not one is an employee, is not decisive. An “ employee ’ may
include a travelling salesman, even though paid upon a commission basis. It does not include
an in.dependent agent nor a contractor nor a corporation. Include under (%) all of the wages,
salaries, commissions or other compensation of employees.

fiem 3. — Include under (a) the following : (1) All sales except those negotiated or
effected in behalf of the corporation by agents chiefly situated at, connected with or sent out
from' prélpises for the transaction of business which are owned or rented by the corporation
outside of Massachusetts. Include under sales compensation for personal services. (2) Rentals

or royalties from property situated, or from the use of patents, within Massachusetts.
Include under (b) all sales, rentals or royalties.
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Items 1, 2 and 3. — If both numerator and denominator of a fraction are * None *’
the proportion is to be deemed inapplicable. If the numerator is ““ None ' but the
denominator is any amount greater than « None ”, insert “ None ~” against the item in
the outer column.

For example : _° (0 — 50,000) = o. If the numerator and denominator are
50,000

1dent1cal insert I in the outer column.

281. The factors of real or personal tangible property, pay-roll and gross receipts are considered
to reflect the extent of business activities, and hence the amount that is earned in Massachusetts.
.The theory underlying the Massachusetts formula is that profit results from the application of work
to capital. Among factors that enter into the realisation of profits are good management of the
business as a whole ; efficiency in factory management, which reduces costs and makes the margin
of profit greater ; wise advertising, which facilitates the sale of the product; and ecfficient
salesmanship, which increases the demand therefor. Because of the fact that work is compensated
by pay-roll, and as, in general, people are paid according to their worth, pay-roll may be considered
to represent the compensation of work performed in any particular jurisdiction.

282, Apart from the application of work to capital, thereis a yield that should flow
automatically from capital, and it is therefore considered fair to include as one element in the
fraction the tangible property used in the business,

283. The inclusion of gross receipts from sales as well as pay-roll may result in duplication.?!
Giving equal weight to tangible property, pay-roll and sales, irrespective of the character of the
business, may attribute an unduly large amount to the sales end. The Massachusetts authoritics
admit that probably a distinction should be drawn between a corporation which sells a specialised
product, such as a typewriter, and must expend large sums in advertising to increase its sales, and a
corporation which sells a staple article which does not require any pronounced sales effort. Moreover,
the place of receipt can be readily shifted. The Massachusetts authorities therefore state that the
receipts factor is the most questionable contained in the formula, although it is not believed that it
has caused serious distorting of results in its practical application.

284. The Massachusetts authorities further recognise that the importance of each factor
varies from business to business, and that a fair tax results usually only when the' factors in the
formula are well balanced. Certain kinds of corporate activities do not require as much tangible
property, or as much pay-roll, as others. Sometimes one factor may be disproportionate to another.
Thus a corporation which manufactures and sells its product many times during the year should
show a large amount of gross receipts, whereas the importance of pay-roll may be less than it would
be if the turnover were not so frequent. Some corporations — for example, those rendering personal
services — have very little tangible property. Other corporations, especially those dealing in real
estate, or hardware or similar articles, have a substantial amount of tangible property. If the
corporation produces large but valuable articles, such as railroad engines, steamships or steel bridges,
and therefore only a few articles are sold, the receipts may be considerable, whereas the pay-roll
may be very small. At the other extreme, there are businesses in which the other factors
are preponderant, such as those engaged in the sale of women’s shoes or candy, in conducting a
restaurant, a department store or even a hotel. The results of the formula may be inequitable in
any such case, and, if so, the taxpayer may propose an alternative basis of assessment, such as
taxation on the basis of -the separate accounts of its Massachusetts branch.

1 « Taxation of Foreign and National Enterprises ”*, Vol. III, page 201,
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New York Methods of Fractional Apportionment.

285. Being a tax on the privilege of doing business, and not a direct tax on the local income
of corporations, the allocation fraction prescribed in the New York State franchise tax is not, propexly
speaking, within the purview of the enquiry into the allocation methods under income-tax legislation.
Furthermore, the allocation provisions?! are so difficult to apply that the commissioner in charge
of the franchise tax usually resorts to his wide discretionary powers in order to arrive at a fair

assessment.

286. On the other hand, the allocation formula employed in connection with the New York
personal income-tax 2 is of considerable interest. If the income from business carried on within
and without the State which is allocable to New York cannot be taxed on the basis of a separate
. accounting, then an apportionment fraction may be used. As few taxpayers keep separate books
clearly reflecting the income of their New York branch, the allocation formula is ordinarily employed.
The Regulations describe it in the following language :

“ Article 457. — If the books of the taxpayer do not disclose the proportion of his net
income from sources within the State of New York, his return or, if the basis of apportionment
used by him shall not be approved by the Tax Commission, his amended return shall disclose
his net income from business both within and without the State, and the tax will be calculated
and collected upon the proportion of his total net income from business which the aggregate
of the New York State factors bears to the aggregate of the total factors as herein defined. ™

The *“ New York State factors " include the following :

(1) The average of the value of his real property and tangible personal property within
the State (a) at the beginning of the tax year and () at the end of the tax year, but
only of property connected with the business ;

(2) The total wages, salaries and other personal service remuneration paid during
the tax year to employees in connection with the business carried on (as defined
in Article 415) within the State ;

(3) The gross sales or charges for services performed by or through an agency (of the
kind enumerated in Article 415) situated within the State. The sales or charges to be
allocated to New York shall include all sales negotiated or consummated by salesmen, or
services performed by other representatives, attached to or sent from offices, or other
agencies, situated within the State of New York. '

The * total factors ” include the following :

(1) The average of the value of all his real property and tangible personal property
( a_) at the beginning of the tax year and (B) at the end of the tax year, both within and
without the State, but only of property connected with the business ; '

(2) The total wages, salaries and other personal service remuneration paid by him

iilurigtg ;che tax year to employees connected with the business, whether within or without
he State ; '

Stat (3) The gross sales or charges for services performed, whether within or without the
ate.

! Supra, paragraph 75. These provisions are described in detail i i
> ph 7: ) | the Report on New York Franchise Tax
on Business Corporations ; * Taxation of Foreign and National Ealt i " S y
* Supra, parageaphs 70 to 36 g onai knterprises ', Vol. IlL, pages 228 and 229,
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287. It may be noted that the factors used in this formula are essentially the same as those
. contained in the Massachusetts formula,! but the fraction taken is that of the aggregate of the
factors in New York to the total factors, rather than the arithmetical average of the ratios of each
factor. . :

REQUIREMENTS FOR SELECTION OF METHODS.

288. In general, income-tax laws merely provide that the tax is upon the net income
attributable to their jurisdiction, which is to be declared by the taxpayer, and give the administration
full discretionary powers to resort to whatever measures are necessary to make an assessment. As
any enterprise of importance keeps accounts, often in accordance with the requirements of the
commercial or fiscal law of the country, it is customary for the tax authorities to require that the
declaration be supported by a balance-sheet and profit-and-loss statement pertaining to the local
establishment, and, in some instances, other pertinent data, including the balance-sheet and profit-
and-loss statement, together with other pertinent accounts of the entire enterprise. The assessment
procedure in most instances begins with an examination of the declaration and supporting accounts,
and, if they are adequate and accurate enough to reflect clearly the taxable income of the local
establishment of the foreign enterprise, no further enquiry will be made. Indefault of such accounts,
they exercise their discretionary powers to arrive at an assessment on the basis of the best information
available. As a rule, they first turn to that which is locally obtainable, requiring the taxpayer to
reveal all its accounts and correspondence with the head office or other establishments of the parent
enterprise. If necessary, the authorities resort to an estimative assessment, based on a comparison
with the profits of similar enterprises, or by using the other methods previously described. * Although
at liberty to do so, the authorities of most countries do not resort to fractional apportionment,?
because of the difficulties in verifying the accounts prepared at the head office or even
in understanding them when they are prepared in a foreign language, in a different currency, and
possibly in accordance with a different system of accounting. Such, briefly, is the average practice
— complete liberty of methods of assessment, but recourse in the first instance to the declaration
and separate accounts ; subject to verification and adjustment, or, if this is impossible, to the
making of an assessment by employing empirical methods or the method of fractional apportionment.

289. The taxation of the local establishment on a separate basis prevails primarily in countries
where the art of accounting is highly developed — for example, the British Commonwealth of
Nations and the United States ; or in countries where at least the principle of territorial jurisdiction
is impregnated in fiscal law — for example, France, in respect of its tax on industrial and commercial
© profits. Italian officials declare that they must always apply the method of a separate determination
of the profits of the local establishment on the basis of accounts. Other administrations which
pronounce themselves as being bound primarily to a separate determination of profits on the basis of
accounts include Estonia, Latvia, Poland, Roumania, Sweden, Japan, Cuba and Mexico. Those which
indicate a greater freedom of selection include British India, Canada, Belgium, Luxemburg, France,
the Netherlands, Netherlands East India, Germany, Danzig, Austria, Czechoslovakia, Hungary,
Bulgaria, Greece and Yugoslavia. Austria and Czechoslovakia, however, are bound by their law
to apply certain minima, and the Austro-Czechoslovak and Austro-Hungarian treaties require the
fractional apportionment of the joint profits of enterprises operating in the territories of the
contracting States. Although the South-African administration cannot compe! the submission of
local accounts, and must accept the taxpayer’s preference for fractional apportionment on an assets
basis or for a percentage calculation in the case of shipping, cable or wireless business, these cases are

' Supra, paragraph 28o.
i Supra, paragraph 155 el seq.
3 Supra, paragraph 173 ef seq.
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in the minority, and the majority of important businesses are taxed on the basis of satisfactory local
accounts.

290. At the other extreme, the law of Spain requires that the local branch of a foreign enterprise
be taxed on a percentage of total net income, determined by the relative importance of the local
branch in the enterprise as a whole. In Switzerland, although not required by law or jurisprudence
of the Federal Tribunal, the cantons, in practice, apply fractional apportionment in international
cases as well as inter=cantonal cases. ‘

291. Other instances where fractional apportionment is imposed as a general method of
assessment are in various American States, such as Massachusetts and New York, the laws of
which prescribe an allocation formula ; but, as has been pointed out, this formula may be set aside
— in Massachusetts, if the taxpayer submits an acceptable alternative method, and in New York,
when the Commissioner, as he ordinarily does in practice, prefers to exercise his discretionary powers
of assessment. In general, the statutory formule of the various States may be set aside if they are
shown to be arbitrary or unreasonable in a particular case. ! Under the Income-Tax Statute of
Wisconsin and the Personal Income-Tax Law of New York, the statutory apportionment formula
is to be applied only when the ‘taxpayer does not maintain satisfactory separate accounts, and
even then the statutory formula may be modified or replaced by an alternative method in order to
assure an equitable assessment.

RELATIVE VALUE oF VARIOUS METHODS.

292. The extent of the relative use of the different methods varies greatly from country to
country. Thus, in the United States Federal administration, separate accounting, subject to
adjustment, is employed in practically every case. In Spain, fractional apportionment must be
applied in every case. In other countries the ratio differs greatly, but one may perhaps cite the
United Kingdom as typical of countries favouring separate accounting as a basic method, in which
about 55 per cent of the total cases are settled on the basis of separate accounts, possibly after some
adjustment, and the percentage of turnover method in about 2o per cent of the total cases ; other
conventional methods are, used in the remaining 25 per cent. Although the Wisconsin authorities
are inclined to favour fractional apportionment as the basic method, they estimate that sepaiate
accounting is used in about 50 per cent of the cases, the statutory formula in about 49 per cent
and some alternative method in the remaining 1 per cent.

Separate Accounting.

293. A predilection for the method of separate accounting is evinced by the great majority of
countries. This means that the taxpayer should submit a declaration supported by separate
accounts reflecting clearly the profits of the establishment within the jurisdiction of the taxing State,
resulting from its own separate activities or its joint relations with other establishments of the same
enterprise. The preference for this method is declared by the following countries :

In the British Commonwealth of Nations : the United Kingdom, the Irish Free State,

British India and South Africa ; :

In Western Europe : Belgium, France, Italy and the Netherlands ;

In Central Europe : Germany and Danzig, Austria, Czechoslovakia and Hungary ;
In Northern Europe : Denmark and Sweden : : )
In Eastern Europe : Estonia, Latvia and Poland ;

In South-Eastern Europe : Bulgaria, Greece, Roumania and Yugoslavia ;

In the Orient : Japan ;

In Latin America : Cuba and Mexico ;

In the United States of America : the Federal Government.

—————

! Supra, paragraphs 92 and 97.
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Among the American States, the Wisconsin authorities prefer it wherever possible, and the
New York State personal income-tax officials regards it as the most practical and satisfactory.

294. The authorities of all these States, however, stress the necessity of verification, and of
recourse to other methods of assessment when the accounting is insufficient. In other words, the
burden is upon the taxpayer to keep its accounts and to carry on intra-establishment transactions
in such a way as to effect a fair allocation to the establishment which is being subjected to taxation.

295. Some of the pronouncements in favour of separate accounting follow :

¢ The separate accounting method is considered to be the most satisfactory. Where there are
no interlocking transactions between the main enterprise and the branch establishment, no difficulty
is experienced in determining the profits from the accounts. Where there are interlocking
transactions, it is necessary to have a clear understanding of the course of business between the
head office and branch and to know the basis adopted in transactions between them (¢.g., on what
basis goods have been invoiced between them, how head-office expenses have been allocated, etc.).
Given this information, it is usually possible for the authorities and the taxpayer to reach agreement
as to the treatment of these transactions, and the profits can then be satisfactorily ascertained
from the accounts ” ' (United Kingdom).

2g6. A statement of similar import was made by the authorities of the Irish Free State.

297. ‘ The method of separate accounting is considered the best if the accounts truly reflect
the British Indian income, but it is not usually sufficient, as the transactions of the head office and
branches are generally so closely interlocked that it is difficult to isolate the British Indian income.
Furthermore, the transactions between the head office ‘and branches require a very close scrutiny,
which entails the examination of the head-office accounts.” 2 .

298. ¢ Every encouragement is given to the submissivn of local accounts, which are considered
the most satisfactory basis for securing a fair assessment. In so far as such an account deals only
with transactions completed in the Union, it will give a true reflection of the income from Union
sources, and the wide discretionary powers given to the administration in the allowance of
expenditure incurred outside the Union makes it difficult for claims for such expenditure to be used
as a means of evasion. If the claim is suspect, it can be disallowed, and, so long as the Commissioner
has exercised his discretion fairly and honestly, it cannot be reviewed " ® (South Africa).

299. “ The most practical and satisfactory method is taxation in accordarce with accounts
susceptible of being verified by the administration: ” 4 (Belgium).

300. ‘“ The profits should, in principle, be determined on the basis of the signed declaration
and with the help of the separate accounts of the French establishment ”* 5 (France).

30r. *“ The method of independent determination is the best for fixing the income of an Italian
branch or subsidiary of a foreign company, because this method conforms to the fundamental principle
of the territoriality of the income, its purpose being to ascertain the exact figure of income realised

1« Taxation of Foreign and National Enterprises ” Vol. I. pages 192 and 193
2 Ibid., Vol. 111, page 37, paragraph 102.
3 Ibid., Vol. 111, page 184, paragraph 8. -
¢ Ibid., Vol. 11, page 81.
. % Ibid., Yol. I, page 8o. -
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in the Kingdom. It therefore obviates having to establish the total income that the enterprise
realises as the result of its various activities in different States. The determination of total income
is difficult, but it is less difficult than apportioning it between the head office and the various
branches or subsidiaries ”’ ' (Italy). _ -

30z. The most satisfactory method is that of separate accounting. Empirical or arbitrary
methods have only one advantage -— their simplicity. As for the method of fractional
apportionment, it appears adequate for financial and banking enterprises and insurance companies,
especially where the last-mentioned have in the Netherlands an important branch and not a mere
agency * (Netherlands). :

303. Generall'y speaking, it may be stated that, forthegreat agricultural and mining concerns,
it is possible to an1nge their book-keeping in Netherlands East India in such a way that the figures
give a clear idea of the financial result. At the same time, it will be necessary to verify the branch
accounts in the light of annual accounts, sales bills and compensation accounts of the head office
and, as a rule, this can easily be done. The export and import concerns present the real difficulties,
and there is a growing tendency to fix the East-Indian profit at a certain portion of the total result *.3
(Netherlands East India). :

304. “ Theoretically, the method of separate accounts would be perfectly satisfactory, if
only these accounts gave a true picture of the results of operations in Austria. In many cases,
however, experience shows that these accounts are submitted in such an arbitrary form that the
whole method loses much of its value "’ 4 (Austria).

305. The advantages of determining separately the income of a local branch in the light of
its particular circumstances are recognised, but this method is subject to inherent difficulties — the
technical difficulty of examining all the pertinent facts in a complicated business organisation, of
erroneous accounting practices, of differences in legislation at home and abroad # (Czechoslovakia).

306. * From the viewpoint of normal use and prevention of tax evasion, the method of separate
accounting is considered to be the most satisfactory. Although it is not easy for the administration
to check the accounts where there are interlocking transactions, most of the difficulties can be

overcome by a clear understanding of the course of the business and a study of the internal
accounting method "’ ¢ (Japan).

307. *“The method of separate accounting is the one intended by the law and is always
employed unless the insufficiency of the declaration and accounts of the taxpayer force the assessment
hoard to resort to an empirical assessment ** 7 (Mexico)

.308. ‘ The method of separate accounting, subject to verification, is the preferred method ' &
(United States).

309. ‘“ The first method, that of complete and separate sets of accounts for the branch and

!« Taxation of Foreign and National Enterprises
s Ibid., Vol. I1, page 366. prises %, Vol. IL, page 36.
! Ibid., Vol, IIL, page 151, paragraph go.

4 Ibid., Vol. 1I, pg.gg 30.5 paragraph ¢

® Ibid., Vol. II, pages 115 and 116.

8 Ibid., Vol. 111, page 94, paragraph 106,

* Ibid., Vol. IIT, page 122, paragraph 8o,

® Itrd, Vol. I, page 250,
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main offices, with proper adjustments for intercompany transactions, is the most practical and
most satisfactory from the standpoint of the State. Prcbably no other methed can reflect the
income earned within the State so accurately ” ! (New York State Personal Income-Tax).

310. “ It is our experience that an acceptable method of separate accounting is possible only
in a limited number of types of business. The following represent the principal types to which
it has been found to be adaptable : trading companies ; construction companies; manufacturing
companies manufacturing a complete product and maintaining a separate sales organisation therefor
within the State.

* Trading companies can usually report on a separate basis, because the scope of their activity
is usually limited to the trading area adjacent to the location of the establishment. Usually,
the only items of apporiionment will be the purchase department expenses, if the purchases are
made by a central purchasing agent ; allocation of some administrative overhead expense ; and
perhaps some nominal accounts such as Federal income-tax payments and interest payments on
general loans incurred on behalf of more than one establishment. The operating results of a trading
concern are very closely dependent upon the character of the population, the buying habits and
resources of the particular territory served, and for this reason a separate accounting tends more
accurately to reflect the true conditions as regards the profits earned.

“ A construction company engaged in construction projects such as buildings, dams, concrete
-roads and bridges, sewers, etc., almost invariably keeps accurate job and construction cost records
for each project or undertaking, and, with the exception of a few general items of administrative
overhead, the costs are applied directly and the profits of each are determined separately from the
other. This situation is ideal for a separate accounting. It also reflects a more accurate picture
of the profits realised than a general apportionment, since the latter tends to average the profits
over all the projects performed, whereas construction business by its very nature is such that large
variations in profits between different projects will and do occur.

“ We also find certain instances of manufacturing concerns which maintain a complete and
integrated organisation, incorporating all elements of an independent concern — that is, owning
and employing their own property, performing all of their own manufacturing or assembling
operations, maintaining their own sales organisation, doing their own financing, and keeping separate
and distinct books of account. A few instances of this do occur within this State where the estab-
lishment is a branch or subsidiary of a Jarger company employed in the same general line of business,
and when such branch or subsidiary is conducted and operated as a distinct and self-sustaining unit
it will lend itself to an accurate separate accounting * 2 (Wisconsin).

Empirical Methods.

311, Broadly speaking, empirical methods cannot be considered as primary methods of
assessment, but only as measures which are resorted to when the accounts pertaining to the local
establishment are insufficient, or when no such accounts are maintained at all. Although fractional
apportionment might be considered an empirical method, it is treated separately below because of
its being the primary method of assessment in Spain, Switzerland and many of the States in the
United States.

312. The‘empirical methods have been previously described in detail, ® and, although they
are fairly numerous and varied in nature, the one method for which a general preference is expressed
is the percentage of turnover method. The relative merits of certain empirical methods and the

t « Taxation of Forcign and National Enterprises ”, Vol. III, page 22o0.
¢ I'bid., Vol. II1, pages 245 and 246.

3 Supya, paragraph 155 el seq.
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feeling on the part of many administrations that they should not be resorted to except when separate
accounting fails, because of their arbitrary character, is evidenced by the following statements.

313. *“ Where agreement cannot be reached and the separate ac_copnting methqd_fai]s, the
« percentage of turnover ' method is most frequently adopted. This, it is suggested, is the most
convenient alternative method for manufacturing and merchanting businesses, where a ‘ turnover’
test, taking one year with another, is likely to give fairly satisfactory results.

““ Where the separate accounting method has failed and the ¢ turnover * method cannot be
applied owing to the nature of the business (e.g., banks, insurance companies, etc.), the best
available method for the particular industry is followed (e.g., an assets basis for banks, a premium
basis for insurance companies, a train-mileage basis for railways, a freight basis for shipping, etc.).
In the absence of any better evidence, these are likely to give fairly satisfactory results, taking one
year with another, and it is certainly an advantage to have some definite inethod agreed between
the taxpayer and the revenue authorities "’ ! (United Kingdom).

314. A statement of similar import was made by authorities of the Irish Free State.

315. ‘“ The percentage of turnover method and the method of fractional apportionment
(which consists in apportioning total net profit in the ratic of receipts in India to total receipts)
are those most commonly employed, and, of the two, the fractional method is usually preferred by
the Crown and the taxpayer as being less arbitrary and giving a closer estimate of the true profits.

“ The use of the fractional method is ordinarily limited to cases where the chain of transactions
is completed in British India — for example, where goods have been manufactured or purchased
abroad and sold in India. It is not considered possible to apply this method where the chain of
transactions merely begins in British India, such as where goods are purchased there and exported
for sale abroad ; in such instances, it is customary to apply a percentage to the receipts from the
sale of goods exported, which is intended roughly to represent the profit which the foreign enterprise
makes by operating itself instead of buying through agents or brokers.

‘“ The method of estimating income is a reserve power to be used at the discretion of the income-
tax officer, and this method is seldom applied by itself. For example, it is resorted to when the
use of the fractional method without further adjustment would give unfair results ** 2 (India)*

316. If separate accounting fails, the most practical of the other methods seems to be that of
determining the profit on the basis of turnover, either by applying to the turnover of the local
establishment of the French enterprise the average percentage of net profit made by similar
enterprises, or by multiplying such turnover by the coefficient of gross profit of similar enterprises
and subtracting therefrom the overhead charges of the local establishment. There is then no need
of examining the accounts of the foreign enterprise. The selection of a method is essentially a
question to be determined by the facts of the case. A method which seems satisfactory in one
case may prove defective in another ® (France).

317. “ A method satisfactory for all cases does not exist. The decision must be taken by the
competent authorities on the basis of the facts of each case, having regard to what is fair and right,
with the result that certain general principles will gradually be evolved for settling cases of the same
or similar nature.” The method of assessing a profit equal to that of analogous independent

* ¢ Taxation of Foreign and National Enterprises ", Vol. I, page 193.
* Ibid., Vol. III, pages 37 and 38, paragraphs 1oz to 104.
*Ibid., Vol. I, page 8o.
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German undertakings, or to the normal rate of interest on the capital invested, also achieves
reasonable results ' (Germany).

318. If separate accounting is insufficient, the Greek authorities prefer the percentage of
turnover method, as the latter, like the former, requires looking only into data locally obtainable,
the results thereby being free from the influence of conditions of foreign establishments. Fractional
apportionment is used only as a last resort 2 (Greece).

319. If the method of separate accounting * is unsatisfactory in the case of the business of
buying and selling or of producing and selling, the percentage of turnover method is considered
more practical as an alternative than the fractional method, because the check on the facts on which
it is based can be made within the country wherein the taxable income arises; and there
is, furthermore, less likelihood of error in the facts themselves and difficulty in analysing them.
This method may not be technically free from error, but for the classes of business to which it
applies (i.e., industrial and mercantile) it forms a reasonable substitute for fair invoicing and the
keeping of inventory and for a proper accounting in respect of the related business to which they
apply.

~ “ In general, it is believed that fractional and empirical methods should be used only as a last
resort, as in some instances they tend to spread inequalities on an even basis, whereas such
inequalities should be localised and remedied through the proper keeping of accounts. In other
instances, they distort or throw profits where they do not belong under actual economic circum-
stances ”’ ? (United States).

320. With regard to the taxation imposed on income by the various States in the United
States, empirical or arbitrary methods used approximately to determine profits are considered
unsatisfactory and have been condemned by the courts. * Thus, in Wisconsin, the income of
a branch may be determined on the basis of a percentage of turnover, but it would only be used
as a last resort due to lack of records. In case a company doing business in Wisconsin refuses
to file a tax return, the company is assessed on an estimated income, called a ‘“ doomage ”’ assessment,
which is generally so high that the company finds it advantageous subsequently to file the required
return. Similarly, the authorities enforcing the New, York State personal income-tax resort to an
empirical method only when there is no other method of arriving at the income of the branch.

321. “ The empirical method is the least satisfactory, for the reason that, to arrive af a
percentage to apply against sales or against bank deposits, etc., it is necessary to have more or.
less accurate comparisons of the business of several other individuals in the same kind of business
and doing business under similar conditions. This is difficult, because the statistics on the returns
of one year cannot ordinarily be established until the following year. Even then the taxpayer in
question, through poor management or owing to peculiar conditions existing in his business, may
have sustained losses where all the others with whom comparison is made have realised gains and
profits ’ 8 (New York).

322. Because of the wide discretion given the Massachusetts and New -‘York authorities in
administering respectively the excise-tax and the franchise-tax on business corporations, and the

!« Taxation of Foreign and National Enterprises ’, Vol. I, page 119,

* Ibid., Vol. 11, page 184.

3 Ibid., Vol. 1, page 250.

4 In re U. S. Metal Goods Co., 1924, ¢ F. (24), 871 (N. D, Ohio) ; #n re Sheinman, 1926, 14 F. (2d}, 323
{E. D. Pa). :

8 « Taxation ot IForeign and National Enterprises ', Vol, III, page 220.
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minimum taxes prescribed by its laws, there is no occasion to resort to empirical assessments as
understood in connection with the income-taxes previously discussed. C

Fractional Apportionment.

323. The one country in which fractional apportionment is the sole method of' a.ssess?ng a
foreign enterprise with a local establishment is Spain ; but, if the Spanish establishment is practically
autonomous, the income shown in its regularly-kept books is usually taken as the basis for taxation,
even though the jury computes the percentage which this amount bears to the total incon}e a:nd
formally makes the assessment in accordance therewith. It was because most branches of foreign
enterprises were not conducted as *“ autonomous *’ establishments, but were so managed that little
or no profit appeared in their books, thal the Spanish Government abandoned the method of
assessment on the basis of a book-keeping in 1920 and introduced the requirements for fractional
apportionment. The numerous arguments presented by the Spanish report in favour of the system
of fractional apportionment may be summed up as follows :

(a) It is the only system which assures that enterprises will be taxed according to their
real capacity to pay and consequently precludes the overlapping of assessments, resulting in
the taxation of more than 100 per cent of the income ; ’

(b) This system is the only one which permits the taxation of the branch or subsidiary
in accordance with its real importance in the enterprise as a whole. ’

324. The method of fractional apportionment has been well tested in Switzerland, especially
in relations between cantons, and the following arguments are presented in its favour : It spares the
fiscal authorities the rectifications of separate accounts with the subsequent contesting of assessments
by the taxpayer ; it permits a complete taxation without excessive levies or evasion ; it realises
in the fullest extent possible the ideal of fiscal justice. It does not encounter in Switzerland the
opposition of foreign enterprises having establishments in the country, as one would be tempted
to believe. Although, through application of that method, the income of a profitable establishment
in Switzerland, belonging to a less prosperous foreign enterprise, may be taxed in Switzerland only
partially or not at all, one may not infer that apportioning the profit favours foreign competition
to the detriment of national enterprises ; instead, the fractional apportionment of the profit rather
avoids such a consequence, save for exceptional cases which are perhaps encountered less frequently
- under the regime of another method ! (Switzerland).

325. Despite the fact that the South-African law prescribes fractional apportionment in the
ratio of assets subject to being supplanted by assessment on the basis of satisfactory accounts,
the authorities make the following observation : ** Any basis of apportionment must produce a rough-
and-ready result, and an apportionment on the basis of assets must be inadequate in the case of a
business whose earnings bear little or no relation to the local situation of its assets. Moreover,
that local situation raises questions of difficulty in connection with movables, such as stock-in-trade
and cash assets. In every way a basis of apportionment is to be deprecated unless no other method
of assessment is practicable ”' ® (South Africa).

326. Although Austria and Hungary are satisfied with the system of fractional apportionment
contained in their treaty regime, the Czechoslovak report, after pointing out the difficulties inherent
in separate accounting, refers to the Austro-Czechoslovak treaty in substantially the following
language : It would seem that the method of taxing an agreed fraction, as in the Austro-Czechoslovak

! ¢ Taxation of Foreign and National Enterprises *’, Vol. II, page 452.
 Ibid., Vol. 111, page 184, paragraph 87,
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treaty, would obviate to a large extent these difficulties. Experience has shown, however, that such
a method does not prevent double taxation, because the laws of the two countries differ in their
allowable deductions. As each State verifies the total profits according to its own law, long
negotiations must precede the fixing of the apportionable total income ; otherwise, each State
would apply its fraction to a different total and there would be double taxation to a certain degree.
Moreover, under this system, a branch might, in fact, realise a loss, vet it would nevertheless be
taxable. !

327. The report of Netherlands East India evidences an inclination to turn to the fractional
apportionment of the joint profits of the establishment of a foreign enterprise which purchases
without and sells within, or manufactures without and sells within, that country, and also in the
case of other enterprises which do not maintain accounts which clearly reflect the profits of the local
establishment. * '

328. Whereas the United States Federal Government uses fractional apportionment as a
primary method only in case of life-insurance companies and transport enterprises not subject to
the regime of reciprocal exemption, it has recourse to fractional apportionment in the case of
industrial and mercantile enterprises, as authorised by the Regulations, only when no independent
factory price can be determined, or when the taxpayer does not produce regularly-kept books of
account which show a fairer allocation of profit than that which can be effected by the prescribed
formula.

329. The Wisconsin authorities explain their frequent use of fractional apportionment by
the fact that most of the important foreign corporations are engaged in some form of manufacturing
or processing, and only a part of the whole business organisation is maintained in Wisconsin, the
balance being situated outside the State. For example, the manufacturing or assembling unit may
be located in Wisconsin, but the general office and sales organisation, together with other
manufacturing units, are located entirely without the State, or, on the other hand, a selling agency
or branch may be all that is located in Wisconsin, while the rest of the activities are located without
the State. In other cases, it may occur that only a storage warehouse, either owned or leased, is
located in Wisconsin with no sales department or any agency attached thereto. The Wisconsin
report raises the question: How can one determine on a separate accounting basis the profits of
one or a number of manufacturing or assembling units independently of the rest of the business,
especially when the product is only partially manufactured or assembled in Wisconsin and then
transferred outside the State for completion and sale ?  Or, again, if a selling agency is all that is
located within Wisconsin, how can its profit be accuiately determined on a separate accounting
basis when the product is such that no definite market price or transfer price from the factory
to the selling agency can be determined ? Or, if the only activity is a storage warehouse within
Wisconsin, used for convenience in filling orders, cn what basis can the profits arising from the use
of this storehouse be accounted for separately ? It has been found impracticable, if not impossible,
to account separately for any single activity or phase of an interrelated business structure, and in
this case only one method has been found practicable, and that is to take a percentage of the total
ultimate net profits realised, such percentage to be determined by an analysis of the principul
elements of the business. Under the Statutes of Wisconsin, the basic elements of a manufacturing
business consist in the tangible property employed in the business, the cost of manufacture and the
sales. Whether these three elements should be given equal weight as in the Wisconsin formula or
whether relatively different weights should be given them is a matter of opinion. The experience
of the Wisconsin officials has been that the use of their method has proved very satisfactory, and

1 « Taxation of Foreign and National Enterprises ”, Vol. 1I, page 116.
¢ Ibid., Vol. 111, page 151, paragraphs 89 and go.
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they state that many leading manufacturers employing it have expressed their approval and
satisfaction in the results thereof,

330. The authorities in charge of the New York State personal income-tax declare that * the
fractional method, while practical and used in the majority of cases under the New York law, is
faulty and can only be an approximation, which does not always do justice either to the taxpa.yer
or to the State ™. # :

331. The Massachusetts authorities are bound to apply the allocation formula, unless the
foreign corporation proposes an alternative method which reflects more clearly the income earned
in Massachusetts, or unless the corporation objects to the allocation formula and the Commissioner
determines the tax by some other method which he considers equitable in the light of the particular
facts. Probably the only cases where separate accounting has been requested have been in
connection with the maintenance of a sales organisation in Massachusetts, the manufacturing
activities being entirely outside that State. In such cases, the question arises as to what is the
actual profit derived as the result of the sale of goods consummated in Massachusetts. This usually
involves a question of the division of the profits resulting from those sales as between the producing
activities and the sales activities. Where it can be established that goods are billed to a branch or
subsidiary corporation at actual manufacturing cost, and the expense of maintenance of the branch
has absorbed all of the difference between the price at which the goods are billed to the branch and
the sales price, it would seem that there can be little or no question of division. If goods are billed
to the branch at a price in excess of manufacturing cost, difference in opinion is more than likely
to arise. If the article is a staple product, market conditions and quotations can be resorted to as
a test of the fairness of the price charged to the branch office ; but in these days, when many articles
are distinctive, bearing a trade mark or trade name, the market conditions are not available, for
there is no other article of precisely the same brand. In such cases, a more or less arbitrary.
apportionment of the gross profit between manufacturing cost and selling price by the branch
office must be eflected. In very few instances, adjustments have been made on tbe basis
of apportioning to the producing end two-thirds of the profit, and to the sales end one-third, but
this can by no means be fairly laid down as a rule for general application. A comparison of
expenditure might be helpful in making a fair apportionment. Very few cases in Massachusetts,
however, have been settled on the basis of separate accounting, and 1o case is recalled where any
reference to expenditure has been rcsorted to. The Massachusetts report emphasises the fact that
the tax on corporations is an excise and not a pure incowe tax, and that in its conception the
Legislature intended to levy a fair tax on business activities in Massachusetts and to measure the
extent of these activities, whether they were profitable or not. 3

COUNTRIES WITH NO PREFERENCE.

332.  To present a true plcture of the situation, it should be mentioned that a few countries
are very doubtful as to which method is preferable as o general rule. Most administrations recognise
that, even if the method of separate accounting is adopted, it may be necessary to resort to fractional
apportionment in respect of certain items of income or in prorating general overhead, interest
on general indebtedness, and possibly other items of expenditure. 1t is felt, in general, that the
autho.ritigs must have freedom to fit the method to the case, in view of the great differences in the
organisation and circumstances pertaining to each particular business. This attitude is quite
pronounced in the reports of Canada, Germany, Hungary and Netherlands East India. *

! Taxation of Foreign and National Enterprises ", Vol. IIT, pages 2 d

* Ibid , Vol. TIT, page 220 - PagES 245 and 246

3 Ibid., Vol. 111, pages 201 to 203.

¢ Ibid., for Canada, see Vol. III, page 66 ; for Germany, Vol. I age 119 ; for H / H
and for Netherlands East India, Vol. ITI, page 151, paragra};hs 89 axlxrfg%. % ungary: Vol Il, page 20;
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CHAPTER V.

FOREIGN ENTERPRISE WITH LOCAL BRANCH — ALLOCATION CRITERIA.

INTRODUCTION.

333. The general concept of taxable net income being the difference between gross income
and allowable expenses incurred in earning such income, one of the principal problems of allocation
is presented when the income arises in one country, whereas some of the incidental expenses are
incurred in another country. Should income be allocated to the place of expense in order to cover
it, or should expense be allocated to the establishment where the income arises and is entered in
its books ? Some items of income and expense are definitely allocable to a certain establishment,
but there is generally a large residuum of items of income and expense which are not definitely
allccable, and it is these items of income and expense that present the most difficult problems
in allocation.

334. With regard to income, this category includes primarily income derived partly from
sources within one country and partly from sources within another — for example, income derived
from the manufacture of goods in one country and their sale in another. In general, when business
is carried on through permanent establishments, it is easy enough to ascertain the establishment at
which the income arises and accrues, but the problem remains to determine how much of the income
should be allocated or apportioned to establishments in other countries which conduce to the earning
of the income.

335. Most items of expense are definitely allocable — for example, rents, cost of hlaintenance,
electric lighting, salaries paid to local employees, and the numerous other expenditures incidental
to operating an establishment of any kind.

336. The principal category of not definitely allocable expenditure is that incurred at the real
centre of management of the enterprise which benefits the enterprise as a whole, such as interest
paid on borrowed capital which is used throughout the enterprise, including establishments in other
countries, and items of general overhead, such as salaries of directors and officers charged with the
general administration of the business, the expense of a central staff of accountants or other technical
experts, and sometimes the expense of a general advertising campaign conducted at the real centre
of management. Should any profit be ascribed to the activities of general management as such, or
the other indicated activities which take place at the real centre of management ? If the real
centre of management is situated at the factory or principal establishment of an enterprise, this
question loses its significance to a large extent, because of these expenses, together with the other
expenses of the principal establishment, being covered by the profits attributable to the principal
establishment. If the enterprise manufactures at its principal establishment and sells from it to
independent dealers in other countries, or invoices goods at an independent factory price to its own

v, 7
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sales establishments in other countries, a proportionate part ‘of these general -overh.ead expenses
should be included in the invoice price. The principal categories of taxpayers, in which claims are
made for allocating a part of the general overhead expenses to the real centre of management abroad
to local branches, are banks and insurance companies, which haV(.a their head ofﬁ‘ce or their principal
banking establishment in one country, but important branches in other countries.

-~ 337. It not infrequently arises that an enterprise \yill have in one country only its real centre
of management, and in other countries its mines, plantations, factories, purchase and/or §ales ofﬁcgs,
raflways, or other productive establishments. Cases of this nature frequently occur in countries
with colonies or dominions beyond the seas. For example, there are many enterprises with their
real centre of management in London, and all their productive establishments in one or more of the
dominions or colonies in the British Commonwealth of Nations. Most of the enterprises operating
in the Belgian Congo have their head offices in Brussels or Antwerp. Similarlx, ’the wealth of the
French Colonial Empire is being exploited, to a large extent, by French sociétés anonymes with
their seat in Paris. The plantations and mines of Netherlands East India belong almost exclusively
to Dutch companies which hold their directors’ meetings at their head offices in Amsterdam or The

Hague.

338. Very few of these enterprises realise profits at their head offices, which, however, involve
considerable expense. To-day the United Kingdom allocates the whole of the profit of the ** central
management and control ”’ in London, allowing the deduction of expenses incurred abroad and taxes
paid there, and other countries assure themselves a revenue from such offices in accordance with
the same or other precepts or methods of taxation. For the purpose of solving the problem of
allocation, however, it is necessary to decide whether a percentage of the gross or net income should
be ascribed to the real centre of management as such, or whether its cost should be apportioned
to the various establishments in other countries.

ALLOCATION OF PROFIT TOo REAL CENTRE OF MANAGEMENT.

339. The great majority of countries, when taxing on the basis of the separate accounting of the
local establishment, do not permit any part of the profit attributable to the local establishment
to be excluded from the assessment for the purpose of allocating it to the real centre of management *
.in another country. On the contrary, they allow, in principle, a reasonable proportion of interest
on general indebtedness and general overhead to be deducted from the gross income of the local
branch. The only countries which allot income to the real centre of management abroad are Spain
and Switzerland under their respective systems of fractional apportionment, and Austria and
Hungary with regard to companies subject to their allocation agreement.* Other countries indicate
that, when resorting to fractional apportionment, a part of the net income may be thrown to the
head office, but the intent is to throw a part of the total net income revealed in the accounts of
the head office to the locul establishment, rather than to compensate management as such.

! The term * real centre of management '’ was employed in the model Conventions drafted by the General
Meeting of Governmental Experts, Geneva, 1928 (document C.562.M.178.1928.11), o denote the fiscal domicile ot an
enterprise. It corresponds to ** central management and control *’ in United Kingdom law and to similar phrases
in other laws which describe the place where the corporation has its actual seat of direction as contrasted with
its forma] statutory seat or head office. In general, it coincides with the statutory seat (sidge social) of the
company, but if the real centre of management is in a different country, it is the intent of the model Conventions
that the latter should be considered the enterprise’s domicile for tax purposes. The concept ‘* real centre of
management ” is not known in the laws of many countries (z.g., United States of America, Mexico}.

* The Swedish communal tax law provides for the allocation of 5 per cent of the net profit to the real centre of
management, and this principle may be applied in connection with the State income tax.
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340. The countries which tax the foreign enterprise on the full profits attributable to the local
establishment, without ascribing any profits to the real centre of management as such, include
those countries which apply separate accounting as a primary method of taxation — namely,
the United Kingdom, the Irish Free State, British India, Canada, South Africa, Belgium, Luxem-
burg, France, Italy, the Netherlands, Netherlands East India, Denmark, Germany, Danzig,
Czechoslovakia, Hungary, Estonia, Latvia, Poland, Bulgaria, Greece, Yugoslavia, Roumania, Japan,
Cuba, Mexico and the United States. When taxing the foreign enterprise on the basis of its
separate accounts, Wisconsin makes no such allowance, but the New York State personal
income-tax authorities declare that they sometimes attempt to ascribe a certain portion of locally
realised profits to the real centre of management in another State, if it appears that New York
is being attributed more than its fair share of the income of the non-resident.

341, The British Indian authorities state that no part of the profit of the local branch will be
attributed to the head office abroad merely because the management is located there, whether the
local enterprise is taxed on the basis of its separate accounting or by applying the fractional or
percentage of turnover methods. The Netherlands East Indian administration expresses the same
viewpoint, contending that the mere fact of the management of a business being situated abroad,
whereas the business itself is carried on entirely in Netherlands East India, cannot be considered of
sufficient importance to justify holding that a part of the profits have been made in the former
country. This attitude is due to the fact that the enterprises in Netherlands East India are primarily
engaged in mining and agriculture, having on their own estates factories which turn the raw material
into products saleable on the intermational markets. World market prices exist for staple products,
such as sugar, tea, coffee, pepper, copra, tin and rubber, and many of these products are sold by
tender or sealed bids at an exchange or place of auction. * Consequently, the work of the directors
with regard to selling is of very little importance in the making of profits. In other instances, the
management performs services to which a part of the profits may be attributed ; but, in principle,
no special part of the profits is to be apportioned to the management because of its function.
Practice will surely reveal, with regard to many concerns, that it is impossible to keep strictly
separate the management as such, and its task in regard to profit-making. In any event, it must
not be overlooked that the fact of a corporation being organised in a certain country and having
its head office there is often of a purely formal nature. 2

342. The Austrian law does not recognise any Sudzquofe to be ascribed to the centre of
management abroad of a foreign enterprise, although, in the case of an Austrian enterprise with
branches abroad, a minimum percentage of total net income (not merely joint income) must be
ascribed to the seat in Austria because it enjoys the same protection and advantages as an enterprise
operating exclusively in Austria. This minimum percentage is one-fourth for individuals and
partnerships subject to the general profits tax (allgemeine Evwerbsteuer) and one-tenth for companies
subject to the company tax (Ko6rperschafissteuer). There is likewise no provision in the treaties
to prevent double taxation, which Austria has concluded with the other European countries, for
allocating a Sitzguote to the real centre of management of a foreign enterprise, except in the treaty

1 For example, tobacco produced in Northern Sumatra is sold in the following manner : samples are exhibited
at an auction place, called Frascati, in Amsterdam. Buyers from all over the world examine the samples and
submit sealed bids for certain Jots. At a given time, the bids are opened and the lot is sold to the highest bidder.
Tea is sold ‘on the local Batavia market and also at auction in Amsterdam. Sugar is sold entirely by a selling
organijsation of sugar-growers called the United Java Sugar Producers, in Soerabaia, which fixes the price. Most
of the rubber is sold on the exchanges at London and Amsterdam. Coffee is sold on the local markets in Batavia
and Soerabaia or on the exchanges, especially in London and Amsterdam. The price of pepper and copra is
largely fixed by the market in New York or London. The special market for coffee is Amsterdam. The price of
tin produced by private companies depends primarily on the London market.

2 « Taxation of Foreign and National Enterprises ', Vol. III, page 35, paragraphs 91 and 92.
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with Hungary which reserves a minimum fraction of one-tenth of total net profits to the State in
which the company has its seat.

343. On the grounds of nationality, the Spanish law requires that a Spanish company be taxed
on at least one-third of its profits, and, in conformity with the principle of fundamental equality
between foreign enterprises operating in Spain and Spanish enterprises, the practice is to attribute
a proportion of the profits of the foreign enterprise to its real centre of management abroad. The
jury of experts fixes the ratio assigned to the head office, considering the importance of
the management in the business., If the management exercises not more than a certain control,
the local branch being under its own management and in a large measure autonomous, the ratio
is about 10 per cent of the net profits. This ratio is increased in the measure that the central
management becomes more important, reaching nearly one-half of the total net profit when the
business is such that its success depends in all essentials upon the efficiency of the management,
Thus, in the case of a foreign enterprise producing and selling famous brands of sherry, the proportion
attributed to the head office exceeds 40 per cent of the profits.

344. In Switzerland, it is recognised that the influence which the direction and central
administration exercise in the production of profits is insufficiently expressed in the productive
factors used in the allocation fraction, and, in order to take this influence into account, the
jurisprudence of the Federal Tribunal authorises the canton of the seat to impose a préciput of
profits which varies from 10 to 25 per cent. The percentage depends on the circumstances, notably
the part of the direction and central administration in the management of the business and the
measure in which it contributes to the formation of the profit. It may be recalled that,in
the example previously given of the Swiss method of fractional apportionment,  a préciput of 15 per
cent is attributed to the canton in which is situated the commercial direction and a préciput of
5 per cent to the canton in which is situated the technical direction. After deducting the 15 plus 5,
?r 20 per cent, from the total net profit, the balance is apportioned in the ratio of the productive
actors,

345. When applying their allocation fractions, Wisconsin, New York and Massachusetts take
no account of the importance of the head office itself, although the application of the formula may
incidentally throw a certain proportion of profits to the head office.

APPORTIONMENT OF EXPENSES OF REAL CENTRE OF MANAGEMENT.

346. As a corollary of not allowing an apportionment of gross profit to the real centre of
management, the majority of countries, when taxing the local branch of a foreign enterprise separately
on the basis of its accounts, allow a certain part of interest on general indebtedness and of general
overhead of the real centre of management abroad to be deducted from the gross profits of the
local branch. Where the fractional apportionment of total net income is practised, as in Spain
and Sw1tze‘rland, there is no question of apportioning separately these items, as they are first deducted
from gross mcome in computing the net income which is divided on a percentage basis. Nevertheless,
the Wisconsin authorities state that, if the local branch is engaged in manufacturing, collecting,
assembling or processing, a part of the overhead assignable to the activities within Wisconsin
may first be computed in order to serve as a factor in the allocation fraction,

347. The one country which has a definite provision in its law and regulations concerning this
allocation is the United States. It may be recalled that the United States system provides, first,

! Supra, paragraph 229.
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for an allocation of gross income to sources within the United States and sources without the United
States ; secondly, the allocation of expenses, losses and other deductions which can properly be
apportioned or allocated to items of gross income from sources within the United States and from
sources without the United States;and, thirdly, for the apportionment to each category ofa rateable
part of any expenses, losses or other deductions which cannot definitely be allocated to some item
or class of gross income.® This rateable part is determined by the ratio of gross income from sources
within the United States to the total gross income. 2

348. In other countries, the practices in regard to interest on general indebtedness and to
general overhead are so different and the requirements for making the allowance so varied that
these deductions will be discussed separately below.

Interest on General Indebtedness.

346. The countries which, in principle, allow, when taxing on the basis of a separate accounting,
an apportionment of a reasonable part of the interest on general indebtedness to the local
" establishment include : British India, Canada, South Africa, France, Luxemburg, Netherlands East
India, Denmark, Sweden, Germany, Danzig, Czechoslovakia, Hungary, Poland, Greece, Japan,
Cuba, Mexico, the United States (Wisconsin and New York). The conditions and circumstances®
under which this apportionment is allowed vary from country to country, and the basis on which
it is effected also varies from country to country.

350. Thus, British India would first allocate the items of interest to the principal profit-
earning transaction or group of transactions, to which they can be correlated, and would apportion
the balance, the usual basis of distribution being that of turnover — e.g., in the case of banks, the
volume of loans granted by the local branch to the total volume. Canada conditions the allowance
upon a close relationship of the loan to the activities in Canada. Under South-African law, if the
enterprise as a ‘whole has a general debt, whether secured or unsecured, which has been incurred for
the purposes of the whole enterprise, a proportionate part of the interest paid is admitted as a charge
against the branch profits, The proportion to be so allowed is determined on different principles,
according as the indebtedness is or is not secured by a debenture issue. In the event of there being
a debenture issue, secured by a bond on the assets of the enterprise as a whole, the apportionment
is made on an assets basis, as in such a case the indebtedness is definitely linked to the assets of the
business ; the amount of interest to be allowed against the Union branch is then determined by the
proportion of the assets located in the Union. In the case of an unsecured indebtedness, the amount
of interest charged out in the accounts of the branch is scrutinised in relation to the relative volume
of the branch operations, and its acceptance as an allowable deduction depends on the reasonableness
of the claim. :

35I. Incomputing the French tax on industrial and commercial profits, there may be deducted
from the gross income of the local establishment the whole of the interest on a debt contracted
exclusively for the operation of the establishment, and that part of the interest on general
indebtedness which corresponds to the fraction of the loan regarded as being especially used for the
operation of the local establishment. In Luxemburg, an estimate is made of the deductible part
of the interest. The principle adopted by Netherlands East India is essentially the same as that of
France. If a foreign enterprise has its real centre of management in, for example, the Netherlands,
but its entire business in the East Indies, thé total interest on the loan would be charged to the
profits taxable in the latter country; but if, for example, an English rubber company

! Revenue Act of 1932, Section 119.
¢ Regulations 77, Article 68o.
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operates exclusively in Sumatra and then decides to open rubber estates in Liberia and negotiates
a loan for that purpose, the interest on the loan will not be charged against the East-Indian profits.
If a foreign enterprise has sales branches in Netherlands Fast India and other countries, it is almost
impossible to assign loans to a particular branch, and, provided an apportionment has not been
effected in the invoice price, the interest may he divided in accordance with the 1m[?0rtance of the
branch in the business complex, which can as a rule be represented by the ratio of its turnover to

that of the enterprise.

352. The Danish allowance is generally in the ratio of the gross value of the assets of the
real centre of management and those of the branch. Germany and Danzig allow deduction of the
interest charged which is economically connected with the income of the German establishment,
and, if there is no such economic connection, the interest may be distributed on a reasonable
basis — for example, in proportion to the gross income or to the assets allocable to each of
the interested countries. Czechoslovakia, however, permits the deduction only in respect of
the interest on general indebtedness which is proved to be economically bound to the local
establishment, as where the debt is secured by a hypolhique (somewhat similar to a mortgage) on the
immovables of the local establishment. The only provision in Czechoslovak law for the
apportionment of such interest relates to the special tax on company profits and states that, when
it is not possible to allocate definitely items of expense to items of income, the items of expense
can be apportioned in the ratio of gross income. The Czechoslovak-Polish treaty provides for
apportioning expense in the ratio of gross income which is first allocated in relation to invested and
working capital. Although Poland, in principle, allows a deduction of a proportion of interest on
general indebtedness, it has no general rule because of the difficulty of prescribing one for all cases.
Nevertheless, its authorities resort most frequently to using a ratio of the branch’s share of capital
or gross income, or its part of the general movement of the funds of the entire enterprise. The
Greek authorities permit a deduction of interest if the capital borrowed has been unyuestionably
used by the local establishment (e.g., in industrial installations, or construction of railways), and a
proportionate part of the interest if only a part of the lozn has been invested in Greece.

353. Similarly, Japan allows the deduction of interest un a loan contracted solely to finance
trading operations in Japan, and, if only a part of the loan is used there, the apportionment may be
effected on a reasonable basis -— e.g., gross income or fixed assets.

354. Although Cuba and Mexico allow a deduction of the interest corresponding to the part
of the loan definitely used in their respective territories, Mexico conditions this allowance upon the
payment of the tax on interest.

355. As previously stated, the United States allows a deduction of a rateable part of interest
which cannot definitely be allocated. Wisconsin, when taxing a local branch on its separate accounts,
allows a rateable part of the total interest, which is usually determined by the ratio of property in
Wisconsin to total property, or sales in Wisconsin to total sales, or some other factor dependent
upon the circumstances of the case. It is necessary that the inuterest actually be paid to outsiders
and not represent interest arbitrarily imputed to the use of capital within the business. The New
York State personal income-tax authorities permit an apportionment of the interest, ordinarily
in accordance with the percentage derived from the prescribed allocation factors.

356. The countries which do not allow a deduction of a proportionate part ef interest on
general indebtedness include the following :
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United Kingdom and the Irisk Free State : Because no annual interest is admitted as a deduction
in determining the amount of the assessable profits. 1

Belgium : Because the Belgian administration considers such interest constxtutes a charge of
the real centre of managerent, unless the debt was contracted in Belgium by the local establishment
for its exclusive use, in which case the faxe mobiliére must be paid on the interest.

Italy : Because the deduction of interest is permitted, only if the name of the creditor is given
and if the creditor has its domicile in Italy. This rule may be modified in practice by allowing u

.deduction of interest on money borrowed by the parent to organise the Italian branch.
" The Netherlands : Because only debts contracted to meet the needs of the branch operations
may be deducted.

Ystonia and Latvia: Because they apply as rigidly as possible the method of separate
determination of branch income, the former requiring that interest on debts of the local branch
be shown in & special account of the branch.

Roumania : Because such interest is imputed solely to the real centre of management abroad,
and even if the real centre of management advauces a part of its capital to the branch, the latter
may not deduct interest from its taxable profits, because the law requires that the creditor have a
personality distinct from the debtor.

Austria distinguishes between interest on long-term loans and that on short-term loans. In
order not to treat loan capital different from share capital, interest on bonds or debentures is not
deductible from gross income. On the contrary, interest on short-term loans is deductible, provided
it is shown that the loan was used by the branch ; and, if an apportionment were necessary, it
might be effected in the ratio of turnover.

357. With regard to the countries applying fractional apportionment, the Spanish report
states that, through the application of the comparative ratio, interest on general indebtedness is
apportioned in the same ratio as profits. This principle is so strictly applied that the interest on
bonds sold during the war of I9I4 by companies in belligerent countries almost exclusively to
subscribers in Spain was taxed in Spain only in proportion to the business of the debtor in that
country. As the fiscal administration always views the enterprise as a whole, its total bonded debt
is considered in relation to its total assets. The only distinction of importance made is that between
secured indebtedness on the one hand and debts relating to the exploitation and administration
on the other. Such debts are charged to each establishment in accordance with commercial practice.
The same rule is followed in the case of credits extended or obtained by the branches of foreign banks,
other than those subject to the Anglo-Spanish treaty. 2  Similarly, in the Swiss system of fractional
apportionment, the interest on debts is apportioned in the same measure as the profit, whether the
debts have been contracted abroad or by the Swiss establishment and whether the interest is paid by
the one or the other.

General Querhead.

358. The number of countries, which, in principle, allow a deduction of a ‘certain proportion
of overhead expenses of the real centre of management abroad from the gross profits of the local
branch, is even greater than the number which allow a deduction in respect of interest on general
indebtedness, but the conditions under which this allowance is granted are, in some instances, so
strict that the taxpayer is seldom able to satisfy the tax authorities that the requested allowance is

! United Kingdom Income-Tax Act of 1918, Schedule D, Rule 3 (1), of the Rules applicable to Cases 1 and 2.
This provision prohibiting any reduction in respect of annual interest ensures collection of tax at the source on
the full profits, and, on paying the annual interest, etc., a company would normally be entitled to deduct income
tax at the standard rate and thus pass on the burden of the tax in respect of the intercst to the recipient thereof.

* Infra, paragraph 486.
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justified. The one country which has a specific provision in its law for allowing such a deduction
is the United States of America, its Revenue Act permitting a deduction from gross income from
sources within the United States of a rateable part of expenses, losses or other deductions which
cannot definitely be allocated to some item or class of gross income. This rateable part is based
upon the ratio of gross income from sources within the United States to total gross income. ' The
practice in the States which tax on the basis of a separate determination of the income of the local
branch in accordance with its accounts is substantially the same — that is to say, they first allow
the deduction of expenses definitely allocable to the local branch, and then an apportionment on
some reasonable basis of the balance of general overhead, prcvided the taxpayer justifies this
allowance. The countries which, in principle, grant this allowance for general overhead include,
in addition to the United States: the United Kingdom, the Irish Free State, British India,
Canada, South Africa, France, Luxemburg, Italy, the Netherlands, Netherlands East India, Sweden,
Germany, Danzig, Austria, Czechoslovakia, Hungary, Estonia, Latvia, Poland, Greece, Roumania,
Japan, Cuba, Wisconsin and New York, with regard to the personal income tax.

359. Obviously, the question of apportioning general overhead dces not arise in countries like
Spain and Switzerland, which subject the total net income of the cnterprise to fractional
apportionment. Wisconsin, however, in applying its allocation fraction i{o branches engaged in
manufacturing, assembling or processing, sometimes apportions a part of the general overhead to
the activities within Wisconsin in order that it may serve as a factor in subsequently applying the
allocation fraction to the net profit. The only administrations which state that they do not make
any allowance for general overhead are those of Belgium (which is bound by the requirement that
only expenses incurred by the local establishment are deducted), 2 and Mexico. -

360. A notable exception to this principle is that no specific allowance is given for the general
overhead of an enterprise with the real centre of management abroad, if a proportionate part thereof
has been included in the price at which goods have been invoiced to the local sales establishment, or
in the amount charged to the branch for advances or services of any kind. This exception is
emphasised by the authorities of the United Kingdom, the Irish Free State, Canada, Italy, the
Netherlands and Greece.

361. In the few cases where the United Kingdom authorities grant a specific allowance, the
method usually followed is to apportion the overhead expenses by reference to turnover or some
other factor appropriate to the particular case. Even in the case of banks, insurance companies
and other non-manufacturing companies, specific claims to deduct a proportion of such expenses are
exceptional. If the company is assessed on a conventional basis — for example, a premium basis
for insurance companies or an assets basis for banks — the overhead expenses would usually be
taken into account in arriving at the total profits of the enterprise and, consequently, in arriving
at the appropriate United Kingdom propertion. A few insurance companies, which have been
taxed on a premium ratio, have been given a specific allowance for overhead, for example 2 per cent,
and occasionally foreign banks with local branches have been allowed the same proportion of general
overhead expenses as the London branch expenses bear to the expenses of all the branches. The
situation is essentially the same in the Irish Free State.

362. The British India fiscal administration, in making this allowance, states that, if the
method of fractional apportionment is adopted with reference to gross profits, and it is necessary
to work out the deductible expenditure corresponding to the British India share of the gross profits,
the general overhead of the centre of management abroad is apportioned, usually on a turnover

! Revenue Act of 1932, Section 119 (b), Regulations 77, Article 68o.
* Co-ordinated Laws, Article 27, paragraph 4.
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basis, unless a closer estimate can be made from other available data. If, however, the profits arise
from the sale in British India of goods purchased or manufactured abroad, the whole of the profit is
allocable to British India, and only actual expenditures, including those made abroad, are deductible.!

363. The Canadian authorities subject this allowance to the condition that the head office
expenses have a close relationship to and benefit the activities in Canada. Thus, if the real centre
of management (central management and control) not only exercises a general control and direction
over the policies of management and the activities in Canada, but also conducts international
advertising, which stimulates sales in Canada as well as in the home country, some deduction for
such expenditure may be allowed. The amount of the allowance and the method of apportionment
would depend on the facts of the particular case, and no consideration would be given to the tax
paid in the country where the real centre of management is situated.

364. Although the South African authorities permit the deduction of a reasonable proportion
of general overhead expenses which are sufficiently linked with the profit- -earning operations
conducted in the Union, they declare that no general principle can be laid down govermncr such an
allocation, and each case is determmed in accordance with its facts.

365. The French practice requires that expenses definitely attributable to the branch should
be allocated to it — for example, if a foreign enterprise has a central service to keep in touch with
the operations of its French branch, and if the expenses of that service are accounted for separately,
the amount thereof shquld be deducted from the gross profits of the branch. A proportion of the
remaining expenses of the centre of management abroad may be ascribed to the branch, provided
they pertain to the enterprise as a whole — for example, directors’ fees, expenses of management and
centralised accounting. Luxemburg conditions the allowance upon the usefulness of such
expenditure to the local establishment.

366. In Italy, the price at which goods are transferred from the foreign parent to the local
branch is verified, in order to ascertain whether it includes a fraction of general overhead, by making
a comparison with the current market price to outsiders which contains general overhead. In the
absence of a transfer of goods, the legislation envisages no precise rules for the apportionment of
general overhead, but the fiscal authorities will determine the allowance in each case in proportion
to the business of the branch. In practice, this fraction will be included in the estimated amount
which embraces all the expenses to be deducted from the gross income of the branch.

367. The Netherlands allows this deduction only to the extent that such overhead of the
real centre of management abroad pertains directly to the activities of the local branch; but the
taxpayer rarely can prove this relation.

368. The Netherlands East Indian authorities are somewhat more liberal, granting the
apportionment in the ratio of the importance of the local branch in the business complex. If the
foreign company has only its head office abroad and its business in Netherlands East India, which
is frequently true of agricultural and mining enterprises, the profits are put down in total as East
Indian profits, and the overhead expenses are, as a general rule, deducted therefrom. Some
taxpayers contend that charges and commissions made for services to the local branch should be
deducted from the East Indian profits, but the opinion of the administration that such deductions
should not be allowed has been confirmed by the Court of Tax Appeals. According to the

1 Indian Income-Tax Act (XI of 1922), as amended, Scction 42(3).
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administration,  although it might be fair to allow such deductions in the case of b?nks, apd import
and export enterprises, it will never be easy in those cases to settle the question directly in figures.

369. Germany, Danzig and Czechoslovakia apply the test of‘ the economic connection of the
overhead expenses to the local establishment. Austria, in allowing a deduction of a reasonable
proportion of general overhead which really pertains to the Austrian establishment, frequenﬂ_y uses
as 4 basis the ratio of turnover of the local establishment to the total turnover. Hungary applies the
test of benefit to the local establishment.

370. In Estonia, an allowance is given, provided the branch administrative expenses and
_ the general administrative expenses do not exceed in the aggregate 5 per cent of the capital fixed
for the operations of the local branch.

Latvia conditions the allowance upon its being required by local necessity. The Polish
authorities, in apportioning overhead, fit the method to the case. -

371. The Greek authorities use the factors most appropriate to the relations existing between
the branch and the real centre of management, and sornetimes resort to a comparison with purely
national enterprises. Roumania considers the cost of the real centre of management abroad only
to a very limited extent, which rests with the discretion of the Tax Commission.

372. In Japan, the apportionment is usually effected in the ratio of gross receipts or other
appropriate factors. Cuba conditions the allowance upon its being indispensable to the local
branch.

373. The United States authorities declare that the deduction described above is
most frequently claimed in connection with the remuneration of the principal executive officers
of the foreign company. Wisconsin, when taxing on the basis of separate accounts, apportions
overhead to the local branch, using the factor of sales more frequently than that of property. The
New York State personal income-tax officials observe that the taxpayer who keeps separate branch
accounts usually apportions the general overbead and enters the amount in the local books. This
method is acceptable if the Commission is satisfied that the percentage is not excessive.' No allowarnce
is given if the general overhead is not entered in the books of the branch office.

APPORTIONMENT OF NET Proritr or Loss.

374- . In accordance with the principle of the separate determination of the profits of the local
branch on the basis of its accounts, the great majority of countries tax the local branch without
any regard as to whether the enterprise as a whole realised a profit or a loss. The income-tax laws
impose the tax upon net income attributable to the local establishment, and if the local establishment
actually suffers a loss, no tax is levied. On the other hand, countries applying fractional
apportionment consider the enterprise as a whole, merging the profit or loss of the branch with
that of the entire enterprise. It is evident, from the reports, that fractional apportionment is
used more frequently to attribute a part of the earnings of a prosperous parent to a deficitary
branch, than to throw a part of the profits of the local branch to its less prosperous parent. In
fact, Spain, New York and Massachusetts impose minimum taxes to safeguard their revenues.-

—_————

! ** Taxation of Foreign and National Enterprises "', Vol. III, page 23, paragraph 9.
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375. Countries, which, as a rule, assess the local branch without any regard to the profit or
loss of the enterprise as a whole, include the United Kingdom, the Irish Free State, British India,
Canada, South Africa, Belgium, Luxemburg, France, Italy, the Netherlands, Denmark, Sweden,
Germany, Danzig, Estonia, Latvia, Poland, Greece, Roumama Japan, Cuba, Mexico and the
United States. N

376. Ii, however, the authorities of the countries mentioned are not convinced that the loss
is bona fide, they may, in many instances, either resort to empirical assessment on the basis of
information locally obtainable, or demand the submission of the balance-sheet, profit-and-loss
statement or other accounts of the real centre of management abroad, in order to apportion a part
of the total net income to the local establishment.

377. The German administration points out that the situation of the parent is immaterial
when it taxes the local branch on some empirical method over a period of years, such as on its
turnover or on the basis of a lump sum, and the Hungarian report declares that, in any event, it
would assess a local branch showing a loss either by applying an empirical method or by fractlonal
apportionment.

378. The viewpoint of the Netherlands East Indian authorities on this subject is of special
interest, because of their tendency to regard the importance of the branch in the enterprise as a
whole. If the enterprise consists of only a buying establishment outside Netherlands East India
and a selling organisation in that country, and realises a total loss, no profit will be allocated to the
East Indian branch. If, however, there is only vne buying establishment abroad and several selling
establishments in Netherlands East India and in various other countries, it is quite possible, that
some profits will be allocated to the East Indian branch, even though the whole enterprise has been
working at a loss. This is considered logical in view of the fact that the possibilities for making

_profits in different markets vary considerably. In such cases, the administration believes that to
make a proper assessment it is necessary to make an exhaustive analysis of the business itself and
a careful comparison with similar enterprises operating in Netherlands East India. In the opposite
case, where the foreign company has nothing but a wholesale buying organisation within Netherlands
East India, it might be assessed on the basis of a buying commission (in default of a better method),
although the enterprise as a whole suffers a loss. Similarly, if the foreign company operates a
plantation or mines in Netherlands East India, manufacturing the raw products into finished article
abroad and selling them abroad, the East Indian profit can justly be taxed, even though the business
as a whole works at a total loss because of losses sustained in the manufacturing abroad of theraw
material, or in the selling abroad of the finished product. The Fast Indian profit would be delimited
by the price obtainable for the raw product in the world markets.

379. Under the treaties in force between Austria and Czechoslovakia and Austria and Hungary,
obviously, if any joint profit is derived — for example, through purchasing in one countryand
selling in the other, or through manufacturing in one country and selling in the other — each country
Teceives its fraction of the net profit regardless of whether the establishment in its territory actually
realises a loss, and the entire profit from the joint operations was realised or derived from the
activities in the other country. The treaty between Czechoslovakia and Poland has essentially the

same effect.

380. The Spanlsh report states that the relative percentage fixed by the jury of experts is
applied to the earnings of the enterprise as a whole, and the tax is levied on the amount thus
apportioned to the branch, even though it is less than that revealed by the books of the branch.
1f, however, this method of assessment results in a loss for the branch, the tax will nevertheless be
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imposed on its relative percentage of the amount representing 3 per 1,000 of the paid-up capital,
plus reserves of the company (the minimum rate for companies). *

, 381. The Swiss report observes that to apply the method of fractional apportionment, it is

necessary to attribute the profits of the branch to the enterprise as a whole, whether or not the
latter is deficitary, but, in practice, the cantons try to mitigate the results of the method which,
in such a case, deprives them of the tax on income (although they still have the tax on the capital
invested in the branch). On the contrary, the cantons are especially disposed to apply fractional
apportionment when the whole enterprise realises a profit, while the local branch is deficitary, as,
in many cases, the authorities do not know if the branch’s deficit is real, or artificial as the result
of arrangements in favour of the head office abroad. 2

382. The Massachusetts report observes that the tax is imposed on the corporation as a
unit, and if the allocation fraction throws a loss to Massachusetts, a prescribed minimum tax is
nevertheless payable, the rate being one-twentieth of r per cent of the gross receipts attributable
to Massachusetts. It continues :

“ The question of net income or net loss as to a given unit of activity is largely a matter
of accounting. A business, in order to be successful, must have many activities that do not
show their value, except as they may be reflected in increasing sales or decreasing costs. It
is to be assumed that all business activities of a corporation are adopted for the sole purpose
of making net income. This being so, the State in which any of these activities are carried
on is entitled to a fair share of the total net income for the purpose of taxation. Itisnecessary
to find a measure of allocation which allots a fair part for a given jurisdiction to tax. *’'s

DuMPING.

383. Corporations sometimes resort to the practice of “ dumping *’ their products in foreign
countries, or selling them at such a low price as not to permit the branch to show any profits in
its books, and this has caused many tax administrations considerable concern. Although they
realise that it may take a local sales branch several years to make sufficient headway in the local
market to reflect a profit, they are reluctant to believe that a corporation will continue to operate an
actually unprofitable branch for ten or fifteen years — many foreign corporations declaring a loss
even for this period of time. It is the continual declaration of losses by an enterprise that usually
prompts tax administrations to resort to an empirical assessment or fractional apportionment.
Many officials believe that the local branch would not be continued in operation if a profit were
not realised by the foreign enterprise, in any event, through increasing the volume of output and
thereby permitting the spread of general overhead over a wider basis, with the result that the cost
of each unit of production is reduced and a wider margin of profit realised on the articles sold by
the enterprise at a normal market price. A number of officials have expressed the view that
Governments should not attempt to combat “ dumping *’ by arbitrary use of the income-tax, but
rather by imposing heavier Customs duties on the articles in question, or otherwise restricting or
precluding their entry into the country.

!« Taxation of Foreign and National Enterprises *, Vol. I, page 130.
i Ibid., Vol. II, page 453.
3 Ibid., Vol. III, page 204.
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CHAPTER VL

FOREIGN ENTERPRISE WITH LOCAL SUBSIDIARY — ALLOCATION CRITERIA.

INTRODUCTION.

384. Enterprises carrying on business in two or more countries, especially if countries have
different language, currency and economic conditions, very frequently organise a company in each
country in conformity with the requirements of its commercial or company law. Thus, instead
of extending its operations into each country .through a branch of its own organisation, the parent
enterprise conducts its operations through a subsidiary, which, in law, is a separate legal entity. The
parent must therefore, in strict law, deal with the subsidiary company as if it were a separate legal
person. In other words, the legal transactions between the parent and the subsidiary should be
conducted in the same manner as similar transactions between independent legal persons. As long
as the inter-company transactions are carried on under the same circumstances and conditions and
on the same terms as they would be between two entirely separate and independent persons, dea.ling
with each other in an open market, and in a manner which is graphically described as at “ arm’s
length ”’, the tax authorities in general respect the separate legal existence of the subsidiary company
and tax it on the basis of its own declaration as supported by its properiy kept separate accounts.’
To verify this declaration and accounts, the tax authorities may enquire into the current of business
between the local subsidiary and the parent company or other subsidiary companies of the parent,

*which may for convenience be termed associated companies, and scrutinise carefully the results of
interlocking transactions. If this is difficult, they may resort to a comparison with similar enterprises
and make an empirical assessment upon the basis of turnover, or in accordance with one or another
of the empirical methods described above in discussing the allocation of profitsoflocal branches
cf foreign enterprises. Such is the situation in the great majority of countries — notably in South
Africa, Belgium, Luxemburg, France (with regard to the tax on industrial and commercial profits),
Italy, Denmark, Sweden, Danzig, Czechoslovakia, Estonia, Latvia, Poland, Roumania, Japan,
Cuba and Mexico.

385. If the relations between the local subsidiary and the foreign parent are not carried on at
arm’s length, with the result that the profits are diverted from the local subsidiary to the foreign
parent, other countries are inclined to reach out to the parent in order to restore to the subsidiary
the profit diverted from it, or else assess the parent itself on the diverted amount. The methods of
diverting profits which occasion most frequently this assessment of the parent are : billing to a
subsidiary sales company at such an inflated invoice price as to allow little or no profit to appear
in the books of the latter, or purchasing from a subsidiary manufacturing company at so low a price
as to leave it little or no manufacturing profit. Other methods of diverting profits that are listed
in the various reports include : (1) leasing property or equipment owned by one company to the
other without charge or for a nominal or excessive charge, (2) the payment of commission to officers
or employees by one company, although the services are rendered to another; (3) the purchase and
payment by one company of supplies, fuel, water, light, etc., which are used by the other company ;
(4) one company makes loans to the other without interest, or, on the contrary, at an excessive
interest rate ; (5) one company makes excessive charges to the other for patent royalties or other



II0 FOREIGN ENTERPRISE WITH LOCAL SUBSIDIARY — ALLOCATION CRITERIA

services of various kinds : or, on the contrary, performs services for an inadequate or nominal
remuneration, often fixed by contract ; (6) one company may shift profits to another through
an improper manipulation of accounts.

386. Although the methods used and theories invoked in reaching the parent are quite varied,
broadly speaking, they consist of three general categories : (1) readjustment on basis of independent
persons — 4.c., the legal fiction is respected, but the relations between the two are examined in order
to divide the joint profit between them in the measure that each would have earned had the two been
dealing with each other as independent persons ; (2) assessment of the parent in the name of the
subsidiary as agent ; (3) assessment on basis of economic unity — i.e., merging the subsidiary with
the parent on the theory that they both constitute a single economic unit, or that the subsidiary is
merely an organ of the parent.

READJUSTMENT ON Basis OF INDEPENDENT PERSONS.

387. The first method, that of reapportioning the profit in accordance with what would have
been earned by independent persons is typified by the United States Revenue Act of 1932, Section 45.1
Under this provision, the Commissioner of Internal Revenue may request of the local subsidiary
company all accounts and information necessary to allocate or apportion the income or deductions
betwen the two companies in such a manaer as to prevent evasion (by shifting of profits, the making
of fictitious sales and other methods frequently adopted for the purpose of ‘ milking *’ the one or
other), in order to arrive at the true tax liability of the local company. *

- 388. The Canadian law contains a provision which is fundamentally the same, but is much
more precise in its language and limited in scope. Thus, a subsidiary company organised under
Canadian law is treated as an independent legal entity, but * where any corporation carrying on
business in Canada purchases any commodity from a parent, subsidiary or associated corporation
at a price in excess of the fair market price, or where it sells any commodity te such a corporation
at a price less than the fair market price, the Minister may, for the purpose of determining the
income of such corporation, determine the fair price at which such purchase or sale shall be taken
into the accounts of such corporation . 8

389. The Austrian practice embodies both the first method and the second method. . A local
subsidiary company is regarded as a legal independent organism, but if there is evidence of diversion
of income through artificially fixing invoice prices, the administration will adjust the price between
the subsidiary and the parent, and permit the subsidiary to participate in the adjustment. The
alterations are based on a comparison with information furnished by similar enterprises, at existing
market prices, or, in the absence of such evidence, on the opinion of experts. The experts consulted
are usually merchants in the same or similar branches of business, exclusive of competitors or

persons directly participating in the enterprise. Corrections of this kind do not involve the taxation
of the foreign parent company. 4

Lo Il} any case of two or more trades or businesscs (whether or not incorporated, whether or not organised
in the Um.tefi Stat_es and whether or not affiliated) owned or controlled directly or indizrectly by the same interests,
the Commissioner is authorised to distribute, apportion, or allocate gross income or deductions between ¢r among
such trades or businesses, if he determines that such distribution, apportionment cr allocation is necessary in
order to prevent evasion of taxes or clearly to reflect the income of any of such trades or businesses. "

: ** Taxation of Foreign and National Enterprises ”’, Vol. I, page 253.

‘Canadmt} Income War Tax Act, chapter 97, R. S. C. 1927, as amended, Section 23.

** Taxation of Foreign and National Enterprises ', Vol. I, pages 31 and 32.
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ASSESSMENT OF PARENT IN NAME OF SUESIDIARY AS AGENT.

390. 1f, however, the relations between the foreign parent and the Austrian subsidiary are in
fact those of principal and agent or employer and employee, with the result that the subsidiary is
tantamount to an establishment of the foreign parent, then the fiscal administration may tax the
parent itself on the profits deemed to arise in Austria, the allocation being effected as in the case of
an Austrian branch.

39x. In the law of the United Kingdom the local company is taxed as a legal entity on the
basis of its separate accounts, but, if, owing to the substantial control exercised by the parent and
the close connection between the two compamnies, the course of business is so arranged that the
subsidiary shows profits less than ought to be expected to arise from its business, the parent may be
charged through the subsidiary as agent upon its true profits.! Generally, when this rule is invoked,
the percentage of turnover method is employed to determine the profits as in the case of an ordinary
agency or branch. The British Rule has been incorporated in the Irish Free State Income-Tax Act.

392. The principle in the United Kingdom Act is clearly intended to enable the Commissioners
to recover tax on profits diverted from the local subsidiary to the fcreign parent. In British India,
where also a local subsidiary company is regarded as an independent legal entity, the same principle
of taxing the parent in the name of the subsidiary as agent has been invoked, but without predicating
recourse to this measure upon diversion of profits. In the case of a foreign manufacturing company
which sold its products to a subsidiary company registered in Bombay, the latter marketing the
products in a district of Britih India, the Privy Council held that, apart from the lability of the
Bombay company, the foreign company was liable to (1) income-tax and super-tax under Section 42(1)
of the British India Income-Tax Act upon profits derived from selling goods to theBombay company ;
and (2) to a super-tax under the same section upon dividends received from the Bombay company. 2
The grounds for this decision were that the Bombay company was formed for the express purpose of
acquiring from the American company, and carrying on in a particular area, the American company’s
business of selling its manufactures. Although no contractual obligation existed by which the
Bombay company was compelled to purchase any of the products of the American company, the
flow of business between the two was secured by the fact that the ultimate and complete control
of the Bombay company was vested in the foreign company which owned virtually all its shares.
The opinion stated that it is not a question whether the Bombay company is, in law, an agent of
the foreign company, but whether the facts of the case are such that the Bombay company can
properly be deemed to be such agent under Section 43. Their Lordships were of the opinion that
such business existed under Section 43, and also under Section 42 (1) as to entail liability for the
parent company. As the necessary business connection was established, their Lordships concluded
that the profits and gains in question accrued or zrose to the American company * directly or
indirectly through or from a business connection in British India "', and were accordingly taxable.
The assessment made in the nanie of the Bombay subsidiary, as agent for the parent company,

1 General Rule 7, Income-Tax Act of 1918, reads :

“ Where a non-resident person, rot being a British subject or a British, Indian, dominion or colonial firm
or company, or branch thereof, carries on business with a resident person, and it appears to the Commissioners
by whom the assessment is made that, owing to the close connecticn between the resident person and the
non-resident person, and to the substantial control exercised by the non-resident person over the resident
person, the course of business between these persons can be so arranged, and is so arranged, that the business
done by the resident person in pursuance of his connection with the non-resident person produces to the
resident person either no profits or less than the crdinary profits which might be expected to arise from that
business, the non-resident person shall be assessable and chargeable to tax in the name of the resident person
as if the resident person were an agent of the non-resident person.”

2 Commissioner of Income-Tax, Bombay v. Remington Typewriter Company (Bombay), Limited ; Bombay
High Court, 3 I.T.C, 166 ; Privy Council (1930}, 5 I.T.C. 177.
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included on the same grounds, income-tax and super-tax on profits derived from selling to two
other subsidiary British Indian companies, and also super-tax on dividends received fram them. ?

393. In any event, under British Indian law, if the accounts of a subsidiary company are
not satisfactory, it may be taxed under Section 42 (2), provided the parent is not a British or
Dominion company, or under Rule 332 as having a business connection wjth its non-resident parent.
Section 42 (2) provides that if a non-resident, not being a British subject or a company or firm
constituted within His Majesty’s Dominions or a branch thereof, carries on business with a resident,
and if, owing to the close connection between the two and to the substantial control exercised by
the non-resident over the resident, the course of business is so arranged that the resident realises
therefrom either no profits or less than the ordinary profits which might be expected to arise, the
income-tax officer can assess the resident on the basis of estimated profits. In this case, the resident
is assessed as the principal and not as agent for the foreign parent. If the subsidiary is a sham,
it would be open to the income-tax officer, even if the company were a British or Dominion company,
to assess it on its true nature as a branch of the parent company and not as a separate company.

ASSESSMENT ON Basis oF Ecoxomic UNITY.

394. Tn another group of countries, the tax authorities have justified assessing the foreign
parent company itself on the grounds that, in fact, the local subsidiary and the parent form a
single economic unit (wirtschaftliche Einheit), and in Germany this viewpoint of the administration
has been upheld by the courts. In that country, another theory has been developed for the same
purpose in accordance with which the foreign parent company is taxable on the grounds that the
local subsidiary company is merely its organ (Organtheorie).

395. The economic unity theury may be invoked by the Spanish administration in the following
cases: () when the managers of the company are of Spanish nationality, or when, though they are
of Spanish nationality, there are not enough of them domiciled in Spain for them to make decisions ;
(b) when the persons legally responsible for the management of the company are under the control
of the foreign company, whether because they are officials of the foreign company, or in consequence
of contracts or agreements; (¢) when the registered name of the company or the additional
indications used by it in published documents and business papers make it clear that the company
is uperating in Spain nnder the control of a foreign company ; (d) when the administration has
valid evidence that the foreign company helds such a large proporticn of the securities representing
the Spanish company’s capital that it can enforce its decisions at general meetings of shareholders
and in the business management of the company. The Spanish administration must first make a
declaration to the effect that the Spanish company is in complete union with the parent company on
one or more of the above grounds. 1If the Spanish company accepts the declaration, or, in the event
that it refuses to do so, if the administration’s decision is upheld by the competent tribunal, the
Spanish company is liable for tax as if it were a branch of the parent company. As a matter of fact,
however, there has not been a single case in which the administration’s declaration has not been
accepted by the subsidiary company. ¢

396. The Swiss cantonal authorities, in order to respect the legal personality of the subsidiary,
endeavour to avoid, as much as possible, merging the subsidiary company with the parent, reserving
of course their right to modify the result of the subsidiary company’s accounts when they ascertain
that the wrrangements with the foreign parent favour the latter and do not corresponh to trade

* * Taxation of Foreign and National Enterprises ™, Vol. III
 Suppn aon of Foreig rp , Pages 38 and 39, paragraph 10g.
* Decisions of the Reichsfinanzhof, November 23rd, 1926, October 11th, ¥
I , N . s , , 1928, YA 473/27, and November
16th, 1930, IA 129/30, discussed by Joh. LoFFLER in “ Die Organtheorie im Steuerrecht ', Deutsche Steuer Zeitung,
January 1931, No. 1. : :
¢ ** Taxation of Foreign and National Enterprises ”, Vol. I, pages 160 and 161.
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custom and competitive conditions. To treat a subsidiary company as a branch, the authorities
invoke the economic unity theory or Organtheorie, the grounds for their application being considered
to exist especially where the subsidiary operates as an intermediary establishment in the activity
of the enterprise, or as an organ indispensable for that activity.

. 397. The Hungarian authorities may assimilate a local subsidiary to a branch where all 1ts
activities are directed towards furthering the interest of the parent, and the subsidiary is under the
"dominant control of the latter.

398. The Netherlands East Indian authorities likewise depart from their practicc of treating
the local subsidiary as an independent entity when it enjoys no independent existence from an
econumic viewpoint and is, in fact, entirely merged with the parent. Tliey sometimes ascertain that
the foreign parent does not, in its own book-keeping, treat the local company as a separate entity,
but represents the parent as the enfrepremewr of the local enterprise. The authorities frankly
employ the term “ dummy *’ in describing such a local company and point cut that this word has
a special significance in Netherlands East India, because the agricultural and mining laws of that
country forbid the acquisition by companies organised elsewhere than in its territory or in the
Netherlands of long leasing rights or of mining concessions. Consequently, foreign (not Dutch)
compaaies can only carry on such enterprises in Netherlands East India through a representative,
which as a rule is a subsidiary organised locally or in the Netherlands and holds the titles. If a
local subsidiary company is managed in such a way that the intention to avoid taxation is plain,
the administration is not bound by any fixed rules but may assess the parent company, !

ASSESSMENT ON BAsiS oF CONSOLIDATED ACCOUNTS.

399. In various States of the American Union — for example, Massachusetts, New York and
Wisconsin — a method is employed which may, in essence, be considered the same as the economic
unity theory, but is different from a legal viewpoint. Instead of merging the enterprises themselves,
their accounts aie consolidated for the purpose of arriving at the profits attributable to the local
subsidiary company. A provision of somewbhat similar import was formerly containcd in the
United States Revenue Act, but the phrase ““ consolidate the accounts’ was eliminated from the
wording of Section 45 to prevent erroneous interpretation of the provision in the 1926
(Section 240 (b)) and subsequent Revenue Acts, 2

490, The Wisconsin Income-Tax Statute 3 empowers the Commission to determine the taxakle
income of a local subsidiary, from which profits have been diverted, through price-fixing, to its

! ¢t Taxation of Foreign and National Enterprises ’, Vol. III, pages 153 and 154, paragraphs g9 to 10I1.
2 Ibid,, Vol. I, page 252.
8 Section 71, 25 (1), provides :

*“ When any corporation liable to taxation under this- Act conducts its business in such a manner as
either directly or indirectly to benefit the members or stockholders thereof or any person interested in such
business, by selling its products or the goods or commodities in which it deals at less than the fair price which
might be obtained therefor, or where a corporation, a substantial pertion of whose capital stock is owned
either directly or indirectly by another corporation. acquires and disposes of the products cf the corporation
s0 owning a substantial portion of its stock in such a manner as to create a loss or improper net income,
the Commission may determine the amount of taxable income of such corporation for the calendar or fiscal
year, having due regard to the reasonable profits which but for such arrangement or understanding might
or could have been obtained from dealing in such products, goods or commodities.

“ 2. For the purpose of this chapter, whenever a corporation which is required to file an income-tax
return, is affiliated with or related to any other corporation through stock ownership by the same interests
or as parent or subsidiary corporations, or whose income is regulated through contract or other arrangement,
the Tax Commission may require such consolidated statements as in its opinion are necessary in order to
determine the taxable income received by any one of the affiliated or related corporatiouns.”

17. 8
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foreign parent, by regarding the reasonable profits which normally * might or could have been
obtained from dealing in such products . For this purpose, whenever the local taxpayer is related
to any other corporation through stock ownership by the same interests or as parent or subsidiary
corporations, or whose income is regulated through contract or _other arrangement, the
Tax Commission may require such consolidated statements as, in its opinion, are necessary in order
to determine the taxable income received by any one of the related corporations.

40r. One of the principal cases giving rise to the application of this provision involved a large
foreign manufacturing corporation with a local sales subsidiary company. The profit of the sales
corporation had been limited to a numinal figure by contract between it and ‘the foreign company
without any regard to the fair share of the ultimate profits realised through its activities. There
have been other cases in which a local manufacturing corporation organised a subsidiary
sales corporation under the laws of another State and transferred the product to its sales subsidiary
at cost of manufacture or at a nominal profit, thereby reducing the income of the Wisconsin
corporation. The payment of excessive royalties has been another method of diverting profits
to a corporation outside the State, Whether the local corporation reports its income on a separate
accounting bLasis or an apportionment basis, the authorities may combat the various schemes of
shifting profits by invoking the above provision. In cases in which its application has been tested
in the courts, the corporations involved were in two instances placed on a correct separate accounting
basis, and, in another instance, the income of the parent and subsidiary corporations were
consolidated and an apportionment fraction was determined and applied to the net consolidated
income of the two.?

402. For the purposes of its corporate excise-tax, if the Massachusetts Tax Commissioner has
reason to believe that the profits of a local company are being diverted to a foreign company, it
is his practice to request a copy of the consolidated return which, under certain conditions, may be
filed by a group of American corporations for the purpose of the federal income-tax. 2

The Massachusetts allocation factors are then applied to the consolidated income with a view
to ascertaining the amount attributable to the activities of the Massachusetts corporation. Having
ascertained its earnings, if the subsidiary carries on business outside Massachusetts as well as within,
the allocation factors are again applied to determine the portion of the income allocable
to Massachusetts. This “ consolidated method " is recognised as determining merely a presumptive
basis of taxation, and it will be set aside if an analysis of inter-company transactions reveals that it
allots too great an amount of income to Massachusetts. 3 ’

403. Similarly, for the purpose of the New York franchise tax cn general business corporations,
where substantially all the capita! stock is owned or controlled by the same interest, the Tax
Commission may require the filing of a combined return and impose the tax as if the combined net
income and segregated assets were those of one corporation. The Tax Commission is given full
discretion to reyuire necessary information for determining the profits of a local company, the
income of which has been reduced by purchasing goods from a foreign parent at an excessive price
or by selling its products at less than a fair price. 4

TREATMENT OF DIVERTED PROFIT AS DIVIDEND.

404.  France, Greece and the Netherlands have each developed special means of preventing
the avoidance of liability to their respective taxeson dividends by diverting profits from the local
,company to the foreign company. The French tax on income from securities (impot sur le vevenu

! * Taxation of Foreign and National Enterprises *’, Vo, II1, pages 247 and 248.

3 See Revenue Act of 1932, Section 141.
? * Taxation of Foreign and National Enterprises *', Vol. II1, pages 204 and 203,

¢ Ibid., Vol, 111, page 229.



FOREIGN ENTERPRISE WITH LOCAL SUBSIDIARY -— ALLOCATION CRITERIA 115

des valeurs mobiliéres)} is payable on the profits which a local company distributes in the form of
dividends and interest, and it is levied in addition to the tax on the profits themselves (tmpds sur
les bénéfices indusiviels et commerciaux). The methods of allocating taxable income to a local
branch of a foreign company for the purposes of the latter tax on industrial and commercial profits
have been described.®  As diverted profits which may be reallocated to a French subsidiary
company for the purposes of assessment of the tax on industrial and commercial profits may not be
retained in the books of the French company and subsequently distributed as dividends, the French
administration has in a number of cases attempted to recover the diverted profit by imposing its
dividend-tax on the foreign company itself. The basis’of taxation is the same proportion of the
dividends distributed by the foreign parent as its assets represented by holdings in the French
company bear to its total assets. In a number of recent cases, the lower courts of France ? have
upheld the administration on the grounds that the foreign company extends its exploitation into
France through the French company, which it controls by means of owning a majority of the
registered stock. In recent treaties, however, which the French Government has concluded with
Belgium, Italy and the United States of America, this method of recovering tax from the foreign
. company has been replaced by treating the diverted profit as a dividend and collecting the tax
thereon from the French subsidiary.?

405. The Greek company is taxed on its profits when distributed as dividends and not on the
annual net profit itself. If, however, a Greek company incorporated subsequently to April 1st, 1926,
fails to distribute a dividend of 5 per cent on its paid-in capital, it may be subjected to the tax on
profits, in which case it will be subject to the same method of allocation as a branch of a foreign
company. This method is likely to be used when goods are billed to subsidiaries at inflated prices.

406. A company organised in the Netherlands is normally taxable only on distributed profits,
but, if the authorities ascertain that the profits available for distribution have been reduced through
the foreign parent charging excessive prices for merchandise, services and the like, the authorities
may treat the amount which, in their judgment, exceeds the normal amount — in the light of the
subsidiary’s accounts and other available data — as a distribution of profits subject to the tax on
dividends. If the administration shows that it is likely that the subsidiary would not have been
organised if the founders had not had the intention of avoiding certain taxes specified by the law,
the subsidiary will not be deemed to be separate from the parent (Law of April 2gth, 1925). When
the administration adopts this measure, the subsidiary remains subject to the tax on dividends and
tantiémes, and, moreover, the foreign company itself becomes taxable just as if it had a branch in
the Netherlands, and the allocation methods described in connection with branches are applicable.

1 Supra, paragraph 120 ¢t seq. :

3 Case of Société de Neuhausen (1927), . E., March 1928, 8698, pages 159 10 164, S.f., January 26th, 1928,
pages 124 to 126 ; Boston Blacking Company (1928), R. FF., May 1928, 8734, pages 329 to 333, S./., May 3rd,
1928, pages 567 and 568 ; Société Malterie Franco-Suisse (1926}, S.J., January 3rd, 1929, pages 28 to 30 ; Swift
Packing Co. (1929), S.J, October roth, 1924, page 1006. The first two cases mentioned have been appealed
to the Court of Cassation. For a discussion of these cases, see ** Taxation of Business in France ”, by Mitchell
B. CarroLr, United States Department of Commerce, pages 82 to 85.

* Treaty between France and Italy (Protocol, paragraphs 2 and 6), signed June 16th, 1930, ** Collection ",
Vol.IIT, page 27, and Additional Agreement (Article 1), signed November 16th, 1931, ** Collection ", Vol. V; French
ratification of both authorised by Law of July 13th, 1933 (Journal Officiel, July 14th, 1933). Treaty between
France and Belgium (Article 8), signed May 16th, 1931, ** Collection ”, Vol.V; French ratification authorised by
Law of July 13th, 1933 ( Journal Officiel, July 14th, 1933). Treaty between France and the United States of America
(Article 4), signed April 27th, 1932, ratified by the United States on June 15th, 1932 (Congressional Record, Vol.
75, No. 150).
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CHAPTER VIL

FOREIGN INDUSTRIAL AND COMMERCIAL ENTERPRISES.

INTRODUCTION.

407. The enterprises in this category present the most difficult problems in the whole field of
allocation, and the preceding discussion of allocation methods relates primarily to them. In short,
the general practice of the administrations throughout the world is first to look at the accounts of the
local establishment of the foreign industrial or commercial enterprise in verifying its tax declaration,
and then, if necessary — which is usually the case — to adjust the declaration and accounts, or to
make an assessment by applying one of the empirical or fractional methods previously described.
The difficulties arise because of the fact that most countries do not have in their laws any clear-cut
precepts as £o how much of the profit of the foreign enterprise should appear in the books of the
local establishment, other than the fundamental principle that they should reflect the true income
attributable to the activities of the establishment. On the other hand, companies, in the ahsence of
guiding precepts, generally conduct their inter-establishment transactions as best suits their
convenience. As a matter of fact, the principles of allocation in some countries are so grasping that
foreign companies feel justified in resorting to measures which will limit the profits subject to tax
therein.

408. In the case of commercial enterprises, which purchase raw materials or goods in one
country and sell them in another through their own establishments, or of a unitary industrial and
commercial enterprise which putchases raw materials at an establishment in one country, transforms
them into finished articles at a factory in a second and markets them through various sales
establishments in other countries, it is obviously difficult to determine how much of the total net
income of the enterprise is attributable to each of the establishments that have conduced to its
realisation. There are relatively few countries which, in their law or jurisprudence, specifically
recognise that the wacome may be apportioned as between various establishments. *~ In general,
the question as to whether liability will be incurred in respect of-one kind of establishinent or another
depends on the fundamental principles of the law regarding what gives rise to taxable income. It
may be recalled that, in many European countries, the income-tax on industrial and commercial
profits has succeeded to the patenfe or a similar tax, which in substance was a tax on doin g business
in an establishment witlin the territory of the State, and was computed on the basis of rent paid,
the number of employees and their salaries, and similar factors, C onsequently, one finds liability to
the tax on commercial profits in France and Belgium contingent principally upon maintaining
_therein an establishment (établissement). Similarly, the liability of a foreign enterprise to the

! Supra, paragraph z4 et seq.
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German tax depends primarily upon having in Germany an establishment (Betrichssiitie) or a
permancnt representative (stdndiger Vertreter). The same precepts are either in the laws of other
FEuropean countries, or, in practice, influence the administration of the tax. Throughout these
countries, therefore, one finds the guiding principle that the income-tax is imposed on the profits
attributable to the activities of the local establishment of the foreign enterprise.

409. In the United Kingdom and other countries in the British Commonwealth of Nations,
foreign enterprises are subject to the guiding principle that they are taxable on profits derived from
carrying on a trade or business in the country. The principal test of carrying on a trade is whether
contracts for the sale of goods have been concluded in the country, but the merchanting profit may
be separated from the manufacturing profit. As a corollary, a foreign enterprise manufacturing
within the country for sale abroad may be taxed. ! '

410. The United States taxes a non-resident enterprise on income from sources within its
territory, but, in general, the non-resident is not held taxable unless he sells goods or services in the
United States or produces or manufactures goods. The distinction between a manufacturing profit
and a selling profit is expressly provided in the Regulations to the United States Revenue Act in
Article 682, which provides for an allocation on the basis of the independent factory price.

411. In accordance with these fundamental precepts, the United Kingdom and the United
States exempt mere purchasing establishments as well as research and statistical establishments and
mere display rooms. Such establishments may be taxed, however, in countries which predicate tax
liability upon the maintenance of an establishment of any kind within their territory. The prevailing
practices in the above-mentioned and other countries intespect of the various types of establishments
of industrial and mercantile enterprises will be described below in detail.

SELLING ESTABLISHMENTS.

Sale of Goods purchased abroad.

412. A local sales establishment of a foreign enterprise is taxable, in principle, only on profits
pertaining to its sales activities in most of the countries covered in the survey, but, as has been
previously stated, the views of the different administrations vary as to how much of the profit
should be attributable to the sales activities. In practice, it appears that most countries distinguish
between the sale of goods that have been purchased abroad and those which have been manufactured
abroad. With regard to those which have been merely purchased abroad, the practice of the
majority of countries is apparently not to make any allowance for a profit attributable to purchasing
abroad. Thus, the United States Revenue Act, Section 119 (¢), specifically provides that income
derived from the purchase of personal property without and its sale within the United States, or
vice versa, shall be treated as derived entirely from sources within the country in which sold — i.e.,
the country in which the contract of sale was concluded.? The law of British India allocates the
whole of the income from the sale of goods in British India to that country, regardless of whether
they have been purchased or manufactured abroad.® It is specifically stated by the administrations
of the following countries that they make no allowance for a foreign purchasing profit : the United
Kingdom, Canada, the Irish Free State, Japan, Cuba and Mexico. The same is apparently true
in the following countries, as their practice is evidently to tax the local sales branch on the difference

! Supra, paragraph 31 ef seq.
2 G. C. M. 8594, 1X-44, 4819.
# British India Income-Tax Act (XI of 1922), Section 42(3).
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between the sales receipts and the original cost price plus freight, insurance, storage, the expenses
of the local sale branch, etc. : Belgium, Luxemburg, France, Italy, Denmark, Germany, Danzig,
Hungary (except for companies subject to the treaty regime), Roumania, Estonia, Latvia, Poland,
Greece and New York State with regard to its personal income-tax.

South Africa usually accepts as the cost price the invoice value used for Customs purposes.

413. The Netherlands authorities state that they pay little regard as to whether the goods
sold at the local establishment were manufactured or purchased abroad, the only question being
whether the invoice price to the local establishment is the same as that which would be paid by a
separate entity. The authorities of Netherlands East India prefer that the goods purchased abroad
be invoiced to the local sales branch at original cost in order that they themselves may apportion
the income as between the purchase establishment and the local sales establishment in accordance
with what they consider to be equitable. The invoice price would therefore not include a part of
the head-office expenses or a part of the profits which the head office may attribute to its activities.
The fiscal administration will determine the amount of the deduction to be allowed from the East
Indian profit in respect of head-office expenses and also the amount of the profit realised there which
is to be allocated to the purchasing office abroad as its profit. If the invoice price is above original
cost, the administration will require information as to the basis on which it is computed. Formerly,
the Netherlands East Indian authorities followed the principle that all profits are made on selling,
but in recent years they have admitted an apportionment. As a rule, the buying of goods for
importation into Netherlands East India requires much experience and commercial judgment, as
it involves an enormous variety of merchandise. The authorities therefore believe that a part of
the profits should be allocated to this buying. For the greater number of import enterprises, an
allocation on the basis of 25 per cent for the buying and 75 per cent for the selling in Netherlands
East India may be accepted as equitable and reasonable. They feel that it is the duty of every
taxpayer to consider to what extent the circumstances of his own business justify a divergence from
this standard. When a monopoly article is involved, there is a tendency on the part of the fiscal
authority to allocate a larger part — for instance, go per cent — of the profits to East India. The
reason for this is that, once an agency for these articles has been obtained, the buying is generally
more or less automatic, being limited chiefly to the passing on of orders from Fast India.

414. Under the Spanish method of fractional apportionment, buying abroad may be taken
into consideration in determining the relative importance of the local branch of the enterprise asa
whole. The Swiss cantonal authorities, when apportioning the total net profit of a foreign enterprise
which purchases abroad and sells in Switzerland, usually allow a préciput to the general direction
abroad and allocate the rest to Switzerland ; if the enterprise both manufactures and purchases
abroad, the apportionment is in the ratio of the productive factors, the importance of purchasing
in the prosperity of the enterprise finding expression in a larger préciput to the head office abroad.

415. Under the law of Austria,! if a foreign enterprise purchases goods abroad and sells them in
Austria, at least half of the income is allocable to Austria, the balance being attributable to the
purchasiny establishment abroad. In the treaties * which Austria has made with Czechoslovakia
and Hungary, the profits derived from purchase in one country and sale in the other are equally
divided. The Czechoslovak-Polish treaty 3 implies an apportionment of the income from such
trapsactions in the ratio of capital employed. In a treaty which France has concluded with the
Umted States,* provision is made for the reciprocal exemption of purchasing establishments, A
similar provision is contained in the Treaty between France and Belgium. 8 '

* Supra, paragraph 247.

* Supra, paragraph z49 ¢f s-gq.

% Supra, paragraph 265.

¢ Article 1 ; supra, paragraph 404, footnote 3.

¢ Article 7, § 4 ; supra, paragraph 404, footnote 3.
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Sale of Goods manufactured abroad.

416. A more important problem is presented by foreign enterprises which sell in a given
country goods which they have produced or manufactured abroad. The ordinary practice of tan
administrators is to check the declared income by reference to the price at which goods have been
invoiced to the sales branch, and have therefore served, in the case of most countries, as a basis for
Customs duties. Many administrations complain that the taxpayer frequently invoices the goods
at such an inflated value as to allow little or no profit to be realised by the sales branch. This
practice on the part of foreign companies is said to depend somewhat upon the relative rate of the
Customs duty as compared with the rate of income-tax. Obviously, if the duty is low, but the rate
of income-tax is high, there may be a temptation to invoice the goods at an artificially high price.
On the other hand, if the Customs duties are very heavy and are levied on an ad valorem basis,
the foreign enterprise is more inclined to invoice the goods at as low a figure as possible, thereby
throwing a larger profit to the local sales branch. Without going into the many considerations
which may enter into the fixing of the invoice price, it may be said that in very few countries is there
a close collaboration between the Customs authorities and the income-tax authorities in determining
the value of the goods at the time of import. The income-tax authorities usually start by checking
the invoice prices and making their own adjustments, or resorting to empirical assessments as
previously described. ’

417. Under the law, jurisprudence or practice of the great majority of countries, the basis of
assessment in these cases is the profit attributable to the sales activities of the local branch, as
distinct from a manufacturing profit which may be said to accrue to the factory abroad. This
principle is incorporated in Article 682 of the Regulations to the United States Revenue Act, which
provides in substance for splitting the income between the sales establishment and the foreign
factory on the basis of an independent factory price. Recourse to apportionment or to some

- other method of assessment is intended only when the determination of an independent factory
price is impossible. Under the United Kingdom law, the foreign enterprise selling in, say, London
goods which it has produced or manufactured abroad has the option of restricting the assessment
to the  merchanting ”” profit — 7.e., the ** profit which might reasonably be expected to have been
earned by a merchantor, where the goods are retailed by or on behalf of the manufacturer or producer,
by a retailer of the goods sold, who had bought from the manufacturer or producer direct ”. 1

418. This same rule is followed in the Irish Free State. The onus to show what is
the merchanting profit rests primarily on the taxpayer. The administration would consider any
relevant evidence available — for example, the rate of profit made by independent merchants dealing
in the same or similar lines of goods, and, in certain cases, particulars of the prices at which goods were
invoiced to independent merchants in neighbouring countries might be acceptable.

419. Similarly, in Japan, the whole of the profit derived from manufacturing abroad and sale
by a local establishment is attributable to that establishment, unless the taxpayer satisfies the
authorities that a reasonable profit should be allocated to the factory abroad.

420. Canada, in accordance with the general principle of apportionment contained in its law, 3
grants an allowance against the gross sales profit for : (1} cost of manufacturing abroad, and (2) some
profit to be allocated to the manufacturing end and considered to arise in the foreign country. There
is no definite precept as to the relative propcrtion of manufacturing and sales profit, this being
determined by the fiscal authorities in accordance with the facts of each case.

' General Rule 12 of the Income-Tax Act, 1918 ; supra, paragraph 32, footnote 4.
3 Supra, paragraph 42.
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421.  The Union of South Africa determines the profit of the sales branch as if it were a separate
establishment, and the cost of the goods sold is taken at the price at which they are invoiced to the
Union establishment and declared for Customs duty purposes. This may permit the throwing of
profits to the foreign branches, but the officials have not found in experience any satisfactory method
of meeting the situation without creating new difficulties, including raising questions of double
taxation. They state that the safeguard to revenue lies in the Customs duties. !

422. The Netherlands authorities verify that the invoice price to the local establishment is
normal — that is to say, if it is the same as that which would be made to an independent entity.
If the ascertainment of the normal invoice price is difficult, the authorities fix the gross sales
profit at a fraction — for instance, half of the gross profit resulting from manufacture and sale. The
Netherlands East Indian authorities, in endeavouring to tax only the local sales profit, consider the
relative importance of the sales activities and those of manufacture. If only a part of the products
of the foreign enterprise are sold in Netherlands East India, the calculation of the * selling price
from the factory to the export department of the enterprise may be subjected to a
careful examination. The prices at which the export company invoices to the local sales company
are subject to the same verification as that described above in connection with an enterprise buying
abroad for sale in East India. Turthermore, the authorities may request information as to the
prices at which the same goods have been invoiced to dealers or branches in other countries, or, if
necessary, they may make a comparison with the prices of local competitors. If a company has
virtually a world monopoly of a given product which it markets itself, the taxpayer often fixes the
East Indian profit at a certain percentage of the selling price which may be accepted by the tax
authorities after a careful examination of the accounts. A foreign company which manufactures
articles especially for Netherlands East India usually markets them there, through its own sales
branch or through a subsidiary company, which, in fact, is nothing more than a sales department
of the company. The authorities consider that, in this case, the profits realised in Netherlands
East India should be fixed at a fraction of the total net profit and deem it just to allocate to each of
the two parts of the enterprise half of the profits, although the particular nature of the business
may justify a different percentage. The authorities have noticed that the foreign taxpayer usually
puts a high value on manufacturing profit and a low value on sales profit. Contrary to this, the
East Indian administration is inclined to put a considerably higher value on sales. The reason
for this tendency is the fact that, in the widespread over-production of recent years, sales effort has
become a factor of paramount importance. If the sales branch in Netherlands Fast India markets,
not only goods which have been manufactured by the foreign enterprise, but also goods which have
been purchased (for ex.imple, to complete its line), the authorities would attempt to segregate the
two categories and allocate the profits of each in accordance with what has been previously said.

423. Austria, in its law and ia its treaties with Czechoslovakia and Hungary, has cut the
Gordian knot by its adoption of definite fractions. Thus, under the law at least one-third of the
joint profit derived from manufacture abroad and sale in Austria is allocable to the latter State and
under the treaties, two-thirds is ascribed to manufacture and one-third to sale, ’

424. Inapplying their apportionment formula, Spain and the Swiss cantons acknowledge that
manufacturing effort is to be compensated as well as sales effort, but the apportionment is to be
measured by factors which will necessarily vary with each case. In Wisconsin. a distinction between
the two profits is admitted whether the local sales branch is taxed on its sei)arate accounts or by
application of the apportionment formula. The same is true in administering the personal income-

! Taxation of Foreign and National Enterprises ”', Vol. III, Page 185, paragraph gs.
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tax of New York. Recognition of this division of net profit is contained in the Massachusetts
excise-tax and the New York franchise-tax on corporations.

425. In applying the principle of taxing income attributable to the activities of the local
establishment, a distinction between manufacturing and sales profit is expressly acknowledged
by France and Sweden, and is tacitly acknowledged by Belgium, Luxemburg, Italy, Denmark,
Germany, Danzig, Czechoslovakia, Hungary, Estonia, Latvia, Poland, Greece and Roumania.

426. In Cuban law, there is no express provision which authorises consideration of a
manufacturing profit as an integral part of the export price from the foreign country, but
the authorities might accept invoice prices including a normal manufacturing profit, subject to the
Law of September 23rd, 1932 (Article I, paragraph 5). The enactment of this measure was occasioned
by the difficulties encountered by the administration in assessing the local branches, subsidiaries or
agents of foreign companies which received goods billed at such high prices that the margin of profit
shown in Cuba was insufficient to cover the selling costs. The new law provides that a tax of
3 per cent on gross receipts from all sources will be paid in substitution for the tax on net income by
foreign companies which realise operations in Cuba through branches, subsidiary companies, agents
or legal representatives, and fix by contract or otherwise the cost price and the sale price of their
merchandise, without showing in a manner worthy of belief and to the full satisfaction of the
administration the correctness of these prices, and provided the administration is convinced that, due
to this method of operation, no profits can be realised by the business in question. The same applies
to cases in which local companies make contracts with foreign companies to realise operations in
Cuba and stipulating as compensation a certain percentage of the receipts which are obtained
in Cuban territory, through the sale, leasing, exhibition or other disposition of the articles shipped.

427. The two countries which specifically make no allowance for a foreign manufacturing
profit are British India and Mexico. The former, as stated above, has written this principle into
its law, stipulating that all income derived by anyone from the sale of gocds in British India shall
be deemed to arise and to be received there.? In Mexico, the foreign enterprise is taxable on the
entire profit in excess of the cost of the goods and other allowable deductions, and the tax return of
enterprises deriving a profit of over 100,000 pesos calls for the cost of the goods as well as the receipts
derived from their sale. 2 In practice, the price at which the goods have been invoiced to the local
branch by the foreign enterprise is taken as the cost price, especially if it has served as a basis for
payment of Customs duties. This price is not conclusive, however, and if the assessment board
considers it necessary, it will request full information as to the foreign cost of manufacture.

428. If the local establishment of the foreign enterprise sells goods which, in part, have been
manufactured abroad and, in part, purchased abroad, under the principles described above as
applicable in the majority of countries, the profits pertaining to each category should be segregated
for purposes of allocation or apportionment. This, of course, is not necessary in British India and
Mexico. If the foreign enterprise does not itself make this segregation and allocation or
apportionment, so that a proper assessment can be made in accordance with the principle of separate
accounting, the tax authorities are not likely to make any distinction between the two categories,
especially where it is necessary to resort to an assessment on an empirical or fractional basis.

Local Establishinents sclling abroad.

,429. If a foreign enterprise with its real centre of management in one country has a branch in

* British India Income-Tax Act (XI of 1922), Section 42(3).
* Mexican Income-Tax Regulations, Article 28, paragraph 1.
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-

a second country which makes sales in a third country in which the enterprise has no
permanent establishment, the practice in the majority of States is to ascribe to the branch in the
second State the profits derived from sales in the third State. These countries include Belgium,
France, Italy, the Netherlands, Netherlands East India, Switzerland, Sweden, Germany, .DanZIg,
Austria, Czechoslovakia, Hungary, Latvia, Poland, Greece, Roumania and Japan. It.ls .to be
noted that these are primarily countries which base income-tax liability upon the activities of
an establishment within their territory. Such is the practice in Belgium, even though the sale
in the third State must be authorised by the real centre of management abroad. The Netherlands
authorities follow this practice, because they are inclined to consider sales attributable to the
country where the sale was prepared and negotiated rather than the place where it was formally
concluded. In applying this principle, the Netherlands East Indian authorities would take into
consideration the contentions of the head office that the profits were due partly or entirely to its
activities.

430. In a second group of countrics — notably those in the British Commonwealth of Nations
and the United States — the question as to where profits are to be ascribed in a given case depends
upon certain legal tests. Under the law of the United Kingdom and the Irish Free State, if a non-
resident makes sales to another non-resident through a resident person, liability to income-tax
does not necessarily arise. *  Under the law of those countries, the place of residence is determined
by the location of the * central management and control . If the foreign enterprise with a branch
in, say, London or Dublin, which sells in a third country, is managed and controlled abroad, there
would normally be no liability in respect of profits from sales in the third country. Thisstatement
presupposes that the contracts of sale are concluded in the neighbouring countries, because, if the
contracts were concluded in the United Kingdom or the Irish Free State, the profits might be deemed
to arise there. The United Kingdom authorities state, furthermore, that, if the business of the
foreign company is managed and controlled in the United Kingdom, the profits derived from sales
in the third State would be taxable in the United Kingdom.

431. The British Indian authorities would tax sales made by the local establishment of a
foreign enterprise in countries in which it had no establishments if the contracts were concluded in
British India. If the contracts were concluded elsewhere, the profits would be taxable if they
were received for the first time in British India. Likewise, Canada would tax such profits if the
Canadian establishment accepted contracts solicited by its salesmen in a neighbouring country.
If, however, the sales contract were accepted in the neighbouring country or at the foreign head
office, no attempt would be made to tax the profits attributable to the activities of the salesmen in
neighbouring countries, and their expenses would be disallowed in determining the Canadian profits.

432. South Africa follows essentially the same principles : thus, if orders were taken in Rhodesia
and the sales were confirmed by the Union branch, the latter would be taxable just as much as
if it effected the sales directly to the Rhodesian customer. In either case, liability would not be
affected by the fact that the goods sold might be delivered direct to the Rhodesian customer from
another branch of the enterprise. If, however, the sales were effected outright in Rhodesia and

only delivery were made from the stocks held by the Union branch, the resulting profit would
not be subject to the Union tax.

* Rule No. 11 of the General Rules applicable to Schedules A, B, C, D and E, Income-Tax Act, 1918

o The fact that a non-resident person exccutes sales or carries out trans
in circumstances which would make him chargeable in pursnance
person shall not of itself make him chargeable in respect cf

reads :
actions with other non-residents
of t.h&se rules in the name of a resident
profits arising from those sales or transactions ",
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433. In accordance with the principles of the United States income-tax, the profit would
be allocated to the place where the sales contract was concluded, which is admitted to be a very
difficult question of fact. The Income-tax Commission of Wisconsin and the New York State
personal income-tax authorities would be inclined to ascribe such profits to the local branch, the
former especially if the salesmen sent to neighbouring States solicited orders which were filled
out of stock at the local branch, the remittances being made to such branch. The Wisconsin
authorities are even inclined to believe that the profits should be allocated to the Wisconsin branch
if the orders solicited by its salesmen were filled out of a stock maintained outside Wisconsin.

434. The Mexican authorities state that they would ascribe the profit from sales in a
neighbouring State to the local branch if they were realised through its activities — that is, if
the contract of sale were made there or if the deliverv of goods or payment therefor were effected
there. The Cuban authorities are not aware of any such cases, but they indicate that under their
law a non-resident is taxable if income is obtained in Cuba, or payment is made in Cuba by a debtor
outside Cuba. ’

. 433. Estonia and Spain apparently stand alone in holding that such profits should not be
ascribed to the local branch, the latter country imputing such operations to the central management
even if they are dealt with and accounted for — that is to say, “ controlled ", in the strictest sense
of the term — by the Spanish branch. The case is very frequent in Spain, because the Spanish
branches of foreign companies also very frequently handle business in Portugal and Morocco.

MANUFACTURING ESTABLISHMENTS.

436. Therule is universal that, if a foreign enterprise manufactures in a given country and sells
in other countries, a profit is attributable to the manufacturing establishment. In most countries,
however, the administrative authorities are in doubt as to how much of the profits should be ascribed
to the local plant. It is apparently the consensus of opinion in the majority of States that this
profit should be that pertaining to manufacture as distinct from sale in neighbouring countries.
I, however, the sale is made direct from the factory to dealers or customers in the foreign country,
the whole of the profit is ascribed to the factory. A distinction is made between enterprises
manufacturing textiles, machines or the like and those which extract minerals or conduct
plantations for the production of rubber, sugar or other raw materials, and subsequently prepare
them for sale on the world markets. The countries in which the latter category of enterprises are
established, notably British India, Mexico and Netherlands East India, regard the world market
price as the measure of profits allocable to their respective territories.

437. The United Kingdom Income-Tax Act of 1918 did not contain any specific provision
on this point, and the courts have never been called upon to give a ruling, but the Board of Inland
Revenue considers that, under the general principles of the United Kingdom Income-Tax Act, a profit
may be ascribed to the local manufacturing establishment of a foreign enterprise. Furthermore, the
report of the Royal Commission on the Income-Tax, 1920, approves the principle of distinguishing
the local manufacturing profit from the merchanting profit derived on sale abroad.

438. Under Canadian law, ® if goods are exported from Canada at the same price at which
they would be sold to an independent dealer or distributor, the authorities would probably accept

! Sd-‘bra, paragraph 33.
3 Supra, paragraph 43.



124 FOREIGN INDUSTRIAL AND COMMERCIAL ENTERPRISES

it as delimiting the Canadian share of the profit, otherwise the Minister would apportion the income.
The above-mentioned provision would apply to non-residents who export from Canada such
commodities as pulp, asbestos, lumber and other raw materials which are partially processed in
Canada and shipped abroad for further processing and manufacturing. ,

439. In South Africa, the whole of the profits derived from sales direct to customers optside
the Union, or even through agents abroad, is taxable ; but if the manufacturing enterprise in the
Union maintains a retail establishment in another country for the sale of its products, then only a
manufacturing profit would be regarded as having arisen from Union sources, and it would be
determined by valuing the output transferred to the retail branch at prevailing wholesale prices
within the Union.

440. Belgium has no legislative provision attributing to the manufacture or production in
Belgium a fixed quota of profits derived from the sale of goods abroad, but the administration must
determine in each case the extent to which the local establishment must be considered as having
realised profits. The situation in Luxemburg is similar.. A criterion employed by the French
administration in assessing the tax on industrial and commercial profits is that the profit allocable
to the local factory is considered equal to that which the factory would earn by manufacturing
for sale to other parties the goods which it makes for delivery to the foreign selling establishment. *
In Ttaly, the factory is taxable on the difference between the cost of manufacture and the price at
which the goods lcave the factory to be placed on sale — i.e., wholesale price (prix 42 gros). If
necessary, the finance bureau may have recourse to a comparison with other enterprises
manufacturing a similar product. In the Netherlands, the * normal manufacturing profit ” is
taxable. To determine the normal profit, the authorities consider the price which would have been
paid to another enterprise for the same goods instead of manufacturing them itself in its own factory.
They also consider the special reasons for installing a factory in the Netherlands. In Netherlands
Last India, the agricultural and mining enterprises not only produce raw materials, but also prepare
them for the world markets. As the price is determined on the world markets, the authorities
consider that the entire net profit is taxable in Netherlands East India. 1f the foreign enterprise
produces its raw materials in Netherlands East India and subsequently uses them at its factory
.in another country, the world market price is used to delimit the profit allocable to Netherlands
East India. As the latter country is not an industrial country strictly speaking, the question of
a manufacturing profit is not of importance and, if cases arise, the profit would be apportioned

according to the same principles as those previously stated as applicable to a foreign manufacturing
enterprise with a local sales establishment.

441. As has been previously indicated, Austria allots under its law a minimum of two-thirds
to a manufacturing plant within its territory and, in its treaties with Czechoslovakia and Hungary
shares the net profits in the ratio of two-thirds to one-third. Czechoslovakia, in its law, has adopteci
minimum requirements ; at least one-fourth of the total net profit for the purpose of the general
profits tax on individuals and two-thirds for the special tax on companies. Its treaty with Poland
provides for an apportionment of income in the ratio of invested and working capital and expenses
in the ratio of income. Spain would apportion the total net revenue of the foreign enterprise
in the ratio of the importance of the local factory to the enterprise as a whole, and Switzerland in
the ratio of the productive factors pertaining to each, reserving a préciput to t'he seat. -

442. In the following countries there are no definite precepts for carrying out the
442 i ) r eneral
principle in their law of taxing the profit attributable to the activities of thl?llocagll establishgrnent :
Denmark, Sweden, Germany, Danzig, Hungary, Estonia, Latvia, Poland, Greece, Roumania an(i

! Decision ot the Conseil d’Etas, July 25th, 1929 3 supra, paragraph 49
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Japan. If the local accounts are inadequate, the Hungarian authorities are inclined to base the
assessment on the ratio of the local pay-roll to total pay-roll. The Estonian authorities may
determine the transfer price from the factory to the branch by comparison with the average market
prices in Estonia, or by reference to a table of average market rates. The Greek authorities, if
necessary, will make an empirical assessment by ascertaining what should be the price on a f.0.b.
shipment to an independent purchaser, or by applying an appropriate rate of commission to the
production cost. The Roumanian authorities state that the profit would be taxable if it appeared
in the accounts.

443. The United States of America applies the same provisions in allocating the profits to
the local factory of a foreign enterprise which then sells the goods abroad as it does in taxing the
profits from the sale in the United States of goods which have been produced abroad — that is
to say, if the goods are shipped abroad at an independent factory price, it will be taken asa measure
of the American profit, otherwise recourse may be had to fractional apportionment or some other
method, under Article 682 of the Regulations. .

' 444. Under the Wisconsin income-tax and the New York State personal income-tax, if the
books of the local factory do not reflect a fair manufacturing profit, the apportionment formula
would probably be resorted to. Likewise the formula under the Massachusetts excise-tax and the
New York franchise-tax would apportion the income of a corporation as between manufacture
within their respective territories and sales outside.

445. There are three countries which, under their laws, tax the whole of the profit derived
by a foreign enterprise from manufacture within and sale without : British India, the Irish Free
State and Mexico. Cuba does the same in the relatively few cases occurring in its jurisdiction.
The provision in the British Indian Income-Tax Act, ! that all profits arising from a business
connection in British India, such as a factory, are deemed to arise and accrue in British India and
are therefore taxable there, has been interpreted by two court decisions : those of Rogers Pyatt
Shellac Company v. Secretary of State 2 and of the Commissioner of Income-Tax, Burma v. Steel
Brothers and Company, Limited.® In practice, this provision has, however, been somewhat
tempered. It may be recalled that, in one case, an American corporation was held taxable because
it operated a factory in the United Provinces, the products of which were exported and sold abroad,
and also because it purchased, at a branch office in Calcutta, gum, shellac and other products for
export and sale abroad. One of the judges indicated that the profits or gains attributable to a
business connection in British India may be calculated by fixing a reasonable percentage of the
turnover or by one of the other methods indicated in Rule 33 of the Income-Tax Rules. ¢ In
the other case, where a non-resident British company worked up rice, cotton and other products in
India for sale abroad and also purchased certain products and sold them without transformation,
the court held that no distinction could be drawn for income-tax purposes between profits
on products which the taxpayer had processed in India and profits on products purchased in India
and exported in the same form. Although the law provides that all income derived from such
business connection in British India shall be deemed to have accrued or arisen there, the court
held that there should be excluded from assessment a reasonable commission agent’s commission
on the sale of the products in London: These decisions are carried out fairly closely in the practice,
which varies somewhat from province to province with regard to fixing a percentage representing

1 Section 42 (1) ; supra, paragraph 3s.
11 I T. C, 363 ; supra, paragraph 36.
22 I. T. C. 119 ; supra, paragraph 37.
¢ Supra, paragraph 36,



126 FOREIGN INDUSTRIAL AND COMMERCIAL ENTERPRISES

the part of the total turnover that represents the profit attributable to manufacture, etc., in British
India, and in allowing the deduction for a sales commission.

446. The Irish Free State law allows no room for leniency. Upder it, the whole of the profit
derived by foreign enterprise from the sale of goods which it has manufactured or partly
manufactured in the Free State is taxable, regardless of where the sale is effected.

447. Although the whole of the profit derived from manufacture in Mexico and sale abroad
is taxable in Mexico if goods have been invoiced from the factory to the foreign sales branch at 2
fair price, in practice the invoice price may be taken as indicative of the gross receipts of the lopal
factory. This price is not conclusive, however, and the authorities may require full information
as to the eventual sale pricz of the goods exported in order to calculate the totalnet profit a]locaple
to Mexico. Cuba likewise subjects to its tax the total profit derived by the few enterprises which
produce minerals, sugar or other raw products in Cuba and sell them abroad.

PROCESSING ESTABLISHMENTS.

448. If a foreign enterprise produces goods in one country, processes them at an establishment
in a second and ships them to an establishment in a third country for further processing or sale, as
a general rule, the authoritiesof the second State impute a profit to the local processing establishment.
The rules described above in connection with manufacturing establishme.ts are gererally applied
to processing establishments. This is true in the United Kingdom, the Irish Free State, British
India, Canada, Belgium, Luxemburg, France, Italy, the Netherlands, Netherlands East India, Spain,
Switzerland, Denmark, Germany, Danzig, Czechoslovakia, Hungary, Estonia, Latvia, Poland, Greece,
Roumania, Japan, Mexico, the United States, Massachusetts, New York and Wisconsin.

449. The Austrian law does not prescribe a fraction as in the case of manufacture, and the
authoritics must therefore estimate the share of the profits allocable. No principles have been
evolved in practice, but the estimate may be facilitated by a comparison between the cost of the
processing operations in Austria and the total cost of production. The treaties with Czechoslovakia
and Hungary do not contain any provision on this subject. The Cuban authorities do not know
of a case within their jurisdiction, but fecl that any profit accruing to the local processing
establishment should be taxed. Most of the countries indicate that they have but few cases of this
sort, and therefore have not had occasion to develop any definite rules.

450. In South Africa, however, no profit is ascribed to processing establishments, because their
operations are regarded as too remote from the sale of the goods to justify any allocation of the
profits realised. ‘

BuYIiNG ESTABLISHMENTS. _

451. If a foreign enterprise buys goods through an independent commission agent or broker
in a given country, with a view to manufacturing and/or selling elsewhere, in general no attempt
is made to tax it on a presumed purchasing profit. About the only exception to this rule is in the
Mexican law. No attempt is made to compute a buying profit as such, but agents, commission
agents and representatives of foreigi. enterprizes who purchase articles for exportation must pay
a tax of 0.5 per cent of the total amount of their purchases. Many countries refrain from imposing
tax in respect of purchasing within their territory, as they consider it undesirable to impose any

! Supra, paragraph 34.
* Law of March 31st, 1925, as amended, Article 9.
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such obstacle to the buying of their products by non-residents. Thus, in 1860, it was held in the
United Kingdom that mere buying there did not constitute trading, the court declaring, infer alia :
« It would be most impolitic thus to tax those who come here as customers ”.! The United States
Revenue Act specifically provides, in Section 119 (e), that income derived from the purchase of
personal property within the United States and its sale without the United States shall be allocated
entirely to the place of sale — that is, to the country in which the contract of sale was concluded.
Other countries which do not tax the mere purchase of raw materials or merchandise for exportation
by the foreign enterprise are : Canada, South Africa, Greece, Roumania (unless a profit appears in
the local books), Cuba, Japan, Wisconsin and the New York personal income-tax administration.
Because of their principle of imposing tax liability on the grounds of maintaining a permanent
establishment in their territory, a number of European countries consider that a local buying
establishment is taxable, but admit the difficulty in practice of determining its true liability. Thus,
the authorities of the following countries do not indicate how this principle may be carried out :
Germany, Danzig, Hungary, Estonia, Latvia and Poland. Denmark and Luxemburg are apparently
not concerned with this problem. Belgium requires that a local buying establishment must keep
special accounts showing its local vperations, and it may be taxed either on their basis or on an
empirical basis. In connection with the French tax on industrial and commercial profits, it has been
held ® that, in the case of a company with its head office abroad which had in France an office under
special management for the purpose of buying goods for resale abroad, the operation of this office
in itself constituted a commercial enterprise, and the profit realised was due in part to the conditions
of purchase, even though payment was made abroad. The profit taxable corresponds to the
profit which the buying establishment would make if it carried out the same operations for third
partiés — e.g., a purchasing commission. The Swedish authorities hold the same view.

452. The Netherlands considers that a buying establishment should be taxable on presumed
profits, which will vary with the case. TFor example, a percentage representing net profit may be
applied to the purchase price of each lot of merchandise. In applying their method of fractional
apportionment, the Swiss cantons may allocate a profit to a local purchasing establishment in the
ratio of turnover in a purely commercial enterprise, or in the ratio of the productive factors of an
industrial enterprise, reserving a préciput to the seat of management. As has been previously
indicated, Austrian law reserves a minimum of one-half of the profits where the foreign enterprise
has a local establishment purchasing for sale abroad, and, under its treaties with Czechoslovakia
and Hungary, the profits are divided by half. If the local establishment purchases raw material for
manufacture abroad, it is nat subject to any special provision in the law or treaties. In practice,
the profits ot the local establishment may be computed on the basis of a nmormal purchasing
commission and a similar assessment may be made under the treaties. In Czechoslovakia, at least
one-fourth of the net profit may be ascribed to the local establishment under the general profits
tax on individuals, and one-half under the special company tax.

453. Tt is in-countries which are primarily productive of raw materials that serious efforts
have been made to tax the local establishments of foreign enterprises which maintain a large
organisation for not only the purchase of raw materials from the farmers, but also sorting, packing
and preparing for export. Thus, in Ttaly, there have been a few cases in which the principle of
taxing a buying organisation has heen upheld, the taxable income being that which corresponds
to the saving realised by the enterprise in relation to the current purchase price for acquiring in
Italy the product ready for exportation. It is the Italian theory that, through havinga permanent
establishment, the foreign enterprise is able to purchase the goods at a lower figure than it would

t
1 Sulley v. Attorney-General, 2 T.C. 149 ; 5 H. and N. 711 ; supra, paragraph 26.
* Decision of Conseil d’Etat, February 14th, 1930 ; supra, paragraph 49.
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in the Italian market. For example, if a foreign company has in Italy an establishment for the
purpose of collecting eggs from peasants in order to export them, the profit is the difference between
the price of the eggs collected by the establishment, together with the cost of sorting and packing
them for export, and the price (prix de gros) of eggs sold by wholesale merchants in their warehouses.
Very often, the buying establishment sorts, treats and otherwise prepares the object for sale, and it
is to these operations that a profit should be ascribed. The Swedish view is essentially the same
as regards the purchase of standing trees, or if purchases are effected regularly.

454. In Spain, there are many cases of buying organisations, and, in principle, the transacti.on
of purchase and sale is considered as a whole and an attempt is made to discover the comparative
importance in commercial practice of each of these operations. Generally speaking, according to
information acquired by Spanish fiscal experts, in the case of the majority of goods, purchase is less
important than sale. In fact, commercial practice bas led to the fixing of definite rates of
commission which the jury of experts applies in ordinary cases. There are exceptions, notably
in the case of enterprises which buy perfumes of Spanish wild mountain flowers, the opcration of
purchase being considered much more important than that of sale, because of the considerable
organisation and expensive system of control entailed, whereas sale is a simple commercial
transaction. As it has heen previously indicated, in discussing foreign enterprises manufacturing
in British India, those which purchase goods in British India through an establishment there are
considered to have a business connection in British India which entails liability to tax on the whole
of the profit derived from the sale of the goods purchased through it. 7 The principal reasons given
for taxing non-residents with purcbasing establishments are : (1) it is considered that a part of the
eventual profit is due to skill in purchasing ; and {2) it is felt that non-residents who profit from
purchasing and exporting British India products should bear some tax. 2 The cultivator or receiver
of rent in kind who sells raw produce (e.g., tea, cotton, paddy}, or the landowner who sells timber
grown on his own land to the non-resident, pays no tax on such “ agricultural income *’, provided
the land itself is subject to lncal taxes. The decision in the case of Steel Brothers and Company,
Limited, ® held taxable all profit, less a resonable sales commission allocable to the London sales
office of the enterprise, and, in carrying out this decision, the Burms authorities indicated that this
commission may vary with (he nature of the goods. In practice, the authorities may endeavour to
restrict the tax to what might be considered appropriate to the local activities ; thus the Bombay
authorities estimated that, in the case of a non-resident firm which purchased and cured pearls in
Bombay and sold them abroad, the profit attributable to the local activities was from 3 to 5 per cent
of the purchase price. If, however, accounts showing the tot.l net profit were submitted, the Tax
Commissioner would assume one-fourth or one-third to be 1ndian profit. In difficult cases, the
income-tax officer may come to an understanding with the taxpayer concerning the percentage
to be applied to receipts from sales abroad. This percentage is applied to receipts from sales during
the preceding financial year, rather than to receipts from particular shipments. It is presumed that
the purchased goods which are exported are sold at a profit, but no assessment would be made in
respect of goods unsold or sold at a loss, provided the taxpayer shows that such is the case.

455- The Netherlands East Indian authorities have occasion to assess several foreign
enterprises whose activities in their territory are restricted exclusively to buying and preparing
raw materials to export for manufacture or retail sale by the principal establishment of the
enterprise ab{oad. In the absence of more accurate information concerning the wholesale buying
of raw materials for a world concern, the authoritics consider it sufficient to treat as East Indian
profit an amount equal to the usual commission on the purchases that would be paid to an
independent purchasing agent, especially when the buying transactions were effected by a subsidiary

( I of 19 22) SECtlon 42{1 S“f‘a p 133‘3-1311 445
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company substantially in the position of a commission agent. In such cases, no assessment would
be made on the parent company itself. The authorities admit that this method may not be entirely
satisfactory, but they must employ it in view of the difficulties in ubtaining a true insight into the
total profit of the foreign concern. If a foreign enterprise specialises in buying the products of
small native farmers, very often an extensive buying organisation is required, entailing intricate
financial transactions. In these cases, the buying is such an important factor in producing profits
and the selling abroad is, as a rule, such a very simple transaction that more than half is considered
to be East Indian profits. This percentage varies with the peculiarities of the case. The
Netherlands East Indian authorities cite as an example the business of buying pepper. A few
foreign dealers not only buy pepper in the local market in Batavia, but also have their local buying
agents in different parts of South Sumatra who, by giving advances to local growers or smaller
buying agents, ensure themselves of the quantity of pepper needed for their trade. Such a buying
orgunisation involves considerable risk and expenditure, requires a knowledge of the country, the
people and the local markets, and is obviously a much more important factor in the enterprise than
the office in London or New .York, which sells the pepper oa the produce exchange.

456. Difficulties arise especially when the enterprise does not confine itself to real buying and
selling of products, but goes in for speculative contracts. The verification of the allocation of
profits as made by the taxpayers themselves (for instance, for the purpose of calculating a bonus
to the East Indian manager or staff) is exceedingly difficult in those cases, because it is generally
impossible to trace the results of certain transactions, on account of the impossibility of putting
buying transactions over against corresponding selling transactions. As a last resort, the East
Indian profit will have to be computed by means of valuation.

457. Asageneral rule, we may say that, for foreign concerns which carry on wholesale buying
in this country of products of industries, which products are again sold wholesale abroad, the profits
are considered to have been made in the ratio of 50 per cent within and 50 per cent outside
Netherlands East India. This method of apportionment is applied to the total net profit derived
from the transactions carried on partly within and partly without the country, without taking
cognisance of any specific commissions or charges made by establishments abroad against the buying
establishment within Netherlands East India as compensation for selling, management or other
services rendered to it. The application ef this method is, of course, subject to modifications, in
order to take into account the circumstances of the particular enterprise.

458. When the products have to undergo some sort of manufacturing process in Netherlands
East India, the nature of this process will be the deciding factor in determining whether more
than 50 per cent is to be allocated to this country. Thus, where a foreign company purchased,
cured and packed tobacco in East India and sold it wholesale in Europe, it was held that two-thirds
should be allotted to East India, the remaining one-third being excluded from the assessment,
because of representing the profit attributable to the European establishment, which principally
managed the buying, all the selling and the general financing, and kept the books. *

459. On the other hand, it will be inadmissible to fix the East Indian profit at half of the net
results of the foreign enterprise if the latter subjects these products, bought wholesale, to an
additional manufacturing process in the foreign country, or sells them to the public at its own retail
establishments. ' In these cases a certain' part of the profits must be allocated either to the
manufacturing process or to the retail sales.

.} Supra, paragraph 55.
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in the Italian market. For example, if a foreign company has in ltaly an establishment for the
purpose of collecting eggs from peasants in order to export them, the profit is the dlfference be_twgen
the price of the eggs collected by the establishment, together with the cost of sorting and packing
them for export, and the price (prix de gros) of eggs sold by wholesale merchants in their warehouses.
Very often, the buying establishment sorts, treats and otherwise prepares the object for sale, and it
is to these operations that a profit should be ascribed. The Swedish view is essentially the same
as regards the purchase of standing trees, or if purchases are effected regularly.

454- In Spain, there are many cases of buying organisations, and, in principle, the transaction
of purchase and sale is considered as a whole and an attempt is made to discover the comparative
importance in commercial practice of each of these operations. Generally speaking, according to
information acquired by Spanish fiscal experts, in the case of the majority of goods, purchase is less
important than sale. In fact, commercial practice bas led to the fixing of definite rates of
commission which the jury of experts applies in ordinary cases. There are exceptions, notably
in the case of enterprises which buy perfumes of Spanish wild mountain flowers, the opcration of
purchase being considered much more important than that of sale, becauvse of the considerable
organisation and expensive system of control entailed, whereas sale is a simple commercial
transaction. As it has been previously indicated, in discussing foreign enterprises manufacturing
in British India, those which purchase goods in British India through an establishment there are
considered to have a business connection in British India which entails liability to tax on the whole
of the profit derived from the sale of the goods purchased through it. ' The principal reasons given
for taxing non-residents with purchasing establishments are : (1) it is considered that a part of the
eventual profit is due to skill in purchasing ; and {2) it is felt that non-residents who profit from
purchasing and exporting British India products should bear some tax. 2 The cultivator or receiver
of rent in kind who sells raw produce (e g., tea, cotton, paddy), or the landowner who sells timber
grown on his own land to the non-resident, pays no tax on such “ agricultural income ", provided
the land itself is subject to lncal taxes. The decision in the case of Steel Brothers and Company,
Limited,  held taxable all profit, less a resonable sales commission allocable to the London sales
office of the enterprise, and, in carrying out this decision, the Burma authorities indicated that this
commission may vary with (he nature of the goods. In practice, the autborities may endeavour to
restrict the tax to what might be considered appropriate to the local activities ; thus the Bombay
authorities estimated that, in the case of a non-resident firm which purchased and cured pearls in
Bombay and sold them abroad, the profit attributable to the local activities was from 3 to 5 per cent
of the purchase price. 1f, however, accounts showing the totcl net profit were submitted, the Tax
Commissioner would assume one-fourth or one-third to be Indian profit. In difficult cases, the
income-tax officer may come to an understanding with the taxpayer concerning the percentage
to be applied to receipts from sales abroad. This percentage is applied to receipts from sales during
the preceding financial year, rather than to receipts from particular shipments. It is presumed that
the purchased goods which are exported are sold at a profit, but no assessment would be made in
respect of goods unsold or sold at a loss, provided the taxpayer shows that such is the case.

455- The Netherlands East Indian authorities have occasion to assess several foreign
enterprises whose activities in their territory are restricted exclusively to buying and preparing
raw materials to export for manrufacture or retail sale by the principal establishment of the
enterprise abroad. In the absence of more accurate information concerning the wholesale buying
of raw materisls for-a world concern, the authorities consider it sufficient to treat as Fast Indian
profit an amount equal to the usual commission on the purchases that would be paid to an
independent purchasing agent, especially when the buying transactions were effected by a subsidiary

! Indian Income-Tax Act (XI of 1022}, Section 42(1) ; supra, paragraph 445.
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company substantially in the position of a commission agent. In such cases, no assessment would
be made on the parent company itself. The authorities admit that this method may not be entirely
satisfactory, but they must employ it in view of the difficulties in ubtaining a true insight into the
total profit of the foreign concern. If a foreign enterprise specialises in buying the products of
small native farmers, very often an extensive buying organisation is required, entailing intricate
financial transactions. In these cases, the buying is such an important factor in producing profits
and the selling abroad is, as a rale, such a very simple transaction that more than half is considered
to be East Indian profits. This percentage varies with the peculiarities of the case. The
Netherlands East Indian authorities cite as an example the business of buying pepper. A few
foreign dealers not only buy pepper in the local market in Batavia, but also have their local buying
agents in different parts of South Sumatra who, by giving advances to local growers or smaller
Luying agents, ensure themselves of the quantity of pepper needed for their trade. Such a buying
organisation involves considerable risk and expenditure, requires a knowledge of the country, the
people and the local markets, and is obviously a much more important factor in the enterprise than
the office in London or New York, which sells the pepper on the preduce exchange.

456. Difficulties arise especially when the enterprise does not confine itself to real buying and
selling of products, but goes in for speculative contracts. The verification of the allocation of
profits as made by the taxpayers themselves (for instance, for the purpose of calculating a bonus
to the East Indian manager or staff) is exceedingly difficult in those cases, because it is generally
impossible to trace the results of certain transactions, on account of the impossibility of putting
buying transactions over against corresponding selling transactions. As a last resort, the East
Indian profit will have to be computed by means of valuation.

457. Asageneral rule, we may say that, for foreign concerns which carry on wholesale buying
in this country of products of industries, which products are again sold wholesale abroad, the profits
are considered to have been made in the ratio of 50 per cent within and 50 per cent outside
Netherlands East India. This method of apportionment is applied to the total net profit derived
from the transactions carried on partly within and partly without the country, without taking
cognisance of any specific commissions or charges made by establishments abroad against the buying
establishment within Netherlands East India as compensation for selling, management or other
services rendered to it, The application ef this method is, of course, subject to modifications, in
order to take into account the circumstances of the particular enterprise.

458. When the products have to undergo some sort of manufacturing process in Netherlands
East India, the nature of this process will be the deciding factor in determining whether more
than 50 per cent is to be allocated to this country. Thus, where a foreign company purchased,
cured and packed tobacco in East India and sold it wholesale in Europe, it was held that two-thirds
should be allotted to East India, the remaining one-third being excluded from the assessment,
because of representing the profit attributable to the European establishment, which principally
managed the buying, all the selling and the general financing, and kept the books. ?

459. On the other hand, it will be inadmissible to fix the East Indian profit at half of the net
results of the foreign enterprise if the latter subjects these products, bought wholesale, to an
additional manufacturing process in the foreign country, or sells them to the public at its own retail
establishments. ' In these cases a certain- part of the profits must be allocated either to the
manufacturing process or to the retail sales.

Y Supra, paragraph 55.
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460. The authorities in the State of Wisconsin are also of the opinion that, when buying is
accompanied with processing, some profit should be imputed to that end of the business. They
cite as an example a company in the eastern part of the United States which purchases tobacco in
Wisconsin and processes and stores it before shipping it from the State. It should be pointed out
that, when the purchasing of material is thus accompanied by processing or improvement of some
sort, the activity generally comes under the rules applied to manufacturing and processing
establishments described above.

RESEARCH OR STATISTICAL ESTABLISHMENTS, DISPLAY ROOMS, ETC.

461. 1{ a foreign enterprise has an establishment in a given State which does not directly
engage in any profit-making transactions, but renders services to the enterprise which contribute
indirectly to the realisation of profits — e.g., a statistical bureau, a research laboratory or a display
room — the practice in the majority of countries is not to ascribe any profits to the establishment
assuch. Many of them point out that, if there is in the country a sales establishment or a factory,
any profits due indirectly to the existence of the above-mentioned establishment should appear in
the books of the factory or the sales office.

462. In the Anglo-Saxon group of countries, the maintenance of such an establishment is not
" considered as trading or constituting a source of income under the law. Within the States of the
United States, the question of liability depends upon whether or not the maintenance of such an
establishment constitutes doing business, and it is difficult to say whether or not the maintenance
of such an establishment would give rise to liability. In any event, under the New York corporate
franchise-tax or the Massachusetts excise-tax, the maintenance of such an establishment might
entail liability.

463. In the European group of countries, which base liability primarily upon the maintenance
of an establishment, the foreign enterprise might be liable in respect of one of the establishments
indicated above, although no tax would be assessed because of no income actually accruing to it.
Thus, in Belgium, the administration decided that a foreign company which maintained a supervisory
bureau in Belgium would be regarded as having an establishment there, although it might not be
taxed if its special accounts showing no profits were accepted by the authorities. Liability to the
French industrial and commercial profits tax depends on circumstances. If the sole purpose of the
local establishment is to furnish the enterprise with statistics or information regarding market
- demand, possible outlets for goods, prices charged and sales made in France by competing enterprises,
.the amount of credit that might be allowed to possible buyers, etc., it would be liable to the
industrial and commercial profits tax on a profit corresponding to that which would be earned by
an independent agency undertaking to furnish similar information to third parties. A showroom
in Franc'e must necessarily have there an agent who, if he does not make sales direct, gives
information to customers and receives orders for conveyance to the foreign enterprise. The agent
or employee, being in charge of the premises bearing the name of the firm, must be regarded as a
special manager, and the foreign enterprise must therefore be deemed to have in France an estab-
lishment entailing liability to the tax on industrial and commercial profits.

of th164' In Italy also, the liability to tax depends upon the facts of each case. An examination
o 01(‘;g::msat10n of thg establ_lspment, its met.hod of operation. the effective extent of its services
o bg:ras (;t the Iérod’lfctlve activity of the foreign enterprise, etc., is necessary before tax liability
of collect(i:ﬁ mtm: s hexre would be no ll'abﬂ.lty in the case of an establishment for the sole purpose
is as well g stalistics, as such an organisation would be incapable of earning income. If there

S well a sales organisation, the receipts from sales would include the income earned
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by the statistical bureau, but it would be impossible to determine the latter separately. Inthecase
of a showroom, there would be no liability to tax if no vrders were taken there, but, in the event
that the taking of orders is a part of its business, the establishment would be liable to tax on the

profits resulting from such sales.

465. The Netherlands authorities predicate liability upon the fact whether the enterprise,
n the absence of such an establishment, would have to employ the services of third parties. For
example, a publicity bureau would probably entail liability on the amount corresponding to the
expenses saved to the enterprise by reason of the existence of the local establishment. The Spanish
authorities say that they would tax such an establishment vn the basis of its relative importance
in the enterprise as a whole. The same is true in Switzerland. Denmark does not have any rule .
for this case. Sweden, Germany, Danzig, Austria, Czechoslovakia, and Hungary hold such an
establishment taxable in principle, but have no rules for its assessment. Latvia would not tax such
an establishment unless the profit is realised there, and the same is true in Poland. No tax would
be incurred in respect of such an establishment in Greece, Roumania, Japan, Cuba and Mexico.
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CHAPTER VIII.

FOREIGN BANKING ENTERPRISES.

.

466. Banking enterprises present relatively few problems of allocation : in the first place,
because of the limited number of those which are carried on internationally, and, in the second
place, because of the nature of their transactions. Certain countries prohibit foreign banks from
opening establishments within their territory — for example, Canada and Estonia, and the American
States : Massachusetts; Wisconsin and New York. The last-mentioned permits the existence of
branches of foreign financial institutions, provided they do not engage in banking in the strict sense
of the term. Other States subject foreign banks to a rigid control, such as Japan and Mexico. As
the primary purpose of establishing branches abroad is to have direct contact with other important
money markets in the world, to finance foreign trade or to finance the exploitation of resources in
possessions beyond the seas, owning foreign branches tends to be limited further to the large banks
of such countries as the United Kingdom, France, the Netherlands and the United States. Banks
which formerly had branches in the various provinces of the Austro-Hungarian Empire present
problems of allocation because of the frontiers that now divide them.

467. In gencral, the great majority of countries which permit branches of foreign banks
to be established in their territory subject them to the same fiscal regime as industrial and
commercial undertakings. That is to say, the tax is assessed upon a declaration supported by the
accounts of the local establishment, subject of course to verification, and, if necessary, by reference
to the balance-sheet, profit-and-loss statement and other useful data which are kept at the head
office abroad. If the accounts are insufficient, the administration may resort to an assessment
on an empirical or a fractional basis. Such is the general regime for foreign banks in the
United Kingdom, the Irish Frec State, British India, Belgium, Luxemburg, France,! Italy,
the Netherlands, Netherlands East India, Denmark, Germany, Danzig, Austria, Czechoslovakia,
Hungary, Latvia, Poland, Greece and Roumania. In Japan, local branches can be assessed with
comparative ease on the basis of their separate accounts, because of the strict requirements for

! This is true of the French tax on industrial and commercial profits. The tax on income from sccurities,
however, is levied on a taxable quota of the dividends and interest paid by the foreign company at its seat abroad.
For banks whose French business consists merely in making loans to private persons or companies, the taxable
quota is fixed by compariscn between the amount of loans in France and the value of the company’s assets, The
amount of the Joans is shown by a detailed return of the debts due in France with the names ot the debtors. For
banks which set up a branch or agencies in France to do every kind ot business belonging to the special nature
of such companies, the taxable quota is determined, as a general rule, by comparing the working capital allotted
to the French branch with the company’s entire capital. If there is no such working capital, or if it is not
commensurate with the amount ot business done, the criterion taken is the proportion between the French receipts
and the total receipts. ** Taxation of Foreign and National Enterprises "', Vol. 1, page 89.
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the keeping of books and the submission of annual reports: Even if the local accounts are not
satisfactory from the viewpoint of assessment, the fiscal authorities state that the determination
of income is not difficult, except in xespect of the allocation of certain items of expenditure which
will be discussed below.

468. InCuba, the branches of foreign banks are treated as if they were separate enterprises.
The Cuban Supreme Court has held that, for the purposes of the income tax, the parent and branch
can be considered as distinct entities. If, however, the parent makes an advance to the branch, it
is not necessary to make a contract, but it is sufficient to enter the loan in the books tugether with
the interest charged. ! In other cases, the tax administration has allowed the deduction of a part
of the interest on general indebtedness, which corresponded to the amount advanced to the branch.

469. Likewise in Mexico, assessment on the basis of separate accountmg is the rule, because
of the requirements of the Mexican banking law, and of the verification by official bank examiners,
whose determination of income is accepted by the tax authorities. Foreign banks generally allot
to their Mexican branches a sufficient capital, and the branch is conducted and its books are
maintained as if it were an independent bank. The branch charges the foreign parent for collection.
or for other services rendered to it. Interest paid to the pareut on advances is subject to tax by
withholding at source. The United States authorities also tax local branches of foreign financial
institutions on the basis of their accounts, subject to adjustment if necessary.

470. Spain and the Swiss cantons, on the other hand, use fractional apportlonment in taxing
foreign banks, the former having regulated the application of this method in treaties. 2 The
State of New York subjects foreign financial institutions to a franchise-tax based on net.income.

471. The principal reason for the widespread use of separate accounting in taxirig branches of
foreign banks is that the very nature of their activities permits of a definite allocation of most uf
their items of income and expenditure. In general, the activities of international banking
enterprises consist in receiving deposits, making loans, discounting commercial paper, effecting
exchange and arbitrage transactions, purchasing and ‘selling bonds and other high-class securities,
renting office space in buildings which they own or lease, and renting sufety deposit bouxes:
Obviously, most of these principal sources of income can be readily ascribed to a definite country.
Similarly, most of the expenditures of a banking enterprise are readily allocable to a particular
country, such as rents on business property, repairs, interest on deposits, taxes, losses, bad debts,
depreciation, and salaries and wages to officials and employees occupied with local business. There-
are, however, other items which present questions of apportionment, such as the salaries paid to the
principal executive officers and cther items of general overhead, as well as various other expenses
and losses. . '

472. Inrespect of items of income, some of the difficulties encountered are those of determining’
the rate of interest that should be charged, if any, when the head office or one brarnich makes advances
to another branch, in order to provide a second branch with furds to be lent. Should a distinction
be madeé between funds advanced out of the bank’s capital or out of deposits ? If a large bank
has its principal establishment in one country and a branch in a second, often a depositor will keep
his account with the principal establishment, yet when travelling, draw cheques at the foreign
branch or otherwise make use of its services, all of which entails expense for the branch not covered

t Supreme Court decision, No. 85, of June 21st, 1930.
8 Infra, paragraph 486.
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by compensation of any kind. The principal establighment pl‘qﬁts from the prestige of_ having
a branch in the sccond country and its increased capacity for service, yet the _branch esﬁablwhment
does not show in its books any reward for this phase of its income-producing capacity. Onthe
contrary, the branch, because of the prestige of the bank’s name, dravs"s increased deppsxts which
may flow to other branch establishments outside the country to l_)e used in loa_.ns tooutsiders. The
branch has to pay interest to jts depositors, but, unless a proper interest rate is charged to the other
branch establishment which receives the advance, the first- mentioned branch will show in its books
only items of expense and no income. If two establishments are involved in the purchase and sale
of commercial paper or bills of exchange or securities, or if an establishment in one country discounts
a bill of exchange and forwards it to an establishment in a second country for collection, questions
arise as to the allocation of the income derived.

473. It is because of these rather intangible interrelated factors, and also these interlocking
transactions, that some of the United Kingdom tax inspectors have been inclined, when the separate
accounts of the London branch of a foreign bank have appeared to them inadequate, to assess the
United Kingdom profifs at the same proportiun of the total profits of the foreign baqk as the United
Kingdom assets bear to total assets. This method involves difficulties in ascertaining which are
United Kingdom assets and which are foreign assets, but these questions are usually capable of
adjustment after negotiation. The practice is the same in the Irish Free State.

474. In South Africa two of the foreign banking enterprises operating in the Union are assess-
ed on the basis of the local accounts of their branches, a third foreign bank is taxed on the
assets basis. In the last-mentioned case the taxable income or assessed loss is the sum which bears
the same proportion to the total net profit or loss from all sources (computed in accordance with
the Union Income Tax Act) as the assets of the enterprise in the Union bear to the total assets of
the enterprise. The authorities consider that this fractionnal method of assessment produces a
less inaccurate result in the case of banks having their assets distributed in the countries in which

they operate.

475. TheBritishIndian income-tax authorities state,however, that the local branches of foreign
banks frequently work on credits provided by the head office, and there are very little assets in
British India other than these credits. Consequently, if profits were allocated with reference to
assets, evasion would be simple if the assessment were made on a certain date — for example,
the closing date of the accounting year — as manipulation would be easy, whereas a compu-
tation with reference to the varying position of assets from day to day would entail enormous
work without any commensurate advantage. The British Indian authorities usually tax on the
basis of the separate accounts of the local branch. If no such accounts are maintained, they
usually work out an account for the local branch, basing it on the gross profit apportioned to that
branch in the ratio of its receipts to total receipts, and deducting local expenditure, including
proved local losses, salaries and other costs of the local establishment and a pro rata share of the
general management charges at the head office abroad and interest on general indebtedness, this
share being fixed in the ratio of receipts. Inasmuch as only profits accruing or received in British
India are taxable, only expenses incurred in the earning of such profits are deductible. No
deduction is allowed for interesi on capital or reserves allocable to the Indian branch. Interest
on deposits and borrowings are deductible only to the extent that such deposits are required to
make loans in British India and to provide for other assets in that country necessary for the
banking business, like cash and buildings. The interest charged pro forma on transactions
between the head office and the branches is scrutinised with reference to market rates from
day to day. Profits from discounting international bills are not allocated between the two ends
hll‘ a]rlly definite manner, and the accounts of the bank in this respect are generally accepted without
challenge.
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476. The Netherlands authorities have evolved certain guiding rules for the branches of foreign
banks (other than exempted foreign or colonial central banks of issue) :

(1) Profits from purchasing, selling and other transactions in commercial paper and
securities (effets, titres et valeurs) by the bank for its own account are allocable for tax purposes
to the branch or establishment which took the initiative in the profitable transaction.

(2) Income from commercial paper and securities is attributed to the establishment which
included these sources in its assets on the date of its inventory, provided that establishment is
qualified to sell them,

(3) Commissions charged on transactions for the account of third parties must be
considered as a part of the profit of the country where the transaction was effected for which
the commission was charged.

(4) Interest and other income from luans and advances of capital must be considered as
realised in the country where the funds have been invested or lent, and the losses suffered on
investments and loans must be considered as Laving been suffered in the country where the
loans were made. '

(5) As regards interest paid by the branch, only interest paid to outsiders is deductible,
and a branch has no right to deduct interest owed to another patt of the enterprise.

477. A difficult question is that of determining what part of the funds used in loans and
investments by a branch comes from funds borrowed from outsiders or from amounts advanced by
another part of the same enterprise. The authorities distinguish between two cases. The first is
that of an establishment which receives directly from its depositors or outsiders sufficient funds and
capital for its purpose without using the capital of the enterprise itself or advances obtained from
other establishments. In this case, the interest deductible is that paid on the total debts to outsiders
attributable to the establishment itself. The second case is that of an establishment which dues
not itself receive sufficient funds from outsiders and therefore uses a part- of the capital of
the enterprise or capital advanced from other establishments of the same enterprise. Interest
on the capital of the enterprise is not deductible. Advances from other establishments include part
of the liabilities of the enterprise to third parties, and interest attributable to that part is deductible.
The administration, however, considers that it is impossible to determine directly the deductible
amount when there are more than two establishments, and deems that the enterprise’s own working -
funds are employed in all establishments where the amount received from outsiders is insufficient
for the needs of the local establishment. Consequently, the administration allows, to a given
establishment, the same proportion of interest on funds received from other establishments of the
enterprise as the amount of the funds received from outsiders by all establishments in the same
situation bears to the total of such funds and of the capital funds employed by the enterprise.

478. If the interest paid by the local branch is deductible only to the extent of its effective
amount — 1.e., at the rate in force in the country where the funds were borrowed — there is occasion
to increase the rate by reason of the overhead incurred in the country where the amounts were
borrowed, because the overhead (rents, salaries, etc.) incurred in that country have contributed to
obtaining the resources placed at the disposal of the enterprise. Nevertheless, it may occur that
income from interest on investments may not be entirely attributed to the country where these
investments were effected. This takes place when the rate of interest from which the funds were
obtained to be used in the investments is inferior to that in the country of investment. Tt also takes
place when the bank has been able to borrow in another country money at a rate lower than the
normal rate, and assures certain advantages or renders certain services to the country from which
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the funds come ; the gains derived from being able to borrow at a more advantageous rate than the
normal is attributed, after deducting the expenses relating to the services rendered, to the country

from which the funds came.

~
479. The Netherlands Fast Indian authorities state that, in assessing on the basis
of the éeparate accounts of local branches of foreign 'ban:ks, they haye little trpubl(? in allocating
jitems of gross income, but they incur great difficulties in determining deductible interest. The
gross income of a Netherlands East Indian branch usually includes income from lending to
individuals or companies in the country, discounting bills, effecting collections or rendering other
services, as well as rents from properties situated and profits from business conducted in Netherlands
East India. As in the mother country no deduction is allowed for interest on the bank’s own
capital, whether that capital is used by the head office or by the local branch or elsewhere to compute
the deductible interest in respect of deposits, the administration has developed a theory that money
from deposits becomes mingled with the capital of the bank itself and therefore loses its character.
The combined funds flow from cne establishment to another in accordance with the need for them
in making loans to outsiders. When an establishment advances money to another, it charges
interest, but, for tax purposes, only interest attributable to deposits is deductible.  Asit is impossible
to ascertain how much of every advance is out of deposits and how much is out of capital, the
authorities assume that the proportion of deposits to capital is the same in every part of
the enterprise. Consequently, they allow as a deduction from the Fast Indian profits that part
of the interest paid to local depositors which corresponds to the ratio of total deposits to total
capital. Taxpayers often object to this theory on the grounds that the amounts deposited in the
Netherlands East Indian branch often exceed in fact the amounts loaned by the branch ; therefore
the above-described limitation should not be applied to the interest actually paid by the local
branch to its depositors. To such arguments the administration replies that it is impossible to
say what income from loans is earned solely by the use of deposits. Amounts deposited become
mingled with the capital. Depositors will not put their money in a bank unless it has sufficient
capital to assure them of the safe return of their money when wanted. Consequently, it is presumed
that earnings should be attributed to capital and deposits in the ratio of their respective amounts.
This ratio is the same in all the branches of the business (with the possible exception of banks of
issue and banks working in countries with abnormally high or low rates of interest). The ratio
hetween the capital and deposits of the Netherlands East Indian branch is therefore presumed by
the authorities to be the same as the proportion between the company'’s entire capital and deposits, -
regardless cf the amount of capital allotted to the local branch in the books of the parent bank,
and this proportion limits the amount of interest on deposits that may be deducted. The
administration has observed that the taxpayers’ method of computing the so-called Eust Indian
capital is often extremely arbitrary.

480. Tt is of interest to note that, if the head office abroad of a foreign bank lends money to the
head office abroad of a foreign company for use in its business or exploitation in Netherlands Fast
India, the interest is gencrally allotted by the tax authorities to the bank’s branch in Netherlands

- East India, even though the bank itself may not do so. :

481. The Greek administration handles the question of interest in accordance with very
simple rules. If the seat abroad of the foreign bank advances funds to the local branch, such
interest is exempt from tax by a special legislative provision, and the branch has the right to deduct
the interest charged in computing its taxable net income, provided : (1) the interest rate is not higher
.than the official discount rate in the country from which the funds came : (2) the interest does not
include interest on capital invested in the branch in Greece as its own capital. This branch capital
Is detc.ermined by applying to the total capital and resources of the company the ratio between the
gross income of the branch and the total gross income of the entire enterprise. If the Greek branch
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exports capital by advances to other establishments of the bank, the administration verifies the
interest which must be included in the branch’s income and considers that it should be evaluated
in accordance with the official discount rate in Greece.

482. The Japanese authorities have likewise enunciated in practice a simple rule regarding
deductible interest. In principle, interest charged by the foreign bank on advances to its branch
is deductible to the extent that the advance is not made out of capital and provided the rate is
reasonable. In practice, where it is difficult to ascertain how much of the advance consists of capital,
a reasonable bank rate of interest may be deducted.

483. The question as to how much of the overhead of the central management abroad should
be allocated to the local branch is also handled by the Japanese authorities in accordance witha
simple rule — i.¢., that of apportioning it in the ratio of gross income arising within the country
to the tctal gross income of the enterprise.

484. This same method of apportionment in regard to general overhead is followed by the
United States revenue authorities. * In dealing with local branches of foreign financial institutions,
the revenue authorities apply the general provisions for allocation contained in Section 119 of the
Revenue Act. They first allocate the items of income or expense that are attributable to a definite
source within or without the United States and then apportion the expenses, including general
overhead, losses and other deductions which cannot be definitely allocated. They findin practice
that most items of income are definitely allocable to a source which is clearly within or without the
United States. Thus individual items of interest and dividends can be readily allocated to their
source; but, if they are lumped in the accounts regardless of their source, some arbitrary method of
allocation is necessary. - It is impracticable to apply in the case of banks, the percentage of turnover
method, because banks, properly speaking, have no turnover. They therefore use some method
which appears appropriate in a given case. Bad debts are, as a rule, allocated to the place where
the loan agreement was contracted. The place where the contract was closed may also serve as
a test in other international transactions. It is in the allocation of general overhead of the central
management that the principal difficulties arise, but the procedure is first to deal with items that

. can be attributed to a particular source within or without the United States, and then to apportion
the balance in the ratio of gross income.

485. Where an assessment cannot be made on the basis of accounts, some countries resort to
empirical assessments — for example, the Greek authorities may assess profits on the basis of
a comparison with those made by Greek banks — and certain authorities may deem it necessary to
resort to fractional apportionment. In the latter case, the factors preferred vary from country
to country. It has been indicated that the British authorities are inclined to fractional
apportionment in the ratio of assets. The German authorities express a predilection for the ratio
of gross receipts. Although Austria prefers the method of separate accounts, in its treaties with
Czechoslovakia and Hungary provision is made for apportioning the total net income of banks in
the ratio of salaries and wages of the employees in the establishments in each country.

) :

486. When the Spanish profits jury fixes the percentage applicable to the net income of banks
not subject to the provisions of a treaty, it considers in the first place the degree of economic
independence possessed by the branch. If it carries out its active operations by means of the
financial resources derived from deposits in Spain, the real profits are taken as a basis, provided
the profits made by the undertaking as a whole are still greater. If the branch does not possess

! Article 680 of Regulations 77, concerning the Revenue Act of 1g32.
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»

real economic independence, the jury makes a special study of the principles according to which
the Spanish establishment is managed, the method applied depending entirely upon the conclusions
reached by that study. If the bank is one using funds obtained in Spain in its operations in other
countries, then the estimate is based upon its passive operations : if the branch is mainly engaged
in using in Spain capital received from other countries, the estimate is based on the value _of its
loans. Generally, the final estimate lies somewhere between these two extremes._ The taxation of
banks has been regulated by treaties which Spain has concluded with the United Kingdom, Italy and
France. In the treaty with the United Kingdom, the maximum comparative ratio is fixed by the
relation between the deposit and current accounts of the branch and those of the bank as a whole.
- The treaty with Italy imposes a similar restriction. The treaty with France is much more elastic
in this respect, and it would be possible to make a more accurate apportionment on this basis if
agreement could be reached as to the meaning of most-favoured-nation treatment which is assured
in all three treaties.? In a very few instances, when assessing banks not under the treaty regime
which do not maintain satisfactory accounts, the authorities have attempted to make an assessment
on an empirical basis. In one instance, the jury tried to estimate the probable profits of the branch
in question by comparison with Spanish establishments of the same kind. Such a strong opposition
to this method was manifested on the jury that it was never employed again.

487. The Swiss cantons of Basle Urban, Geneva and Zurichi, in assessing the local branches
of foreign banks, follow the same procedure as that used in inter-cantonal cases. In apportioning
the total net income of the bank, a préciput is allotted to the jurisdiction of the seat which may
vary in proportion to the importance of the centre of direction. The balance of the income is
allotted to the various jurisdictions in the ratio of the profits shown in the separate accounts of
each establishment, presupposing that the branches operate as if they were independent. In
Sweden banking enterprises are taxed in each commune on a fraction of the total net income fixed
by taking into account the deposits and loans of the local branch.

488. A foreign financial corporation which is subject to the New York State franchise-tax is
required to report as net income from business carried on in New York State that proportion of its
total net income from all sources which its gross income from business carried on in New York State
bears to its total gross income from business carried on within and without the State. The tax com-
mission is vested with broad discretionary powers in effecting the apportionment, and, if it is of the
opinion that the branch, agency or subsidiary corporation within New York keeps an independent set
of records accurately reflecting its gross and net income from business carried on within the State,
such records will be accepted for the purpose of computing net income. If the books of the New
York branch or agency are accepted as a basis for determining net income, the interest charged on
a debt of the head office is sometimes taken into consideration by apportioning to the New York
office a proportion of the interest paid by the head office, which is usually based on the ratio between
the average assets employed within the State and those employed outside. The taxpayer may also
be allowed a deduction for that part of the general overhead which can be shown to have a
connection with income from business carried on both within and without the State, the deductible

amount being measured by the ratio between the gross income or gross assets allocable to the State
and those allocable outside. :

Ki ‘d" Taxation of Foreign and National Enterprises *', Vol. I, \page 155
ngdom and Spain (1924), Article 5(a). * Collection of International- A
[ H ' €
(I:’rovxslons for the Prevention of Double Taxation and Fiscal Ewvasion ", glze;?:: tf)f a;iﬁiﬁtserléagculjeg::
-345.M.102.1928.11, page 113; Arrangement between France and Spain (1926), Article 2(a) ibid, age 118 ;
Agreement between Spain and Italy, Article 4(a), +bid., Supplement No. 1 (192’9) page 18 N  bage %

Agrecment between the United
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CHAPTER IX. -

FOREIGN ENTERPRISES PRESENTING FEW ALLOCATION PROBLEMS.

INTRODUCTION.

489. As regards enterprises other than those engaged in industry, commerce or banking, tax
administrations report practically no problems in allocation. This is due chiefly to the fact that
a comparatively small number-of them operate internationally. As a general rule, insurance
companies and enterprises in the nature of public utilities (transport, power and light, telegraph
and telephone enterprises) are subject to special restrictions imposed by law or the terms of a
concession. Maritime shipping profits are almost universally subject to the regime of reciprocal
exemption. The existence of world prices for products of mining enterprises affords in general a
solution to this problem. The methods of dealing with the few cases that may arise are briefly

described.

INSURANCE ENTERPRISES.

490. In many countries, insurance enterprises are the subject of special provisions in the tax
laws, notably in the United Kingdom, the Irish Free State, British India, Canada, South Africa,
Belgium, France, the Netherlands, Netherlands East India, Sweden, Japan, Cuba, Mexico and the
United States of America. It is difficult to make any broad generalisation, other than that the
tendency is in countries with a more developed tax legislation to distinguish between life insurance
companies and’those selling other types of insurance. Whereas the local branch of a foreign
company selling life insurance is frequently assessed by applying the ratio of premiums, the local
branch of a foreign company selling fire, marine and other types of insurance is frequently assimilated
in a large measure to a commercial undertaking and taxed on the basis of its separate accounts.
Thus, under the law of the United Kingdom and the Irish Free Scate, while a fire insurance company
is generally assessed on the basis of its separate accounts, the United Kingdom establishment of
a foreign life insurance company is normally charged on such a proportion of the company’s total
net income from its life insurance funds as locally paid premiums (7i.e., the premiums received from
local policy-holders and also from foreign policy-holders whose proposals were made at or from the
local establishment) bear to the total premiums of the company, less a corresponding proportion
of the total management expenses of the company, likewisc measured by the ratio of premiums.?

491. InBritish India, the total net income of the Indian branch of any non-resident insurance
company, whether life, marine, fire, accident, burglary or fidelity guarantee, or anyother kind, in

1 Income-Tax Act, 1918, Schedule D, Cases 1 and 3, No. 3 of Rules applicable to Case 3. See ** Taxation
of Foreign and National Enterprises ”, United Kingdom report, Vol. I, page 196.
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the absence of more reliable data, may be deemed to be the proportion of the total net income,
profits and gains of the company (computed according to the British India Act) corresponding to the
proportion which the Indian premium income bears to the total premium income. ! Certain non-
resident life insurance companies make separate actuarial valuations for their British Indian business
and, when these valuations are available, the assessment is based upon them, the assessment upon
British Indian life insurance companies being based on such actuarial valuations. 2 Ordinarily,
the profits of other types of insurance companies are computed on a commercial basis.

492. Whereas Canada does not tax the income of life insurance companies themselves,gxcept
for the amount credited to shareholders’ account which is taxable, other insurance companies are
taxed on the basis of their Canadian accounts. .

493. South African law contains special provisions for assessing insurance companies, drawing
distinctions (a) between mutual and non-mutual companies, and (b) between life insurance
(including the granting of annuities} and other forms of insurance. 3

494. As regards business other than “ life ’ business, the taxable income of a mutual company
is determined by first taking a proportion of the receipts or accruals arising from all investments
in respect of the branches of insurance business other than life business in the ratio that the premiums
received in the Union for those branches of insurance bear to the total premiums from all sources
received by the company for those branches and, secondly, by deducting from the amount so
ascertained an allowance for expenses of management ; this allowance is fixed by taking a proportion
of the total management expenses, other than commissions, in the ratio that the portion of the
investment income from which it is to be deducted bears to the whole investment income of the
company. For the purposes of this determination, the yield from all such investments, wheresoever
located, is taken, so that the position may arise where a company is chargeable with Union tax upon
investment income notwithstanding that it may have no investments within the Union.

495. Non-mutual companies are chargeable :

(a) In respect of *life” business, on a proportion of the dividends distributed ‘to
shareholders during the year of assessment out of profits earned by the life business carried on ;
this proportion is determined by the ratio which the sum represented by the premiums received
in the Union for life assurance when added to the annuity payments made in the Union
during that period bears to the sum represented by the premiums received from all sources
when added to all payments made in respect of annuities. Where the business of the company
extends to other branches of insurance, the proportion of the dividend distributed which is to
be attributed to the life business is determined by taking the ratio of the profits earned by the
life business during the period since the preceding distribution of a dividend to the profits
earned from all branches of insurance during that period. .

(.b) In respect of other branches of insurance : on a taxable income determined by
chaygmg against the premiums and other amounts received in the Union from carrying On the
business of insurance the actual losses and expenses incurred in the Union in respect of that
business. In this determination, premiums paid for reinsurance are deductible from the
premiums received, but the losses incurred are required to be reduced by the amount of any
reinsurances received. Further, no provision may be made for unearned premiums.

! British India Income-Tax Manual, Rule 35.
? British Indian Income-Tax Manual, Rule 235.

? First schedule to Article 40 of 1925, as amended by Acts 23 of 1927 and 30 of 1031.
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496. Belgium taxes insurance companies on the basis of their accounts, which are required
to show the income of each branch of insurance — ¢.g., fire, life, etc. The special accounts should
show gross premiums collected by the Belgian agency without deduction of premiums paid to
re-assurers, the reserves corresponding to policies by the Belgian agency or contracted in Belgium
by agents domiciled abroad, the interest on premiums and reserves, the amount of damages settled
by the Belgian agency, the general expenses pertaining thereto, and, finally, the reinsurance
operations concerning the policies concluded by the Belgian agency or contracted in Belgium by
agents domiciled abroad. For the purpose of uniformity, the administration has prescribed a model
profit-and-loss statement containing all the elements necessary for the assessment. Although not
generally invoked, there is a legislative provision which authorises recourse, if necessary, to an
estimative assessment with the following minima :

Life insurance. . . . . . 2o francs
Maritime. . . . . . . . 25 francs | per 1,000 of premiums received.
Other insurance. . . . . 60 francs

497. The French law contains special provisions for taxing foreign insurance and reinsurance
companies, allowing them the option of being taxed on the basis of an arbitrary estimate of their
taxable profits or on the basis of the determination of their actual net income in accordance with the
rules applicable to French companies. They may change their selection every year.

498. Under the arbitrary estimate system, the taxable profit is determined by applying a
suitable coefficient to the amount of premiums either collected by foreign enterprises in France,
Algeria and the French colonies and protectorates, or corresponding to risks in those territories.
For every enterprise, this coefficient is equal to the ascertained proportion betveen taxable profits
and premiums in the five most prosperous French companies insuring against risks of the same kind
or engaged in the same business. These coefficients are fixed annually by the Minister of Finance
and the Minister of Labour on the advice of a Board consisting of high officials and representatives
of French and foreign insurance companies.

499. Foreign companies adopting the system of the arbitrary estimate of their taxable income
must declare annually the amount of the premiums to be considered for the purpose of this estimate
which they received during the previous year, showing separately the amount of the premiums in
respect of each class of risk. After checking this declaration, the administration calculates the
taxable income by multiplying the amount of the premiums to be considered in respect of each class
of operation by the corresponding coefficient.

500. In the case of foreign companies which prefer to be taxed according to the same rules as
French companies, the taxable income represents the sum total of :

(r) The net business profit earned in the territories in which their French management
operates (France, Algeria and French colonies or protectorates), and

{2) The net income from movable or immovable capital employed as security for the
operations carried out in these territories.

501. Certain of these operations are subject to French Government control, while others are
not.! In respect of controlled operations, foreign companies are required in all cases to keep
separate accounts at their French centre of management ; in respect of uncontrolled operations,

! Foreign enterprises operating in France are under the general control of the French State if they are engaged
in life assurance, insurance against industrial accidents, er in the business of capitalisation and savings.
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they are under that obligation if they prefer to be taxed on their act}lal profits. Foreign in51.1rance
companies which have asked to be taxed according to the rules appl}cable to_F rench companies are
taxed on the profit as shown by these separate accounts ; a declaration of this profit Ipust. be made
annually, and is checked by the administration and amended, if necessary, after examination of the,

accounts. ?

502. The Netherlands administration assesses foreign insurance companies on a coefﬁci.ent
basis, unless they elect to be taxed by fractional apportionment. 2 Insurance companies are su‘l_)]gct
to the income-tax only on profits relating to premiums, or capital for constituting life annuities,
received from persons living or established in the Netherlands, without regard to the place of
payment of the premiums or capital or the circumstances surrounding the conclusion of the
contract. The net taxable income is obtained by applying a coefficient of 1o per cent to the
amount of the premiums and capital received from the insurees established or living in the
Netherlands, during the accounting year preceding the year of taxation. Before applying this
coefficient, the commissions or fees paid to representatives or third parties are deducted from the
amount of the premiums. Under the fractional method, the taxable income is computed by
applying to the total net income of the company the ratio existing between the amount of premiums
and capital received from the insurees established, 1.e., having their fiscal domicile in the Netherlands,
during the preceding accounting year, and the total amount of premiums and capital received
during the same year.

! For the purposes of determining the taxable quota of the foreign company'’s distributed dividends and
interest subject to the French tax on income from securities, the administration fixes the actual value of the French
agencies, which, as a rule, is not shown in the balance-sheets of the foreign insurance companies, in the following
manner : )

In the first place, it ascertains the proportionate value of the French agencies to all the company’s agencies.
If no details are given in the bafance-sheet, this figure is taken to be equivalent to the proportion between the
French premiums — f.r., the premiums payable in France under policies concluded in France — and the total
premiums ; but as the premiums received only represent the company’s business profit, whereas the pirofits it
distributes are also derived from the yield of the investments representing its reserves, the proportion of the total
profits represented by the business profits is ascertained.

This twofold operation may be expressed by the ratio : .
French premiums x business profits

Total premiums x total profits.

Frequently, however, foreign insurance companies operating in France hold French securities and real
property. This is the case with life assurance companies, which are bound under Frenchlaw to secure their
commitments in France by reserves partially constituted by French property.

The relative value of this property is determined by comparing the amount of the French investments with
the total value of the company’s assets (both as shown in the balance-sheets) ; it is then assumed that those
investments contributed, in the proportion given by this comparison, to form the non-industrial profit, which is
equal to the total profit. Jess the business profit. The fraction thus obtained is added to the fraction representing
the :ompara.tive value of the French agencies, and the reduction ot these two fractions to one gives the taxable
quota.

The mechanism of this operation will be made clearer by an example. !

. Suppose an ipsurance company has received French premiums representing 5 out of a total of 100, the business
profit thereon being 2 out of a total profit of 4.

The comparative value of its French agencies is : -
5%2 <
= 0.025.
100 X 4

If the company owns French property representing 1 out of assets of 100, its non-business profit being
2 {4 - 2), the comparative value of its French property is :

I1X2
100 X 4
Its taxable proportion will come out at 0.025 + 0.005 = 0.030, or 3/100,
? Netherlands Income-Tax Law, Article 29

= 0.005.
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503. The Netherlands East Indian law departs somewhat from the law of the mother country.
In general, insurance companies are taxed on the basis of separate accounting, subject to verification,
unless they elect to be taxed by fractional apportionment. Normally, taxable income is fixed
for life insurance companies at 5 per cent and for others at 10 per cent for the amounts received in
premiums or capital from insurees living or incorporated in Netherlands East India, or for risks
in Netherlands East India, without deduction of commissions, rebates, reinsurance or other expenses.
The fractional method is the same as that employed in the Netherlands. Sweden has similar

provisions.?

504. The Japanese Finance Ministry requires of foreign insurance companies that they keep
separate accounts and submit to the Government, not only a report of the business done in the
country, but also the inventory, balance-sheet, profit-and-loss statement and business report
drawn up at the head office. Because of the nature of insurance business, few questions arise in
determining the income of a company, but difficulties are encountered in allocating expenditure
such as general overhead. Such expenses are apportioned in the ratio of premium receipts in Japan
to total premium receipts. :

503. The Mexican administration assesses insurance companies on the basis of their local
accounts in accordance with provisions of the insurance law and also, in so far as deductible expenses
are concerned, the income-tax law. 2 :

506. The United States Revenue Act contains special provisions for taxing domestic and
foreign insurance companies. In the case of a foreign life insurance company, an apportionment
fraction is authorised, but, as there are very few foreign life insurance companies operating in the
United States of America, there has been little occasion to test the practicability of the formula.
The amount of the net income of a local branch of a foreign life insurance company for any taxable
year from sources within the United States is the same proportion of its net income for the taxable
year from sources within and without the United States which the reserve funds required by law
and held by it at the end of the taxable year upon business transacted within the United States is
of the reserve funds held by it at the end of the taxable year upon all business transacted. *

507. Fire and marine insurance companies, and insurance companies other than life or mutual,
which constitute the most important category of foreign insurance companies operating in the United
States, are subject to a special income-tax. For the purposes of this tax, gross income includes
investment income (interest, dividends and rents) and underwriting income (premiums less expenses
and losses) and gain from the sale or other disposition of property. It is evident that these sources
of income are almost invariably situated in the United States, and therefore do not present questions
of allocation. Only income from United States sources is stated in the return. Foreign insurance
corporations, other than life, are allowed the same deductions as are ordinarily allowed to foreign
corporations. ¢+ In determining the allowable deductions, the principal source of difficulty is the

" allocation of a rateable part of the head-office expenses and taxes. In many cases, the United
States branch is a relatively autonomous unit, subject only to a nominal supervision by the home
office. Insurance contracts must be executed immediately and the branch must be in a position
to pass upon them quickly and finally. There is, therefore, a question as to whether any deduction
for overhead expenses should be allowed. 8

! In Sweden the taxable income of foreign insurance companies is deemed to be a certain percentage of the
gross annual amount of premiums received (without deduction of reinsurance premiums) on contracts concluded in
the country, as follows : 5 per cent for maritime and transport ; 6 per cent for fire ; 15 per cent for life ; and
10 per cent for other classes of insurance.

3« Taxation of Foreign and National Enterprises ', Vol. I1I, page 125, paragraph 94.

? Revenue Act of 1932, Section 203(¢).

* Revenue Act of 1932, Section 204.

8« Taxation of Foreign and National Enterprises "*, Vol. I, pages 256, 257.
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508. Italy requires a separate accounting, showing investments in that country. The normal
regime in Austria is that of separate accounting, but the treaties with Czechoslovakia a}nd Hungary
provide for the apportionment of total net profits in the ratio of annual net premiums. * T}_1e
Hungarian authorities state that the normal regime is separate accounting or apportionment in
the ratio of premiums. The German authorities state that they have no special method for handling
foreign insurance companies, except that, if necessary, they may apportion the total net income in
the ratio of receipts or premiums. Separate accounting is given as the basic method in Greece and
Roumania. The following countries indicate that they have no special rules for taxing foreign
insurance companies : Denmark, Danzig, Czechoslovakia (except for the treaty with Austria),
Latvia, Luxemburg and Poland. Estonia has no problem because it does not permit foreign
insurance companies to do business within its territory. .

509. Of the two countries which use fractional apportionment, as the general method of
assessing foreign companies, Spain has two regimes : 2 (1) the law regime, and (2) the treaty regime.
Where no treaty is applicable, the Spanish jury makes very detailed evaluations in fixing the
proportion of premiums which is used in apportioning net income and attributes to the different
branches of insurance different weights, these weights being deduced from the relation shown
by the accounts between premiums and the profits of the different branches of insurance made by
the enterprise in Spain. Furthermore, the jury takes into account the special conditions of
competition or the existence of cartels or other forms of agreement between the different companies.
Under the treaties which Spain has concluded, the maximum relative percentage applied to the
total net profit is obtained by the relation between the amount of premiums received in Spain as
compared with total premiums,

510. The Swiss cantons as a rule apportion the total net income of foreign insurance companies
in the ratio of premiums. In one case, the apportionment was effected in the ratio of the premiums
of the local establishment in the canton to the total receipts of the foreign company.

511. Cuba does not impose the income-tax on foreign insurance companies, but subjects them
instead to a tax on the total premiums received from insurses in Cuba. Likewise, in Massachusetts,
insurance companies are not subject to an income-tax, but to a special levy on net premiums and
reserves. In New York, a franchise-tax is imposed on gross premiums less specified deductions.
In Wisconsin, a special tax is imposed on gross receipts.

TRANSPORT ENTERPRISES.

512. Relatively few problems of allocation have arisen in this field, because most of
the railroads are owned or controlled directly or indirectly by the Government of the country in
which they operate, and the profits of maritime navigation companies have almost universally
been relieved of double taxation through bilateral arrangements for their exemption on a reciprocal
basis. There are apparently few instances of motor-bus companies operating across frontiers.
Likewise tax administrations are inclined to regard the question of allocating air-navigation profits
as hypothetical, because, apart from the fact that for the most part such enterprises are supported
by Government subventions, few of them have yet shown any profits.

513. The special practices and views of the various administrations are given below. - The

! Supra, paragraph 258,
* * Taxation of Foreign and National Enterprises **, Vol. I, pa,

: ) ses ', i e 1560.
* Recueil des arréts du Tribunal féiéral, 1914, Vol. 1, page 491;% >



FOREIGN ENTERPRISES PRESENTING FEW ALLOCATION PROBLEMS I45

countries which indicate that they have no special method of assessment include Czechoslovakia,
Danzig, Denmark, Estonia, France, ! Latvio and Poland.

Railroad Transport.

514. None of the tax administrations of continental Europe faces any serious problem of
allocation in regard to land transport, because railroad companies as a rule are either owned by the
Government or controlled through the terms of a concession to a private company. Consequently,
there is a segregation of rcceipts and expenses incident to transportation within the frontiers of the
State. The only important exception is that of the International Sleeping-Car and Restaurant-
Car Company, the cars of which are attached to the trains of almost every Furopean country.
This company has a central accounting department which prepares a general statement of its
entire receipts and expenditures, but divided into as many sections as there are countries in which
it operates. It has reached informal arrangements with each State as to the method of
apportionment and as to the assessable amount.

515. The Italian authorities indicate that they usually make the assessment by agreement
with the company. The Spanish jury apportions income in the ratio of the relative amount of
receipts obtained on the Spanish lines, sometimes allowing adjustments to take into account the
difference in rates charged in Spain and those outside. Likewise, the receipts basis is used in
apportioning income for the purposes of the tax in Roumania. The Belgian law provides for taxation
on the basis of accounts subject to an arbitrary assessment, with a minimum taxable income, in the
case of railroad companies, of 3,000 francs for each employee and worker, taking the average for
the year in question ; and for transport enterprises in general, a taxable minimum of 150 francs per
1,000 francs of receipts, provided this amount is not less than 10,000 francs for each employee
and worker. Likewise, the German practice permits of recourse, if necessary, to fractional
apportionment in the ratio of pay-roll, excluding fantiémes. Hungary, in respect of railrcad
enterprises which are not State-owned and other transport enterprises, follows the practice
of separate accounts and recourse, if necessary, to fractional apportionment in the ratio of pay-roll.
The Irish Free State administration indicates that the rule for apportionment in railroad cases is
that of mileage, but, if there is only an office for making contracts for transport, the assessable
profits would be computed on the basis of receipts from contracts made in the Irish Free State less
local expenditure. For the purposes of the Swedish communal tax, railroad earnings are apportioned
one-half in the ratio of value of traffic in passengers and goods ; one-half in the ratio of pay-roll.

! France has special practices, however, for the purposes of the tax on income from securities. As a general
rule, the taxable quota for railroad companies which hold a concession for a system or a portion of a system is
obtained by comparing their French income with their total income. Only fares and freights collected in France
are reckoned as French income, but if the company is a smali one, and if its system consists of sections of track
situated partly in France and partly abroad, the fares and freights in respect of the French section are reckoned
as French income, wherever the money may actually be collected. In the case of other transport companies
(travel agencies), the taxable quota is determined by taking the mean between the three fcllowing proportions :
(1) the prcportion between the French assets and the total assets ; (2) the proportion between the expenses
incurred by the company in respect of its staff in France and those incurred in respect of the whole of its stafl ;
(3) the propcrtion between the commissions collected in France and the total commissions collected. Excepting
companies subject to agreements for reciprocal exemption of their profits, in the case of foreign shipping companies
whose vessels call at an authorised French port to pick up or Jand passengers or to load or unload goods, the
taxable proportion is determined on the basis of the number and aggregate tonnage of the vessels and the number
and tonnage of the vessels calling in France. By comparing these figures, it is possible to ascertain what portion
of the material is allocated to French business. The result of this calculation is further checked by comparing the
value of freights and passage-money collected in France with the total income of the enterprise. It is by this
method that the taxable proportion for foreign air-navigation companies will be determined, but, so far, the
administration has not been called upon to decide as to the application of this method to such enterprises. 1t
will probably include either in the total income or in the total assets the amcunt of any subsidies such enterprises
may have received from their conntry of origin. ** Taxation of Foreign and Nationa] Enterprises *’, Vol. I, page go.

v. 10
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516. The Netherlands income-tax law contains exceptional provisions fortaxation on an .
arbitrary (forfaitaire) basis. If the railroad enterprise extends both within and beyund the frontx_ers,
the taxable income is obtained by deducting from half cf the gross receipts of the previous
accounting year of the line situated in the Netherlands an amount corresponding to 4 per cent of the
cost of installation (frais de premier élablissement). 1f thereis only a part of a line in the Netherlands,
the gross receipts are calculated in the ratio of the length of the hne.m the Netherlands and_the
entire length of the railroad. If the line has only been used dunpg a p:?.rt gf the previous
accounting period, the amount deductible as interest on the cost qf installation is reduced pro-
portionately. If the tracks of a foreign company cross the frontier qnly to reach a station,
the interested enterprise is exempt from the income-tax, subject to reciprocity- Tramway lines
extending into the Netherlands are taxable on the same basis.

517. The treaties concluded by Austria with Czechoslovakia * and Hungary * provide that
railroads are taxed in the country where the enterprise has its seat, provided its line does not extend
into the neighbouring State more than fifteen kilometres in reaching the first junction station.
If this limit is exceeded, the interested finance ministries will make a special agreement. If
necessary, the apportionment may be effected in practice in the ratio of the number of
ton-kilometres 3 (Tonnen-Kilomelcr) attributable to each country. :

518. As the railroads are uwned by the Government in Switzerland, the Swiss authorities do
not report any cases of international allocation. An inter-cantonal case, however, is interesting
because of the theories of apportionment considered. The Federal Tribunal, on March 27th, 1914,
held that a canton’s share of the profits corresponded to the volume of traffic in the canton as
compared with the total volume of traffic. The factor “ length of line ”” was rejected as a basis for
the fractional apportionment, because the different parts of the line were of unequal value and the
traffic was not of equal volume for the whole line. Moreover, account had to be taken of the fact
that the seat and management of the company were in another canton. ¢

519. With regard to the Western Hemisphere, there are few instances of transport lines
crossing the frontiers between the United States and Canada, and also of American enterprises
extending their operations into Mexico. The United States Revenue Act of 1932, Section 119(¢),
and the Regulations pertaining thereto (Article 683) contain specific provisions pertaining to the
income from transportation or other services rendered partly within and partly without the United
States. The allocation formula prescribed in Article 683 is seldom, if ever, invoked in the case of
railroad or motor-bus companies, but is frequently employed in the case of shipping enterprises of
countries which have not entered into arrangements for the reciprocal exemption of such profits
authorised by Sections 212('b) and 231(b) of the Revenue Act and similar provisions in prior Acts.
In any event, the taxpayer may apply for permission to base his return upon regularly kept books
of account which allocate receipts and expenditures in a manner reflecting more clearly than the
process mentioned the income derived from sources within the United States.

520. The few instances in which companies operate across frontiers of the United States do not
present great problems, because every railroad operating in the United States must submit an
anrlual statement to the Inter-State Commerce Commission, which prescribes the manner in which
the accounts are to be kept, determines the rates and requires a statement of the portion of through

! Article 1, " Collection ", C.345.M.102.1928.11, page 120.

* Article 1, ibid., Vol. III, page 27.

> ** Taxation of Foreign and National Enterprises ", Vol. I1, page 34.
4 Ibid., Vol. 11, page 455.
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tariff rates which is allocable to the United States. This Commission has indirect control over the
division of international through rates in that, if revenues are shifted to a contiguous country
in a proportion in excess of what is deemed to be required for operations and to provide a fair
return, the Commission can initiate proceedings to reduce the rates charged for transportation.
Rates schedules for the divisions of a railroad are filed with the Commission for reference, and the
-division of throughrrates made for the Inter-State Commerce Commission is accepted by the Bureau
of Internal Revenue. The apportionment of through rates for transportation originating in one
country and destined to another is made on an equitable basis, the mileage factor being given due
consideration. As an example of the method of allocation employed in practice, the gross revenue
of a Canadian company which has about 192 miles of line in the State of Maine was allocated tothe
United States in the ratio of mileage in the United States to total mileage of the entire system. From
thisamount, there was allowed as a deduction a proportionate part of the total interest accrued on
obligations of the Canadian company. In the case of a railroad connecting Canada and the United
States through a tunnel, a few small items are entirely allocated to the country to which they can
be definitely assignad, but substantially all the income is apportioned in the rate of 50 per cent to
each country. The same method is followed in the case of a bridge connecting the countries at
Niagara Falls.

521I. In the case of two American companies which extend their railroad services into Mexico, -
for the purposes of the tax in the latter country, separate accounts are kept showing the amounts
received for transportation and accommodation in Mexico and the deductible expenses pertaining
to the operations in Mexico.

522. The British Indian authorities state that they have no problems of allocation with regard
to the protected and feudatory Indian States, as well as the parts of India belonging to France or
Portugal, because, in most cases, the profits derived from freights or fares paid for transportation
into those territories are received in British India and are taxable there.

523. In the States of the American Union which were considered in this survey, allocation
for income-tax purposes is avoided because railroads are taxed on other bases. Massachusetts and
New York subject railroads to franchise-taxes and Wisconsin to a tax based on an evaluation of their
physical property.

Autobus Transport.

524. The various administrations report that they have not yet had cases of allocation
presented by autobus companies operating internationally. The opinion of officials in the United
States Bureau of Internal Revenue who had handled such cases was that the revenue and expenses
of such operations might be apportioned on a mileage basis. This same measure is indicated by
the Wisconsin income-tax authorities.

Maritime Navigation Companies.

525. The problem of allocation has been almost completely eliminated in the case of sea
transport companies because of the almost universal ‘adoption of the principle that such profits
should be taxed only by the country in which the company is domiciled or under the laws of which
the ships are documented.® The United States inserted in its Revenue Act of 1921 an offer of
reciprocal exemption and this measure has been repeated in subsequent Acts. The Revenue Act

~
! Over a hundred years ago, the Netherlands exempted foreign shipping enterprises from the patente, and
" to-day that country exempts them under the Income-Tax Law, Article 3.
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of 1932, in Sections 212(b) and 231(b), provides that the incqme of a_non-resident alien in(_iividual
or a foreign corporation “ which consists exclusively of earnings derived from the operation of a
ship or ships documented under the laws of a foreign country which grants an equivalent exemption
to citizens of the United States and to corporations organised in the United States, shall not be
included in gross income and shall be exempt from taxation ” under the Act. Practically all the
great maritime countries have met the requirements of the United States Revenue Act for exemption
of their own ships, ! and have entered into arrangements between themselves. 2 '

526. Perhaps the most recent provision is that contained in the Netherlands East Indian tax
law exempting, as from January rst, 1933, non-resident shipping enterprises in respect of profits
derived from freight and passenger services between foreign countries and Netherlands East India,
but not from inter-island transportation. *

527. Governments which have not entered into such reciprocal arrangements include Australia,
British India, Mexico and New Zcaland. Cuba avoids the difficulty of allocation by taxing foreign
shipping on the gross amount paid for freight and passage from Cuba to foreign ports. Massachusetts
subjects shipping companies to a special excise-tax and New York imposes a franchise-tax.

528, The reason for the spread of the principle of reciprocal exemption is primarily due to the
great difficulties in determining that part of the profits of an enterprise carrying passengers or
freight from country to country which is attributable to one of the countries involved. The
difficulties in measuring this income are evinced by the formula used by the various administrations
in taxing companies not subject'to the regime of reciprecal exemption. The simplest is that
employed in a few cases by the United Kingdom authorities, which consists in assessing as local
profits that part of the total profits of the company as the United Kingdom receipts bear to the
total receipts. Likewise the Japanese administration, in the absence of a reciprocal arrangement,
may resort to apportioning general profits and expenses in the ratio of freight and fare receipts
in Japan to total freight and fare receipts.

529. Inapplying its general rule of taxing on the basis of receipts less expenditure, the Mexican
administration, in taxing a foreign shipping company, deducts from the local receipts for freight
and pessages the expenses of the local branch and a certain portion of the expenses incurred in the
operation of ships outside Mexican waters. This apportionment presents great difficulties and
maay of these cases are appealed tu the board of revision.

530. The British Indian authorities have evolved detailed provisions for assessing the profits
of ocean transport companies, which, broadly speaking, apportion the world profits, computed in
accordance with the Indian Income-Tax Act, in the ratio of Indian receipts to total receipts. 4

! The following is an incomplete list of forcign countries which either impose no income-tax or, in imposing
such tax, exempt from taxation so much of the income of a citizen of the United States non-resident in sucﬁ
foreign country and of a corporation organised in the United States as consists of earnings derived from the
ogeration of a ship or ships documented under the laws of the United States : Belgium, Rrasil, the United
Kingdom, Bulgaria, Canada, Denmark, Eg¢ypt, France, Greece, Iceland, Italy, japan, the Netherlands, Norway,
Paraguay, Persia, Roumania, St. Lucia, Siam, Spain, Straits Settlements, Sweden and Venezuela. i

* For agreements for reciprocal exemption o1 shipping profits and provisiouns in internal legislation authcrising
(u:(():h )an :xemp‘uon, see ** Collection *, C.345.M.102.1928.11, Supplement No. 1 (1929), Vul. III (1930), Vol. IV

31), etc,,

® Tncome-Tax and Company-Tax Ordinances, 1932 ; * Taxation of Foreign and National Enterprises’’, Vol. IIT,
page 158, paragraph 120.

* * Taxation of TForeign and National Euterprises ", Vol. III, pages 44 and 45, paragraph 127.
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531. South African law ! has special provisions for assessing foreign enterprises carrying on
the shipping business in the Union. The primary method of assessment js upen a taxable income
determined by taking 10 per cent of all amounts paid in respect of passengers, live-stock, mails and
goods shipped in the Union. Provision is, however, made for assessment on the ordinary basis
where accounts satisfactory to the Commissivner can be rendered. ‘

532. For some years, the 10 per cent basis was applied throughout, as no shipping companies
were able to comply with the requirements of the administration as to accounts, From the nature
of the business carricd on by them, any accounts purporting to deal with the transactions of a
shipping company in the Union involved approximations and estimations under most of the heads
of expenditure. As the result, however, of later negotiations, arrangements have been made with
the majority of the foreign enterprises carrying on business in the Union, whereby a certificate from
the taxing authority exercising jurisdiction over the profits of the enterprise as a whole indicating
the rate of profit earned by it upon receipts is accepted as indicating, for the purposes of Union
taxation, the rate of profit applicable to the receipts derived from transactions in the Union.
Subject to such adjustments as may be rendered necessary by the provisions of the taxing measure
under which the rate of profit has been determined, the certificate, together with the statements
of the Union receipts, is accepted as an account satisfactorily disclosing the taxable income derived
from the business conducted in the Union.

533. The assessment of tramp steamers, save where such vessels belong to a regular line, is
still made on the percentage basis, and the Act gives special powers to secure payment of the
assessments where the tramp owner has no recognised agent in the Union other than the master of
the ship.

534. The United States Bureau of Internal Revenue, when taxing the ships of countries which
have not entered into the regime of reciprocal exemption, ohserves Article 683 2 of the Regulations
pertaining to the Income-Tax Act, which contains a complicated apportionment fraction, taking
into account the ratio between the sum of the costs or expenses of such transportation business
carried on within the United States and a reasonable return on the property used in such
transportation business within the United States, and the sum of the total costs or expenses of such
transportation business and a reasonable return on the total property used in such business.
Nevertheless, the taxpayer may apply for permission to base his return upon his regularly kept
books of account showing a detailed allocation of receipts and expenditure which reflects the mmcome
more clearly than the preceding method. There is little occasion, however, to use the preceding
formula, as practically all large shipping companies are under the regime of reciprocal exemption.

Lake and Fluvial Navigation.

535. The general rule observed in the case of sea transport is applied as well by a number of
countries in lake or river transport. Wisconsin subjects to income-tax only the earnings of lake
vessels registered in Wisconsin ports. The Netherlands exempts the earnings of foreign vessels
operating in the rivers or other waterways through its territory provided the transport is not purely
internal. In the treaties ® concluded by Austria, the exclusive right to tax the earnings of ships
navigating the Danube is reserved to the country in which the seat (Siz) of the enterprise is situated.

' Section 16, Income-Tax Act, No. 40, of 19235.

3 ¢ Taxation ot Foreign and National Enterprises *, Vol. I, pages 259 to 261.

3 Austria and Czechoslovakia, Article 2, ** Collection ”’, page 120 ; Austria and Hungary, Article 14 (1), $bid.,
page 48.
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In the case of foreign enterprises not under the treaty regime yvhich do not keep adequate separate
accounts of their Austrian profits, the income is apportioned in the rate of ton-kilometres.

I
Atr Navigation.

-

536. No administration reports as yet that it has had occasion to tax income from air’
navigation, as such companies have hitherto been unprofitable and have had to receive, in many
instances, subventions from their home Governments. Nevertheless, liability to tax such income
exists in most countries with an income-tax. The Netherlands East Indian administration has
exempted foreign air-navigation companies under the provisions described above in connection
with foreign shipping companies. .

537. The general tendency is to assimilate air-navigation enterprises to maritime navigation
enterprises, and to subject them to the same methods of assessment. Thus, the United Kingdom
administration has adopted, as a provisional rule, the apportionment of the total net income of such
a company in the ratio of receipts. In British India, such income would be taxable there if it arose,
accrued or were received there. Cuba subjects such companies to a tax of 3 per cent on the gross
receipts for freight and passenger fares from Cuba to foreign countries. The Mexican regime for
air-navigation companies is the same as that for foreign shipping companies. The United States
revenue officials have as yet had practically no cases involving foreign air-transport companies,
but the formula described above ? in connection with shipping companies would be appiicable
unless the Commissioner permits the taxpayer to base his return upon his regularly kept books of
account reflecting the income moré clearly, »

~

PcwegR, LIGHT AND GAS ENTERPRISES.

538. Practically all administrations report that they have not developed any special methods
of allocation for enterprises supplying power, light and gas, for the simple reason that no cases
have arisen. If such an enterprise should operate acrcss frontiers, the general indication is that the
establishments in each country would be subiject to taxation on the basis of their accounts, with
recourse, if necessary, to assassments on an empirical or fracticnal basis. Under the United States
Revenue Act, such an enterprise would be taxable under Secticn 119(¢) regarding income from
sources partly within and partly without the United States. Under Belgian law, an establishment
would be taxable on its accounts, subject to recourse to an arbitrary assessment on the basis of

150 francs per 1,000 francs of recejpts, provided this amount is not less than 10,000 francs per worker
or employee.

539. The Spanish profits jury has followed no special rules except that the income of companies
supplying both electric light and gas are apportioned in the ratio of assets, taking into account
the credits granted and obtained by the enterprise. The preliminary estimate thus made is then
modified on the basis (1) of the rate charged, and (2) of the price of coal ia Spain. In certain
cases, a further adjustment is made to take into account appreciable differences in the relative
frequgncy of services. The resulting estimate is compared with that derived from the book-keeping
and, if tpe difference between the two is not unreasonable, the profitss hown by the books are taken
as a basis. When the figures diverge greatly, as is frequently the case, mainly owing to the prices
charged for the coal and other materials supplied to the Spanish establishments, the result of the

' Supra, paragraph 534.
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prevxously described computation is employed for fixing the relative percentage adopted by the
jury.

540. The Swiss Federal Tribunal, in a case involving an electric power station on the Swiss
frontier with its seat of management in Switzerland and installations in a neighbouring country,
allocated the income on the basis of the factors of production — t.e., capital and pay-roll — rather
than on the basis of receipts for current consumed, in order to take mto account the actmty which
produced electric current. !

541. The following countries indicate that they have no cases of this nature, or that they
have no special rules for dealing with them : the United Kingdom, the Irish Free State, British
India, Canada, South Africa, Luxemburg, France,? Italy, the Netherlands, Netherlands East India,
Denmark, Sweden,® Germany (except as a last resort, fractional apportionment in the ratio of pay-
roll excluding tantiémes), Danzig, Austria, Czechoslovakia, Hungary (except for a preference
for separate accounting with recourse, in the last analysis, to fractional apportienment in the ratio
of pay-roll), Latvia, Estonia, Poland, Greece, Roumania, Japan, Cuba and Mexico. In Mexico,
there is one company which purchases power from another company situated within the
United States frontier, and the Mexican company is taxed on the basis of its receipts, less the cost

- of power and other expenditures. Under Wisconsin law, a foreign company cannot own the assets
of a public utility enterprise and, consequently, there is no question of allocation. Although the
stock of a public utility company may be owned by a foreign corporation, the Public Service
Commission would not allow unjust expenses to be incurred by the Wisconsin company.
Massachusetts and New York subject such enterprlses to franchise-taxes which are not based on
income.

TELEGRAPH AND TELEPHONE ENTERPRISES.

542. Few cases of allocation methods are reported in respect of telegraph, telephone, cable
and radio enterprises, the principal reasons being that telegraph and telephone services are frequently
Government-owned or belong to companies which have received concessions from the Government,
and because so many of the world cables belong to very few companies. Where taxable, such
enterprises are subject to the normal regime of assessment on the basis of accounts with recourse,
if necessary, to empirical or fractional methods.

543. The United Kingdom authorities tell of one case in which the local profits were computed
at the same proportion of the total profits as the local receipts bore to the total receipts. In another
case, the United Kingdom profits were based on United Kingdom receipts, less expenses relating
exclusively to the United Kingdom establishment and a proportion of the overhead expenses
(i.e., those not relating exclusively to a particular country), fixed on a * user ” basis — t.e., in
proportion to the number of words transmitted out of the United Kingdom. The principle in the
Irish Free State is to assess the local profits as that part of the total profits from the same class of
business as the local receipts bear to the total receipts of the same class of business.

1 4
. ! Judgmeut rendered December z2nd, 19206. See * Taxation of Foreign and National Enterprises *’, Vol.II,
page 456. : .

t For the purposes of the French tax on income irom securities, however, the taxable quota is fixed by
comparing the value of the works or other property in France and the total value of the French and foreign
establishments. -‘ Taxation ot Foreign and National Enterprise« *, Vol. 1, page 9o.

3 For the purposes of Swedish communal tax the income of such enterprises is apportioned in the ratio of 10 per
cent to the commune of the principal seat, 25 per cent to communes where are situated productive installations,
and 65 per cent to communes where consumption takes place.
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544. The South African Government assesses companies transmitting messages by cable or
wireless to places outside the Union on the basis of a taxable income equal to 5 per cent of the
gross earnings in respect of any messages transmitted from any office in the Union. !

545. The Netherlands East Indian administration also apportions the total net profits of a
cable company in the ratio of receipts. InItaly, such means of communication are a State monopoly
or are conceded to private companies supervised by the Government. An Italian cable company,
however, which, in part, uses cables belonging to other companies, presents problems of allocation,
but their solution is facilitated by the terms of its concession and those of its agreements with the
foreign companies.

546. In Japan, the situation is much the same. In the one or two cases where a foreign
company is assessable, the tax is levied on the basis of the separate accounts showing local receipts
and the expenses incurred exclusively in respect of business in Japan, together with charges paid to
other companies for further transmission. General overhead is allocated by the most adequate
method, for example, by the ratio of assets or business receipts. The Cuban administration has
experienced such difficulties in assessing enterprises of this type that it has secured the passage of
a law ¢ which substitutes a tax on gross receipts of local branches, subsidiaries or agents of foreign
companies engaged in transmitting messages by radio, cable or radiotelephone, when their accounts
are unsatisfactory. Apart from this tax, a stamp-tax is payable on each message.

547. As most communication companies operating in the United States of America are
American-owned, the federal administration has not been faced with any problems of allocation,
but, if necessary, the officials consider that the total net profits might be apportioned in the ratio
of receipts or ‘expenses. These types of enterprises are subject in Wisconsin to the same rules as
power, light and gas enterprises. Massachusetts and New York subject them to franchise-taxes.

548. The administrations of the other countries covered in the survey state that either such
enterprises are Government-owned, exempted by terms of a concession, or that they have not
developed any special rules for assessing them. These countries include : British India, Canada,
Belgium, Luxemburg, France,? the Netherlands, Switzerland, Denmark, Sweden, Germany, Danzig,
Austria, Czechoslovakia, Hungary, Estonia, Latvia, Greece and Roumania.

MiniNG ENTERPRISES.

549. Few administrations report difficulties in' connection with mining enterprises, for the
simple reason that minerals or oil extracted are usually prepared at the mine for sale on the world
markets, and consequently the world market price delimits the profit allocable to their territory.
Such is the case notably in countries primarily productive of minerals or oil, including Canada,
Netherlands East India, Mexiso, Roumania, Spain and the United States of America.

550. Nevertheless, if a foreign enterprise mines a product in Canada and ships it abfoa.d for
further processing or sale, the profit is apportioned according to a method determined in the given

! Section 17, Act 40 of 1925.
* Law of September 23rd, 1932, Article 1 (5).
_* In France, the only occasion for special methods is in connection with fixing the taxable quota for the tax
on income from securities payable by foreign companies with cables to France and having an agency there. The
quota is fixed by the ratio between the proceeds of the French traffic and the total proceeds of the telegrams

despatched by all the stations of the company. See “ Taxation of Foreign and National Enterprises ", Vol. I,
page go. ‘
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case by the revenue authorities.? If the Canadian mining establishment sells the product, the
profit is taxable in the same manner as that of an industrial company and some allowance would
be made for the general overhead of the head office situated abroad. Canada gives no allowance
for depletion.

551. South Africa requires mining enterprises to render accounts for each mining unit, as the
redemption allowances depend upon the life of the mine. . The taxable income is therefore readily
determined. The whole of the sale price of the product must be brought into account as derived
from a source within the Union, irrespective of the place where the product is disposed of.

552. The Netherlands East Indian authorities state that they encounter no difficulties, because
the operations do not, as a rule, extend abroad. Where a world concern operates local oil-wells,
the basis for calculating the productlon profit has been the so-called ** gulf price ”’ of oil. All the
oil sold in Netherlands East India is produced there.

553. Foreign mining and extractwe companies with establishments in the United States of
America are subject to the same allocation provisions as those described above 2 in connection with
enterprises producing without and selling within the United States, or vice versa. In other words,
where minerals are produced without and sold within or produced within and sold without the United
States, the profits derived are treated as income partly from sources within and partly from sources
without the United States. The part of the income allocable to the country of production is that
determined by the price at which the product would be sold to independent purchasers. If no such
price can be determined, the part of the net income which is allocable to the United States is
computed by apportionment on the basis of property and gross sales. The taxpayer may apply
for permission to base his return upon his regularly kept books of account, when they show a detailed
allocation of receipts and expenses which reflect more clearly than the preceding method the income
derived from sources within the United States. ¢ No difficult problem has arisen in applying the
rule of the independent production price in the case of the very few mining enterprises with branches
in the United States. The United States Revenue Act grants an allowance for depletion. 4

554. It may be pointed out at this juncture that the American revenue authorities have had
to face more problems in connection with American enterprises operating mines in foreign countries
and selling the products in the United States. This is especially true in cases where the real centre
of management of the undertaking is in New York and all the producing activities of the company
are carried on at the mine in a foreign country. The question arises as to how much of the gencral
overhead, including bond interest and salaries of officials, should be allocated to the foreign country.
Another difficulty is that, whereas the Revenue Act allows American enterprises to claim a certain
depletion allowance even when the depletion takes place at a mine owned by the American enterprise
in a foreign country, very few foreign countries grant allowance for depletion, and this resuits in
the computation of a much larger net income from the mine under the laws of the foreign country
than that computed under the provisions of the United States Revenue Act. This discrepancy
becomes of special importance when computing the credit allowed American enterprises in respect
of income-tax paid abroad on foreign income. 3

555. Certain oil companies, extracting oil in one country, refining it in a second and selling
it in the United States, have been able to segregate the profits of each stage of the business, because

1 Arficle 26 of the Canadian Income War Tax Act, Chapter 97, R. S. C. 1927 ; supra, paragraph 438.
2 Supra, paragraphs 63 and 64.

3 Revenue Act of 1032, Section 119 e} ; Regulations 77, Article 682.*

4 Section 114.

8 Revenue Act of 1932, Section 131.
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of there being a market price prevailing for the production at each stage. In the case of mining
companies, however, the same enterprise usually handles all the stages from mining the ore and
smelting it to the sale of the finished products, and it has been found difficult to determine fair
market prices for the product at each stage. It has been proposed as a general rule, that if the
product has an established market value in the country in which produced, such value should be
considered to represent gross income in such country. The difference between that value and the
price at which the finished product is sold in another country should be considered as the gross
income to be allocated to the latter country. In general, transport, insurance, selling-cost and
overhead would be the main deductions allowable against this gross income in arriving at the net
taxable income in the country of sale.

556. The Bureau of Internal Revenue has recognised that copper, as well as gold and silver,
is a metal which has an international market and can always be sold at any place and in any stage
of preparation for the current market price at New York or London, minus the cost of laying down
the metal in refined form at New York or London, respectively. This being the case, the value of
such metals as copper, silver and gold at the place of production reflects the gross.income attributable
to the country in which the mine is located. If the question were one of determining what part of
the profit derived from the sale without the United States of copper produced within the United
States was attributable to sources within the United States, the readily determinable market value
of such copper in the United States would be used as a basis for computing the profits attributable
to the United States. This value would reflect the production price, * otherwise established —
unaffected by considerations of tax liability ’, within the meaning of Case 1 (A) of Article 682
of Regulations 77. Therefore, in determining what part of the profit derived from the sale in the
United States by an American company of electrolytic copper produced at its plant in a foreign
country is from sources within the foreign country, the value of the copper in the foreign country
- 'should be taken to reflect the gross income from sources within the foreign country and should be
treated as an independent production price  otherwise established ’ to the satisfaction of the
Commissioner. In such case, this production price or value is the New York market price less

transport and other delivery costs, carrying charges, insurance and selling commission of the agency
selling the copper. !

557. Under Mexican law, a segregation of profits on the basis of separate accounts is necessary,
because of the fact that a local company must be organised to carry on a mining undertaking. The
assessable profit is ordinarily the difference between the price received for the minerals or oil on the
world market less the cost of extraction and other deductible expenses. As the Mexican
Constitution declares the subsoil to be the property of the State, the local company receives only a
concession to extract the oil or mineral, and is not allowed any deduction for depletion.

558. Spain subjects foreign companies mining in Spain to taxation under its whole regime of
fractional apportionment. The Spanish practice envisages three cases : (1) purelymining companies;
_(2) enterprises exploiting mines and transforming the ore in Spain or elsewhere ; and (3) enterprises
in which mining plays only a secondary or complementary role in the entire business.

559. With regard to purely mining companies, they usually operate exclusively in Spain,
except for the centre of management abroad. The problem of allocation is therefore reduced to
the determination of the importance of the direction of the enterprise. In most of these cases, the
market for the minerals has been organised for a long time and the management has practically
no important problems to solve. In general, the jury assigns about 10 per cent of the profits to the

' G.CM. 7545 IX-15-4508, C.B. IX-1, page 215.
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centre of maﬁagement and go per cent to Spain. This figure is the result of experience gained in a
number of cases.

560. Where an enterprise both mines and transforms minerals in Spain and abroad, the jury
may attempt to ascertain the relative importance of the two departments. If it is impracticable
to make this separation, one employs as a basis the amount of the capital engaged in each
department. Very frequently, one considers the result of this method as only a first estimate,
subject to subsequent modifications if there are special circumstances such as differences in the risk
incurred by the capital.

561. Income from securities held by these companies is always assigned to the centre of
management abroad. Another general rule in the Spanish practice is that minerals held in
warehouses which are almost always situated in Spain are excluded from the computation. The
reason is that the enterprise can very well store these minerals outside of Spain if the difference
in the amount of the tax would make it worth while. = The Spanish practice is guided by the principle
that, unless the law imposes another solution, the tax must not interfere with the most economic
conduct of the enterprise.

562. Itisalso important to note that the part of theassets represented by the mineral deposits
- is not taken from the accounts of the company, but is the object of a special evaluation by the
mining experts of the Government. The experts of mining companies have frequently suggested
to the jury that it employ the method based on the difference between the value of the deposits and
the cost of production, but this method has been rejected because of the very large differences
resulting from the variations in quality. The control of the quality by the administration is
practically impossible, because of the variation in quality in the same deposits.

563. Where mining plays only a secondary part in the entire business of an enterprise, the jury
makes the separation of profits by the ordinary methods, and, if the profits of mining in Spain are
absorbed by the losses of the other kinds of business in Spain, the enterprise is not taxable on such
profits. :

564. The Italian authorities, in assessing the mining organisations operating especially in
Sardinia, verify their balance-sheets by reference to information supplied by the Bureau of Mines,
concerning the quantity extracted annually, the products prepared for exportation and the prices
In Switzerland, only one case is reported, that of a British company owning asphalt mines.
in Neuchdtel, and allocation difficulties were obviated by levying a flat rate per ton of asphalt
extracted. In Greece, some of the few foreign companies operating mines have elected to be taxed
as Greek companies and are therefore assessable on the basis of distributed income. In Japan
and Roumania, the extractive industries belong to national companies.

565. The following countries report that no cases of allocation have been presented by such
enterprises, or that they have developed no special rules for assessing them : the United Kingdom,
the Irish Free State, British India, France,! Luxemburg, the Netherlands, Denmark, Sweden, Germany

1 For the purposes of the French tax on income from securities, however, in the case of companies which
hold concessions for mineral deposits in France, the taxable quota is determined by comparing the tonuage
extracted from the concessions in France with the total tonnage of the ores extracted by the company. If the
deposit for which a concession is granted in France is not worked, a comparison is made between the value of that
deposit and the total assets of the company ; the value of the deposit is obtained by estimating the quantity
ot ore in the deposit in tons and multiplying by the cost or estimated value per ton. * Taxation of Foreign and
National Enterprises ', Vol. 1, page g1.
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(except possibly fractional apportionment in the ratio of pay-roll excluding ‘aniiémes), Danz'ig,
Austria, Czechoslovakia, Hungary (except that separate accounting would be preferred, with
recourse in the last resort to apportionment in the ratio of pay-roll), Latvia, Poland and Estonia.
Wisconsin would tax such an enterprise as an industrial corporation, and Massachusetts would
subject it to a franchise tax. New York has no special provisions.

OTHER KINDS OF ENTERPRISES.

566. The various administrations do not report that they have had any occasion to evolve special
methods of allocation for any other kinds of enterprises. Cuba has obviated difficulties in the case
of moving-picture companies by imposing a tax on the gross receipts, in substitution for the income
tax, of foreign companies which dedicate themselves to the sale, leasing, exhibition or exploitation
in any manner of cinematographic films, and also of such foreign companies which contract with
Cuban companies stipulating that they shall receive a certain per cent of the receiptsin Cuba, 1

! Law of September 23rd, 1932, Article 1(5).
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CHAPTER X.

T NATIONAL ENTERPRISES WITH BRANCHES OR SUBSIDIARIES ABROAD.

GENERAL METHODS OF ALLOCATION.

567. When occasion arises to allocate the profits of a national enterprise ! as between local
and foreign establishments, fiscal administrations apply essentially the same methods that have been
described above regarding foreign enterprises with local branches or subsidiaries. The fiscal
authorities of the home State have an advantage, however, over the authorities of the State in which
the branch is situated, in that they may readily verify the balance-sheet and profit-and-loss
statement of the enterprise as a whole, and the burden is more or less upon the taxpayer to show that
a certain portion of the total profits should be allocated to a foreign branch. Companies frequently
incorporate their branch esjablishments in a foreign country, and this necessitates a close
examination of the prices at which goods are invoiced or charges of any kind are credited to the

_foreign branch in order to circumvent the shifting of income from the parent company to the
subsidiary abroad. In general, profits transferred to the foreign subsidiary may be reached by
resorting to the same measures as have been previously described in connection with the taxation
of a local subsidiary of a foreign enterprise.

568. The cases in which it is necessary to allocate or apportion income as between a national
enterprise and its foreign branches or subsidiaries are constantly increasing in number, partly
because of the conclusion of double-taxation treaties limiting the fiscal jurisdiction of a State to
profits attributable to the local permanent establishment of an enterprise operating in both
contracting States, and partly due to the increasing efforts of tax officials to make sure that the full
profit atiributable to the home establishments is brought into assessment. For example, the United
States Revenue Act of 1932, Section 131{e}, imposes new limitations upon the credit allowed

~against the United States tax in respect of taxes paid abroad on foreign income which necessitate
an allocation or apportionment of income as between the United States and each foreign country
in which the taxpayer has derived income subject to the tax for which credit is claimed. The
allocation of income as between the foreign country and the United States is a prerequisite, because
the credit against the United States tax is limited, in respect of the tax paid or accrued to any foreign
country, by the ratio of the taxpayer’s nct income from sources within such foreign country to
his entire net income for the same taxable year. Furthermore, the total amount of the credit for
foreign taxes shall not exceed the same proportion of the tax against which such credit is taken which
the taxpayer’s net income from sources without the United States bears to his entire net income for
the same taxable year. 2 In other words. the United States imposes its tax on the total income of

! For definition, see paragraph 16, footnote.
3 Section 131 /b). :
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a citizen or domestic corporation, and the taxpaiyer must satisfy the Commission of Internal Revem}e
with regard to the amount which is deductible from this tax in respect of the tax or taxes paid

abroad.

569. Countries which have a special interest in the allocation of profits of national enterprises
are those which exclude, from the assessment of their profits tax, the profits attributable to a
permanent establishment situated in another country, notably France, Italy, Estonia}, Denmark,
Latvia and South Africa. Italy conditions this exemption ! upon the foreign branch being operated
as an autonomous unit and having a2 complete separate accounting. As this treatment is an
exception to the general rule that income derived in Italy, as well as from activi‘(ies' abroad_, is to be
regarded as realised at the seat in Italy which directs its activities and issues instructions, the
authorities, in granting this exemption, verify the income shown in the branch accounts by
comparison with those of the seat and rectify any transfer shifting the profits or losses from one to
the other. Reference is somctimes made to the assessment levied by the foreign tax administration
and also to assessments levied by the Italian administration on the local branches of foreign enter-
prises engaged in the same type of industry or commerce. ’

570. The French exemption for profits attributable tc an establishment outside France is in
conformity with the principle of territoriality which underlies the tax on industrial arid commercial
profits. Thus, if the establishment in France extends its activities into foreign countries without
having there any permanent establishment, it is assessable upon the whole of its profits, but once
operations are effected through another establishment outside France, the profits allocable to the
latter are excluded from assessment in France. The assessment to the French tax is therefore
subject to the following limitations :

(1) If a foreign branch engages in purchasing and selling goods, the entire profit derived
from such transactions is allocated to the foreign establishment.

(2) I the French establishment purchases goods wholesale and ships them to the foreign
establishment for sale, the profit atiributable to sale is excluded, and the French assessment
is limited, as a rule, to that part of the profit which the French establishment would earn,
on the wholesale shipment of the products to the foreign branch, if it were selling to third
parties. If this part of the profit attributable to the French establishment cannot be exactly
determined from the accounts, it should be computed in accordance with the most appropriate
empirical method previously described. 2

(3) If the foreign establishment purchases goods which are sold by the establishment in
France, the French assessment is limited to the profits which would be made if, instead of
obtaining the goods from its own buying office abroad, it employed a French import commis-
sion agent. In principle, this profit should be determined on the basis of the general
accounts kept in France, as adjusted if necessary. The expenses on account of the buying
office should be deducted from the general expenses, but the purchase price of the goods
despatched by that office should be increased by the amount of the commissions which would
normally have been paid to the middlemen, mentioned above, had their services been employed.

If necessary, the profit of the French establishment may be estimated by a comparison with the
turnover of similar enterprises.

(4) If the French establishment sells goods which have been manufactured at a factory
abroad, the French assessment is limited to the sales profit, as distinct from a manufacturing
profit, attributable to the factory abroad. The sales profit corresponds to that which the

! Law of August 1zth, 1927.
* Supra, paragraphs 156 ef sr¢. and 167.
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French enterprise would earn if, instead of obtaining its supplies from its own factory, it obtained
them from independent foreign factories. For the purposes of assessment, thercfore, the profit
in question must be separated from the general profits of the French enterprise. 1itbe accounts
of the enterprise do not reveal the exact amount of these profits — for example, because of the
goods being. transferred from the fuctory abroad to the French establishment at an artificial
price approxunatmg the sale price — the sales profits may be determined by a comparison
with similar enterprises, taking into account the receipts from sales effected by the French
. establishment, or the number, quantity or volume of the goods sold.

571. The Estonian authorities state that the national enterprise is not taxable on the profits
attributable to branches abroad, although this income may have been credited to the principal
establishment in Estonia. The Danish administration exempts that part of the net profit of a
Danish enterprise which is attributable to a foreign establishment, in the ratio of foreign gross
profits to total gross profits. South Africa applies strictly the principle of taxing only income
derived from sources within the Union; and therefore excludes inconie from business operations
carried on outside the Union.

572. The Austrian, Czechoslovak and Hungarian tax laws exempt the profits of a national
enterprise attributable to an establishment in another country, provided the latter country taxes
such profits and accords a reciprocal exemption in respect of profits allocable to foreign branches
of its national enterprises. The Austrian and Czechoslovak laws, however, reserve to the home
country a minimum quota, in accordance with the theory that a national enterprise, even when its
operations are’ mainly foreign, nevertheless enjoys the same protection and advantages asan
enterprise operating exclusively in the home country. In the case of enterprises belonging to
individuals and partnerships subject to the general profits tax, this quota is at least one-fourth of
the total net profit of the enterprise, and in the case of companies subject to the company tax,
it is at least one-tenth of the total net profit. This minimum quota of one-tenth Las been
incorporated in the Austro-Hungarian treaty on allocation. It is to be noted that this fraction is
applied to the total net income, and not to the joint income of a local establishment and an
establishment in a foreign State. The joint income is subject to the taxable minima in the Austrian
law which have been incorporated in the form of apportionment fractions in the treaties with
Czechoslovakia and Hungary — namely, income derived from purchasing at an establishment in
one country and selling at an establishment in the other is to be equally divided, and that derived
from manufacture in one country and sale in-the other is to be apportioned in the ratio of two-thirds
to manufacture and one-third to sale.

573. Luxemburg only allows the deduction of the profits taxed abroad in the cases determined
by agreements concerning the prevention of double taxation.

574, There is another group of countries which hold national enterprises taxable on their total
income from all sources, foreign as well as local, but grant certain relief in respect of income derived
and taxed abroad. These couatries include the United Kingdom, the Irish Free State, Canada,
Belgium, the Netherlands (with regard to the income-tax on individuals), Netherlands Fast India,
Germany, Danzig, Poland, the United States of America and Greece (in respect of its income tax
on individuals). The United Kingdom and the Irish Free State have obviated questions of
allocation as between their two territories by agreeing that individuals or companies resident in one
State and deriving income from the other shall be taxed exclusively by the country of residence. ?

! Agreements of April 14th, 1926, and April 25th, 1928, For the former, see Section 23 of the United Kingdom
Finance Act of 1926 and Part I of the Second Schedule to that Act. For the 1928 Agreement, sce Section 21
of the United Kingdom Finance Act of 1928 and the Fourth Schedule of that Act. ‘¢ Collection ”, C.345.M.102,
1928.11, pages 56, 58.
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575. In order to assure relief to British enterprises operating in the Dominions, the United
Kingdom laws, in respect of profits assessed to ‘Dominion taxes, allows a deduction gf either the
Dominion rate of tax or half the United Kingdom rate, whichever is the lesser.l It is necessary,
therefore, to determine the amount of Dominion profits in question. These are usually ascertained
from the separate accounts of the Dominion establishment, but, in some cases, it is nece-ssary.to
apply the “ percentage of turnover ~ or other conventional metpods described in connection with
United Kingdom branches of foreign enterprises. Other conventional methods have been employed
in the following cases : -

(1) Banks. — The method most frequently adopted is to take such a proportion of the
total profits as the Dominion assets bear to the total assets.

(2) Insurance Companies. — Where the Dominion profits cannot be satisfactorily

" ascertained from the accounts, owing to the activities of the taxpayer — for example, with

regard to investments and reinsurance — it usually has been found satisfactory to take such a
proportion of the total profits as the Dominion premiums bear to the total premiums. ’

{3) Transport Enterprises. — With regard to railways, the problem seldom arises, but,
in a few instances, the profits have been divided between one State or province and another
on a train-mileage basis. With regard to shipping profits, the profits arising at a particular
Dominion port are usually ascertained by taking such a proportion of the total shipping profits
of the enterprise as the freight receipts obtained at that particular port bear to the total freight
receipts obtained for the accounting period.

576. Under the United Kingdom law, questions of allocation also arise in connection with a
partnership, with some partners resident in the United Kingdom and some abroad, the income-tax
liability being based on the United Kingdom profits plus a share of the foreign profits attributable
to the partners resident in the United Kingdom. This necessitates a separate determination of the
United Kingdom profits and the foreign profits, and, in most cases, it is effected on the basis of
separate accounts, except where there are intricate interlocking transactions. If the separate
profits cannot be readily ascertained, the *“ percentage of turnover "’ method might be employed.

577. Canada grants relief 2 against its tax on total net income, not_only in respect cf taxes
paid to the United Kingdom or any of its self-governing colonies or dependencies in respect of income
derived from sources therein, but also in respect of taxes paid to a foreign country, provided such
foreign country, in imposing its tax, allows a similar credit to persons in receipt of income derived
from sources within Canada. This deduction, however, may not exceed the amount of tax which
would be payable under the Canadian Act in respect of said sources outside Canada, and it will not
be allowed unless the taxpayer furnishes satisfactory evidence concerning the amount of tax paid
and the particulars of the income derived abroad. . :

578. A Belgian enterprise is taxable on its total profits except that the part attributable to
foreign sources is taxable at a reduced rate, and, in order to enjoy this reduction, the enterprise must
submit, in addition to its annual declaration and general accounts, a balance-sheet and profit-and-
loss statement pertaining to the income of each establishment situated abroad, > The tax is imposed,
however, on the total net profit of the enterprise, and there is no assessment if the enterprise as a
whole realises no profit, even when income is shown in the books of a foreign branch.

1 Unit‘ed Kingdon{ Finance Act, 1920, Section 27.‘ -
2 Sectx‘on 8 of the Canadian Income War Tax Act, Chapter 97, R.S.C, 1927, as amended.
* Belgian Co-ordinated Laws, Article 54, paragraph 1, No. 3. '
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579. With regard to the Netherlands income tax on individuals, in order to determine income
allocable to a foreign establishment which is exempt under certain conditions, the authorities follow
the same methods as those described in determining the local income of foreign enterprises, with
the exception that the law does not prescribe the use of the fractional and empirical methods
described in connection with foreign enterprises, when assessing national insurance, railway and tram-
way enterprises. If an enterprise has in its assets shares of a foreign company, the dividends are
attributable to the country of the real centre of management of the enterprise — ¢.¢., normally the
Netherlands — and directors’ percentages (tantiémes) and other remuneration distributed by other

. companies are considered as acquired in the country in which were effected the functions to which
the famtiémes and remuneration correspond. If the enterprise carrying on its activities in the
Netherlands extends its activities as well into another country where it realises a loss, the loss
suffered in the foreign country will be deducted from the profits realised in the Netherlands, and
the enterprise will therefore be exempt from tax in the foreign country, as well as be permitted

. to deduct the loss from the Netherlands profit.

580. Dutch companies, which are subject to the tax on dividends and fantiémes, pay this
tax on one-third of the distributed income which corresponds to profits earned abroad, but no
definite criteria have been prescribed for distinguishing between foreign and national income.?
Likewise the Netherlands East Indian law does not prescribe criteria for determining income
attributable to foreign sources in respect of which relief from double taxation may be granted,
but the administration in practice would follow the same methods as those described in connection

with foreign enterprises.

581. The Greek law grants a deduction for foreign taxes paid by national enterprises, including
Greek companies, when the circumstances are such that they are taxed on profits instead of on their
distributed income. 2 The authorities state that no important problems of allocation arise, because
the deduction for the foreign tax on foreign income may not exceed the Greek tax, and, for this
purpose, the administration proceeds to a verification in a manner analogous to that prescribed in
connection with foreign enterprises.

582. Under various treaties, Germany, Danzig and Poland depart from their normal rule of
taxing persons and companies domiciled within their territory on their total income from all sources
by excluding from the assessment that part of the income which is ascribed to the establishment
in the other contracting State. The profit allocable to the local establishment is usually computed
by one or another of the methods previously described, unless it is necessary to effect an
apportionment by means of a special agreement between the interested fiscal administrations.

583. The whole of the incom® of a national enterprise, without any allowance in respect of
foreign income, is taxable in Roumania, Japan and Mexico. The same is true of the French and
Greek taxes on dividends paid by national companies. Thus, the French “ dividend ” tax (impét
sur le revenw des valeurs mobiliéres) is imposed on the total amount paid in dividends or interest,
regardless of the source, even though that part which is attributable to an establishment abread is
exempt from the profits tax (impdt sur les bénéfices industriels et commerciaux).

584. In British India and Cuba, allocation questions are obviated to a certain extent by
the underlying principles of the income-tax law. In British India, a resident is taxable on profits

! Law of January sth. 1918, Articles 27 and 28.
3 Supra, paragraph 405.
* See, however, inira, paragraph 595.

v, {1
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arising, accruing or received in British India and on prpﬁts arising or g.ccruing out of British India
only if they relate to business and are brought intp British India w1thm_three,t years of the. year of
origin. If the profits, although accruing or received abroad, are received in the first instance
in British India, then they are taxable when received, whatever the nature of the foreign source of the
income. Consequently, questions of allocation seldom arise, but, if they arose, they would be dealt
with in very much the same manner as that described with regard to allocating income between the
Iocal branches of foreign enterprises. A Cuban enterprise is not taxable on foreign profits except
those derived out of payments made abroad by persons domiciled in Cuba.

585. Spain and the Swiss cantons, both of which normally employ fractional apportionment,
grant allowances if income attributable to foreign branches has been taxed abroad.. A Spanish
company, nevertheless, has to pay tax on at least one-third of its profit, because of its Spanish
nationality. A company organised in a foreign State would not be subject to this minimum quota,
even though it had its real centre of management in Spain. The allocation as between the foreign
branches and the Spanish establishment is effected in accordance with the same rules as those
described when dealing with foreign enterprises —- 4.e., in accordance with their relative importance.
The Swiss cantons, to reducé or prevent double taxation, either remit all or part of the taxrelating
to foreign income. For this purpose, Basle, Geneva and Zurich apply the method of fractional
apportionment ; Geneva and Zurich in every case levying a given part of the tax which the enterprise
would have to pay if it were liable to tax on the whole of its income. Geneva fixes this part at a-
half, Zurich at a-third. Berne grants certain abatements which are fixed in accordance with the
circumstances of each case. ‘

586. Except for the personal income taxes of Massachusetts and New York which are levied
on the total net business income of residents, Wisconsin, Massachusetts and New York limit their
respective taxes to that part of the income of domestic enterprises which is attributable to the
establishments within their territory, and this income is determined in daccordance with the same rules
as those described above in treating foreign enterprises. In other words, the Wisconsin enterprise
is taxed on its home profits in accordance with its separate accounts, if satisfactory, and otherwise
by application of the allocation fraction. For the purpose of the Massachusetts corporate excise
tax, the items allocable entirely to Massachusetts are interest and dividends, which are included in
net income, gains from the sale of inlangible assets wherever sold and gains from the sale of tangible
personal property and real estate situated in Massachusetts. Other income is apportioned by
applying the allocating percentage previously described, or in accordance with some alternative
method accepted by the administration. New York corporations are subject to the franchise tax
on the income allocable to New York, either by use of the prescribed formula or some other method
selected by the tax commission.

ALLOCATION OF PROFIT 10 REAL CENTRE OF MANAGEMENT WITHIN THE COUNTRY.

587. When a company has its real centre of management in a given State and its other
operations — for example, manufacture — in another country, the general rule is not to ascribe
any profits to the real centre of management as such. By way of exception, the Swiss cantons
allocate a fraction of the total net profit to the seat of the enterprise which usually coincides with
the real centre of management. This fraction is a percentage of the total net profit which varies
in accordance with the functional importance of the seat and, as a rule, is not less than 10 per
cent nor more than 30 per cent. There is an important group of countries, furthermore, which
subject a company having its fiscal domicile or residence within its territory to tax on the total net
income from all sources, foreign as well as national. Ia this case, however, the whole profit is
allocated to the real centre of management inaccordance with the principle of domicile rather than
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for the purpose of rewarding management as such. This group includes : the United Kingdom,
Canada, ! Danzig, Sweden, Germany, the Irish Free State, Japan and Poland.

588. The countries which do not ascribe any part to the real centre of management as such
include : Mexico and the United States (which tax a company organised in their respective territories
on its total income without regard to the allocation of the real centre of management) and Belgium,
Cuba, Denmark, Estonia, France, Greece, Hungary, British India, Italy, Latvia, the Netherlands,
Netherlands East India, Roumania, Wisconsin, Massachusetts and New York.

589. Likewise, South Africa does not allocate tc the real centre of management within the
Union any portion of profit made by operations completed outside the Union, but, if any transactions
were completed at the centre of management, the income would be taxable even though the
transactions concerned matters or events outside the Union. For example, a whaling company
with its head office and control within the Union carried out whaling operations in the Southern
Seas, those operations being based on an island outside the borders of the Union. The whales were
captured on the higb seas, and the oil was rerndered dcwn on a floating factory moored at the island
base. When the floating factory was fully laden, it proceeded direct to Europe, where the oil
was sold by an employee of the company, who had ghere a permanent establishment. It was held
that the profit arising from the manufacture and disposal of the oil arose from sources outside the
Union. But when one of the floating factories was lost at sea and the company recovered under a
policy of insurance entered into at the real centre of management in the Union the value of the oil
carried by the factory, it was held that the proceeds of the policy were derived from Union sources,
as flowing from the contract of insurance entered into within the Union. 2

590. Certain countries preserve a minimum quota of the net profit of national companies for
income-tax purposes as has been indicated above, but this allotment is considered a national charge
rather than a reward for management. These countries include: Austria, Czechoslovakia, Hungary
(in its treaty with Austria), and Spain. In the last-named country, this minimum quota of one-third
is specifically applicable only to companies organised under Spanish law. It is interesting to note,
however, that if a company organised in another State had its real centre of management in Spain,
it would be taxable on a fraction of total net incume determined in the ratio of its importance, as
has been described above in treating foreign companies.

591. The dividend taxes of France and Greece are imposed on the income distributed,
regardless of its source, by national companies, the test of nationality being the location of the
statutory seat {siége social} within its territory which usually coincides with the real centre of
management.

592. An exposition of this question is found in the Italian report. Originally, the theory
that the entire income of an Italian enterprise was taxable at the central seat in Italy prevailed in
the jurisprudence. It was considered that the seat at which the direction and administration of the
enterprise are exercised is the very place where is found the centre of the whole activity, and therefore
the place at which the income is produced, because the income results directly from the activity
of the enterprise. The Court of Cassation ? decided that income should be considered as produced

! Nevertheless, no tax is imposed on ** the income of incorporated companies whose business and assets are
carried on and situate entirely outside Canada ”. Section 4(%) of the Canadian Income War Tax Act,
Chapter 97, R.S.C. 1927, as amended.

? 3 S.A. Tax Cases 136, decision of special court for hearing income-tax appeals. -

3 Judgment of June 3oth-August 6th, 1925, Italian Jurisprudence, Vol. LXXVII, 1925, page 1936, Unione
Tipografica Editrice Torinese, Turin, 1925.

-
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in the place where the factors of production are situated and where are accomplished all the acts
from which the income results, regardless of the place in which is situated the individual or the
enterprise in whose interest the income is produced. Nevertheless, the fiscal administration did
not accept this principle enunciated by the Court of Cassation. It considered that the court had
committed the error of regarding as exclusive factors of production the material operations of
manufacture and sale, but did not include among these factors the direction and administration
of the enterprise. It is impossible to doubt that the direction and administration not only must
figure among the factors of production, but they must even be considered as the essential factors
of the material activity consisting in manufacture and sale, for the latter depend on the direction of
the enterprise. In fact, it is the direction which organises, launches and sustains the other activities
of the enterprise, with the result that, if the direction failed, the whole life of the enterprise would be
interrupted. ‘ -

593. Since the promulgation of the Law of August 12th, 1927, which exempts from the tax on
movable wealth (7ichesse mobiliére) the income realised abroad by branches having a regularly
kept separate accounting,. one may state that, in the absence of such accounting, the entire income
is taxable at the central seat, but if an enterprise had only its seat in Italy and all its activities of
production and sale at an establishment in another country which kept a regular separate accounting,
only expenses would appear in the accounts of the central seat and all the income in the books of the
foreign branch. Could a fraction of the income realised abroad be nevertheless attributed to the
Ttalian seat ? Could this fraction be subtracted from the income which is exempt under the Law
of August 12th, 1927 ? This question has not yet been the subject of any court decision, and,
consequently, the administration cannot foresee how the question would be solved.
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CHAPTER XI

HOLDING COMPANIES.

NATIONAL HOLDING COMPANIES CONTROLLING FOREIGN SUBSIDIARIES.

594. There are two types of holding companies to be considered : (1) those which are engaged
in industrial and commercial activities as well as the holding of securities in other companies and
which carry out some of the former class of activities through subsidiaries in foreign countries,
and (2) those which are engaged exclusively in the holding of securities of other companies. Holding
companies which carry out part of their industrial or commercial activities through subsidiaries
abroad are subject to the same observations as those made above in connection with the allocation
of income between national companies and foreign subsidiaries. Ordinarily, the fiscal administration
of the country in which the holding company has its seat pays no attention to the foreign subsidiary -
unless profits are diverted to it through inter-company transactions. In such a case, the
authorities either attempt to reallocate the profits as between the home company and the foreign
subsidiary, as contemplated in Section 45 of the United States Revenue Act ; or the foreign subsidiary
is regarded as a sham or simulacrum, and its profits are included in the assessment of the parent,
as in the United Kingdom or the Irish Free State; or the foreign subsidiary is included in the
assessment of the parent on the grounds of its forming an economic unity with the latter, as in
Germany. Under Spanish law, if a Spanish company controls a foreign company which operates
‘exclusively abroad, the parent is regarded as doing that business itself, and the jury assimilates the
foreign subsidiary to a branch and makes the assessment accordingly.

595 Various countries have specific provisions for relieving national companies with foreign
subsidia.ries from duplicate taxation. Thus, Austria, in principle, taxes an Austrian holding
company on its dividend or interest income received from other companies, whether Austrian or
foreign, but if it holds at least one-fifth of the shares of another company, and meets other conditions
with regard to the duration of the holding and the close relationship between the two companies,
then it is taxable only on a-fifth of the income received from such other company. Under the
requirements of the French tax on income from securities (impdt sur le revenw des valenrs mobiliéres),
dividends and interest received by the French company from a foreign subsidiary are taxed when
received by the French company and again, by withholding at source, when this income is
distributed in the form of dividends and interest. In order to prevent this double imposition of the
same tax in respect of the same income, a provision has been enacted which exempts, under certain
conditions, the dividends distributed by the French company out of interest or dividends received
by it during the same fiscal year on registered bonds or shares held in the foreign company
and subject to the French tax.! This provision is analogous to another according, wunder

1 Law of July 31st, 1920, Article 27, and Law of July 31st, 1929, Article 4 : ¢ Taxation of Foreign and National
Enterprises >, Vol.'I, page 93.
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certain conditions, an exemption for dividends paid by the French company out of dividends
or interest received from a French subsidiary.

596. A corporation, organised in the United States but owning a majority of the vpting—stock
of a foreign corporation from which it receives dividends paid out of income from foreign sources,
may claim a credit against the American tax in respect of a certain proportion of the foreign income
out of which the dividends are paid.* The purpose of this provision is to permit the American
corporation, which finds it necessary to carry on business in a foreign country through a local
company rather than a branch of its own organisation, to claim a credit which is fairly similar
to that allowed in respect of taxes paid on the profits of the branch. 2

597. In general, the holding company in the strict sense — that is to say, one which merely
holds stocks or bonds of other companies, is taxable as any other national company on its income,
inclusive of dividends and interest from such securities. Well-known exceptions to- this rule are
Danzig, Luxemburg and the Swiss cantons. Danzig exempts holding companies. Luxemburg
taxes trusts engaged in commercial operations in the same manner as other companies, but exempts
holding companies which are engaged solely in effecting financial operations and not in industrial
activity nor have a commercial establishment open to the public. * Various Swiss cantons accord
national holding companies privileged treatment as compared with other companies. This
treatment is granted impartially to foreign companies holding stock in Swiss subsidiaries and Swiss
holding companies holding the securities of foreign companies. The fiscal privileges vary with the
canton — some grant a reduction of the normal tax, others exempt the profits and apply a reduced
rate to the capital of the company. ¢ .

508. The couatries which submit national holding companies to the same regime as that
applicable to other national companies include : the United Kingdom, the Irish Free State,
Canada, South Africa, Belgium, the Netherlands, Netherlands East India, Spain, Denmark, Sweden,
Germany, Hungary, Roumania, Japan, Cuba, Mexico and the United States. Thus the United
Kingdom authorities assess a British holding company in respect of its own ‘profits including
dividends received from a foreign subsidiary. The Belgian law requires that a holding company
must keep accounts showing its foreign and local income. The dividends and interest received in
Belgium are subject to the faxe mobiliére by withholding at the source at the full rate and those
from abroad which are paid in Belgium at a reduced rate. Income received abroad must be declared
by the holding company which pays tax at the reduced rate thereon. This income is not again
taxable, and the net amount may be added to the reserves or distributed as dividends to the
shareholders in the holding compsny without being taxed again. -

599. A holding company having its seat in Italy is subject to the tax on income from movable
wealth (impét sur la richesse mobiliére) on all its income subject to the following :

(1) The holding company would not be taxed on dividends from shares in an Italian
company, such income having been taxed as the profits of the latter, but dividends received
from shares in a foreign company are included in its taxable income. In principle, if an Italian
holding  company is also engaged in industry or commerce and possesses abroad an
autonomous subsidiary company, the dividends received from it are taxable unless the

! United States Revenue Act of 1932, Section 131(/); ** Taxation of Foreign and National Enterprises
Vol. 1, page 227. '

* Revenue Act of 1932, Section 131fa)(1) ;. * Taxation of Foreign d Nati i "
pages o e ign an ational Enterprises ”, Vol, I,
3 Law of July 31st, 1929 ; ** Taxation of Foreign and National Enterprises **, Vol. II
JUY 2 R ’ " . . II, pa, 2 .
¢ * Taxation of Foreign and National Enterprises ”, Vol. 1I, page 455. page 323 and 326
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administration exempts them in accordance with the principle contained in the law exempting
the income derived by a foreign branch with a regular separate accounting.

(2) An Italian holding company is taxable on interest on bonds of other Italian companies,
unless they were issued after September 3oth, 1926, and also on bonds issued in Italy by a
foreign company.

(3) An Italian holding company is taxable on income derived from speculative
transactions in securities, whether foreign or Italian.

690. The Netherlands taxes a company on its distributed income, but a certain relief would
_* be allowed in respect of that part of the amount distributed which is derived from holdings in foreign
companies 1.

60r. Germany taxes a national holdmg company on dividends and interest received from a
foreign company. The same is true in Hungary : Roumania subjects the dividends and interest
to the schedular tax on income from securities. The Japanese assessment of a national holding
company includes dividends and interest. The same is true in Mexico and the United States of
America.

. 602. British India taxes a holding company in the same way as any other national company
on income arising, accruing or received in British India and on profits derived from business abroad
remitted within three years of the year of origin. Cuba would tax a holding company on dividends
and interest from abroad, if paid in. Cuba. Estonia and Latvia report that they have no cases of
this kind, and Poland would tax a holding company as a national company. Greece would do
likewise.

603. Under the Wisconsin statute, there are no special provisions for holding companies, such
enterprises being taxable on interest received and on the whole of the dividends received from foreign
subsidiaries, unless 50 per cent of the income of the latter has been derived, and therefore taxed, in
Wisconsin — in which case the whole of the dividend is exempt. Massachusetts would tax the
holding company as described above in connection with Massachusetts corporations. New York
has a special franchise tax, based on the amount of the capital stock in New York for corporations,
the sold business of which consists in holding stock of other corporations for the purpose of controlling
the management and affairs of such other corporations.

17

NATIONAL COMPANIES CONTROLLED BY FOREIGN HOLDING COMPANIES.

604. The general rule is that the national company is taxed as any other national company,
in the manner described above, and the foreign holding company is subject to the same provisions
as any other foreign company deriving dividends, interest or other income from a national company. 2

Danzig, Luxemburg and the Swiss reports state that foreign holding companies are exempt
from tax. By way of example, dividends and interest would be taxable by withholding at source
when paid to a foreign holding company by a national company in the United Kingdom, the Irish
Free State, Canada,?® Belgium, France, Roumania, Spain and Japan. In Cuba, tax is withheld,

1 Supra, paragraph 580

* For detailed provisions concerning the manner of taxing dividends, interest and the like, see Part IT of the
various national reports.

3 Except that the tax is not due in the case of a non-resident company beneficially owning all the shares (less
directors’ qualifying shares) of a Canadian company, provided not more than one-quarter of the gross income of the
latter is derived from dividends and interest.
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except in the case of dividends paid out of taxed profits. The foreign company would apparently
be liable to tax on such income in Sweden, Estonia and Latvia, even though it were not withheld.
In Switzerland, such payments would be subject to the federal coupon tax. Germany, Greece and
Hungary require withholding of tax on dividends. British India, in addition to imposing ordinary
income tax and company super-tax on the profits of the national company, imposes company super-
tax on the parent company if the parent receives dividends in excess of 50,000 rupees, Withholding
of tax from interest would take place in Italy,! Mexico and the United States, No tax would be
withheld on either in the Netherlands, Denmark, Austria, Poland, South Africa (the recipient
being a non-resident public company not carrying on business in the Union), Massachusetts, New
York or Wisconsin. This exemption exists also in Netherlands East India, provided the non-
resident has not in that country a business which invests its reserve funds in shares or bonds 2.

605. If the national company is engaged in carrying out industrial or commercial activities
of a foreign holding company, the problems of allocation which may arise, especially if profits are
shifted from one to the other, have already been discussed in connection with the allocation of income
to the local subsidiaries of foreign enterprises. 3 . '

! It should, however, be noted that in Italy the Law of September 20th, 1926, exempts the bonds issued by
Italian companies since September 3oth, 1926, from the tax on income from movable wealth.

# +* Taxation of Foreign and National Enterprises ”', Vol. III, page 159, paragraph r28.

3 Supra, paragraphs 384 ef seq. ’
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CHAPTER XII

PREREQU&SITES FOR A REGIME OF ALLOCATION.

SUMMARY .OF ScOPE OF REGIME.

606. The preceding survey of the law and practice concerning the taxation of foreign and
national enterprises reveals the scope and complexity of the problem of formulating a regime for
preventing double taxation of the income of business enterprises. Inasmuch as the income of an
enterprise, depending upon its nature, may include dividends, interest, patent and copyright
royalties, rents from real estate and possibly mining royalties, remuneration for services rendered,
gains from the purchase and sale of securities or of real estate, as well as profits from buying and
selling goods, and/or producing or manufacturing goods and selling them, a complete solution of the
problem of allocafion presupposes an agreement between countries concerning jurisdiction of each
of these items of income. Furthermore, it should overcome, in so far as possible, the difficulties
encountered under existing laws.

607. The contention is unfounded that uniform principles of allocation are impossible because
of fiscal regimes having to conform to the different economic circumstances of the various States.
This survey reveals that the essential legal principles of allocation are much the same in most
countries, although the methods used in applying them reflect the distinctive nature of their people.
Moreover, the westward trend of industrial development from Europe across the Americas to the
Orient, bringing the factory nearer the plantation or mine, and resulting in new accumulations of
capital, tends in the course of time to give all parts of the world much the same economic complexion.

PRINCIPLES OF FISCAL JURISDICTION.

608. It is impossible to formulate a general regime of allocation without establishing uniform
principles of jurisdiction, and this involves the modification of the fundamental provisions regulating
liability in some tax laws and the placing of limitations on such provisions in other laws. Briefly,
it entails abandoning all precepts of liability other than those of fiscal domicile and source, and
requires that the concept of fiscal domicile be uniformly defined and that the concept of source be
defined and strictly limited to sources obviously within the jurisdiction of the State. This precludes
the telescopic extension of the concept of source in order to trace profits through corporations
created under the laws of another country ; or reaching income derived from a source in a foreign
country by a corporation created or domiciled in the same or a second foreign country, because of
some remote economic relation that it is deemed to have with a source in the taxing State ; or
deeming by statutory presumption all income derived from a business connection or sale within the
State, regardless of the nature of establishments abroad which have handled the goods, to arise
exclusively within the taxing country. In other words, a State should tax a foreign corporation
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only in respect of income from sources clearly within its territory, and thereby avoid transgressing
the jurisdiction of another State over sources of income definitely within its territory.

609. If an item of income can thereby be attributed to one definite source, only two States
can claim jurisdiction — the country in which the source of the income is located and the country
in which the taxpayer has his fiscal domicile. The allocation of the item of income to a 'definite
source prevents the double taxation which results from conflicting claims of countries of source.
The double taxation which results from the country of domicile taxing total net income inclusive
of that taxed by a country of source can be prevented only by imposing limitations on the jurisdiction
of one or both countries.

610. The question of fiscal jurisdiction has already been settled to a large degree by the tax
laws and jurisprudence of a number of countries, by bilateral conventions for the prevention of
double taxation, ! and proposals for its solution are found in the model Conventions for the preven-
tion of double taxation adopted at the General Meeting of Governmental Experts in Geneva, 1928. 2
In substance, this question of jurisdiction is settled by employing only two principles of liability
— those of source and fiscal domicile. The principles of taxation at the place of receipt or the place
of payment are therefore eliminated. Moreover, the sources mentioned are the immediate sources
of income and are not subject to extra-territorial extensions because of a business connection,-
economic relations or control through ownership of stock in a local company.

611. Under existing law, some countries claim jurisdiction over the entire income of persons
(natural or legal) domiciled or resident within their territory, and others over all or part of the entire
income of citizens of, or corporations created or having their statutory seat in, the country, regardless
of how much of the income is derived from sources in another State. ¥ Because of these conflicting
principles, a taxpayer may be fully liable to tax in two or more jurisdictions. For example, a
corporation created in one country may have its fiscal domicile in another according to the law of
the latter. This question of double or triple domicile is not important in practice, because the
taxpayer can legally arrange to avoid it ; but when establishing a regime to prevent double taxation,
the prevention of such conflicts by adopting one criterion should be considered. The General Meeting
of Governmental Experts, 1928, ¢ adopted as the test of fiscal domicile for all types of business
enterprises, whether belonging to an individual, a partnership or a corporation, the place-where
the real centre of management is situated. The real centre of management will, of course, coincide
with the statutory seat as a general rule, but, if it is sitnated in a different place, then the location
of the real centre of management determines fiscal domicile. This concept coincides with the British
criterion of * central management and control ”, but obviously conflicts with the existing criteria
in many countries. If it is impossible at the present time to secure agreement as to the fundamental
criterion of fiscal domicile, Dr. T. S. Adams has suggested that double taxation could be greatly
reduced if each country which taxes the total net income of a corporation because of its being
created, or having its statutory seat or real centre of management within the country, would regard
the other country, which claims taxation on total net income on one of the other grounds, as a
country of source, and give a credit against its tax in respect of taxes paid at such source.

612. The question of a uniform definition of fiscal domicile for individuals is apparently of
secondary importance in the case of a business enterprise owned by an individual or partnership,
as the major test of the place where the real centre of management is situated would be definitive

** Collection .
League of Nations document C.562.M.178.1928.11, *“ Double Taxation and Tax Evasion "
Supra, paragraphs 567 et seq. '
League of Nations document C.562.M.178.1928.IT ; Convention
No. 15, Article 2B at page 16 ; Convention No. 1¢, Article 3 at page 19.

1
E ]
4
No. 14, Article 5 at page 8 ; Convention
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for the enterprise itself. 1 As regards the individual owner or partner himself, his fiscal domicile
is defined by the General Meeting of Governmental Experts as the place where he has his permanent
home, and, if he has such a home in two or more countries, liability is prorated on the basis of
the time spent in each, or by agreement between the competent administrations.?

613. To prevent the double taxation resulting from the conflicting claims of the country of
domicile and the country of source, obviously one country or the other must restrict its jurisdiction
or both must make concessions. There has been no uniformity in the methods of relief, because
there is no uniformity in the tax systems concerned. The systems are so different, even in their
general structure and underlying theories, that an accurate and simple classification is impossible.
Speaking in the broadest terms, there are three general types of systems : (1) Systems which are
composed of a graduated tax on the total net income of resident individuals, which is superimposed
upon schedular or impersonal taxes levied in respect of income from separate sources — e.g., real
estate, income from loans and securities, compensation for work, and income from a business
establishment. Provisions differ as to whether these sources are purely territorial or whether the
schedular tax should be imposed on resident taxpayers in respect of income from similar foreign
sources as well. (2) Systems consisting of a graduated tax on individuals and a flat rate tax on
corporations, both imposed on the total net income regardless of source if the individual is a resident
or a citizen or if a corporation is resident or organised within the country ; and the same rates are
imposed in respect of income from local sources if the individual is a non-resident or if the corporation
is non-resident or organised under the laws of a foreign country. When the tax is levied on non-
residents in respect of income from local sources, the provisions vary as to whether tax shall be
withheld at source — for example, from dividends, interest and royalties — and whether the tax
is on the gross amount of the individual item of income or whether all or certain items are to be
lumped together in order to compute the tax on net income from local sources. (3) Systems which
tax primarily income from local sources regardless of where the taxpayer is resident and regardless
of his nationality, and the tax is generally withheld at source when possible, 3

614. In some legislative provisions to prevent double taxation, the country of domicile or
nationality allows a certain deduction from its tax in respect of taxes paid abroad on foreign
income. ¢ Except for the treaty between the United Kingdom and the Irish Free State, 5 which
provides for the reciprocal exemption of all kinds of income at source in order that it may be taxed
exclusively at domicile, the treaties ¢ that have been concluded deal with the principal categories
of income separately. These treaties are fairly well typified by the model conventions to prevent
double taxation drafted at the 1928 General Meeting of Governmental Experts ?. Convention 14 is
intended to serve as a standard for agreements between countries for tax systems which are primarily
in the first category listed above and provides, broadly speaking, that only the country of fiscal
domicile of an individual may subject him to its general personal tax, whereas only the country

! The draft treaties are not clear as to whether the profits of such enterprise are to be taxed at the real centre
of management and the individual’s or partner’s income again at their fiscal domicile if it is in a different country.
If each is taxed separately, double taxation would result, but the Convention may presuppose the application
of the provision in many tax laws that, although the seat of the enterprise might report total income, the distri-
butable share of the individual or partner would be taxed in accordance with his status as resident or non-resident.

¢ Ibid., Convention No. 1a, Articles 10 and 11 at pages 9 and 10; Convention No. 1b, Article 1 at page 16;
Convention No. 1¢, Article 7.

* See ‘ Taxation of Foreign and National Enterprises ', Parts I and II of the National Reports.

¢ ¢« Collection .

¢ Agreement between the British Government and the Government of the Irish Free State in respect of
double income tax, April 14th, 1926, as amended by the Agreement of April 25th, 1928, “ Collection ", pages 56
to 60.

s« Collection ”’.

1 League of Nations document C.562.M.178,1928.1L.
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in which the direct source of a class of income is situated can impose a schedular tax theregn.
Countries with taxes in the second category listed above were included in the advocates o.f (.Ionvent_lqn
15, which recognises the principle of taxing total_ net income by the .country gf domicile, gub]ect
to allowing against this tax a credit for taxes paid in the other contracting State in respect of income
from specified sources. For countries which are partly in the second category and partly in the
third, model Convention r¢ may prove suitable : it allocates practically all important classes of
income for taxation exclusively at source, except that it recognises the principle of taxing income
from securities at domicile, subject to giving certain relief for a source tax in case oneislevied, and
contains a basket clause allocating all items of income not specifically mentioned to the country of
domicile. -

615. Although the measure of relief from double taxation needs no further consideration in
elaborating a regime of allocation, the general procedure followed in these treaties is significant.
Briefly, it consists in classifying items of income in accordance with their respective sources and
stipulating the extent to which each country is to restrict its jurisdiction so as to prevent the double
taxation of each item.

616. Although the model conventions embody different systems of relief in general and also
in respect of definite items of income, they all contain the same fundamental criterion regarding
income from an industrial or commercial enterprise — namely, that the primary right to tax belongs
to the country in which is situated the permanent establishment which produces the income. A
regime of allocation for business income may be based upon this general proposition regardless of the
nature of a country’s tax.! Once the income has been allocated, relief from double taxation can
be effected in the manner agreed upon by the parties concerned. In view of the fact, however, that
the income shiown in the books of an enterprise or any one of its branches may include items from
sources distinguishable from the industrial, mercantile or other operations which constitute its
business — for example, such items as interest on bonds or dividends on shares which have been
purchased with reserve funds, as royalties paid in respect of patents or copyrights which have been
licensed to outsiders, provision must be made for segregating such items and allocating them to
their respective sources, together with the items of expense related thereto, in order to isolate business
income. If the business of the enterprise is to deal in real estate, securities, patents or copyrights,
or other property which is a source of income, there may be an apparent conflict of jurisdiction in
many cases between the country in which such property is situated and the country in which the
establishment which deals in such property is situated. Thus, real estate which is situated in
country A may be bought and sold by an establishment in country E ; or bonds or shares of stock
issued by a company with its real centre of management in country A may be bought and sold by
a brokerage house in country B; again, patents or copyrights issued in country A to an inventor
or author resident in country B may be bought and sold by an establishment in country C. Is
one rule to cover the taxation of income from such property and another to govern gains from trading
in such property with the result that the same piece of property would give rise to claims by two
countries on grounds of source ? It is logical to recognise the two sources of income, but desirable,
in so far as real estate is concerned, to regard both sources as being in the country where the real
estate is situated. Income from dealings in personal property can be allocated to the establishment

effecting them, even though the situs of the property itself may be viewed as a source of income in
another jurisdiction.

617. The prerequisite obviously is agreement concerning the source to which income, and
related expense, is to be allocated, thus separating the items which are assignable to one definite
source from those which are attributable to two or more sources in different jurisdictions and

! Supra, paragraph 613.
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therefore have to be allocated or apportioned between the interested countries in some appropriate
manner. Once an item of income is allocated to its definite source, it may be taxed — if not already
taxed by withholding — or exempted in accordance with the legislation of that country or treaties
to prevent double taxation. In any event, the allocation of each item of income to a definite
source obviates double taxation on grounds of source, and the allocation of expenses incurred
in obtaining such income to the same source precludes the deduction of the same item of expense
in more than one country.

618. The following precepts of source are observed by the majority of countries and to a
certain extent in the model conventions :

1. The source of income from real estate, including rentals and royalties, is the country in
which the real estate is situated ;

2. The source of interest on mortgages, not represented by corporation bonds, is the country
in which the mortgaged real estate is situated ;

3. The source of interest on bonds issued by a company, whether secured on a piece of real
estate or on the general assets of the company, is the seat or real centre of management of the
company ; .

4. The source of interest on other loans in general is the residence of the debtor — e.g., the
seat or real centre of management of a company ; but, if the money is borrowed by the seat for the
use of a particular establishment in another country, or by such establishment, then the latter is
the source ;

5. The source of dividends is the seat, or real centre of management, of the company paying
them ; ’

6. The source of compensation for services is the country in which the services were rendered ;

7. The source of rentals or royalties arising from personal property (e.g., leasing a machine),
or from any interest in such property, is the country in which .such property is situated, and the
source of rentals or royalties for the use of, or the privilege of using in a country, patents, copyrights,
secret processes and formulz, goodwill, trade marks, trade brands, franchises, and other like property
is the country in which such property is used. The application cf these principles is generally
facilitated by the fact that the residence of the lessee or licensee is in the country where the personal
property is situated or used. If the property is in a country other than one in which the lessee
or licensee has a permanent establishment which uses the property, then the residence of the debtor
of the income may be regarded as the source ;

8. The source of income from the purchase and sale of real estate is the country in which the
real estate is situated ; -

9. The source of income from the purchase and sale of securities or other intangible personal
property, such as patents or copyrights, is the country in which the sale takes place ;

10. The source of income from the purchase and sale, or production and sale, both within the
same country, of other personal property (for example, raw materials, machines and merchandise)
is the country in which such transaction was effected ;

11. In general, the source of income from carrying on an industry, commerce or profession
of any kind is the establishment at which the income was produced. If the income was produced
by the joint activities of establishments in two or more countries, the application of this principle
presents the problem of allocating business income — ¢.e,, determining which establishments
are productive of income and how much is attributable to each.

WHERE INCOME ACCRUES OR ARISES.

619. The key provisions to the whole study of allocation or apportionment of business income
are found in draft Convention No. 1a, Articles 5 and 7, which deal with schedular taxes, and
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similar provisions are contained in draft Convention No. 15, Article 2z, B and D, and draft ‘Convention
No. 1c, Articles 3 and 5, which refer to any kind of tax levied on the income in question. These
articles are essentially the same * and the pertinent provisions in draft Convention No. 1a ? read
as follows :

« Article 5. — Income, not referred to in Article 7, from any industrial, commercial, or
agricultural undertakings and from any other trades or professions shall be taxable in the’
State in which the permanent establishments are situated.

* The real centres of management, branches, mining and oil fields, factories, workshops,
agencies, warehouses, offices, depots, shall be regarded as permanent establishments. The
fact that an undertaking has business dealings with a foreign country through a bdona-fide
agent of independent status (broker, commission agent, etc.) shall not be held to mean that
the undertaking in question has a permanent establishment in that country.

 Should the undertaking possess permanent establishments in both Contracting States,
each of the two States shall tax the portion of the income produced in its territory. The
competent administrations of the two Contracting States shall come to an arrangement as
to the basis for apportionment.

““ Nevertheless, income from maritime shipping and air navigation concerns shall be
taxable only in the State in which the real centre of management is situated.

“ Article 7. — Salaries,.wages or other remunerations of any kind shall be taxable in the
State in which the recipients carry on their employment. . . .”

620." The commentary to draft Convention No. 1a 3 states that the word ‘ undertakings ”
must be * understood in its widest sense without making any distinction between natural and legal
persons "', It also explains that the establishments listed are considered as permanent whether
they * are used by the traders themselves, by their partners, attorneys or their other permanent
representatives .’ The words “ bona-fide agent of independent status’’ are intended to
imply absolute independence both from the legal and economic points of view. The agent’s
remuneration must not be below what would be regarded as a normal remuneration. The Committee
has not expressed an opinion on the point whether purchasing offices or sales offices and plants
are to be considered as places of business, this being a question of fact.

621. In order to draw a more clear-cut distinction between a permanent establishment and
an autonomous agent, through whom business may be done without incurring tax liability, the
Fiscal Committee, after examining existing law and practice in representative countries, drafted
a definition of the term ** autonomous agent ” in relation to the term * permanent establishment **
as follows :

‘ The fundamental principle is :

“ When_ a foreign enterprise regularly has business relations in a country through an
agent established there who is authorised to act on its behalf, it shall be deemed to have a
permanent establishment in that country.

‘t‘A permanent establishment will thus exist when the agent, being established in the
country :

“(a) Is a duly accredited agent (fondé de pouvoir), who habitually enters into
contracts on behalf of the enterprise for which he works ; or

. ' A substantially similar provision is found in the code of principles for eliminating double taxation contained
In the Annex to Resolution I passed at the Amsterdam Congress of the International Chamber of Commerce, July
8th to 13th, 1929 ; Supplement No. I to World Trade, October 1929,

* League of Nations document C.562.M.178.1928.11, page 7.

® Document C.562.M.178.1928.11, page 12.
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_““(b) Is bound by an employment contract and habitually transacts commercial
business on behalf of the enterprise in return for remuneration from the enterprise ; or

“(c) Is habitually in possession, for the purposes of sale, of a depot or a stock
of goods belonging to the enterprise.

‘ As evidence of the existence of an employment contract under the terms of (4) may be
taken, moreover, the fact that the administrative expenses of the agent, in particular the
rent of premises, are paid by the enterprise or the fact that the latter’s intervention is manifested
by outward signs.

“ A broker who places his services at the disposal of an enterprise in order to bring it
into touch with customers does not in his own person constitute a permanent establishment
of the enterprise, even if his work for the enterprise is to a certain extent continuous or is
carried on at regular periods.

‘¢ Similarly, the fact that the commission agent {commassionnaire) acts in his own name
for one or more enterprises, and receives the normal rate of commission, does not in principle
imply the existence of a permanent establishment for any of those enterprises. This may
not be the case, however, if he is required to devote the whole of his activities to a single
enterprise.

¢ Lastly, there cannot be held to be any permanent establishment in the case of commercial
travellers not coming under any of the above-mentioned categories. ”’1

622. As the purpose of a treaty to prevent double taxation is to limit the taxing power of
the State and not to impose liability, which is a function of the State’s legislature, it is evident
that the effect of Article 5 would be to free the enterprise from taxation in a contracting State
where it has no permanent establishment and leave it subject to the internal law of the State in
which it has a permanent establishment as defined. The provision thus exempts the taxpayer
from casual or occasional transactions in a State in which he has no permanent establishment,
presupposing that income derived from such transactions will be taxed at the permanent
establishment of the enterprise in another contracting State which effected the transaction through
a broker or other autonomous agent in the first country, or through its own travelling representative.

- Under the existing law of various countries, the mere possession in the territory of such countries of a
permanent establishment, such as most, ifinot all, of the establishments listed, does not in itself
entail liability to the iricome tax 2 Legislative provisions concerning where and when income arises
or accrues differ greatly, and as a consequence income might accrue to a.particular type of
establishment in one country, whereas it would not to the same type of establishment in another.
This is not to be criticised, however, as each country has the sovereign right to determine which
items of income from local sources are subject to its tax. The list of permanent establishments
does not specifically include all types of establishments at which income might be produced under
the law of the country concerned, notably plantations of agricultural enterprises, and many of the
treaties between European countries which embody the criterion of permanent establishment
have defined it somewhat differently. 3

1 Report on sccond session of the Fiscal Committee (document C.340.M.140.1930.11) ; also confirmation by
* {hird session of Fiscal Committee (document C.415.M.171.1931.1L.A).

2 See  Taxation of Foreign and National Enterprises ”’, Parts I and II of National Reports, and supra,
paragraphs 27 to 29.

3« Collection ' ; see also the treaty between France and the United States, mentioned supra, paragraph 404,
footnote 3. .
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SUBSIDIARIES TREATED AS INDEPENDENT ENTERPRISES.

623. Itisevident from the tenor of Article 5 and its commentary that the term * undertg king >
or enterprise includes, when referring to a corporation, merely the corporate entity and its own
branches, forming a part of the single corporate entity, and does not include subsidiary corporations
organised in the same or other countries which are themselves separate legal entities, or affiliated
corporations which are not controlled by the first-mentioned corporation itself, but are owned or
controlled by the same interests as those which control the first-mentioned corporation . Although
some corporations carry out their activities in foreign countries through branches of their own
organisation, many corporations find it expedient to organise subsidiary companies under the laws
of each foreign country in which they have property or a market of any importance. Moreover,
they sometimes organise in the home country subsidiaries, each of which is devoted exclusively to
the production of one of its major products, and sometimes the handling of exports to foreign
countries is centralised in an especially formed export corporation. Each of these units is a separate
legal entity and should derive a separate income. Each of such units performs functions which
might be carried out by a branch of the parent corporation itself.

624. The fundamental legal difference, however, is that each transaction between the parent
company and a subsidiary company, or between two subsidiaries, should be carried out as a legal
transaction between independent enterprises, whereas if the corporation carries out its activities
through its own branch or branches, it does not generally in practice, nor in law, make contracts
with or between such component parts of its own crganisation. Strictly speaking, therefore, if a
corporation produces goods at its own factory in one country and sells the goods at its branch in a
second, the corporation does not realise any profit until the goods have been sold to outsiders.
This is true even though the goods were billed from the factory to the branch at the independent
factory price used in billing goods to outside dealers. If the branch does not sell the goods, or sells
them at a loss, an adjustment can be made in the accounts of the factory, and the corporation
reports its income as only the amount actually derived from sales to outsiders.

625. On the contrary, if a corporation manufactures goods at its home factory and sells them
to an independent corporation which in turn resells the goods for its own account, the second
corporation must pay the first corporation for the goods, and if it does not resell the goods or sells
them at a loss, it must bear the loss, If the second corporatior is a subsidiary or affiliated company
of the former, strictly speaking the situation should be the same.

626. In law, a taxable profit might accrue to the producing corporation if title to the goods
were transferred to the selling corporation. In economic fact, no profit accrues to the enterprise
consisting of the producing corporation and the selling corporation, until the goods have been sold
by the selling corporation to outsiders. The same is true if a subsidiary mining company in Mexico
extracts ores which are shipped to a second subsidiary company in the United States for
transformation into sheet metal, which in turn is shipped to a third subsidiary for manufacture into
machines, and the machines are subsequently transferred through an export corporation in*New
York to a selling subsidiary in another country. Nevertheless, under its tax laws Mexico will
assess its tax on the income accruing to the mining company, the United States will tax the income
accruing to all or each of the corporations in the United States, depending upon the form of return, 2
and the other country will tax the profits arising or deemed to arise to the selling corporation.

! The code of principles for eliminating double taxation adopted by the International Chamber of Commerce

and mentioned supra, paragraph 619, footnote specifically excludes a subsidiary com iti
. . . Y e an
the term ‘ permaunent establishment . y pany from the deﬁmtu?n of

? Revenue Act of June Cth,. 1932, scctions 52 and 141.
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Economic fact must inevitably give way to the definite principles and provisions of law under which
business is conducted.

627. In short, the very fact that a subsidiary company is formed to operate an establishment
of any kind within a country gives rise to the necessity of carrying on business subject to the same
legal requirements as any other corporate entity within the country. The subsidiary must ordinarily
have an adequate capital, and the nature of its activities and its contractual relations with outsiders
and other corporate units of the enterprise will determine its income. If its income is diverted to
other units of the enterprise in any manner, the tax authorities, as a general rule, have only to
examine the inter-company transactions, appraise their terms and results in the light of sound legal
and business principles, or by comparison with independent companies engaged in similar activities
under similar circnmstances, and recapture any profit that may be shown to have been diverted.
Obviously, if the diverted profit is retrieved after it has already been taxed as income of another
unit, double taxation will result, unless the administration of the other country is willing to reduce
its assessment and refund a proportionate amount of the tax.

628. As the conduct of business between a corporation and its subsidiaries on the basis of
dealings with an independent enterprise obviates all problems of allocation, it is recommended
- that, in principle, subsidiaries be not regarded as permanent establishments of an enterprise but
treated as independent legal entities ; and if it is shown that inter-company transactions have been
carried on in such a manner as to divert profits from a subsidiary, the diverted income should be
allocated to the subsidiary on the basis of what it would have earned had it been dealing with an
independent enterprise.

BRANCHES ASSIMILATED TO INDEPENDENT ENTERPRISES.

629. Branch establishments, moreover, should be treated in so far as possible as independent
entities, in order that the income allocated to a branch may be equivalent to that which would
have been derived by an independent enterprise. The type of establishment which may most
readily be treated as an independent enterprise is what is termed an ‘ autonomous establishment ".
Other establishments are quasi-autonomous, even though carrying on relations with other units
of the enterprise. Others are so dependent on the rest of the enterprise that their activities must
be viewed against the background of their relations with other establishments of the enterprise.
Still other establishments are not in themselves productive of income, but they render services to the
enterprise which effect savings or may result in income being realised elsewhere.

Autonomous Establishments.

630. There are many types of establishments which by the very nature of their activities may
be considered as autonomous : an office which buys within a country and sells within the
same country at regular market prices ; a factory which buys raw materials within the country
or on world markets and sells the manufactured goods within the country at market prices ; a
plantation, mine, oil well or similar establishment which produces goods within the country and
sells them at world prices. In general, any establishment within a country which carries on activities
begun and completed within the country or which purchases, produces and or sells goods, the price
of which is determined by world market prices, should be considered as autonomous even though its
management is conducted directly or indirectly by officers at the real centre of management in
another country. There are miny establishments of other types of enterprises which may readily
be considered as autonomous ; for example, an establishment which sells services of any kind within
a country, such as accounting or advising on technical matters ; a branch of a foreign\bank which is
subject to the rigid requirements for banking and bank examination by Government officials ; a

v, 12
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“branch of a foreign insurance company which is subject to the speci_ﬁc }"equirements of insu'rance
legislation ; an establishment supplying transportation, or communication by telegraph, w1_re§1(?ss
or radio, or supplying power, light or gas, which is subject to the control of a local pul.)hC utilities
commission or the terms of a concession ; an engineering project which uses materials bought
within the country and is in every respect carried out within the country, although done by a ff)re1gn
engineering company ; the operation of a mine, oil well, plantation, quarry or the extraction or
production of natural products which are subject to the control of the local Government. The
autonomy of such establishments is as a rule absolutely assured if they are incorporated under local
laws and provided with an adequate capital. If by any chance the profits are diverted by means
of excessive interest rates, royalties, charges for technical advice, engineering or other services, the
fairness of these charges can readily be determined and excessive charges can be adjusted.
Incidentally, in many countries there is little likelihood of such charges being made, because they are
only allowed as a deduction to the local enterprise if subjected to the tax imposed on such income. !
Furthermore, there are many establishments which, although carrying on transactions with other
establishments of the enterprise in other countries, may readily be assimilated to autonomous
establishments : an establishment which sells raw materials produced elsewhere by the enterprise
at the same rate of commission as independent commission agents or brokers ; a refinery or other
processing establishment which receives the same remuneration for its services from the enterprise
as it does from outsider for similar services ; a purchasing establishment which receives the same
commission for its purchases as that received by an independent purchasing agent. Many more
examples could be cited of establishments which, though serving the enterprise in one capacity or
another, may readily be assimilated to or regarded as autonomous establishments.

Dependent Establishments.

631. The more the income of an establishment becomes dependent upon the outcome of its
relations with other establishments or subsidiaries of the enterprise, the more difficult become the
problems of allocation. Such establishments include primarily branches which purchase and process
raw materials, factories which receive such materials and transform them into finished articles, and
sales establishments which market the finished products. In other words, establishments which
create, add value to, or sell a product, the profit or loss of each of which awaits the eventual sale
and depends to a greater or less degree upon the efficiency of the other establishments involved.
Instead of there taking place in each country a transaction which under the terms of the law gives
rise to taxable income, a series of operations is begun in one country which does not give rise to
income until the goods have been sold in another. Such transactions take place as a general rule
in connection with mining, agricultural, industriat and mercantile enterpsises, and, as they present
the greatest problems, appropriate principles and methods for allocating their income will be
considered first. Banking and insurance enterprises and enterprises which render transport or
communication services which are begun in one country and end in another present problems of
allocation which have to be solved in accordance with entirely different methods, and will therefore
be considered separately.

INDUSTRIAL AND MERCANTILE ENTERPRISES.

» Principles of, Allocation.

632. When income is derived from the purchase of goods in one country and their sale in
another, or from the production, processing or manufacture of goods in one country and their sale
in another, the theorics under different systems of law conflict as te whether the place of sale is the
exclusive source of income or whether the other country in which the goods have been bought or

! See Part IT in National Reports in “ Taxation of Foreign and National Enterprises .
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produced or their value increased is likewise to be considered as a source and, if so, how much of the
total income derived from the transaction should be ascribed to each. The problem is complicated
further when an enterprise has establishments which do not produce or sell goods, but which contri-
bute indirectly to the creation or sale thereof — for example, research establishments, statistical
bureaux and display rooms. Moreover, no income may be actually received or realised at the real
centre of management, yet the financial management, the determination of policies and possibly
.the technical management are carried out there, and have a direct influence on the realisation of
profits at the wvarious establishments.

633. In this connection, it is necessary to consider, inier alia, (a) where and when the income
actually arises or accrues to the enterprise as a whole ; (4) which types of establishments should
be considered as productive of such income ; (¢) how is the expense of the unproductive
establishments to be absorbed ; (d) if a productive establishment in one country transfers goods to
an establishment in another country, should a taxable profit be said to accrue to the
first establishment, regardless of whether the enterprise subsequently realises a loss-; (e) should
the net profit of one establishment be set off against the net loss of the enterprise, and vice versa,
— and (/) how is the profit of each establishment to be determined ?

634. As the autonomous establishment of an industrial or commercial enterprise is readily
assessable, attention will primarily be given to dependent establishments, which are involved in
transactions with other establishments of the enterprise in discussing first the principle and later the
methods of allocation. Te facilitate the formulation of an allocation regime, only the general

, pnnmples followed by the ma]onty of countries will be stated ; the exceptional rules can be found
in the paragraphs mentioned in the footnotes.

635. Selling Establishments. -— There is universal agreement that income arises or accrues
to an enterprise at an establishment where sales are made to outsiders, and the majority of
administrations consider that there should be allocated to a sales establishment only the profit
that is attributable to selling, or, in other words, a sales or merchandising profit.*  The great
majority of countries distinguish between the sale of goods purchased abroad and the sale of goods
manufactured abroad. In general, such countries make no allowance for a purchasing profit to
the foreign establishment which purchased the goods and shipped them, without any processing,
to the -sales establishment. If, however the goods sold have been manufactured or produced
abroad, their administrations generally allow the a.llocatmn of a reasonable manufacturing or
production profit to the foreign establishment.

636. Local Establishments selling abroad. — If a local establishment of a foreign enterprise sells
goods in a neighbouring country in which there is no permanent establishment of the enterprise,
the majority of countries ascribe the profits arising from such sales to the establishment which
effected them rather than to the real centie of management. 2

637. Producing Establishments. — It is the general practice to assess a local manufacturing
establishment of a foreign enterprise on the part of the profit attributable to manufacturing goods
which are sold abroad.® The taxable profit may be described as a manufacturing profit to
distinguish it from the profit attributable to selling. As a rule, no profit is deemed to the enterprise
from manufacturing in one country until the products shipped to the sales branch in another have
been sold to customers. 4

1 Supra, paragraphs 416 to 428.

8 Supra, paragraphs 429 to 435.

3 Supra, paragraphs 436 L0 447.

4 The same principles apply to establishments producing raw materials which are shipped to establishments
in others countries for further processing, manufacture or sale.
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638. Processing Establishments. — If a foreign enterprise maintains an establishment in a
country which processes materials purchased within the country, or shipped to it from an
establishment within another country, and then transfers the processed materials to an establishment
in a third country for further processing, manufacture or sale, the general practice is to ascribe
an appropriate profit to the processing establishment.! Frequently, a processing establishment
is assimilated to a manufacturing establishment, bt in its more limited application the term includes
sorting, grading, curing, ageing and any intermediate treatment between the creation or extraction
of raw materials and. the eventual fabrication or manufacture of the goods, wares or merchandise.

639. Assembly Plants. — The term ** processing establishment " would not include an assembly
plant in one country belonging to a company manufacturing automobiles or machines at its factory
in another country, but the principle involved is much the same. Assembling is normally a part
of the manufacturing process. If the manufacturing of the parts takes place in one country and the
assembling thereof takes place in another, in principle it is appropriate fo split the manufacturing
profit between the two, but, if this is impracticable, the assembly plant could be allotted
an appropriate remuneration for its services to the enterprise. :

640. Buying Establishments. — In most countries, purchases of raw materials or other goods
made by a foreign enterprise through a bona-fide commission agent or broker within a country
are not subject to tax, but various countries endeavour to assess the foreign enterprise if it maintains
its own office in the country for the purpose of making purchases there of goods which are shipped
to its establishments in other countries for further processing, manufacture or sale. There are
three theories underlying such a liability : (1) The carrying-on of business activities through an
establishment is in itself sufficient to entail liability ; (2) the enterprise effects a saving through
maintaining an employee in a buying office, equal to the difference between the commission it would
pay to an independent purchasing agent and the salary and other expenses of the office itself ;
(3) a part of the eventual profit realised is attributable to the conditions of purchase, or more precisely
to skill, whether in buying at the lows (au miewr) in a fluctuating market or in selecting the articles
purchased. 2 As we are dealing with income taxes, it is improper to assume that the maintenance
of a buying office is in itself productive of income, but the determination of whether there is income
should be based upon sound legal or economic principles. It is true that a saving may be effected
through maintaining a buying office, but can a saving in itself be construed as taxable income when
the goods themselves may subsequently be sold at a loss ? It is doubtful if it would be sound
to recognise as a principle of tax liability the popular saying that “ a penny saved is a penny earned ”.
In general, the saving effected through not spending or spending less is not susceptible of definite
determination for income-tax purposes.

641. The theory that a part of the profit may be due to skill in purchasing might have weight
if there were any practical way of measuring skill. A broad enquiry among business men and
tax officials supports the conclusion that it is generally impossible to measure profits attributable
to skill and that such gains, if any, are too evanescent. The buyer of an enterprise may be lucky
enough to buy rubber, silk or other commodities at the low of the market once, twice, or over a
period of weeks and months, but almost inevitably there comes a turn in his luck and for years he
cannot do better than catch the average price or buy at prices higher than the average. Moreover,
one may purchase at what appears to be a low price for the moment but have the misfortune to sell
in another market at a still lower price, or the possible gains due to skill in buying raw materials
may disappear after the articles have been manufactured and sold. Moreover, the profit realised
by the person within the country who sells to the buying office will be taxable and, if the buyer

' Supra, paragraphs 448 to 450.
' Supra, paragraphs 451 to 460.
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is assumed to make a profit on the purchase, the tax will be imposed twice in respect of the same
transaction. It is clear that, as a general rule, countries should favour rather than burden foreign
enterprises which open offices for the purpose of buying and exporting their goods, and consequently
no profit should be allocated to an office which merely purchases goods for the purpose of supplying
other establishments of the same enterprise.

642. One exception may be made to this rule to govern a trading enterprise which carries on
speculative transactions in raw materials, maintaining offices for this purpose in two or more
countries which alternately buy and sell or sell and buy such materials. In cases where it is
impossible to follow through each transaction and determine where the income arose, the profits
might be divided equally between the interested establishments.

643. Establishments buying and processing. — A distinction should be made between mere
buying offices which purchase goods for exportation in the same condition as when purchased,
and offices which maintain a large organisation for purchasing raw materials from the small producers
within the interior of the country, sometimes making advances on the expected crops, and then
collect the materials, sort and grade them in their own warehouses and sometimes process them
to a certain extent before packing and shipping them. Such an establishment adds value to the
purchased goods, and a commensurate income should be ascribed to its activities, which may be
assimilated to manufacture. If this establishment is the principal establishment and the only
other is a sales office at some world exchange, clearly the bulk of the income should be ascribed
to the former. ! : v '

644. Research and Statistical Bureaux, Display Rooms, etc. — Large enterprises often maintain
establishments which do not produce, add value to, or sell goods, or sell services and therefore
contribute only indirectly to the realisation of profits. For example, an enterprise may maintain
a research establishment which develops new inventions or processes or methods of production,
which some day may or may not be used. They work exclusively for the enterprise, and
in themselves represent only expense to the enterprise. The invention perfected in a given year
may represent years of effort, and more years may elapse before the article is placed on the market,
or the machine is installed in the factory, or the process introduced. The value of the machine
or the process, if successful, may be difficult to measure in terms of income. It may prove valueless
and be scrapped almost at once. If the new invention sells, the results are reflected at the sales
establishments. It hardly seems feasible to ascribe any profit to a research establishment, but its
cost should be included in overhead and distributed in some appropriate manner. If a research
establishment renders services to outsiders for which it receives compensation, such income should
of course be taxable in the country of such establishment.

645. What has been said of research establishments applies equally well to offices that are
sometimes installed in a central city for the purpose of gathering statistics on the production or
consumption of competing articles, or probable sales in the local or neighbouring markets.
Obviously such an establishment is in itself only an item of expense, and its services can hardly
be evaluated in terms of income. If its services are effectual, the results are shown at the sales
establishments of the enterprise. Sometimes manufacturers of automobiles, aeroplanes or other
products maintain displays on well-known avenues or at much-frequented resorts, which merely
display the products and possibly distribute literature concerning them, but do not effect any sales
or take any orders. The interested passer-by either purchases from some local sales establishment
or at the selling establishment in his own country. Such an establishment should therefore be
regarded as only an item of expense, and no profit should be ascribed to it. The effectiveness of

} Supra, paragraph 455.
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the display will be reflected in the sales within the same country or in the other countri‘?s in wl}ich
the traveller purchases the product. For all such establishments, the rule should be that in principle
no profit will be ascribed to them but that their expense shall be included in the general overhead of
the enterprise which is apportionable in some appropriate manner. It is argued by some
administrations that the same compensation should be ascribed to such establishments as would
be paid to an independent enterprise rendering similar services. Such establishments are so closely
tied up with the enterprise, however, that it would be almost impossible to find an independent
enterprise which would serve as a basis of comparison. No exception to the general rule should
therefore be made, unless the establishment actually renders services to outsiders for which
compensation is received, or renders services to the enterprise which have a determinable money
value.

646. Warehouses. — There are other types of establishments which in themselves are not
directly productive of profits to the enterprise, but which would receive compensation if they
belonged to an independent enterprise — for example, warehouses. Companies frequently maintain
a stock of goods in their own or a leased warehouse in order to supply promptly their dealers or
distributors, or their own branches or subsidiaries within the same or neighbouring countries.
These warehouses are frequently located in free ports in order to obviate payment of Customs duties,
except in respect of goods imported into the country itself. The profit arises at the sales
establishment in the country and may or may not be increased owing to the convenience of having
a readily available supply of goods in the warehouse. It is true that, if the stock of goods were
kept in a warehouse belonging to an independent enterprise, the customary warehouse charges
would be paid. If such charges were paid to the warehouse in respect of goods imported into the
country, the charges would only serve to reduce the profits allocable to the sales establishment or
subsidiary, but would not alter the total amount of income taxable within the country which
generally includes the free port in its income-tax jurisdiction. It would therefore be logical to
allocate to the warehouse the customary warehousing fee only as regards goods destined for shipment
to other countries.

647. The maintenance of a stock of goods in the warehouse of an independent enterprise
should not in itself constitute a permanent establishment. The warehouseman receives a fee for
storing them and, if they are sold within the country through dealers or distributors, the profits
are taxable in their hands, and if they are sold through a permanent establishment of the enterprise,
the profits will be taxable there. The fact that the enterprise might have a travelling salesman or a
representative in the country who merely supervises the activities of independent dealers or
distributors and directs that goods be delivered from the warehouse to them for sale to customers,
should not be viewed as constituting a permanent establishment within the country. If, however,
the representative of the company has an office in the country and negotiates contracts for the sale
of goods which are filled out of the stock, the enterprise might be regarded as having a permanent
establishment within the country, even if the contracts were confirmed at the head office in another
country. !

648. Real Centre of Management. —— When assessing the profits attributable to a local
establishment of a foreign enterprise, the great majority of countries do not allow for the allocation
of any profits to the real centre of management abroad. 2 Likewise, countries which tax the total
net profits of an enterprise because of its being organised in, or having its statutory seat in, its
territory, allocate no profits to the real centre of management (viewed as a source of income) in
another State. ® On the contrary, most countries allow the general overhead expense of the real

! See definition of what constitutes a permanent establishment, supra, pafagraph 621.
* Supra, paragraphs 339 to 345. ‘
* Supra, paragraphs 587 to 593.
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centre of management abroad, or interest on general indebtedness paid by the real centre of
management abroad, to be apportioned to the local establishment if some definite connection can
be shown with the profits locally assessed to tax.* Many countries which do not allocate income
to the real centre of management if it is abroad, nevertheless tax the total net income 2 of an
enterprise having its real centre of management within their territory, and this.test of fiscal domicile
has been adopted as the fundamental criterion in the model treaties for preventing double taxation
which serve as a foundation in formulating the regime of allocation,® It is therefore necessary to
take into account the existence of this principle of taxing the total net income of the enterprise at
the real centre of management on grounds of fiscal domicile, and reconcile it, in so far as possible,
with that of allocating income to the real centre of management on grounds of its being a source of
income. Income is attributed specifically to management in the Swiss system of apportionment by
means of a précifut, * and such recognition of ‘“ wages of management " is advocated by the
International Chamber of Commerce. 8 -

When Taxable Income accrues.

649. As a rule, no tax is payable except in respect of income that has been realised or derived
— that is to say, the amounts owed the enterprise for goods or services have been paid in cash or
have definitely accrued to it, depending on whether the books of the taxpayer are kept on a cash
or accrual basits. The majority of administrations declare that under their laws a foreign enterprise
is taxable in respect of profits attributable to a mine or plantation, a processing establishment or a
factory within their territory, even though the goods are sold abroad. The income is deemed
to be derived from economic relations with the country, or a business connection in the country,
or sources in the country, Should income be taxed by reason of accrual to the local establishment
regardless of whether it was eventually realised, or should the collector wait until the income has
been realised abroad before assessing what he regarded as his share thereof ? In other words, a
profit might be considered to accrue to the local establishment as the result of its activities and the
general economic circumstances of the country before its product was sold in another country.
If the product were sold abroad at the anticipated profit, the accrued profit would be realised, but
what if the product were sold abroad at a lower price than that anticipated or at a loss 7 Would
the accrued profit be reduced or wiped #ut ?

+ 650. In Commissioners of Taxation v. Kirk, € involving the income tax of New South Wales,
Australia, a non-resident company mined and smelted ore in New South Wales, but sold all the ore
at its head office in Melbourne or elsewhere, and received payment in Melbourne or London. When
this case was brought to the Privy Council, their Lordships held that * there are four processes in
the earning and production of this income : (7) the extraction of the ore from the soil ; (%) the
conversion of the crude ore into a merchantable product, which is a manufacturing process ; (44i) the
sale of the merchantable product ; (4v) the receipt of the moneys arising from the sale. All these
processes are necessary stages which terminate in money and the income is the money less the
expenses attendant on all stages . The first process seemed to their Lordships clearly within the
provisions of the law concerning liability in respect of income from lands of the Crown held under

' Supra, paragraphs 346 to 373.

2 Supra, paragraphs 567 to 593. .

3 Supra, paragraph 611,

4 Supra, paragraph 226.

5 Resolution § of the Standing Committee on Double Taxation of the International Chamber of Commerce,
Apportionment of Profits, paragraph (¢), voted at meetings of May znd and 3rd, 1930, confirmed at meetings on
November 13th and 14th, 1930 ; Finance Group, Paper No. 4376 and Appendix thereto. It is suggested that,
when the real centre of management of an enterprise is in one country and its operations are carried out in another,
a Jump sum of from 5 to 2o per cent of the profits should be allocated to the centre of management.

¢ (1900) A.C.588, supra, paragraphs 44 to 48.
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lease, and the second or manufacturing process, if not within the meaning of * trade ", is:, certain-ly
included in the words “ any other source whatsoever " in New South Wales, either of which entails
liability. Their Lordships consequently. held that, so far as relates to these two processes, the
income is earned and arising and accruing in New South Wales.! In this case the question was
whether a part of the income realised in one jurisdiction, where the product was sold, arose or
accrued in another jurisdiction where the product had been mined and smelted. The Privy Council
did not state that income accrued at the mine and smelter, even if no income were later realised.

651. Officials in the Netherlands East India administration, however, are of the opinion that,
if a foreign corporation produces raw materials in Netherlands East India, exports them to a
second country in which they are made up into finished products, possibly in competition with other
materials, and sold in a third country, a taxable profit should be deemed to accrue to the
establishment in Netherlands East India. This profit is delimited by the world market price for
the raw material at the time of shipment, because it would be too difficult to trace the product
through the processes of manufacture and sale, and if a loss were eventually suffered it might be
due exclusively to faulty manufacture, improper salesmanship, or economic conditions or other
circumstances outside Netherlands East India. 2

652 If each establishment were a separate corporation, and the producing corporation sold
the raw materials to the manufacturing establishment at the world market price, and the
manufacturing establishment sold the machines to the sales corporation at an independent factory
price, the selling corporation would have to bear the loss. Taxable income definitely accrued to
each of the other corporations. If the third corporation could not pay for the machines, the second
might claim a deduction for the bad debt, and the first might do the same if its claim against the
second were uncollectable, but ordinarily each corporation would have sufficient capital funds or
could otherwise secure money to meet payment.. '

653. On the contrary, if one branch establishment transferred goods to another at the same
price as that made between the separate corporations, the profit entered in the books at the time
of transfer would not under most systems be taxable if the goods werelater sold at aloss. For tax
purposes the accrual of income must be definitive and not merely the entering of an expected profit
on the books of the enterprise. The unrealised profit can readily be eliminated from the accounts
of the factory. ® Such an adjustment may be inconsistent with the general principle of treating a
branch as an independent enterprise, but it is fairer thus to eliminate unrealised profit in any event
as regards the joint transactions of a factory and a sales branch.

654. The question as to whether the elimination should be carried back to the country in
which the raw materials were produced is more difficult to decide. The materials produced may
have lost their identity through combination with other materials at the factory in the second
country, and the sale in the third country may not take place until two or three years after the
original materials were shipped. The simplest and perhaps fairest solution is, in principle, to allocate
to the production establishment a profit delimited by the current market price on the date of
shipment and allow the taxpayer to write back a loss realised elsewhere only if he can prove its
direct connection with the materials shipped.

) 655. This question should also be considered from the viewpoint of an establishment which
1s engaged in other activities and receives other income from local sources than that which has just

! Supre, paragraphs 44 to 48.

* Supra. paragraph 440,

3« T:}xation of Foreign and National Enterprises ", Vol. V, ** Allocation Accounting for the Taxable Income
of Industrial Enterprises ”, paragraphs 62 to 66.
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been described. A local establishment may derive or realise income which is attributable exclusively
to its activities. Apart from receiving interest, dividends, rents and other items which may be
allocated to definite sources and subject to specific schedular taxes, the local branch may derive
business income from purchasing and selling within the country, or from producing or manufacturing
and selling within the country. Such income is clearly from sources within the State, and under
most systems would be taxed there regardless of whether the foreign enterprise realises a loss at its
establishments in other countries. If the enterprise were national, however, for the purpose of a
tax on total net income, such gains realised within the country might be wiped out by losses suffered
elsewhere.

656. Suppose the local producing establishment sold a large part of its raw materials on the
local market at local or world market prices and shipped the rest of its output to a factory of the |
same enterprise in a second country which manufactured machines. The machines were then
sold partly by the factory in the second country and partly by a sales branch in a third country.
Profits resulted from the sales in the second country, but a loss resulted from the sales in the third
country. Should all or a proportionate part (depending on the circumstances) of this loss be carried in
the books of the factory of the second country and carried still further back to the books of
the establishment in the first country ? If written back, should losses from such inter-establishment
transactions be deductible from profits clearly derived from sources within the country ? The
deduction of losses accruing to the establishment would apparently be allowed under systems with
a schedular tax on income attributable to a local establishment, and under a system taxing net
income from local sources the loss would be deductible not only from business profits but also from
dividends, interest and other income locally derived. Under either type of system, the local branch
of the foreign enterprise is assimilated to a national enterprise of that country, in respect of its own
activities ; it is allowed to deduct only those losses related to its activities and not those pertaining
exclusively to other parts of the foreign enterprise. By the same reasoning, if the goods were sold
at a price lower than that anticipated, a proportionate part of the unrealised profit should be written
off at the factory and production establishment. If, however, the prices at which goods had been
transferred from one establishment to the other were independent production or factory prices, it
would be simpler to regard the reduced profit as due to sales condltlons and not write back the
unrealised part.

657. The question of eliminating losses and unrealised profits has been .considered primarily
from the viewpoint of fairness to the taxpayer. There is merit in the contention that, if in the light
of market and economic conditions in a country the profit attributable to the activities of an
establishment may be measured, though not yet realised, such profit should not be reduced or wiped
out as the result of bad management or economic conditions in other countries.

658. A basis which is fair both to the State and the taxpayer could be employed which would
obviate most of the difficulties previously described. It consists in regarding the factory or the
sales branch as an independent enterprise and paying it the same fee or commission that would be
paid to an independent enterprise for the services rendered.

, 659. In this way, a fair remuneration for processing and for selling is allotted for tax purposes
to each of the countries concerned, and the balance of the profit, or possibly a loss, appears in the
books of the real centre of management, which we will assume to be at the plantation, mine or other
principal establishment. If the whole series of transactions results in a loss, the country of the real
centre of management should not object because the deductions claimed for compensation, cost
of transport, etc., would have been incurred if the processing and selling had been done by an
independent enterprise. Assuming that the processing establishment and the sales establishment
are branches of tlie same corporation which produced the raw materials in question, it is clearly
possible to allot to the processing establishment and the sales establishment the same remuneration
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that each would have received if it had been an independent enterprise. If the real centre of
management were in a country other than that of the mine or plantation, it should be possible to
compute an appropriate fee on the basis of the amount produced (although the market valu}a of the
raw materials at time of shipment might be a more accurate measure of the worth of the establishment
to the enterprise). '

660. The application of this method is not necessarily limited to raw materials, but it can'be
applied as well in the case of machines, textiles and other products. The country of processing
or sale may find it advantageous, because it receives, as a basis for its tax, remuneration for the
services rendered- regardless of whether the enterprise as a whole realises a loss. On the contrary,
either country may consider its tax basis as being arbitrarily restricted, especially if the enterprise
realises a large profit, which, if apportioned, would throw to each country a larger tax basis than that
of the fee or commission charged. This objection may be outweighed by the practical advantage
of not having to ascertain what part of the net income from joint activities is attributable to the
local establishment, as well as that of collecting a tax on the commission (percentage of gross receipts)
or fee even when the enterprise itself realises no net income. The enterprise has the advantage of
knowing definitely that it will be taxed on the same amount it would pay to an independent
enterprise for rendering it the same services, and of not having to submit the head-office accounts in
order to effect an allocation of net income.

Losses from selling below Cost — Dumping.

661. It is argued by some administrations that the selling of goods by an establishment
within a country, even at a loss, may permit the corporation to realise a profit because of enabling
it to spread its overhead over a larger number of units produced and thereby decrease the cost of
production per unit and widen the margin of profit in the home country or in other countries where
the goods are sold at a price higher than the unit cost. They conclude that a proportionate part
- of this profit realised elsewhere should therefore be allocated to the local sales establishment. It
is presupposed here that the enterprise is honestly endeavouring to maintain or'increase its plant
capacity and is not intending to dump goods in a market in order to reduce its surplus stock or to
undersell in order to take the market away from a competitor by unfair methods. Provisions to
prevent or penalise such methods are generally found in Customs laws and laws against unfair
competition, and such methods should be dealt with under such legislation rather than by means
of arbitrary assessment under the income-taxlaw. In times of depression, a factory may endeavour
to keep up its volume of production in order to continue to employ its workers, and may therefore
sell in any market at whatever price it may get for its goods. If the foreign countries in which sales
establishments or subsidiaries are located have gone off the gold standard, while its goods
are produced in a country in which values in gold still obtain, it may well be necessary to sell at or
even below the cost of production. It is to be expected, however, that such a situaticn is temporary
and that either economic changes will gradually take place in the relative situations of the country
of sale and the country of production, or else reductions will be effected in the cost of production
which will enable the enterprise to sell at a profit. A further feature of depreciated currencies is
that the foreign manufacturer may consider it necessary to sell his products in a country of
depreciated currency at what would be a fair price in the currency of such country at normal
exchange rates. This may be substantially less than the then existing exchange value of the price
for which he is selling in other countries. This is not a real dumping "' procedure, but is simply
the endeavour to maintain a market for his products and what he believes will in the long run
prove to be a fair price in the local currency of that country. It is also to be remembered that
the introduction of goods into a new market is apt to be more difficult and expensive than their
sale in an established market. This may be met by the additional expenses for selling, actual or
relative, or by price reductions for the goods sold. In either case it may represent simply the
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willingness of the producer to take a loss, perhaps for several years, in the hope for profits in the
future. If the enterprise continues to realise a loss in a given country, it will, as a rule, sooner
or later terminate its operations in the country of sale. The experience of many corporations
in the past few years evinces the truth of this statement. Consequently, it should not be admitted
as a rule that a country should attempt to reach out and assess a saving in the cost of production
which results from sales effected in its territory.

Apportionment of Net Profil or Loss.

662. After the gross income, and related deductions, have been allocated to each country,
the next question is whether the enterprise will have to pay tax on a net profit realised by the
establishment in one country, although the enterprise as a whole has suffered a net loss. The
Spanish administration declares that it follows the principle of capacity to pay and that, if the
enterprise as a whole eventually realises a loss, it should not be required to pay any tax in Spain
except for the minimum tax imposed on the basis of capital. Even if a profit were clearly
attributable to the estabhshments in Spain, it would be wiped out by the loss realised in other
countries. !

663. On the contrary, the great majority of the administrations maintain that the local
establishment should be assessed separately, whether it realises a profit or loss, without regard to
the profit or loss of the enterprise as a whole. 2

Bastc Mzthods of Allocation.

664. Having examined the fundamental principles of allocation that may be disengaged
from the law and practice of the majority of countries, let us now consider their basic methods
of determining the taxable income of a foreign enterprise. The two underlying theories of taxing
foreign enterprises with local establishments are :

1. That the local establishments should be taxed on the basis of separate accounts and
treated in so far as possible as if they were independent enterprises.

2. That the enterprise is an organic unity and consequently the tax should be assessed
on that part of the enterprise’s total net income (computed in accordance with the law of the
taxing country) which corresponds to the relative economic importance of the local establishment.
This method is known as unlimited fractional apportionment. The advocates of this
method contend that, in a unitarv business which, for example, produces raw materials,
manufactures them into finished products and then sells them, no profit is realised by the enterprise
as a whole until the goods have been sold. They contend furthermore that it is impossible to
determine accurately what part of the profit is attributable to each function or establishment
of the business and consequently the profit can only be apportioned on some empirical basis — for
example, an arbitrary apportionment formula. Moreover, they say it is the only way of applying
the fundamental principle of taxing the enterprise in accordance with its capacity to pay.

665. Whether a given administration employs the separate accounting method or the fractional
apportionment method in assessmg a foreign enterpnse the object is the same — namely, to
determine the income taxable in its jurisdiction.

666. When the problem of taxing a foreign enterprise is viewed from the general principle
that a State has jurisdiction only over persons within, property situated within, or transactions
effected within its territory, it is obvious that, if the taxpayer resides in a foreign country, the

! Supra, paragraph 380,
3 Supra, paragraphs 374 to 382.
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State’s jurisdiction over its income should be restricted to income from property or other source
within its territory. The principle of permitting only the country of fiscal dom1_c11e to tax the
total net income of the taxpayer is so generally accepted that it would appear inconsistent to
incorporate in the regime a provision permitting any country in which the enterprise has a branch
establishment to take jurisdiction over the total net income in erder to determine what part
thereof might be attributable to the local establishment.

667. Various Governments which apply the method of fractional apportionment maintain
that the total net income shall be computed in accordance with their own legislation, even though
only a very small part thereof may be attributed to the local branch. 1 This involves not only
determining gross income from sources in one or more foreign countries, but als_o allowances .for
business expenses, bad debts, depreciation, losses and other allowable deductions. Assuming
that the administration in question were endeavouring to make as accurate a computation of
income as possible, how would it verify the claims for deductions in respect of these items which
pertain to establishments situated in other countries perhaps beyond the seas or on the other side
of the world ? Its determination under its own law of income clearly arising in other countries
would usually be different from the amount determined under such other countries’ own laws.
Perhaps many establishments of a large foreign enterprise have no direct or even an indirect
relationship to the establishment within the taxing State. How then can its administration
demand information concerning income and related deductions derived from such sources which
are obviously beyond its jurisdiction ? * )

668. It is true that the Netherlands and its colonial possession, Netherlands East India,
have entered into an agreement ® whereby the colonial administration may send representatives
to Amsterdam, or other cities in the home country, to examine, with the permission of the taxpayer,
the head-office books in order to facilitate the allocation of income as between the head office and
the establishments in Java and Sumatra. It is doubtful, however, if the arrangement is susceptible
of general adoption as between foreign countries which have no such “ fdmily relationship ™.
Obviously, if the inspectors of one country were permitted quite generally to go through the
accounts of énterprises in the second country which had branches in the first, the arrangement
would tend to contribute to animosity rather than good will between countries. Moreover, the
expense of maintaining such inspectors and of recomputing net income according to the tax laws
of each foreign country in which there was a branch would increase the burdens on international
business rather than conduce to their alleviation.

669. The requirements under fiscal or commercial law for maintaining accounts, the
_differences in accounting methods, in language, in currency and the incidental problems of
evaluation and exchange all tend to support the method of separate accounting. * Moreover,
the Customs requirements of the different countries tend to force a segregation of the business
profits realised therein. The economic factors such as per capita purchasing pcwer, the tastes
of the population, the costs of doing business — for example, those of transportation, compensation
for employees, labour insurance and taxes — result in a profit-making capacity (rentabilité or
Ertragsfihigkeir) which varies from country to country and which can be accurately reflected only
in separate accounts kept as nearly as possible on the same basis as those of an independent
enterprise in each country in which the enterprise has establishments or subsidiaries. It is needless
to point out that the establishments or subsidiaries in one country may realise profits, in some cases

! For example, supra, paragraphs 238 and 249.

? Cf. Whitney v. Inland Revenue Commissioners, 10 T. C. 88 at page 102.

* Supra, paragraph 237.

¢ Supra, paragraphs 293 to 310; “Taxation of Foreign and National Enterprises”, Vol. V, paragraphs 2 ef seq.
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large, in others small, whereas the establishments or subsidiaries in other countries may realise
losses. This may be due to changing market conditions or fluctuations in the currency, and is
especially true if one or more of the countries goes off the gold standard. The apportionment of
the total net income of an enterprise carrying on world-wide operations means that its profits and
losses will be pooled and then distributed fairly evenly, by the use of arbitrary factors, to the
various countries in which it operates, and not to the actual sources of the income. Will countries
in which profits have clearly accrued agree to giving up a part or all of such profits as a result of
an apportionment of the total net income or loss of the-enterprise ? The great majority of
administrations have definitely indicated that they would not. ? '

670. One very practical difficulty in the way of applying the method of fractional
apportionment as between several separate countries perhaps in different parts of the world would
be that of securing agreement as to the total net income and the basis for apportionment. Even
between the States of the United States but little uniformity in these fundamental questions
exists. 2 The application of the Swiss method 2 on an international scale would require, first,
an agreement between the interested countries as to the total net income cf the enterprise, and,
secondly, agreement as to the productive factors in relation to which the total net income would
be distributed. If the Spanish system of apportionment ¢ in the ratio of economic importance
were employed, it would require, first, an agreement as to total net income, and, secondly,
agreement as to the economic importance of the establishment in each country, a question on
which opinions would be very likely to disagree. The difficulties that would be encountered
in the general application of such methods appear almost insuperable. It is therefore desirable that
the regime to prevent double taxation should not depart from the fundamental principle that a
State’s jurisdiction is limited to only that part of the business income of a foreign enterprise which is
directly attributable to a permanent establishment within its territory and recognise, therefore, that
such income should be determined on the basis of a separate accounting.

671. Separate Accounting. — The adoption of separate accounting as the primary method
of allocating income to the various countries in which an enterprise has permanent establishments
is preferred by the great majority of Governments, 8 and business enterprises represented in the
International Chamber of Commerce, ® as well as by other authoritative groups. * Broadly
speaking, the objectives of the method of separate accounting are as follows :

(a) To maintain accounts for the establishment (or establishments considered as
an accounting unit) in each jurisdiction which reflect the items of taxable income and related
expense directly allocable thereto, and provide the essential data for apportioning items
of joint income and expenses (e.g., pertaining to the joint activities of two establishments)
which cannot be directly allocated ;

(b) To preclude taxing the establishment in so far as possible on unrealised profits ;

(c¢) To fulfil these objectives by the use of data pertaining directly to the establishment
which can be verified in the country of the branch establishment with the minimum use of
data pertaining to the enterprise as a whole.

! Supra, paragraphs 374 to 382.

2 Supra, paragraphs 67 to 83.

3 Supra, paragraphs 221 to 231.

¢ Supra, paragraphs 184 to 210.

8 Supra, paragraphs 292 e seq.

¢ International Chamber of Commerce, Standing Committee on Double Taxation, November 13th and 14th,
1930, R-solution No. 5, Appendi . to Paper No. 4376 and the Resolution of June 3oth, 1933, Vienna Congress.

7 The National Tax Association of the United States, report of the Committec on Uniformity and Reciprocity
in State Tax Legislation, Proceedings of the Twenty-fourth National Conference, October 12th to 16th, 1931,
pages 30z and 303 ; American Institute of Accountants, report of Special Committee on International Double
Taxation, Bulletin of American Institute of Accountants, June 15th, 1931, pages 5 to 10.

'
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672. It is considered undesirable to endeavour to prescribe detailed rules of separate
accounting, because enterprises are so varied in their nature and each enterprise is likely to change
so frequently its methods of operation in order to meet changing conditions that it would be
unwise, if not impossible, to lace them all in the same accounting corset. Moreover, accounting
for the internal purposes of a business often differs from that for tax purposes because of the
provisions in fiscal laws regarding the items of income to be taxed and allowable deductions.
Nevertheless, the accounts must meet the requirements of tax laws and be adequate for the
computation of taxable income. The accounts maintained for each establishment should be kept
there if possible so as to be readily accessible for inspection. If the establishment is relatively
unimportant, such as a small sales office, it might be too expensive to maintain a trained accountant
there and a complete set of accounts pertaining to that establishment. It should be a minimum
requirement for income-tax purposes to have books kept at such an establishment showing its receipts
and expenditures. Other information regarding income and expense relating to its joint activities
with other establishments could be supplied when necessary to support the declaration of income.
A detailed discussion of various methods of accounting which may be used to reflect separately
the income of a branch of an industrial or mercantile enterprise is to be found in ““ Allocation
Accounting for the Taxable Income of Industrial Enterprises’’, by Professor Ralph C. Jones.? The
country of fiscal domicile which claims jurisdiction over the entire income of the enterprise should,
for purposes of allocation, be regarded as the residuary claimant to all income which is not allocated
to a branch establishment or subsidiary company abroad. To facilitate the verification of the '
accounts of the branch establishments, the head office should so order its accounts that the taxable
profit or loss resulting from transactions with each of the establishments is separately reflected.

673. Empirical Methods. — Empirical or estimative assessments 2 are resorted to by most
fiscal administrations when accounts pertaining to the local establishment are insufficient, or
the business i§ of such a nature that appropriate accounting methods to reflect its taxable income
cannot readily be devised. Sometimes when a branch is newly opened, an agreement will be made
with the fiscal authorities to pay annually a lump sum or tax on a percentage of its turnover,
until the business is sufficiently launched to permit of a more accurate determination of its income.
Obviously, empirical methods are inconsistent with the fundamental principles of income taxation ;
but, if the taxpayer cannot maintain a separate accounting adequate for tax purposes, it may
suffer estimative assessments, or even penalties. The resulting doyble taxation might be regarded
as an additional self-inflicted penalty if fraud is involved ; but, if there is no fraud but merely
ne:»ghgence or ignorance on the part of the taxpayer, he should be permitted to adjust his assessment
with the interested administrations. Although the percentage of turnover method® is the
efnpirical method most frequently used, it would be unwise to permit only its use, as the
circumstances of a given case might require recourse to other methods. In using such methods,
the tax administration should be required to limit its assessment to what would be earned by an
independent enterprise engaged in similar activities and under similar circumstances.

.674. Fractional Apportionment. — The great majority of administrations and business men
are in accord that the method of fractional apportionment should not be applied as a rile in
assessing the_ local branches of enterprises engaged in international business, Nevertheless,
this method is now employed by certain administrations as a normal procedure and by others
when the method of separate accounting fails. For the reasons previously given, however, separate

! * Taxation of Foreign and National Enterprises **, Vol. V.
* Supra, paragraphs 155 to 172,
: Supra, paragraphs 160 to 172.
Supra, paragraphs 293 to 331 ; also footnote to paragraph 671.
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accounting should be adopted as the primary method for all types of enterprises and recourse to
fractional apportionment should be admitted only by way of exception when separate accounting
is impossible or impracticable. The regime of allocation must be sufficiently elastic to apply
to all types of enterprises and a departure from the rule of separate accounting should be admitted
if the taxpayer and the interested tax official agree that it is more equitable to apportion joint
income of two or more establishments, or the total income of the enterprise, in the ratio of
appropriate factors. It rarely occurs, however, that an establishment in one country receives
goods from or transfers goods to other estabhshments or subsidiary companies or an enterprise
without it being possible to “determine its profits on the basis of its separate accounts and with -
recourse, if necessary, to some appropriate method of apportioning joint profits. In other words,
the most simple and practical way of assessing the local establishment is to focus the fiscal eye
on its accounts and activities in order to determine its income, rather than to start by searching
through the forest of figures pertaining to the entire organisation in order to recapture items of
income that may have escaped and write them back into the accounts of the local establishment,
or corral all the profits and apportion a part thereof to the local establishment in accordance with
some arbitrary factors.

675. Limitation on Total Assessments. — It must always be kept in mind that the
administrations of the two or more countries in which there are establishments participating in
the production of income should be in agreement, first as regards the method of allocation or
apportionment, and second, as regards the manner of applying it ; otherwise, assessments may overlap
and double taxation will result. To prevent disputes, a treaty concerning allocation should provide
definite and precise rules for application in the case of the predominant types of establishments.

Allocation Criteria.

676. In devising an allocation procedure which will reflect the income of an establishment
in its separate accounts, it is essential to select methods which conform to the principles of allocation
previously stated. While, on the one hand, income should be thrown to the real centre of
management, not only because it is the fiscal domicile and centre of direction and risks of the
enterprise, on the other hand, income must be divided between the establishments engaging in the
various stages of production and sale and those which render various services to the enterprise
susceptible of evaluation in terms of money. There is apparently no theoretically perfect rule -
for determining exactly how much of the income is attributable to each establishment any more
than there is an accurate way for apportioning the compensation of an individual workman to his
hands and his feet, and to his brain which has coordinated all his efforts. Income is sometimes
classified, for tax purposes, as income from capital, income from work, and income fromwork and
capital combined, the profits of an industrial and commercial enterprise being included in the last-
mentioned category. It is obvious that the proportion of work to capital varies from business to
business and that, in the alchemy of a successful business, the intangible, immeasurable element of

" brainwork is a very important factor, if not the most vital factor. This is impossible to measure
accurately, and the only formal recognition is in the préciput ranging from 10 to 25 per cent of the
total net profit which is allotted by the Swiss cantonal authorities to the seat of management. !
The element of labour itself in a given country is susceptible of measurement in terms of number of
employees, salaries paid, or aggregate working hours ; and the element of capital can be evaluated
in terms of tangible and intangible assets. These concrete factors can be employed in measuring
roughly the benefits which the State accords to the local establishment in the form of police and
fire protection, education and the like, but even combined they form an inadequate measure of the
income attributable to the establishment. One must acknowledge that the price received for goods

1 Supra, paragraphs 226 to 229.
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or services depends in general on market conditions in the place of sale, Iat}}er than upon any
evaluation that may be placed upon assets or labour. The profits of a business depend upon
commercial conditions and vary in form with the methods of operation customary in the trade
or practice. It is these methods which are advocated as criteria for measuring the profits.

677. Remuneration for Services Criterion. — The fairest and most generally practical criterion
is that of what would be earned within the country by an independent enterprise engaged in similar
activities under similar conditions, such conditions including capital invested, volume of business or
services rendered, costs and risks. This test is readily applicable in the usual case where an enterprise
has its principal establishment in one country and secondary establishment in others. For example,
the secondary establishment may purchase goods and process them for shipment, possibly to a
refinery or other processing establishment or possibly to-the factory at the principal establishment.
The manufactured goods are then shipped possibly to an assembly plant in another country, or
possibly direct to a sales establishment. If the principal establishment were at a plantation or mine,
it might ship the raw materials to its own refinery in a neighbouring State before sending them on
to the sales office. In such cases the real centre of management is probably at the principal
establishment. The control and management, financial and technical, are centred there. At
the meetings of the directors the decisions are taken which make or break the enterprise. There
the risks are centred. The profit or loss results from all the activities of the enterprise taken
together, but how can the part attributable to the establishment in each country be most readily
measured ? If we recognise the fact that the real centre of management, especially if it is situated
at the principal productive establishment, is the most vital part of the enterprise, the most practical
approach to the problem is to give it the residuum of profit or loss after allocating to each outlying
secondary establishment compensation for the services it has rendered to the enterprise in accordance
with what would be paid to an independent enterprise rendering such services.

678. Sale between Independents Criterion. — There is another approach — namely, that of
regarding each establishment as an independent enterprise which purchases and sells the product’
for its own account. Whereas the former method presupposes a consignment of the goods from one
establishment to the other by the real centre of management which retains the title to the goods and
bears all the risks of ownership, the latter method involves a fictional transfer of title with all the
related risks of ownership. Obviously there must be allotted to the branch capital it would need
to carry on its operations or else the gross profit must be reduced by @n amount equivalent to
interest on borrowed funds used in its operations and to losses or risks of losses that would be carried
by a similar independent enterprise.

679. Unless an establishment is virtually autonomous and has but few relations with other
establishments, it is obviously difficult to determine the amount of capital adequate for its purposes.
If a definite amount is allotted to it by resolution of the board of directors, how is the advance of
additional funds to be treated ? Can interest be charged by the real centre of management and
claimed as a deduction by the branch ? Under existing law, such a deduction would probably not
be granted especially if the advance were out of the enterprises own capital, because of the principle
that a taxpayer cannot loan money to itself, and also that it cannot deduct interest on its own capital.
Moreover, unless the real centre of management borrows funds specifically for the branch, they are
likely to become mingled with its general operating funds and it would be impossible to determine
exactly how much of the advance was out of capital and how much was out of borrowed funds. It
could be presumed that the proportion of borrowed funds to capital in the amount advanced to the
branch was the same as the proportion of borrowed funds to capital in the entire enterprise, and an
allowance could be made for the same proportion of the interest paid to the outside lender as the
borrowed funds included in the advance to the branch bear to the total borrowed funds. If, however,
the establishment were essentially dependent on other establishments because of the flow of goods
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to and from it, it would become almost impossible to ascertain how much was actually branch
capital and how much was advances to the branch. The difficulties inherent in allotting a capital
to a branch which is not virtually a separate and autonomous unit are so great that it should be
avoided wherever possible. Moreover, one of the great advantages of doing business through
branches should be the freedom to transfer funds to the branch or withdraw funds from it as the
current of its business requires. -

680. Proposed Precept for selecting Method. — In order to avoid fictions as much as possible,
it is recommended that, as a general rule, a method of allocation should be chosen which would
require the allotment of only current operating funds to a branch, and would treat a transfer of
goods as a consignment rather than a sale. In other words, the preferable method is allocating
income on the basis of compensation for services rendered. Income should not be allocated by
. presuming a sale unless the branch is sufficiently autonomous to justify the allotment of an adequate
capital.

681. Proposed Rule for Deduction of Interesi. — As regards deductible interest, the simplest
rule would be that interest on advances should not be deductible in- determining the taxable net
income of the branch, unless the money is borrowed directly from outsiders by the branch and for
its use and corresponds in amount with what would reasonably be required by an independent
enterprise under similar circumstances. i

682. Proposed Rule for allocating Overhead. — To avoid further complications, methods of

. allocation should be chosen which do not entail apportionment of general overhead. If the method

involves the use of prices at which goods are sold to customers, the item of overhead should be

iricluded therein and no additional apportionment should be necessary. Otherwise general overhead

- should be apportioned in the ratio of the gross profits allocated to the several establishments, unless
some other method of apportionment may be applied on grounds of being more equitable.

683. Independent Commission or Fee Basis. — The simplest method of marketing goods is to
consign them to a commission agent, who receives the commission customary in the trade where
the goods are sold. The commission represents the value of his services to the consignor. If
shipments were made by a foreign enterprise to a local establishment on a consignment basis, to
be sold or processed, the determination of the commission or other compensation to the local
establishment could be verified by a comparison with what a local independent enterprise would
receive for similar services under similar conditions. In many markets there is a customary
commission for each particular class of raw materials or finished products that are susceptible of
sale on this basis. The fee of course varies in amount with the costs and risks undertaken by the
local commission agent. The local agent who receives and warehouses the goods, pending their
sale on a local exchange or in the local market, is obviously entitled to more compensation than
one who merely acts as a broker in obtaining customers to whom the goods are shipped direct.
If the local agent acts as a del credere agent, guaranteeing the solvency of the buyer, it is customary
for him to receive a higher commission because of the risk he thereby assumes. If the local agent
received manufactured goods on a consignment basis and undertook to carry advertising cost in
the local market, he would obviously be entitled to a higher rate than one who did not bear such
costs.. - In other words, the only theoretically sound way of evaluating the commission that the
local branch should receive for its services is by considering what an independent agent would
accept for similar services with a view to making a profit on a normal or reasonable volume of
business commensurate with the capital invested, the operating costs, and the degree of risk
involved ; and also taking into account what other agents would require for such services.
Obviously, if a consignment is made to a branch establishment, the enterprise carries the risk and
finances the sale and, strictly speaking, the branch does little more than make the effort necessary

v, 43
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to sell the goods. The commission even for an independent commission agent would therefore
generally be limited to compensation for services rendered and possibly a return on the small amount
of capital involved. This commission, consisting of a percentage of sales receipts or turnover,
represents gross profit accruing to a sales establishment when a sale takes place. The net profit
of the sales establishment is computed by deducting from the gross amount thus allocated to the
sales establishment, its actual expenses incurred in handling the goods after taking delivery thereof.

684. The same general reasoning applies in respect of establishments processing certain raw
materials, For example, it is customary for a mine to ship copper or other minerals to be refined
at an independent plant, which charges so much per pound or other unit of measure. The price
largely depends upon the volume of the products to be refined. Obviously, the refinery must
charge enough to realise a profit over all costs, but this price is limited by the price for which
competitors will do the same work. The same is true of plants which refine or process sugar,
flour, rice and other raw materials. In any event, an average of these competitive prices could be
computed which would serve as an appropriate comparative compensation for the enterprise to
allot to its own smelting or other processing establishment. ! .

685. Independent Dealer Price Basis. — It is in connection with the manufacture and sale
of trade-marked or branded articles or specialties that administrations may object to the use of the
independent commission basis. It is argued in the first place that it would be impossible to
determine by comparison with similar enterprises an appropriate commission or other compensation
to a sales office, for the simple reason that there are no independent enterprises selling the same
product. Furthermore, it is contended that the profit is attributable to sales effort rather than
to manufacture. This is a moot question which cannot be answered categorically for each type
of article concerned. The relative importance of skill and effort in manufacturing and in selling
is a bone of contention among the officers of almost every enterprise, The sales staff insists that
without their skill and persistence in getting customers, nothing would be sold, and consequentb;
1_:he factory would have no reason to exist. On the other hand, the factery staff replies that, if
it were not for their ability to produce a better and cheaper article than that of competitors ’or
if there is no immediate competing article, an article sufficiently inexpensive and attractive: to
appeal to the customer in the first instance, and good enough to induce the customer to buy again

~and r'ecommend the article to others, the efforts of the salesmen would be in vain. To find a
practical basis of allocation and apportionment, it is necessary to consider factors more ponderable
than these. It is not improbable that the company will market its product to a large extent both
in its own country and abroad through independent dealers, the price at which they purchase from
the enterprise being determined without consideration of tax liability and in accordance with
what each must receive to cover capital invested, expenses and iacidental risks, and allowing a
fair margin of profit on a reasonable volume of business. Such an independel,lt dealer’s price
should be acceptable to the authorities in the country of the sales branch as a basis for s liffin
the Rroﬁt between the manufacturing plant and that branch, subject, however, to the taI; az e%
showing why there should be any deviations from this price because of, conditior;s peculiar g) %Ihe
country of sale. The same observations apply if the branch acts as a wholesale dealer.

686. 1In order to verify the profits arising to th. ’

. ; oV g e sales branch, the tax authoriti

ii colmparlson with supxlar local gnterprises.- It may be argued that it is :rﬁaigréglejorrgzz,r?igz

ocal branch of a foreign enterprise with a national enterprise because the local branch is selling
R £~

* See also ** Taxation of Foreign and National Enterprises ”, Vol, V. paragraphs 127 to 131 ‘
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goods which have been produced in another country’under different conditions and therfefore ata
different cost, and consequently have been transferred to the local branch at a price which
corresponds to an independent dealer price to dealers in the country of production which may
be greater or less than the independent dealer price for such goods in the country of sale. If
the independent dealer price of the country of production is greater than that in the country of
sale, and is increased by insurance, freight and other transportation costs .and Customs. duties,
obviously the margin of sales profit will be lower because the salg price will be determined by
competitive conditions in the country of sale. The foreign enterprise may have to expend much
more money in advertising and sales effort than the national enterprise, which will further red_uce
the net profit from local sales. If the tax authorities assume that the local sales branch realises
the same profit as a national enterprise, it would impose a greater burden upon the local branch

than that imposed on similar enterprises.

687. On the other hand, if the independent dealer price in the country of production, plus
insurance, freight and other transportation costs and Customs duties, were lower than the
independent dealer price in the country of sale, the foreign enterprise would be in a position to
undersell local competitors and possibly still realise a net profit greater than that realised by its
competitors, although this is seldom likely under existing tariff laws. If it were taxed on the basis
of a comparison with the profits realised by the local competitors, its assessed profit might therefore
be less than its actual profit and the foreign enterprise would enjoy an advantage over the national
taxpayers. Cases such as this evince the wisdom of endeavouring to make as accurate a
determination of the income as possible in order that an appropriate burden may be imposed on
the local branch, It is nevertheless obvious that, in general, the local administration will kave
to determine income in the light of the economic and competitive conditions within its own
territory, as it is not within its reach to ascertain definitely the economic and competitive conditions
in all countries from which goods are shipped to local sales branches.

688. A more accurate comparison would require the tax official to examine the conditions
under which the price to dealers is determined — that is to say, whether the dealer pays cash or
receives a long term of credit ; whether the dealer bears the cost of advertising ; whetker the dealer
agrees to service the machine, etc. The price or discount allowed the dealer inevitably must be
greater in proportion to the additional marketing and incidental costs which he undertakes to
bear. On the other hand, if most of the marketing costs are borne by the manufacturer, the dealer’s
discount or mark-up is reduced to compensation for his selling effort, and a return on whatever
capital he has invested in his establishment.

689. The strict application of the independent dealer price method presupposes an accounting
that would reflect the net income which would be derived if an independent dealer, with an adequate
capital, purchased the goods for resale at his own risk. In other words, the application of this
method to a mere branch of a foreign enterprise necessitates the fictional transmission of a part of
the direction, capital and risks that would belong to the branch if it were an independent enterprise.
Ii the transfer price is the price at which goods are sold to independent dealers, it should include
a proportionate part of general overhead expense and no additional apportionment thereof should
ordlparﬂy be allowed. From the gross profit, represented by the difference between the sale price
received from customers and the fictional price it paid the factory, there must be deducted. in
order to compute the theoretically correct net profit, not only the cost of the sales establishment
put the other expenses and losses which would have been incurred if the branch had been an
independent dealer, including all transportation costs to the branch and Customs duties, interest
on ‘porrowed funds tied up in the merchandise pending sale by the branch, losses resulting from
having to sell the goods at a reduced price, at a loss, or from not being able to sell them at ;Il In
theory, all these expenses and losses would be borne by the branch, and some appropriate me.thod
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of computing them would have to be devised. In fact, they have been borne by the whole enterprise
at its real centre of management. Some of the losses might be reduced or prevented by shipping
goods which cannot be sold in one country to a branch in another where the market is good, or it
may remodel or scrap such goods. The decisions for such action are made by the real centre of
management ; the risks are borne by it. Any attempt to apportion risks in terms of_defiuctlble
expenses can at best be empirical. It is clear that it is compensation for these risks incident to
taking title to the goods that comprise the greater part of the discount or margin of gross profit
that would be required by an independent dealer, and if it were acknowledged that in the case of
a branch such risks were borne by the real centre of management, the profit allocated to the branch
would be reduced to an appropriate remuneration for services rendered, in other words, an amount
equivalent to that described above as a commission or fee. !

690. Comparison of Commission and Dealer Price. — From the viewpoint of the selling
establishment, it has been shown that the commission basis is simpler than the dealer’s price basis,
because a definite amount is paid for services rendered at the rate customary in the trade and
easily verified, and there is no problem of eliminating unrealised profits from inventories of goods
shipped to the branch. On the contrary, the verification of the dealer’s price involves checking
prices made by the factory to independent dealers in other countries and allowing for deviations
due to conditions in the country of the branch. It may even entail checking of factory costs in case
the fairness of the dealer’s price is questioned. From the viewpoint of the factory, the commission
basis is simpler because it involves no inventory adjustments for unrealised profits 2

691. The commission represents an apportionment of joint profit between selling and
manufacturing, but it is locally determinable. The verification of the dealer’s price involves
checking of the factors which determined the invoice price, and the information pertaining to
all these factors is at the factory office or the real centre of management in another country. If
the tax authorities lower the dealer’s price to increase the margin of profit without there being
a compensating adjustment in the price entered in the factory accounts, double taxation results.
It is therefore necessary for the administrations of the countries involved to accept the independent
factory price if the taxpayer proves it to be fair and adequate regardless of considerations of tax
or Customs liability. '

692. Independent Factory Price or Fee. — If the factory is the principal establishment and
at the real centre of management of the enterprise and its products are sold through branches in
other countries on either the commission basis or the independent dealer price basis, the balance
of the gross profit after deduction of the commission or dealer’s profit attributable to the sales
branch is of course allocable to the factory. In other words, the profit is divided between the
selling branch and the manufacturing plant in accordance with the commercial worth of the sales
establishment to the enterprise as measured by operating methods normally employed for the
particular class of business. If the income allocable to the sales establishment is thus determined,
the independent commission or dealers’s price should be acceptable to the administration of the
country in which the factory is situated. Commission rates are often standardised, and the dealer’s

pricgJ can be compared with the factory price charged to outsiders for similar goods under similar
conditions. '

693. In rare cases, an enterprise with its real centre of management in one country may have
a factory in a neighbouring country. If the factory is of secondary importance and merely
manufactures or processes goods which are sold in the first country, the amount of income

! See also ‘* Taxation of Foreign and National Enterprises "', Vol. V :
* See also ibid., paragraphs 62 to 66, P » YO T paragraphs 57 o 73. :
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attributable to the factory could most readily be determined by ma!cmg a comparison w1th'the' pli—]u:e
that would be paid to a similar independent enterprise for such services, or, if the factory did similar
work for outsiders, it could charge the enterprise the same amount. If, however, thfe factory in the
second country were a fairly self-contained unit which manufactured goods for sale in that country
and in third countries, the materials could be consigned to that factory and later to the
sales establishment, allowing an appropriate remuneration to each, the balance of the profit accruing
to the real centre of management ; or else the allocation betweel-l the fa'ctory and the sales branch
could be effected on the independent commission or dealer price basis, and the real centre of
management could be allowed a certain sum for its activities, either in the form of a charge for services

to the factory or as a préciput. 1

-~

- 694. Constructing an Independent Factory Price. — If the enterprise does not market any
of its products so as to establish an independent factory price, it may endeavour to construct one,
considering the eventual sales price, the gross profit that would have to be allowed to the dealer
to cover his investment, expenses and risks, and whether this price would allow to the factory
a fair profit over its investment, expenses and risks. In other words, the taxpayer imagines the

. terms that would be agreed to between itself and an independent enterprise dealing at arm’s length.
The practicability of this method depends considerably upon the situation in the given line of business
— in some lines dealer’s discounts or mark-ups are fairly well standardised.

695. If there is no customary dealer’s allowance, the manufacturer may approach the problem
from his own standpoint. To compute the price at which he is willing to sell to independent dealers,
he will normally include the cost of madterials, the cost of converting them into finished products,
a part of the general overhead, and a rate on capital invested. If advertising expense is borne
by the manufacturer, the factory price will be commensurately higher ; if borne by the dealer,
proportionately lower. The margin of profit to the manufacturer, however, will depend largely
on the price at which he can sell his product in the different markets and the margin of profit
that he will have to allow to the dealer. The same allowances for risks presumptively borne by
the dealer should be made as in the case of an independent dealer’s price, 2 and the application of
this method involves so many presumptions that it is hardly practicable.

646. _Apportionment Formule. — The manufacturer makes his calculation of the independent
factory price in anticipation of realising a profit. Once the profit has been realised, it may or may
not be as large as that anticipated. It is not easy for the tax official in retrospect to compute
what part thereof is allocable to the sales establishment within his jurisdiction and the factory
in the other country because of the difficulties incident to verifying data pertaining to the
manufacturing which may be expressed in a different language and currency, and in any event
must be considered in the light of conditions in the country of manufacture. Nevertheless, it
must be assumed that he will be willing to listen to the taxpayer’s presentation of his own case
and accept the allocation if it can be readily verified. He can easily check the expenses of the
local establishment, and, if certificates or affidavits as to costs at the factory can be obtained from
well-known firms of accountants, he should be able to test the reasonableness of the allocation
ma@e by the taxpayer itself, or effect an apportionment of net profit which will give results fairly
equivalent to allocation on the basis of an independent commission or dealer’s price. ) )

697. The methods for apportioning joi inari
. The g Joint net profit are numberless, Ordinarily, th
merghanfilse Is transferred from the factory to the sales branch at cost. The amount of’salez
receipts is definite for both States concerned, but to compute the apportionable net income, each

! See also ** Taxation of I'oreign and National E i *
‘ Ta: nterprises, "ol. V. ag S >
* See also ibid., paragraphs 74 to 90. prises, ™ Vol. V., paragraphs .IO:‘ fo e,
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State génerally grants only the deductions for expenses, bad debts, depreciation, etc., z}llowed under
its own law. Consequently, each State claims a share of a different amount of net income. The
tendency on the part of some administrations is to elect factors which throvs{ to the local (?stablxshment
the greater part, if not all, of the profit. * Two instances in which a basis for apportionment have
been agreed upon as between interested jurisdictions are found in the AI.JStIO—CZGChf)S.lOVZ.lk and
Austro-Hungarian Treaties ; 2 subject to the right of each country to determine the net joint income
in accordance with its own law, the net joint income apportioned in the ratio of two-thirds to
manufacture and one-third to sale. It is interesting to mote that other formule using different
factors 3 (e.g., Massachusetts formula) are said by business men to give a fairly equiva}lent result.
The principal criticisms of the system are that, first, it is arbitrary and does not necessarily conform
to realities ; and, second, that because of the different provisions regarding taxable income and
allowable deductions under the law of each country, the taxpayer will have to recompute his entire
net income for each country in which he has a permanent establishment, merely in order that a
part of such income may be apportioned to an establishment. Aside from the duplication of
efforts, this system may lead to endless difficulties, especially in regard to the verification of items
outside the jurisdiction of the taxing State. :

698. The reasons for arguing that this formula is arbitrary are fairly obvious. In the first
place, owing to faulty operating methods or to economic circumstances, a loss might actually be
realised in one country, yet it would automatically receive a part of the profit realised in the other
country ; secondly, the ratio of two-thirds to one-third does not necessarily reflect the relative
importance of manufacturing and selling in every type of industrial and mercantile enterprise.
For example, the cost of producing many types of patent medicines, toilet lotions, cosmetics and
other articles is very low, whereas large amounts are spent in advertising and sales efforts to induce
the public to buy. At the other extreme, the sales price of automobiles, typewriters and certain
other articles is limited by the necessity of underselling competitors, and the management of the
enterprise first determines the sales price and probable advertising and other sales cost, including
compensation to dealers, and then figures how to turn out a more attractive product than that of
its competitors at a lower cost of production. The profit depends largely upon the saving in
manufacturing cost, without reducing in any way the efficiency or quality of the product, but -
preferably increasing them. In such large industrial enterprises the bulk of the expenditure is at
the factory in maintaining and improving the plant and machinery, paying employees, etc. The
formulation of a scientific regime of allocation requires recognition of these inherent factors, which
vary from business to business.

699. Any formula that is applied in lieu of an independent factory price established without
consideration of tax liability should yield a result that would correspond as closely as possible to an
allocation on the basis of such an independent factory price. It is obvious that this result cannot
be obtained by apportioning in the ratio of sales receipts, as is done in some jurisdictions, such a
factor having the effect of throwing the entire income to the place of sale. Apportionment in the
ratio of tangible property, real and personal, has the opposite effect of throwing most of the income
to the factory, as most of the property will be located there. Apportionment in the ratio of
salaries paid has merit in that the wages paid to employees reflect the relative value of their effort
to the enterprise, but it is insufficient for application internationally, because wage scales vary so
much from country to country, and it would be difficult to use because of exchange problems. If
labour were used as a factor, it could be expressed more easily in terms of hours of employment,
Moreover, if the wage scales of the two countries were equivalent and currencies at parity, it would be

! Supra, paragraph 8z.
! Supra, paragraphs 50, 249 to 264.
* Supra, paragraphs 280 to 284,
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inadequate theoretically, because the income results from the application of work to capital, as
represented by real and personal property, and not from work alone. .
)

. It has been proposed that income should be apportioned on the basis of expense. This
woulZio-oinvolve, first, al.)n g]location of the items of expense def}mtely allocable and tl}en an
apportionment of general overhead expense and interest on general mdebte-dne-ss before t_he income
could be apportioned. Two cardinal objections are ralss?d to the application of this method'
internationally : first, that the cost of doing business varies so greatly from country to country
with different transportation costs, wage scales, workmen’s insurance, taxes .and other items of
expense ; and, secondly, there is such a difference in the other economic fa ctors in the country, such
as the purchasing power and tastes of the population. Consequently, a relatively large profit may
be realised in proportion to expenditure in one country ; but, in another country where the people
have less money and different tastes, the receipts may barely cover the expenditure.

701, Nevertheless, apportionment on the expense basis might be justifiable if limited to an
apportionment between a factory and a sales office, because it would involve much the same
computations and factors as would be employed in determining an independent factory price.
The commonly accepted terms to describe the two essential parts of an industrial and mercantile
concern are ‘‘ manufacturing ”’ and ¢ distributing ”. The majority of countries recognise that
there should be an apportionment of the joint profit of these two parts of a business in some
appropriate manner.! One theory is that profit is the reward of effort and therefore the joint
profit should be apportioned in the ratio of manufacturing effort to distribution or sales effort.
Effort can be most readily measured by costs. The joint net operating profit might therefore
be readily apportioned in the ratio of manufacturing costs to distribution costs. 2 The term
“ manufacturing cost ” is perhaps too large, however, in that it implies inclusion of the cost of
raw materials which should be excluded because the effort of the factory is expended in converting
the raw materials into finished products and therefore the cost of the materials cannot be said to
represent manufacturing effort alone, as the materials in their various stages are the reason for
expending effort until they are sold.

702. On the other hand, it is doubtful if advertising cost should be included in distribution
cost, although it is generally regarded as falling in that category, because it is impossible to measure
the direct result of advertising ; even if successful advertising results in the first purchase of a
customer, it is the quality of the article itself which prompts him to purchase it a second time,
and this may be mostly due to the skill and efficiency of the manufacturing staff. Moreover, if
advertising is done in magazines which circulate in adjoining countries with the same language, it
is difficult to tell just how the advertising expense should be apportioned. Possibly expenditure for
advertising one year may not be effective until the next. A

_ 703. Another question is whether the formula should provide for some return on capital
Invested. The objection may be raised that, in some instances, an enterprise owns its land and
buildings, whereas in others it leases premises, and it would therefore be improper to include
leased premises unless the rental value were capitalised. Furthermore, it could be said that, if
the real property were represented by an interest rate, it would be difficult in the first place’ to

agree on a rate of interest that would apply in the countries involved. Finallv this -
only serve to complicate the formula. d + e this factor would

704. The formula used in Switzerland in apportioning income between the can i
4 ) tons comb
practically all the factors previously described, and goes further in that it allots a def{:;ite fé\:;l;csl‘

! Supra, paragraph g4.
® See also ** Allocation Accounting ", paragraphs 97 to 106,
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to management on the grounds that its productivity is not sufficiently ref!ected in the accounts of
the seat. This préciput varies from 10 to 25 per cent. Inthe example given above,' 15 per cent
was attributed to the commercial direction in one canton and 5 per cent to the technical direction
in another. This same object might be accomplished by using salaries as a factor in companies
where the management is well paid, but it is not to be overlooked that the Swiss allow this préciput
first and then include salaries capitalised at 10 per cent in the productive factors. The balance
of the net income is apportioned in the ratio of the productive factors of each establishment,
including land and buildings, machines, furniture, stocks and raw materials and merchandise and
salaries capitalised at the rate of 1o per cent, as well as items such as cash, bills and
accounts receivable. 2 Although this system may work satisfactorily in a relatively small country
in which the tax laws of the various jurisdictions are fairly similar; it would not be as
readily applicable as between distant foreign countries because of the difficulty of verifying in detail
all the items used in the apportionment.

705. The formula that is gaining in popularity. in the United States is that applied in
Massachusetts in connection with its corporate excise tax, which is measured by income, but
it might readily be employed in connection with income-taxes. 3 Certain items which are definitely
allocable are first excluded from the income to be apportioned and the remainder is divided in
accordance with an allocating percentage which results from averaging the ratios of three factors
-- tangible property, wages and gross receipts. In other words, the ratio of tangible property
in Massachusetts to total tangible property, and of wages and salaries paid in Massachusetts to
total wages and salaries, and of gross receipts for goods sold or services rendered in Massachusetts
to total gross receipts from all business are added together and divided by three. The resulting
percentage is applied to the income to be apportioned. If separate accounting or some modification
of the formula is shown to result in a fairer allocation, the tax commissioner may accept it. The
advantage of this Massachusetts formula is that it is composed of three factors which are quite
readily ascertainable in a country such as the United States and which are well balanced from the
viewpoint of the average business, although verification might be difficult if the formula were used
internationally, The factor of tangible property may throw practically one-third of the income
to the factory, and the factor of gross receipts may throw practically one-third to the place of sale;
“but the salary factor serves to compensate in some measure for the arbitrariness of the other two ~
factors, in that it apportions one-third of the income in the ratio of remuneration for work done
in manufacturing and in selling, presupposing that, in the long run, the salaries or wages paid
to individuals are commensurate to the value of their services to the enterprise.

706. It is doubtful if any specific formula should be prescribed in the regime for allocation,
especially in view of the fact that there is such a great variety in the formulz prescribed, that
there has been so much litigation carried to the Swiss Federal Tribunal under the Swiss method,
and that only a few other American States have adopted the factors in the Massachusetts formula
and all admit of deviations to fit the'needs of a particular case. Despite all its experience in fixing
the percentage representing the relative importance -of the local branch to the foreign enterprise
as a whole, the Spanish report does not reveal that its Profits Jury has evolved any very definite
criteria. The Netherlands East India administration has been upheld by the Board of Tax Appeals
in prescribing certain percentages, but it is admitted that they are not binding for all cases. The
French administration, in fixing the taxable quota of dividends and interest paid abroad by a foreign
corporation which is subject to its tax on income from securities, has Iiberty to determine, in
accordance with the facts of each case, its interpretation of the general terms of the ratio : as;ets

! Supra, paragraph 2:9.
* Supra, paragraphs 221 to 231, ’
* Supra, paragraphs 280 to 28y, ’ )
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i 1 assets (biens en France & biens totaux). If a formula were prescribed to apply
:lr: I(T:;;zscev:ﬁe:?zo norma.q. market price or independent factory price c_ou]d be determined or
constructed, the Austrian fraction of two-thirds to manufacturg and Qne—thud to sale would be _the
simplest ; but the taxpayer and the tax official should be permitted, in the event that the fratztxon
operated inequitably, to propose modifications to fit the particular circumstances of each case.

707. Independent Production Price. — The measure .for del'imit_ing the profit _of a p]aptatmn
(e.g., rubber, cotton), mine (¢.g., copper, gold, silver), or oil well is fairly well esta bI_Lshe:d —1.e., tI}e
world or local market price at the date of shipment.! If the world r_narket price is quoted in
another country, it is appropriate to deduct the cost of transport, carrying charges aqd insurance
from there to the port of shipment, and the selling commission of the agency selling the Taw
materials. 2 If there is no world or local market price, the production profit might be determined
on the basis of a comparison with those made by similar enterprises and as a last resort by
apportionment in the ratio of appropriate factors. 3

708. Remuneration for Processing. — The most practical method of allocatipg incorm? tp a
refinery or other processing establishment is on the basis of what it charges to outsiders for similar
services, or if it renders no such services to outsiders, the price that would have to be paid to an
independent enterprise for such services. ¢ In the petroleum and possibly other extractive industries,
however, there is generally a market price at each stage of production and the profit of an
intermediate processing establishment may therefore be easily delimited. :

709. - Although no profit should be ascribed to buying raw materials or other goods for
shipment to another establishment of the enterprise without the country, ¢ remuneration may
be allocated to an establishment which grades, sorts or processes the purchased materials before
shipment. ? If the establishment performs no such services for outsiders, the most practical
‘method of determining a fair rate of remuneration is by considering what would be paid to an
independent enterprise for such services. 8 '

710. Remunmeration for Other Establishments. — For other types of establishments which
may be considered productive of income, or render services to the enterprise which can be
evaluated, ? it is impracticable at the present time to do more than prescribe the general method of

allocating to it the income that would be derived by an independent enterprise engaged in such
activities,

71X Remuneration fixed in Contract or Stateinent. — Assuming that the principles, methods
and critfzria of allocation are acceptable to administrations, it has been proposed that the method
of carrying on operations and the remuneration agreed be stipulated in a contract with a subsidiary,
or stated in a resolution of the board of directors or an affidavit of competent officials of the
enterprise in the case of a branch establishment. Such contracts have sometimes been used in

! Supra, paragraph 549 e seq.

¢ Supra, paragraph 556.

_’ A representative 9f one company whic_h mines and processes precious metal concentrates states that a pro-
ductan price at some given stage. In processing would generally be arbitrary, and suggests apportionment of the
(;(};r)ls;)lid?ted nett o_pera.;mg(%)roﬁt in the ratio of three weighted factors : (a) gross profit from sales 43 [erf cent ;

- otal property employed, 45 per cent; (¢) aggregate hours of employment of all cl; ees cent.
o] paragranhe 48 Tokcoe: g ployment of all classes of employees, 10 Per cent.
® Supra, paragraph s5s5.
¢ Supra, paragraphs 640, 641.
T Supra, paragraph 643.
8 “« 3 H NPT > “3 r r
See also “ Taxation of Foreign and National Enterprises™, Vol. V, paragraphs 127 to 131,

* Supra, pa “ ot . i .
paragrap}fs 132 :‘gi‘aphs 643 to 647. See also ** Taxation of Foreign and National Enterprises ~, Vol V.,
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the past to limit to a nominal amount the remuneration for services rendered to the enterprise
by subsidiaries and have been disregarded or rejected by court action. _;f the contract conforms
to the agreed tests of what should be allotted to a subsidiary, it should facilitate assessing its profits. .
The same is true of a statement pertaining to the relations between the enterprise and a bra:nch
establishment. In either case, the annual declaration of the subsidiary or branch would be verified
in the light of the contract or statement, pertinent accounts and other necessary data.

#12.  Summary of the Proposed Methods. — For the purpose of reflect}ng in the separate accounts
of each branch establishment of a foreign enterprise, the income it wa%ld denv.e if it were
an independent enterprise carrying on similar activities under similar conditions, various methods
have been proposed which are well known in commercial practice. These methods, if properly
applied, should automatically divide the operating income of an enterprise between its establlshrr}ents
so as to prevent any overlapping of assessments and recourse to the descnbe_d.methods of fractional
apportionment should rarely be necessary. In discussing these various {nethods, it has
been presupposed that an establishment has been engaged in only one type of activity. If, _however,
an establishment carries on two or more different activities in conjunction with other establishments,
the income from these activities could be separated and each class allocated in accordance with
the appropriate method. , 7 ~ !

713. The methods proposed may be classified under two general headings: (1) allocation on the
basis of remuneration for services rendered to the enterprise ; and (2) allocation on the basis of
presuming a sale between the interested establishments at the price which would prevail between
independent persons dealing at arm’s length. The former category is founded on the very
realistic proposition that, as in most instances the real centre of management is at the principal
productive establishment of the enterprise, the secondary establishments in other countries, whether _
engaged in processing, manufacturing or selling, should be regarded as serving the enterprise and
remunerated with a fee or commission for services which corresponds to what an independent
enterprise would receive for rendering such services. The other category is based on the supposition
that each establishment engaged in producing, processing or manufacturing materials sells at an
appropriate profit to the next establishment, which in turn sells at a profit to the subsequent
establishment, and so on, until the sales establishment, like an independent dealer or merchant,
sells the finished product to the public. Under the former theory, income may be deemed to
accrue as and when the services are rendered. Under the latter theory, no income arises, in
principle, until the goods have been sold to an outsider, at which moment the book profit to each
establishment definitely accrues. An exception to this proposition has been suggested in the
case where raw materials are produced in one country and transferred to an establishment in
another, which combines them with other materials in manufacturing a product for sale in the second
and also in third countries. The reasons for this exception are that it would be impracticable to
try to trace these materials through to their final sale, where their identity is largely lost in the
process of manufacture. It has been proposed that, in this case, the profit that would have
accrued to the first country if the raw materials had been sold at the world market price on the date
of shipment to the second establishment be regarded as taxable there, unless any loss resulting-from
the eventual sale of the same materials or products made from them can be specifically traced back.
It has also been proposed that, where world market prices exist for raw materials in theirstages
before and after processing, such market prices may be used for delimiting the gross profit allocable
to the processing establishment.

714. As regards other types of establishments, it is recommended that the selection of the
method should depend, in so far as possible, upon recognised methods of operation for the particular
types of enterprise apd upon practicability, The method chosen should not only be the most
convenient from the viewpoint of the taxpayer, but should facilitate verification by the tax collector

.
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“through reflecting in the accounts of the branch and supporting data all that is necessary to compute
the taxable income.

As the tax is on net income, it is necessary to show the gross income or profit allocable to the
given establishment and the related expenses, losses and other deductions allowable under the'law
of the country in which the establishment is situated. Where income is allocated on the basis of
remuneration for services rendered, there is attributed to such an establishment the gross amount
of remuneration, whether in the form of a fee paid per unit of production, or a certain percentage
of sales receipts or commission, and the balance of the income is allocated to the real centre of
management. The net taxable income is equal to this gross amount less the actual expenses of the
establishment in handling the goods. As the goods remain the property of the enterprise until
sold, all expenses and losses incident to ownership and to the transportation of such property from
establishment to establishment are allocated to the real centre of management. On the contrary,
if income is allocated by presuming a sale between establishments, the. corollary is to presume
that the capital and funds borrowed by the enterprise to finance the operation, the management
and all the risks of ownership are apportioned between the several establishments in relation to the
time that each presumptively held title to the goods. Consequently, to compute the net profit of each
establishment, it is necessary to deduct from the gross profit (represented by the difference between
the actual or presumptive cost price and the presumptive or actual sale price), not only the actual
expenses of the establishment itself, but also the transport cost and insurance from the preceding
establishment, interest on funds borrowed to finance the operation on which it is engaged, and a
presumptive share of the losses of the enterprise which can be ascribed to such establishment. If,
however, an adeqnate proportion of the items of general overhead of the enterprise were included in
the transfer price to the establishment, an additional part thereof should not be deductedin computing
its net income.

715. It is obvious that this latter method cannot readily be applied in practice unless a given
establishment is fairly autonomous. If the establishment were also provided with an adequate
capital to carry on its activities, which might be necessary in certain countries where there is a tax
on capital, this method could more easily be applied. If, however, the branch establishment is
an ordinary sales branch, or a processing establishment, the application of this method involves
too many assumptions to be practicable. Moreover, it is probable that if a dealer’s discount were

_allocated to an establishment and all the local and imputed items of expense were deducted, the
net income remaining would be fairly equivalent to that which would result in attributing a fee or
commission and deducting the local expenses of the establishment. It is a significant fact that
whereas dealers’ discounts average about 15 or 20 per cent of the list price at which branded articles
are sold to customers, a fair rate of commission is 5 per cent. These figures are, of course, exemplary,
as rates vary greatly from trade to trade. Asa prerequisite for allocation methods is simplicity and
practicability, it is recommended that the method of remuneration for services rendered be applied
wherever possible,

716. DBriefly, the fundamental obligation of the taxpayer is so to conduct the intra-enterprise
operations that the separate accounting for each establishment reflects its taxable income. If the
indicated methods of operation are followed, this result should be achieved. If the business of the
taxpayer is such that neither one of the indicated methods can be employed, he should be permitted
to show that his accounts regularly maintained on another basis adequately reflect the taxable
income of the given establishment, or to propose an appropriate method of apportioning the joint
income of two or more establishments.

BANKING AND FINANCIAL ENTERPRISES.

717. It is proposed that, as a general rule, the allocation of income of banks operating in
two or more countries be effected on the basis of a separate accounting for the branch or branches
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in each country, treated as if they were independent banks.* This presupposes that transactions
between the head office and the various branches, or between the various branches themselves,
will be carried out, in so far as feasible, on the same basis as they would with other banks or clients
in order to reduce to a minimum the questions of determining what part of the joint profits
of two or more establishments, and also what part of the joint expenses of two or more
establishments and of the general overhead expense, is allocable to each establishment.

718. A strict application of the principle of treating "a branch like an independent bank
would involve allotting to the branch the same amount of capital it would have if it were an
“independent bank, but such an immobilisation of capital would be most undesirable. One of the
advantages of branch banking is that it assures the free flow of funds from places where they
are not being used to places where they are most needed. As the unhampered movement of funds
is essential to international business, any allocation procedure for banks should be designed to
facilitate such transfers of funds as much as possible.

719. The items of income of a bank operating internationally consist of, first, items that
are clearly allocable to a definite source, either in the country of a branch or in the country of
the head office ; secondly, income derived by an establishment in one country ffom effecting
transactions in other countries where there may or may not be a branch; and, thirdly, income
resulting from intra-company transactions, described by British authorities as “ interlocking trans-
actions ”, which give rise to difficult questions of allocation.

Income allocable to a Definite Source.

720. The items of income which are deiinitely allocable to the branch and subject to taxation
in the country in which it is situated include : . ~

(1) Interest received in respect of deposits by the branch in other banks within the
country in which the branch is situated ; '

(2) Interest on loans by the branch to outsiders resident within the country of the
branch ; -

(3) Income from discounting by the branch commercial paper issued by local corporations
and bills of the Government of the country of the branch ;

(4) Income realised by a branch from dealing in foreign exchange ;
(5) Profits realised by a branch from purchasing and selling securities within the country ;

_(6) Income received by a branch from, investments in securities issued by corporations
resident in the country of the branch ; :

(7) Proﬁt_s or commissions received by a branch from underwriting and/or selling within
the country an issue of securities (regardless of where the issuing entity is domiciled) ;

(8) Fees and/or commissions received by a branch for effecting collections or rendering
services within the country ;

. (9) Ren‘gs received from leasing office space in buildings owned or leased by the branch,
and located within the country of the branch

(10) Rent received from leasing safe-deposit boxes by the branch.

>

721. For purposes of allocation, these same rules apply t inci
establishment of the banking enterprise, PPY to the head offce or principal

t Supra, paragraph 466 e seq.
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Income attrebutable to Two Sources.

722. If a branch makes deposits for its own account or for the account of the head office
(nostra account) in a bank in another country, the interest on such deposits may be subjected to
taxation in two or even three countries : first, by the country in which is situated the bank that
pays the interest ; secondly, by the country in which is situated the branch receiving -the. %nteres_t ;
and, thirdly, by the country in which is situated the bank’s head office, by reason of liability to its
tax on the basis of total net income. The liability in the second country is due to the fairly general
practice of treating the funds of a bank like the stock-in-trade of a commercial .enterprise, and to
assign income from dealings in such funds to the branch which effects such dealings, regardless of
the fact that the income may be taxed as a separate item in the country of source and again as a
part of the total net income in the country of fiscal domicile. The same is true of interest on loans
to borrowers who are resident in third countries, such interest being subject sometimes to tax by
withholding at source at the residence of the borrower ; secondly, at the branch which receives
such interest and includes it in the general receipts from its activities ; and, thirdly, in the country
where the banking enterprise has its fiscal domicile. The same treatment may be applied to income
from foreign securities held in the portfolio of the branch. Dual and even treble liability may also
arise in respect of interest on customers’ foreign currency accounts.

723. In order to restrict the interested countries to one country of source, which may or
may not — according to the case — be the same as the country of domicile, it is necessary either
to deprive the country in which the debtor of the interest resides of its tax on such interest, or
else to exclude such items from the taxable income of the branch itself. With regard to commercial
enterprises, it is proposed that they be taxable only in countries in which they have a permanent
establishment, and that, if a branch in one country sells to customers in another country in which
there is no permanent establishment, the income from such transaction shall be assignable to the
branch in the first-mentioned country. If an analogous solution were a pplied in the case of banks,
the country of residence of the debtor, in which there was no branch of the lending bank, would
forego its tax in favour of the country in which was situated the lending branch.

724. In the case of banks, however, this principle should be extended even to the case where
a branch in one State makes deposits in banks in a State where the enterprise has a branch because,
in the same manner as an independent bank, it often has correspondent banks in the same city
as the branch or in other cities in that State and has to keep deposits with them in order to meet
drafts or exchange contracts or for other purposes. As it is desirable to remove all obstacles to the
flow of money, it is recommended that the permanent establishment rule thus understood be applied
to banks, with the consequence that if a branch in one country makes deposits for a customer’s
account, or for its own account, or for head-office account, in another bank, even in a third State
where the enterprise has a branch, the interest on such transactions should be allocated for tax
.purposes to the country of the branch which makes the deposit. In order to remove further tax
barriers to the flow of money, the same rule should apply to interest on loans to borrowers other than
those considered as investments in the next paragraph (725), and for reasons of practicability to
Income from purchasing and selling securities in the third country, from underwriting securities
Issued by a corporation in the third country, and income from exchange and other transactions
carried out in the third country.

725. If, however, the branch invests funds in stocks or bonds of corporations in the third
country, or invests in real-estate bonds or in mortgages issued on real estate in the third country,
1t seems desirable that, for purposes of allocation, the third country’s right to tax such income from
sources in its territory be recognised. Under its laws or treaties, the third country may elect to
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exempt such income from its tax, and such income may remain taxable as part of the inqqme of the
branch in the second country and also as part of the total net income taxable at the domicile of the
banking enterprise, unless the two countries agree to some rule to prevent double taxation. If
the country of source taxes such income, it may be subject to triple taxation. If the prior right
of the country of source is exercised, double taxation could be prevented by the country of the
branch giving a credit against its tax in respect of the tax paid at source, and by the country
of fiscal domicile giving similar relief against its tax on total net income.

Income from Inter-branch Transactions.

726, If a branch buys and sells foreign exchange (bills drawn in currency of another country,
foreign currency transfers and foreign currencies) for spot or future delivery, the profit or loss
resulting therefrom is obviously allocable to the branch. The rule should be the same in whatever
market the exchange is bought or sold, whoever the other party to the operation may be —
whether the head office, another branch, or an outside party, and even if the transaction with the
outside party is effected through the agency of another branch -~ and irrespective of whether it is
a direct operation or an arbitrage transaction involving three or more countries. All exchange
contracts to which the branch is a party, as either buyer or seller, should be reflected on its books
and only these contracts should be included in calculating the profit or loss accruing to the branch.

727. The same general principles should be applied to the purchase and sale of securities
which are quoted on the exchanges of two or more countries.

728. 1f a branch discounts a bill of exchange or a Government bill and transfers it to a branch
in another country, each branch should receive that part of the interest or discount which
corresponds to the time during which the paper was carried in its assets. The same rule should
apply to any bond or certificate of indebtedness which is transferred from one branch to another.

729. Compensation for taking drafts or cheques for collection should be allocated to the branch
which takes the cheque and not to the branch which collects from the drawee.

730. If a banking enterprise undertakes, whether alone or in a syndicate, to underwrite or
purchase bonds issued by a corporation or other entity in one country which are to be sold in
another country, the entire profit accruing to the enterprise should be deemed to arise at its head
office, as it is there that the direction of the operations and the risks involved are centred.
Nevertheless, each foreign branch which participated either in securing the loan, negotiating its
terms, or selling the bonds should be assigned a commission or other remuneration which is

commensurate to the value of its services, and should therefore be acceptable as a basis for the
income-tax. -0 :

Allocation of Deductible I'nlerest.

731. Perhaps the most difficult question of allocation for banks is determining the allowable
deductions for interest. A large part of a bank’s earnings are derived, of course, from making
loans to outsiders, for which interest is paid to the bank. Normally, from the gross amount

received from such dealings in money, there should be deducted the cost of the money itself (7.e.,
interest paid to depositors or to lenders). o

_732.  Asa general rule, a banking enterprise may not deduct interest on its own capital funds
which term includes capital, surplus and undivided profits ; on the other hand, it may deduct;
Interest actually paid on the deposits of its clients and money borrowed from o,ther banks. In
some countries, the bank or branch may be required to deduct or withhold tax from interest paid

to depositors or other creditors, but this tax is on the creditor,
. ) , and the b
serves as collecting agent for the Government. ankc or branch merely
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33. Where a banking corporation with its head office in country A has branches in countries
B, C, D, each of which receives deposits, the problem arises in each country as to the amount
of the deduction to be allowed in respect of interest. If each branch had sufﬁ_c1ent cap1ta1 and
deposits to meet the demand for loans, no problem should arise, because a deduction from its gross
income should be allowed for the interest actually paid to depositors. Mos’g b;'anches, h_owever,
operate to a greater or less degree on credits or advances received from tht? principal establishment
of the bank, or branches in other countries. Such advances may consist partly of the bank’s
capital funds, partly of funds borrowed from other banks, and partly of_ funds frqm deposits. T_he
interest due to outsiders on deposits in and loans to the bank’s establishments in other countries
would be deductible in those countries, and the question arises as to whether a deduction for interest
should be likewise allowed to the branch which receives an advance out of such funds from another
establishment of the bank and makes loans to outsiders.

734. Tt is customary for the head office or each branch to charge interest at the current local
" market rate in respect of the amount advanced to a branch in a foreign country, and for such
branch to charge interest at the current market rate if it in turn advances funds to the head office
or another branch. The interest paid to depositors may be greater or less than the current inter-
bank lending rate, depending on the market conditions or banking réquirements in the country
concerned, but, as this same situation prevails in the case of independent banks, the inter-bank
lending rate should be acknowledged as an appropriate basis for advances or loans between branches

which are treated in so far as possible as independent banks. This system has the advantage of
" reflecting clearly the gross profit earned in a given country — i.e., the difference between the cost
of the money at the current market rate in the country from which the funds came and the interest
rate received for the money in the country in which the funds were lent to third parties.

735. Briefly, the interest rate for funds supplied by one establishment to another in the form
of an advance, loan, overdraft or otherwise should be the same as that prevailing between banks
for similar transactions in the same currency in the country of the creditor. It is assumed that
any establishment of a_bank will be given the best terms of credit by another establishment and
that it will borrow in the country where the rate is lowest. If one establishment makes a bona-fide
deposit in another establishment — for example, for the purpose of meeting drafts or exchange
commitments — the rate prevailing in the country where the deposit is made should, of course, be
used.

736. There is one difficulty, however — namely, the disallowance of interest on the bank’s
own capital, whether in the country of the head office or in that of the branch. Although, as a rule,
an amount fairly equivalent to the bank’s capital funds is invested in bank buildings and
Government securities and held as cash in the country of the head office, in fact the capital funds
and the deposit and borrowed funds become mingled, and it is impossible to say just what proportion
of funds used for a particular purpose is out of capital, surplus and undivided profits and how
much is out of deposits and borrowings. If a branch is not allotted a permanent capital which is
adequate for its particular needs, it may be assumed that the entire amount of capital (which term
includes capital, surplus and undivided profits) of the enterprise backs the deposits and
other liabilities of the branch just as it backs all the other liabilities of the enterprise. In short,
one may assume that the ratio of capital funds to Yiabilities at the branch is the same as that
throughout the entire enterprise. Interest received from lending bank funds (whether out of capital,
deposits or borrowings) to outsiders may be regarded as income to the establishment which made the

-loan. Interest paid by a branch to outsiders on deposits or borrowings is a deductible expense for
the branch. As one part of the enterprise is not permitted to charge another part interest on the
enterprise’s own capital, an adjustment must be made, however, when interest is charged on inter-
establishment loans. If the proportion of capital to liabilities is deemed to be the same throughout
the entire enterprise, it may be assumed that the same proportion obtains in every inter-establishment
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advance. Likewise, interest received on such advances may be considered as accruing in the same
proportion to capital funds and to deposit or borrowed funds. 'Interest gharged on inter-
establishment advances should be regarded as income to the lending establishment and as a
deductible expense to the debtor establishment, except in so far as the mterest_relates to capital
contained in the funds advanced. In other words, the excludable interest pertaining to-capital is
the same percentage of total interest on inter-establishment advances as the ente_rprige’s. pg.pital
(including surplus and undivided profits) bears to the total of its capital and of its liabilities to
outsiders (deposits and berrowings). ‘

737. The preceding considerations are taken into account in the general rule proposed below
for the allocation of interest on Inter-establishment advances.

Where one establishment of the enterprise is in the position of a creditor or debtor in relation
to another establishment of the enterprise, the following provisions shall apply :

(1) If a permanent establishment in one State (creditor establishment) supplies funds,
whether in the form of an advance, loan, overdraft or otherwise, to a permanent establishment
in a second State (debtor establishment), for tax purposes interest shall be deemed to accrue
as income to the creditor establishment and as a deduction from gross income to the debtor
establishment,and such interest shall be computed at the inter-bank rate for similar transactions
in the country where is situated the creditor establishment. '

- (2) Contrary to the provisions of the preceding paragraph, from the interest accruing
as income to the creditor establishment and deductible from gross income by the debtor
establishment there shall be excluded the interest corresponding to the permanent capital
allotted to the debtor establishment in the form of advances, loans, overdrafts or otherwise,

(3) If the interest pertaining to the permanent capital necessary for the operations
of the establishment cannot be determined on the basis of its own accounts, such interest may
be deemed to be the same proportion of the interest charged on advances, loans, overdrafts
or otherwise as the total of the capital (which term includes capital, surplus and undivided
profits) of the enterprise bears to the total of its capital and of its liabilities to outsiders (deposits
and borrowed funds), at the close of the previous accounting year of such enterprise ; the rate
of exchange used in determining said ratio shall be the closing market rate for wire or cable
transfers used by the head office for the exchange quotations of the currencies in the States
where the branch establishments are situate.

(4) If one establishment places funds with another establishment in the form of a deposit
for regular business purposes, interest at the rate for such deposits in the country of the debtor
establishment shall be deemed to accrue as provided in paragraph (1) above ; and, if the interest
pertaining to the capital necessary for the debtor establishment cannot be computed on the
basis of its own accounts, there shall be excluded from the interest charged on deposits the part
of such interest which pertains to the proportion of capital deemed to be included in the funds
deposited, in the manner provided in paragraph (3) above.

738. The application of the preceding formula will in most instances be facilitated by the
fact that banks generally make up a consolidated balance sheet at the close of each accounting year
which indicates clearly the figures used in cofnputing the percentage, and also by the fact that the
market rates of exchange in the country of the head office are to be used. In practice, once the

percentage has been computed, it will be applied to the net balance of interest due to or pavable
by each establishment to the other establishments of the enterprise. i

General Overhead.

739. With regard to

general overhead, a part of
GG i part of the general overhead of the head office

r indirectly on behalf of a branch, in addition to the amounts regarded
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as the overhead expense of that branch. The items of expense of a branch which are definitely
allocable to it are, for example,salaries and wages of local officers and employees, rent for premises,
depreciation, repairs, taxes, heat, light and supplies. The items of general overhead of the home
office which pertain directly to a branch include the salaries of officers and employees who are
employed in supervising the branch or representing it in its relations with the home office, keeping
or auditing its accounts, and the like. Such items of compensation for direct labour and other
expense are susceptible of definite allocation to the given branch.

740. There are other itéms which benefit the enterprise as-a whole, such as salaries of the
general officers of the bank, and could, in principle, be apportioned in some appropriate manner
between the various units, but no rule for such an apportionment is recommended because, as
-a matter of policy, most banks do not charge a foreign branch with a proportionate part of theze
items of general overhead, :

N

Losses.

741. The losses on loans or other operations of banking enterprises should be allocated to
the branch to which the income from such transactions would have been allocated under the above
principles. The net profit or loss of a given branch, however, should be determined for tax purposes
without regard to the net profit or loss of the enterprise as a whole.

INSURANCE ENTERPRISES.

.~ 742. So many countries have special legislative provisions! concerning the taxation of
Insurance enterprises and se few complaints have been presented concerning allocation under
those provisions that it appears unnecessary to embody in the contemplated treaty any special
rules or methods for application in the first instance with regard to enterprises engaged in any
class of insurance. In the event, however, that any insurance enterprise should suffer double
taxation from its being subjected to the allocation provisions contained in the laws of the various
States in which it has permanent establishments, it is recommended that such an enterprise be
allowed_ to request .that each permanent establishment be assessed on the basis of the same
proportion of the total net income of the enterprise as the premiumspaid to each establishment for
risks insured in the country bear to the total premiums paid to the enterprise.

TRANSPORT ENTERPRISES.

743. With regard to'land transport enterprises, the soundest principle of allocation is that
of allocating to a given State the gross receipts and related expenses, losses and other allowable

;deductions_ which pertain to the services rendered in such State, and this rule is now followed
almost universally, 2 '

744 Nevex:theless, to take care of land transport enterprises which cannot reflect their
taxable income in the separate accounts maintained in each State where they have permanent

establishments, certain principles of apportionment should b i i i
) ¢ recognised which w :
from cases of double taxation that might arise. srisec which will profect them

745. It is therefore recommended that a provision should be inserted i i
: nme in the treaty to permit,
where the above-rpenhoned principle cannot be carried out, an agreement for apportion}menf of the
net income of railroad enterprises derived from supplying passenger-car or sleeping-car service

! Supra, paragraph 490 et seq.
¥ Supra, paragraph si2 et seq.
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in the ratio of the number of cars per mile or kilometre of tracks travelled in the country to.the
total car-miles or car-kilometres of such services ; and that the net income derived from carrying
freight be apportioned in the ratio of ton-miles or ton-kilometres of transportation within the
State to the total ton-miles or ton-kilometres of such service.

746, 1In the case of autobus enterprises, recourse could be had to the apportionment of the
total net income in the ratio of the total number of autobuses used per mile or kilometre of roads
travelled in the State to the total autobus-miles or autobus-kilometres of such service. !

747. As regards maritime navigation enterprises, the principle has been almost universally
recognised that their income should be taxable only in the State of fiscal domicile. 2 This principle -
of taxation only at fiscal domicile, or of reciprocal exemption from taxation in States other than
that of fiscal domicile, was likewise recommended for general adoption in the case of air navigation
enterprises by the General Meeting of Governmental Experts held in Geneva in October 1928. 3 The
same principle is now applied by some States with regard to lake and fluvial navigation, and it is
recommended for general application in the case of enterprises engaged in such services. 4

248. The few jurisdictions which have not adopted the principle of reciprocal exemption
now have in their laws methods of computing the taxable income of foreign maritime navigation
companies. It is recommended that if such States continue their present methods of allocation
they should observe the limitation that the amount of income thus assessed to tax shall not exceed
the same proportion of the total net income derived from freight or passenger service as the receipts
for outgoing freight or passenger service from such State bear to the total receipts from such services.

749. This same limitation should be applied in the case of lake navigation enterprises. If
the State does not apply the principle of reciprocal exemption in the case of fluvial navigation
enterprises, it is recommended that the assessment made under its existing laws should not exceed
the same proportion of the total net income derived by the enterprise from transporting passengers
or freight as the number of boats used per mile or kilometre travelled within its territorial waters
bear to the total boat-miles or boat-kilometres of such service. ’ '

750. Likewise, if a State does not apply the principle of reciprocal exemption in the case
of air navigation enterprises, it is recommended that the assessment under its existing laws shall
not exceed the same proportion of the total net income derived from transporting passengers or
freight as the ratio of the number of planes per mile or kilometre of distance flown in such State
to the total plane-miles or plane-kilometres of such service.

PoweR, LicHT AND GAS ENTERPRISES.

75I. As enterprises supplying power, light and gas seldom operate across State frontiers, 5
it is not considered necessary to formulate any special provisions concerning them ; the general
recommendations concerning taxation on the basis of separate accounting € should be sufficient
to cover them.

! Supra, paragraph 524.

$ Supra, paragraph 525 ef seq.

3 See League of N{iﬁons document C.562.M.178.1928.11, Draft Convention No, 1a, Article 5, last paragrayh,
page 8 ; Draft Convention No. 15, Article 2B, last paragraph, page 16 ; Draft Convention No. 1¢, Article 3, Jast
paragraph, page 19. See also supra, paragraphs 536 and 537. . '

4 Supra, paragraph 53s.

* Supra, paragraph 538 et seq,

® Supra, paragraphs 671 and 672.
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TELEGRAPH, TELEPHONE, RADIO AND CABLE ENTERPRISES.

752. As regards telegraph, telephone, radio and cable companies,! in general, the volume of
traffic in one direction approximately equals the volume in the reverse direction, because the average
message givés rise to a reply by the same medium of communication. However, it sometimes
occurs that the word rate is greater in one direction, between two given countries, than in the
reverse direction. Consequently, even though the volume of traffic may be equalised as to
direction, the income flowing therefrom is not necessarily equalised between the two countries.
There is also the complication that senders in one direction may tend to use deferred service, with
lower rates, more than those in the reverse direction, so that the income by countries is
not necessarily in direct proportion to words transmitted.

»53. These and other factors tend to make difficult the problem of equitable apportionment
of income between countries, but the basis of ““ origin of messages ” is, in the long run, believed
to be as equitable a basis as any, and it is perhaps the most simple basis of apportionment. Under
this basis, operating receipts (after payout for transmission beyond the company circuit) are
allocated to the jurisdiction in which the message originates on the company’s circuit.

754. It is fundamental that the establishment of a communications business within a
jurisdiction will not be undertaken unless the management is convinced that the income from
messages originating in that jurisdiction will give a fair return over and above the expenses of
operating in that jurisdiction. The expenses of operating here considered would doubtless be all
direct operating costs within that jurisdiction, except operating costs applicable to * through ”
or " transit ”’ messages neither originating in nor destined to that jurisdiction, and a proportionate
part of overhead expenses. Obviously, expenses incurred in that country in the handling of
“ transit traffic” are not proper charges against the income allocated to that country on the
* origin of message "’ basis.

755. The local books ordinarily reflect the entire tolls for prepaid messages, before payouts
to connecting lines, as well as the amounts collected on incoming ‘“ collect ” messages. To arrive
at income on the “ origin of message ** basis, it would be necessary either to compute the amount
of payouts at local offices, and record this in local books, or to obtain this data from the head
administrative office. The outgoing collect message income would also be obtained from the
head administrative office, as this data is not available locally.

756. From the receipts allocable to a permanent establishment on the origin-of-message
basis, there should be deducted, not only the payouts to other companies for transmitting messages
originating to such establishment, but also the transit expenses pertaining to such messages
which are incurred by the company’s establishments in other countries.

757. The other deductions allocable to an establishment should include all items of direct
operating expense incurred at that establishment, including a reasonable allowance for depreciation
of property, other than ocean cables, maintained by the establishment. The part of the operating

. expense which pertains to transit of messages originating at establishments in other countries
should of ccurse be allocated to such other establishments. If it is impracticable to show in the
accounts pertaining to an establishment in one country such charges made to establishments in
other countries, the amount thereof could be computed on a * word basis ”’. The equation would
be : The handling expenses of transit traffic are to total handling expenses as transit words are
to total words handled. As telegraph, radio and cable companies usually maintain statistics of

L Supra, paragraph 542 ef seq.

v, 14°
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words transmitted, the data necessary to make-this equitable segregation of expenses shoul.d be
readily available. .

758. The deductions should also include a proportionate part of the expenses p(_ertaining to
the enterprise as a whole, and not to any one establishment, suc_h as ge{leral administrative expense,
expense of operating relay stations not themselves productive of income, and depreciation of
ocean cables. This proportion should likewise be determined on the origin-of-message basis
— i.e., by the ratio of words originating at the establishment to the total words transmitted by

the enterprise. ‘
MINING AND AGRICULTURAL ENTERPRISES.

750. Mining or extractive industries of all kinds® have been treated in conjunction with
industrial and mercantile enterprises, 2 because practically the only cases of allocation that arise
are where the mine is in one State and the sales establishment is in a second, or the materials
mined or extracted are shipped for processing or manufacture to another State. The same is true
of enterprises owning rubber, rice, sugar, tea or other plantations.

-

‘OTHER KINDS OF ENTERPRISES.

760. Practically the only other enterprises which have given rise to questions of allocation
are those which produce moving-picture films in one State and lease them to distributors in a
second. 3 Itisrecommended that such enterprises be assimilated in so far as possible to enterprises
manufacturing in one State and selling in another, in order that the profit derived from producing
and distributing the films may be fairly apportioned between the two States. If the whole income
derived from leasing the films to distributors in the second State is regarded as a royalty, the whole
profit would be allocated to the State where the film is shown and none would be allocated to the
State where the film has been produced. Consequently, where the enterprise produces films
at a permanent establishment in one State and leases them through a permanent establishment in
a second State to moving-picture houses in a second State or in a third State, it is recommended
that only a reasonable commission on, or part of, the rentals received by such distributing
establishment in the second State be allocated to such State and that the balance of the income be
allocated to the first State as the equivalent of the profit attributable to production. Such an
enterprise may be assimilated to one which manufactures machines or other movable property
in one State and leases such property through its permanent establishment in a second State to
persons in such State. Clearly, a reasonable part of the rentals should be regarded as income
attributable to the manufacturing plant,

PROCEDURE.

761. 1In the preceding paragraphs, principles and methods of allocation have been advocated
which, if followed in goodwill by the taxpayer and the tax collector,”should result in preventing
double taxation of the same income on grounds of source. In general, the procedure is to classify
the various items of income of the enterprise and allocate each to its separate source. Tor the
enterprises which derive income from the production and sale of goods recognised and practical
commercial methods have been proposed which, if properly applied, should automatically divide
the income between establishments which have participated in producing it. The very nature
of the operations of banking and communications enterprises has permitted the formulation of

! Supra, paragraph 549 et seq.
* Supra, paragraph 632 et seq.
¥ Supra, paragraph 3566,
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precise rules for allocating the various items of income and rglated expense. So few problems have
arisen in practice in connection with other types of enterprises, that it has not been necessary to
do more than prescribe general principles and indicate certain safeguards. For most enterprises
the observance of the basic principles of the regime should preclude the superposition of source
taxes. .
Nevertheless, it is expedient to envisage the possible occurrence pf dis'ag?cements as tu the
meaning of provisions of the contemplated treaty or the application of its principles or methods.
As regards industrial and mercantile enterprises, whatever the method applied in the case of
a given branch establishment of a foreign enterprise, it should be applied consistently as long as
the situation of the establishment remains essentially the same. If, for example, the income of
a sales establishment is first determined on the independent commission basis, and the establishment
grows and becomes a more or less autonomous mercantile establishment, there may be reason tn

shift to the independent dealer’s price basis.

762, As the very purpose of the allocation regime is to prevent the double taxation resulting
from two countries claiming tax on the same profits on grounds of source, it is essential that the
two (or more) countries in which there are establishments co-operating in the production of income
should be in accord as to the method of dividing it between them. To avoid disputes, the contem-
plated treaty should indicate the method considered most satisfactory for a particular type of
establishinent, for example, the independent commission basis for the ordinary sales branch. When
the circumstances are such that either the commission basis or the independent dealer price might
be used, obviously the taxpayer, assuming its tax integrity to be above reproach, can best decide
which method is most appropriate to employ. The method selected by the taxpayer must of
course be acceptable to the tax authorities of the country in which the given establishment is
situated. The authorities of that country should have the prior right to determine its reasonableness,
in the light of the treaty provisions, because they have full jurisdiction over the activities of the
establishment. It is only in the case where the method, or the rate of commission or dealer’s price
is clearly unreasonable that the other administration (ordinarily that of the country of fiscal domicile)
should object.. Obviously, if the taxpayer prefers recourse to fractional apportionment of the joint
income of two or more establishments it should secure agreement from all interested administrations
concerning the factors to be employed. If two or more administrations make assessments which
overlap, the taxpayer should appeal, in the ordinary manner against the assessment which, according
to the letter or the spirit of the convention, is excessive. If the claims of both administrations
are excessive, it should be permitted to request the administration of the country of fiscal domicile
to communicate with that of the other country, or if the administrations involved are both foreign,
it should be allowed to request both of them to endeavour to come to an equitable settlement. If
the dispute cannot thus be settled by agreement between the interested administrations, the taxpayer
should be permitted to appeal, either through the Government of the country of its fiscal domicile,
or directly, to some factual commission appointed by the League of Nations or to the Permanent
Court of International Justice.
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