Uncertainty over EU savings tax Directive

Differences over the application of the EU Directive on the taxation of savings in Member States' associate and dependent territories and over negotiations with third countries emerged during the ECOFIN meeting on 4 November.
In June, EU finance ministers agreed, as part of a package of three measures to tackle harmful tax competition, a Directive to ensure that interest payments on savings held by individuals within the EU would be taxed.
The Directive is to be implemented by 1 January 2004 and applied from 1 January 2005, provided certain third countries, such as Switzerland, and relevant dependent or associated territories agree to apply equivalent or the same measures from the same date.
In the case of associate and dependent territories, the Directive provides for the application of identical measures to those proposed for EU members, either automatic exchange of information or a withholding tax at source.
In September, UK Chancellor Gordon Brown told EU finance ministers that Guernsey, Jersey and the Isle of Man would apply a withholding tax regime similar to that permitted in Austria, Belgium, and Luxembourg.
The British Virgin Islands, Turks & Caicos Islands and Montserrat had also indicated they would comply with the new EU rules. But Brown admitted that the Cayman Islands had not come forward with proposals, and he would legislate if necessary. "It would probably be through a Treasury order - secondary legislation," said the Treasury.
But Belgium voted against Jersey’s request to the EU to introduce a system "similar" to that agreed by Switzerland – taxation at source and exchange of information on demand rather than automatically. It said that associate and dependent territories were required to introduce "identical" measures.
The Netherlands proposed drawing up a standard agreement to enable Member States to negotiate separate agreements with associate and dependent territories. The aim is to secure a consensus by the beginning of January.
The Directive also provides for the conclusion of agreements with third countries to ensure the introduction of "equivalent" measures. Agreement was reached with Switzerland on 6 March and the European Commission said that reciprocal deals with Monaco, San Marino and Andorra were within reach. 
But EU internal market commissioner Frits Bolkestein warned that Liechtenstein remained unwilling to co-operate. "The Commission has asked the EU to apply pressure on Liechtenstein," his spokesman said.

China and Hong Kong sign Closer Economic Partnership Arrangement

A “Closer Economic Partnership Arrangement” (CEPA) was signed between Hong Kong and China on 29 June. It will scrap tariffs on 273 types of Hong Kong exports and liberalise market access for 17 service sectors.
The CEPA covers three broad areas, namely trade in goods, trade in services, and trade and investment facilitation. The specific commitments in liberalising trade in goods and services under CEPA will be implemented from 1 January 2004.
For goods, exports to the Mainland of “Hong Kong origin” from some 270 tariff classes will enjoy zero tariffs from 1 January 2004, provided they meet CEPA rules of origin requirements. China has also agreed to apply zero import tariff by 1 January 2006 upon applications by local manufacturers for other tariff classes and meeting the CEPA rules of origin. Hong Kong will continue to apply zero tariffs for Mainland products.
For services, CEPA removes market access restrictions for 17 service sectors, including financial services (banking, securities and insurance), for “Hong Kong companies” ahead of China’s WTO commitments. “Hong Kong companies” must be registered and established in Hong Kong, pay profits tax, have substantive operations in Hong Kong for a specified number of years, rent or own business premises in Hong Kong, and employ staff locally.
It is possible for foreign companies with operations in Hong Kong, including local subsidiaries of multinationals, to enjoy the benefits of CEPA provided they meet the criteria for being defined as a Hong Kong company.
For trade and investment facilitation, the CEPA provides for the promotion of cooperation between China and Hong Kong in seven areas – customs clearance, quarantine and inspection of commodities, quality assurance and food safety, small and medium-sized enterprises, Chinese medicine and medical products, electronic commerce, trade and investment promotion, and transparency in law and regulations.

Bermuda proposes to regulate corporate service providers

The Ministry of Finance issued proposals for a licensing system for corporate service providers and money service providers. The proposals stem from the KPMG Review of Financial Regulation in the Caribbean Overseas Territories & Bermuda.
KPMG noted that legal and accounting professions were not covered by the Proceeds of Crime Law and that accounting firms provided the bulk of business management services in Bermuda.
Corporate service providers are entities that undertake business management functions such as the formation of companies for clients, the provision of a registered office, nominee shareholders or director services and the preparation and filing of statutory forms.
Money service providers are non-bank entities that provide financial services such as lending, cheque cashing, and payment of credit and debit cards. Such entities currently do not require a licence to provide such services and therefore are not regulated.

Northern Bank fined for anti-money laundering failings

The UK Financial Services Authority (FSA) fined Northern Bank £1,250,000 after an investigation revealed weaknesses in anti-money laundering controls across its retail branch network.
The investigation found that Northern Bank failed to obtain sufficient “know your customer” information to prove customer identity in an unacceptable number of new business accounts opened across its retail branch network between December 2001 and September 2002.
The FSA said: “The steps Northern Bank took to satisfy itself that its customers, particularly business customers, really were who they claimed to be, were inadequate. Northern Bank had previously identified weaknesses in their customer identification procedures but allowed them to persist.
“The size of the fine in this case reflects the prevalence of the breaches, Northern Bank’s share of the market it operates in and its failure to take prompt and effective remedial action after it had originally identified its own failings.”

EU proposal to amend Mutual Assistance in Taxation Directive

The European Commission published a proposal to amend the Directive on Mutual Assistance in Taxation (77/799/EEC) which governs exchange of information between member states in cross-border tax investigations.
The Directive deals with three types of tax information exchange – information on request, automatic exchange and spontaneous exchange – between EU members and applies to direct taxes, value-added tax and excise duties.
Under the proposed changes, local tax authorities would no longer be required to notify a taxpayer if they have received a request for assistance from another member state and member states would be permitted to disclose information supplied by the tax authorities of another member state at public hearings or in judgments unless the supplying authority objects.
The proposal would clarify that the Directive does not oblige the tax authorities of a member state to conduct enquiries or supply information that would be contrary to local laws or administrative practices, and that a member state may refuse to supply information if the requesting country is unable to reciprocate. It would also allow concurrent tax audits of taxpayers operating in two or more member states.

Antigua and St Vincent suspend OECD commitment

The governments of Antigua and St Vincent suspended their commitments to the OECD to exchange information in criminal and civil tax investigations. The move, made in response to the European Union’s concessions to three member states under the proposed savings tax Directive, came during a meeting of the OECD’s Global Tax Forum in Ottawa.
Under the EU Directive, Belgium, Luxembourg and Austria were exempted from automatic exchange of information in favour of a withholding tax regime because they refused to end banking secrecy unless Switzerland and other key non-EU countries also agreed.
Antigua said it wanted the OECD to accept that all jurisdictions have the right to choose to apply a withholding tax or “equivalent measures” on offshore accounts – instead of exchanging client information. It also called on the OECD to establish a “genuinely” global forum, under a United Nations umbrella, to set standards for tax competition and financial services regulation.
Antigua’s chief foreign affairs representative, Ronald Sanders, said: “The reality is that if Antigua agrees to continue its commitment to the harmful tax competition initiative in circumstances where several OECD countries are not in any way obliged to exchange information, we will be killing our financial services industry. The entire industry will drift to Austria, Belgium, Luxembourg, San Marino, Liechtenstein and Monaco.”
Antigua, he said, would continue to cooperate with individual countries in tax information exchange cases under existing bilateral agreements.
St Vincent also called on the OECD to address the problem that countries like Hong Kong and Singapore remain outside the OECD‘s “harmful tax” competition programme.
Antigua and St Vincent were among 41 countries identified by the OECD in 2000 as engaging in “harmful tax competition”. With the exception of Andorra, Liechtenstein, Liberia, Monaco, the Marshall Islands and Nauru, the listed countries all subsequently signed formal letters of commitment to exchange information in tax cases by 31 December 2005. These commitments were conditional on OECD countries agreeing to apply similar standards.

OECD fails to gain consensus on exchanging client bank information

The OECD announced that member countries had been unable to reach a consensus on improving access to bank information for tax purposes. Recommendations were put to the OECD Council on 18 September 2003 but only 28 members were able to accept a common understanding of tax fraud and 26 to commit to take appropriate initiatives to achieve, by 31 December 2005, access to bank information for the verification of tax liabilities and other tax administration purposes.
The Committee on Fiscal Affairs said that, three years after the publication of its report on Improving Access to Bank Information for Tax Purposes, there had been positive developments: anonymous accounts could no longer be opened in any OECD country; customer identification requirements had been established in all OECD countries; and no OECD country still required a domestic tax interest to obtain information for a treaty partner.
It noted that in response to the OECD’s Harmful Tax Practices initiative, 32 jurisdictions had made political commitments to engage in effective exchange of information for criminal tax matters for tax periods starting from 1 January 2004 and for civil tax matters for tax periods starting from 2006.
A number of these jurisdictions had already negotiated or were in the process of negotiating Tax Information Exchange Agreements (TIEAS), which required access to bank information for both civil and criminal tax purposes.

Bahamas consults on Tax Information Exchange Bill

The Ministry of Finance issued for consultation legislation to provide for exchange of client account information with overseas investigators in criminal and civil tax evasion cases.
The Tax Information Exchange Act 2003 would apply to agreements between the Bahamas and specified countries for exchange of information with respect to taxes contained in any taxation treaty or tax information exchange agreement. Information obtained by overseas investigators through the agreement cannot be shared with third countries.
The only country currently listed in the schedule is the US, but an amending clause would enable the Finance Minister to add others. The Bahamas signed a tax information exchange agreement (TIEA) with the US in January 2002. The agreement becomes effective in criminal cases for taxable years from 1 January 2004 and, in civil cases, from 2007.
The Investment Funds Act 2003, to replaces the Mutual Funds Act 1995 and increase regulatory oversight of mutual funds, was passed. It is due to be gazetted when the Investment Funds Regulations have been approved.

US issues guidance on dividends paid by foreign companies

Bermuda, Barbados and the Netherlands Antilles have been excluded from the list of countries from which foreign corporations may qualify for a reduced tax rate on dividends under the Jobs & Growth Tax Relief Reconciliation Act which was enacted in May.
The exclusion was announced in the Treasury Department’s guidance issued on 3 October for foreign corporations to determine whether they qualify for the reduced tax rate.
Section 1(h)(1) of the US Tax Code generally caps the tax rate on “net capital gains” from dividends at 15% (or 5% for lower income taxpayers). The Jobs & Growth Tax Relief Reconciliation Act allows “qualified dividend income”, dividends received from domestic corporations and “qualified foreign corporations to be included within the definition of “net capital gain”.
The Treasury said that four tax treaties did not meet its requirements:
	tax treaties with Bermuda and the Netherlands Antilles were not comprehensive;

the US-USSR tax treaty, which dates from 1973 and currently applies to certain former Soviet republics, did not include an information exchange programme;
the current tax treaty with Barbados was unsatisfactory because of concern that it may operate to provide benefits which are intended to mitigate or eliminate double taxation in cases where there is no risk of double taxation.
A qualified foreign corporation includes those based in jurisdictions which have both an income tax treaty and tax information exchange agreement with the US. It does not include any foreign corporation that is a foreign personal holding company, a foreign investment company, or a passive foreign investment company.

Irish Revenue target offshore accounts 

Investigations have netted €892 million from offshore tax shelters, unpaid Deposit Interest Retention Tax and bogus non-resident accounts according to figures given by Revenue chairman, Frank Daly, to the Public Accounts Committee. He said the sum could eventually reach €1 billion.
The Revenue Commission has opened a formal investigation into Irish residents with 3,000 accounts at Irish Life & Permanent in the Isle of Man. A similar investigation into offshore accounts held with the Bank of Ireland had recovered €100 million from 254 individuals who disclosed funds held in trusts with Bank of Ireland Trust Company in Jersey.
Another €11 million was collected this year from taxpayers who disclosed offshore funds held in Jersey and the Isle of Man with subsidiaries of other Irish financial institutions.

UK Revenue targets offshore subsidiaries

An Inland Revenue programme to identify companies whose shares are held, in whole or in part, by companies or trusts in offshore financial centres has identified about 30,000 UK companies whose shareholders with offshore addresses will be the subject of further investigation for possible tax evasion.
The Inland Revenue said the “Offshore Arrangements Project” would undertake a risk assessment of specific offshore schemes to evade tax. It involves the appointment of “offshore consultants” within the department to co-ordinate the identification of shareholders listed in offshore financial centres. 
“The department knows that companies in offshore financial centres control thousands of UK companies whilst many more hold minority shareholdings,” it said. “Additionally, a significant proportion of land and buildings in the UK is owned, or has been owned, by offshore companies.
”Those companies will be subject to profiling and risk assessment to identify those that, prima facie, represent the highest risk. Revenue will also seek to identify all transactions in UK land and property where either vendor or purchaser is a non-UK company or individual. These transactions will also be subject to risk assessment.”
It is ironic perhaps that the Revenue was itself criticised in July by a Treasury sub-committee over a Private Finance Initiative deal where £220m worth of Inland Revenue and Customs property was sold to Mapeley Steps – a company based in Bermuda.

EU set to bring in sanctions against US in ETI dispute

The European Commission approved a plan on 5 November for member states to begin imposing retaliatory duties against US exports as of 1 March 2004 in the dispute over the Extraterritorial Income Exclusion Act (ETI) tax regime.
EU Trade Commissioner Pascal Lamy said: “The Commission hopes to pass a very clear message to the US that their continued failure to implement [a solution] 3 years after the expiry of the original World Trade Organisation (WTO) deadline is unacceptable. … We have opted for a measured approach and have actually left the door open for U.S. action.”
Under the Commission’s proposal, retaliatory duties on certain U.S. exports would start at 5% as of 1 March 2004, escalating 1% a month up to a 17% maximum in March 2005.
The WTO, which declared the ETI regime to be an illegal subsidy, will allow EU countries to assess up US$4 billion a year in retaliatory duties, the estimated yearly value of the ETI’s tax benefits.
Lamy said he also expects that the EU will challenge the several-year phase-out provisions written into the House and Senate ETI repeal bills, noting that the WTO’s judgment against the ETI said nothing about phase-outs.

Indian Supreme Court rules on tax treaty with Mauritius

The Supreme Court of India upheld the validity of a Circular issued by the Indian Central Board of Direct Taxation (CBDT), providing that a certificate of tax residence issued by the Mauritius government should be regarded as sufficient evidence of residence when determining residence for purposes of the India-Mauritius tax treaty.
The Court's decision, handed down on 7 October, effectively sanctions the income tax exemption on capital gains on investments made in India by Mauritius-based companies. It overturns a 2002 decision of the Delhi High Court that quashed the Circular.
In its decision, the Supreme Court noted that:
	Circular No. 789 would prevail even if its provisions are inconsistent with domestic tax law, insofar as the taxpayer is covered by the provisions of a tax treaty;

the "place of effective management" test for determining residence under the treaty was to be applied only when a taxpayer, other than an individual, is a resident of both India and Mauritius.
the granting of a tax exemption with respect to a particular source of income did not necessarily mean that a qualifying entity is not "liable to tax" in that country;
in the absence of a Limitation of Benefits provision, there was nothing in the India-Mauritius treaty prohibiting a resident of a third country from deriving benefits under the treaty;
	it was a matter for the respective governments to determine whether treaty shopping practices should continue and, if so, for how long.


Luxembourg proposes changes to holding company regime

The Ministry of Finance on 6 November published a draft bill that would amend the law of 31 July 1929 on tax-exempt holding companies to bring it in line with the EU tax package agreed in June. The 1929 holding regime was identified on the EU "blacklist" of 66 potentially harmful tax regimes. 
Under the current law "1929 holding companies" are exempt from all Luxembourg taxes except for an annual subscription tax of 0.2% of the value of their shares and a capital contribution tax of 1%. 
According to the EU, the most harmful element of the 1929 holding regime was that a 1929 holding company can receive tax-exempt dividends from low-taxed subsidiaries. 
The draft bill would rescind the tax-exempt status of 1929 holding companies that receive, in any year, at least 5% of their dividends from foreign participations that are not subject to taxation comparable to Luxembourg's corporate income tax. "Comparable taxation" refers to an effective tax rate of at least 11%, with the tax basis determined in a manner similar to that employed by Luxembourg. 
If approved, the law will apply from 1 January 2004. For existing 1929 holding companies, a grandfather clause would apply, and the new law would not be applicable until 1 January 2011. That transitional exception was approved by ECOFIN at its meeting on 21 January 2003.

Sweden adopts new rules on participations

The Swedish Parliament on 14 May adopted new rules on participations that are expected to place Sweden among the leading holding-company regimes. The regime is expected to be fully effective as of 2004.
The company (“aktiebolag,” is abbreviated to “AB”) is the main entity for conducting business in Sweden. It may be acquired and held by foreign national without any special acquisition permits. All corporation shares must be of equal par value and must total at least SEK100,000 (€11,000) – the minimum capitalisation. 
As an onshore jurisdiction with a global network of tax treaties, a Swedish holding company may provide advantages including: no tax on dividends received (for dividends on listed shares, the exemption requires at least 10% share ownership and a holding period of 12 months); no withholding tax on dividends or interest paid; and no capital gains taxation. Interest paid by the holding company is also tax deductible and no thin capitalisation rules apply.

Aruba signs tax exchange agreement with US

The US and the Kingdom of the Netherlands signed a new agreement that will allow for the exchange of information on tax matters on 21 November.
The new agreement covers a wide range of taxes, including US federal income taxes and the Aruban income tax. Under the agreement, when the competent authority of a contracting state requests information, the responding state must provide information that is "foreseeably" relevant to the assessment and collection of civil tax claims and relevant to the investigation or prosecution of criminal tax matters. 
It will enter into force when each party has notified the other of the completion of its necessary internal procedures. 
During the last two years, the US has signed tax information exchange agreements with Antigua, the Bahamas, the British Virgin Islands, the Cayman Islands, Guernsey, Isle of Man, Jersey, and the Netherlands Antilles. In January 2003 it entered into a mutual agreement under the current Swiss-US income tax treaty to facilitate more effective tax information exchange between the two countries. 

IMF issues Assessments on Liechtenstein and Mauritius

The International Monetary Fund (IMF) found Liechtenstein and Mauritius to be broadly in line with international standards for anti-money laundering according to Financial Sector Assessments published on the two jurisdictions.
A mutual legal assistance treaty between the US and Liechtenstein, providing for a broad range of cooperation in criminal matters, came into force on 1 August.



