
  

 

 

Tilburg University

Issues in international partnership taxation

Daniels, Antonius Henricus Maria

Publication date:
1991

Document Version
Publisher's PDF, also known as Version of record

Link to publication in Tilburg University Research Portal

Citation for published version (APA):
Daniels, A. H. M. (1991). Issues in international partnership taxation: With special reference to the United States,
Germany and The Netherlands. [Doctoral Thesis, Tilburg University]. Kluwer Law and Taxation Publishers.

General rights
Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

            • Users may download and print one copy of any publication from the public portal for the purpose of private study or research.
            • You may not further distribute the material or use it for any profit-making activity or commercial gain
            • You may freely distribute the URL identifying the publication in the public portal
Take down policy
If you believe that this document breaches copyright please contact us providing details, and we will remove access to the work immediately
and investigate your claim.

Download date: 26. May. 2023

https://research.tilburguniversity.edu/en/publications/3e7fccf1-f5af-413c-adfb-2bc1e8683b60


 

Toiii H.i\I.Daiiiels

Issues in
International
Partnership
Taxation
with  special reference to the
United States, Germany aild
The Netherla nds#

-.



V

ISSUES IN
INTERNATIONAL
PARTNERSHIP TAXATION



V

v'll,tIi  ll  1,1'11111  lIi  lli  



V

Issues in
International
Partnership Taxation
With special reference to the United States,
Germany and The Netherlands

PROEFSCHRIFT

ter verkrijging van de graad van doctor aan de Katholieke Universiteit
Brabant, op gezag van de rector magnificus, prof. dr. R.A. de Moor, in het
openbaar te verdedigen ten overstaan van een door het college van dekanen
aangewezen commissie in de aula van de Universiteit op dinsdag 21 mei 1991
te  16.15  uur

door

ANTONIUS HENRICUS MARIA DANIELS

geboren te Weert

1991

KLUWER LAW AND TAXATION PUBLISHERS
Deventer . Boston



Promotores:  prof. mr. Ch.P.A. Geppaart
prof. mr. C. van Raad

This book is also available as a commercial edition in the Series on International
Taxation no. 12, ISBN 90 6544 5773



TABLE OF CONTENTS BY CHAPTERS

I          Introduction

II       Concepts in partnership taxation

III Resident taxpayers participating in foreign entities

IV The taxation of non-resident partners

V        Methods of classification

VI      The OECD Model Double Taxation Convention

VII Some tax treaties concluded by the United States, Germany and The Netherlands

VIII Summary

Samenvatting

Bibliography



.

TABLE OF CONTENTS

CHAPTER I INTRODUCTION

1.      The subject and organization of this study                                            1
2.     Why this study?
3.             Terminology                                                                                                                                                                                  3

4. General characteristics of partnerships under civil  law                                                             3

CHAPTER II CONCEPTS IN PARTNERSHIP TAXATION

1.             Introduction                                                                                                                                                                                    7

2.         The partnership as a taxable entity                                                                              8
2.1. Introduction                                                  8
2.2. Partnerships treated as bodies corporate in civil law                       8
2.3. Public partnerships                                                               9

2.3.1.   Introduction                                                                                                                                                   9

2.3.2. United States                                               10
2.3.2.1. The corporate resemblance test                         10
2.3.2.2. Publicly Traded Partnerships                              15

2.3.3. Germany: form over substance                                  16
2.3.4. The Netherlands: free transferability of interests                               17

2.3.4.1. Introduction                                       17
2.3.4.2. Open limited partnerships                                                           18
2.3.4.3. Partnerships with a capital divided into shares        22
2.3.4.4. Open investment funds                                22

3.     The partnership as an accounting entity                                          23
3.1.  Introduction                                                                                                                          23
3.2. United States                                                            24
3.3. Germany 26

4.      The partnership as an aggregation of the partners' businesses                 28
4.1.  Introduction                                                                                                                          28
4.2. The Netherlands                                                        29

5.           The open limited partnership: a hybrid entity                                                                       32

6.      The partnership as a tax shelter vehicle                                              34
6.1.  Introduction                                                                                                                                            34

6.2. United States                                                            35
6.3.  Germany 37

6.3.1. Partnerships penerating business income                                               37
6.3.2. Partnerships generating passive income: "Bauherrenmodelle"  38

6.4. The Netherlands                                                            40
6.4.1. Partnerships generating business income                                               40
6.4.2. Partnerships generating passive income                          42

7.  Summary and comparative analysis                                          43

VII



CHAPTER III RESIDENT TAXPAYERS PARTICIPATING IN FOREIGN
ENTITIES

1. Introduction                           49
2. United States                                                                            49

2.1.  Recognition of income                                                                                                                 49
2.2. Source of income                                                                                          51
2.3. Guaranteed payments                                                              53
2.4. Double taxation relief                                                                 53

2.4.1. General                                                     53
2.4.2. Double taxation relief and classification conflicts                            54

3. Germany                            58
3.1. Recognition of income                                                                                  58
3.2.  Source of income                                                                                                              59
3.3. Guaranteed payments                                                          61
3.4. Double taxation relief                                                                                                                                   61

3.4.1. General                                                     61
3.4.2. Double taxation relief and classification conflicts                          62

4.  The Netherlands                                                                    63
4.1.  Recognition of income                                                                                                                 63
4.2. Source of income                                                                                          65
4.3. Guaranteed payments                                                                                                                                     65
4.4. Double taxation relief                                                             66

4.4.1.  General                                                                                                                             66
4.4.2. Double taxation relief and classification conflicts                         68

5.      Summary and comparative analysis                                                                                                               70

CHAPTER IV THE TAXATION OF NON-RESIDENT PARTNERS

1.       Introduction                                                                                                                                                                                                   73

2. United States                                                                             73
2.1.   Introduction                                                                                                                                                            73

2.2. US trade or business of a foreign partner                                                 74
2.3. Taxable income                                                                    76

2.3.1. The force of attraction                                                                                                76
2.3.2. Effectively connected US source FDAP income                        78
2.3.3. Foreign source income                                                  80

2.4. Guaranteed payments                                                              80
2.4.1.  Introduction                                                                                                                    80
2.4.2. The source of guaranteed payments                                            81
2.4.3. The "effective connection" of guaranteed payments                        82

2.5. Special allocations                                                                                                                                                                                83

3. Germany                            83
3.1.   Introduction                                                                                                                                                                                      83

3.2. Business income                                                                                                                 85
3.2.1. Partners engaged in a trade or business                                  85
3.2.2. Attribution of a permanent establishmenUdependant agent 85

3.3. Taxable business income                                                          85

VIII



3.3.1. Basic rules                                                            86
3.3.2. Foreign source income                                                  86

3.4. Guaranteed payments                                                          87
4.  The Netherlands                                                                         88

4.1.  Introduction                                                                                                                                        88
4.2. Business income                                                           89

4.2.1. Partners engaged in a trade or business                                  89
4.2.2. Attribution of permanent establishment/dependent agent                   90

4.3. Taxable business income                                                          92
4.4. Guaranteed payments                                                          93
4.5. Special allocations                                                             96

5.    Summary and comparative analyses                                                                             96

CHAPTER V METHODS OF CLASSIFICATION

1.    Introduction                                                                                                                                  99
2. United States                                                                        99

2.1.  Introduction                                                                                                                                        99
2.2. The "incorporated" versus "unincorporated" issue 100

2.3. The "single economic interest" theory 102

3.    Gerrnany 103

3.1.   Classification of foreign entities 103

3.2. Foreign partnerships receiving German source income 105

4.    The Netherlands 105

4.1.  Classification in the domestic context 105

4.1.1. The Income Tax Act 105

4.1.2. The Corporate  Tax Act 112

4.1.2.1. In general 112

4.1.2.2. When is an interest freely transferable? 113

4.1.2.3. When has a partnership a capital divided into shares?   115
4.1.2.4.  What  is  the role of limited liability? 116

4.1.3. The relationship between  the Tax Income  Act and the Corporate
Tax Act: a murky area 118

4.2. Classification in the international context 121

4.2.1. General principles 121

4.2.2. Case law on classification of foreign entities 124

4.3. Special rules: the foreign investment fund 127

4.3.1. Tradable participation units 127

4.3.2. When is an investment fund foreign? 128

4.4. Corporations participating in foreign entities 130

4.5. Foreign partnerships receiving Netherlands source income 134

5.     Summary and comparative analysis 136

IX



CHAPTER VI THE OECD MODEL DOUBLE TAXATION CONVENTION

1. Introduction 139

2.   Classification of partnerships under the treaty 140

2.1. A partnership is a "person" 140

2.2. When is a partnership a "company"? 141

2.3. When is a partnership a "resident"? 143

3.      Applying the treaty to fiscally transparent partnerships 144

3.1.   In general 144

3.2. Double taxation relief and third country income 147

3.3. The so-called permanent subestablishment 147

4. Classification conflicts under the treaty 152

4.1.   In  general 152

4.2. Entity classification and income attribution 152

4.3. The S-partnership / E-corporation conflict 154

4.3.1. The taxation of business profits 154

4.3.2. The taxation of S-source dividends, interest and royalties 155

4.4. The S-corporation / E-partnership conflict 156

5. Income attribution and treaty interpretation 156

5.1.  In general 156

5.2. Alternative interpretation: consistency in entity classification and income
attribution 157

5.2.1. The perspective  of the source State:  the S-E treaty 157

5.2.2. The perspective of State P:  the E-P treaty 163

5.2.3.  Special case: P-source income of the entity 166

6.   The interpretation of Article 10(2)(a) 168

7. Preliminary summary 169

8. Guaranteed payments: qualification and allocation 170

8.1. Introduction 170

8.2. Guaranteed interest payments 171

8.3. Guaranteed interest payments  in a triangular situation 179

8.4. Guaranteed royalty payments 181

9.   Avoidance of double taxation: summary and some final issues 183

9.1. The perspective of State S 183

9.2. The perspective of State E 185

10. Summary 186

CHAPTER VII SOME TAX TREATIES CONCLUDED BY THE UNITED
STATES, GERMANY AND THE NETHERLANDS

1. Introduction 191

2.   The US model treaty 191

2.1. Introduction 191

2.2. The residence of partnerships 192

2.3. The savings clause 194

2.4. The mutual agreement procedure 194

2.5. Summary 196

3.    The US - French treaty 197

X



3.1. The "French"  and  the "US" corporation 197
3.2. Special allocations of partnership profits 198

3.2.1. Special allocations of business profits 198

3.2.2. Income from independant services 200
3.3. Summary 203

4.  The 1989 German - US treaty 203
4.1. Introduction 203
4.2. Definitions 203
4.3. Source rule for income received by a German resident 205
4.4. Discretionairy replacement of exemption method by credit method 206

4.5. Summary 208
5.      The  Netherlands - Belgian treaty 209

5.1. Introduction 209
5.2. Definitions 209
5.3. Netherlands partner  in a Belgian partnership 211

5.3.1. Belgian domestic law 211

5.3.2. The Belgian - Netherlands treaty 211

5.4. Netherlands partnership with a Belgian permanent establishment 213
5.4.1. Belgian domestic law 213
5.4.2. The Belgian - Netherlands treaty 213

5.5. Summary 214

6. Summary 214

CHAPTER VIII SUMMARY 219

SAMENVATTING 227

BIBLIOGRAPHY 235

XI



ABBREVIATIONS

AFTR American Federal Tax Reports
AG Aktiengesellschaft

B          Beslissingen in belastingzaken (until 1953)
BFH Bundesfinanzhof

BNB Beslissingen in belastingzaken (as of 1953)
IFA International Fiscal Association
IRC Internal Revenue Code
IRS International Revenue Service

MvA Memorie van Antwoord
NJ Nederlandse Jurisprudentie
RFH Reichsfinanzhof

TVVS Tijdschrift voor vennootschappen, verenigingen en stichtingen

WPNR Weekblad voor Privaatrecht, Notariaat en Registratie

XII



CHAPTER I

INTRODUCTION

1. The subject and organization of this study

This study examines issues in international partnership taxation. It is limited to
taxes on income. The focus of the study is on the taxation of partnerships in the
United States, Germany and the Netherlands.
Chapters II, III and IV address the taxation of partnerships under the domestic
tax laws of these countries. As a starting point, general concepts of partnership
taxation are analyzed. Then, the taxation of a resident partner in a foreign
partnership is probed. Finally, chapter IV discusses the taxation of a non-
resident partner in a domestic partnership.
Chapter V focuses on the rules that are applied by the three countries when a
foreign entity needs to be classified for domestic tax purposes. The basic
question there is the classification of a foreign entity as a fiscally transparent

partnership or as an entity taxable as a corporation.
Chapters VI and VII discuss the application of tax treaties to partnerships. In
chapter VI, the OECD Model treaty of 1977 is examined. There the analysis
starts with the situation in which a partnership is classified by both contracting
states as fiscally transparent. Next, the situation is studied where a classification
conflict exists (one contracting state classifies the partnership as fiscally trans-
parent  and the other as an entity taxable as a corporation). In addition,  some
triangular situations are discussed: a partnership organized under the laws of a
State E (Entity) with partners that are residents of a State P (Participators) and
with business activities in State S (Source). Finally, special attention is paid to
the taxation of guaranteed payments. In chapter VII, some tax treaties that have
been concluded by the United States, Germany and the Netherlands are examin-
ed with respect to the specific provisions they contain on the taxation of partner-
ships. The provisions on parmership taxation in the model treaty of the United
States are also included.
The study concludes with a summary of the results that were found.

2. Why this study?

It is generally believed by tax professionals that the taxation of international
partnerships may be a trap for the unwary, a playing field for tax advisors and
an area of concern for tax authorities. While partnerships provide far more
flexibility than corporations in structuring international business relationships,
because of the statutory provisions governing the operation of corporations, the
uncertainties as to the taxation of the income of an international partnership can
be a major factor for business venturers to elect the corporate form for their
business relationship.

1



One of the aims of this study is to provide a survey of the taxation of inter-
national partnerships (i.e. partnerships with international activities and/or
partners in several countries) in three countries: Germany, the United States and
the Netherlands. While the number of publications on international taxation of
corporations is large, literature on international partnership taxation is relatively
limited. Publications that place the taxation of partnerships in an international
context are the IFA studies of 1973 and 19881. For Germany, the studies of
Piltz2 and Selent  must be mentioned. They analyze the taxation of inter-
national partnerships within the international taxation framework of Germany. In
the United States and the Netherlands, literature on the taxation of international
partnerships is very limited: For the United States, reference can be made to
the discussion by Loengard of the United States' perspective of tax treaty issues
of international partnerhips5.

The purpose of the survey of the taxation of international partnerships in these
countries is to identify the uncertainties and difficulties, to find similarities and
common concepts and to examine the basic differences in the tax systems of the
three countries. Where possible, explanations are given for those common
concepts and basic differences. Once an understanding of the taxation of inter-
national partnerships under the domestic tax laws is obtained, tax treaty issues
can be recognized and analyzed more accurately.
The United States, Germany and the Netherlands have been elected for this
comparative law analysis. As there is intense cross-border trading and in-
vestment between these three countries, an analysis of the taxation issues
involved appears to be relevant from a practical viewpoint. In addition, the
basic similarities in the civil law treatment of partnerships, promise to provide a
good starting point for analyzing and comparing the issues of partnership
taxation, and the solutions that have been adopted for (similar) taxation pro-
blems.

1 PARTNERSHIPS AND JO]NT ENTERPRISES IN INTERNATIONAL TAX LAW,
STUDIES ON INTERNATIONAL FISCAL LAW Vol. LVIIIb (1973), General Report by
Philipp and RECOGNIrION OF FOREIGN ENTERPRISES AS TAXABLE ENTITIES,
STUDIES ON INTERNATIONAL FISCAL LAW Vol. I.XXIMa (1988), General Report by
Van Raad.

2  Piltz, DIE PERSONENGESELLSCHAFrEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND (1981).

3
Selent, AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAG- UND VERMO-
GENSTEUERRECHT (1982).

4   For the Netherlands, see Daniels, 'Personenvennootschappen in belastingverdragen', EEN-
VOUD EN DOELTREFFENDHEID, Liber Amicorum J. Warnaar, 51-65 (1988) and 'De
buitenlandse commanditaire vennoot: objectieve of subjectieve belastingplicht?', VAN DUCK
BUNDEL, 79-98 (1988).

5 Loengard, 'Tax treaties, partnerships and partners: exploration of a relationship', 29 Tax
Lawyer, 31-67 (1975).
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3. Terminology

Throughout the study, the term pannership will be used to designate the
contractual relationship between persons to carry on a business jointly and to
share in its profits. Consequently, unless otherwise indicated, when the term
partnership is used, it is understood that the partnership carries on a business.

Furthermore, unless otherwise indicated, the term partnership includes the
general as well as the limited partnership. The term US parmership is used to
designate a partnership where the contractual relationship between the partners
is governed by US law . The term Gennan pannership is used to designate the
partnership that is created under German law, etc. When the term partnership is
used in the context of taxation, it is understood that the partnership is treated as
fiscally transparent, unless it is otherwise indicated. A fiscally transparent
partnership can be defined as a partnership in which, for taxation purposes, the
partnership activities and income are attributed to its partners.
The term entity is used to designate various forms of legal arrangements to
conduct business activities. The term entity therefore includes partnerships as
well as corporations.

4. General characteristics of partnerships under civil law

In this study, the emphasis will be on the general and limited partnership as they
are known in the United States, Germany and the Netherlands6. Despite dif-
ferent legal definitions of the relationship that constitutes a partnership, three
common characteristics can be found in all three countries7. A partnership can
thus be defined as:
- a contractual relationship between persons;
- aimed at the sharing of benefits;
- that arise from the joint contribution of resources.

For example, in the United States, the Uniform Partnership Act8 defines the
general partnership asg:

6    For the United States, see Forry & Joelson, JOINT VENTURES IN THE UNITED STATES
(1988), for Germany, see Sudhoff, DER GESELLSCHAFTSVERRAG DER PERSONEN-
GESELISCHAFTEN (1985), for the Netherlands, see Maeijer, ASSER BUZONDERE
OVEREENKOMSTEN V (MAATSCHAP, VENNOOTSCHAP ONDER F]RMA, COM-
MANDITAIRE VENNOOTSCHAP) (1989) and Slagter, PERSONENASSOCIATIES
Cooseleaf 1990).

7  See generally, Muller-Gugenberger, GESELLSCHAFr, SOCIETE UND GROUPEMENT
ALS RECHTSFORM ZUR UNTERNEHMENSCOOPERATION (1976).

8      The Uniform Partnership Act was recommended by the National Conference of Commissioners
on Uniform Laws 1914, and has been adopted by all states in the United States, except for

' Louisiana. One of the aims of drafting a Uniform Partnership Act was to harmonize the laws
on partnerships in the different states of the United States.

9       Section 6(1) of the Uniform Partnership Act.
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" . . .   an   association   of  two   or more persons to carry   on as co-owners   a
business for profit".

In the Netherlands, the civil law partnership Onaatschap) is defined asio:

"...  a contract by which  two  or more persons commit themselves to jointly
contribute something, in order to share the benefits thereof".

The general partnership is defined astl:

" . . .  a  civil law partnership  for the purpose of carrying  on a business under
a  common  name".

In Germany, the definitions are similar in scope to those in the Netherlands.
Article 707 of the Civil Code (BurgerUches Gesetzbuch) defines the civil law
partnership (Geseltgcha# Bargerlic/len Rec/Its) as follows:

"Through the partnership contract, the partners commit themselves mutually
to promote a common objective in a commonly agreed upon way, especially
to  contribute the agreed upon resources".

The German general partnership is defined in the Commercial Code
(Handelsgesetzbuch) 2:

"A civil law partnership of which the purpose is to conduct a trade or
business under a common  firm...."

One therefore can conclude that the general partnership in all three countries is
a partnership for the purpose of carrying on a business.

Also common in all three countries is the limited partnership. In a limited
partnership, the limited partners are not liable for the obligations of the limited
partnership. The liability of a limited partner is limited the contribution to the
capital of the parmership, unless the limited partner takes part in the manage-
ment of the limited partnerships' business.

A partnership is created imuitu personae, meaning that the personal factor in  the
relationship between the partners is important. Since, generally, the partners of
a (general) partnership all are principals and agents for each other, it is clear
that the personal relationships between the partners are important. Consequently,
as a general rule, no parmer is free to substitute another person for him as a
partner in the partnership.

10 Article I: 1655 Civil Code.

11 Article 17 Commercial Code (Werboek van KoophandeD.

12 Article II: 105 Commercial Code.
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To distinguish a partnership from other contractual arrangements, the criterion
of qtlectio societatis is sometimes used13. This criterion designates the partner-
ship as an agreement to jointly conduct an activity in cooperation with and on an
equal basis by all partners. The criterion is closely related to the criterion of
intuim personea.  It is based on the notion of joint control by all partners over
the business of the partnership. The criterion may be used to distinguish a
partnership from contracts such as loan agreements, lease contracts or employ-
ment contracts.

From a civil law point of view, it can be said that a partnership has a dual
nature. On the one hand, a partnership functions as an entity in economic life by
doing business in its own name, keeping books and records, earning profits and
by suing and being sued. The functioning of the parmership as an entity also
follows from the ability of the partnership to enter into transactions with a
partner in a capacity of one who is not a partner14. Finally, creditors of the
partnership have priority over creditors of the partners in executing on partner-
ship propertyl:

On the other hand, the partnership is an aggregation of persons, the partners.  A
partnership lacks legal personality, so that while property may be held in the
name of the partnership, it is held by the joint partners as co-owners16.

Furthermore, partners in a partnership are personally liable for the partnership's
debts and the partnership will generally be dissolved upon the bankruptcy or
death of a partner.

13 See Muller-Gugenberger, GESELLSCHAFT, SOCIETE UND GROUPEMENT ALS
RECHTSFORMEN ZUR UNTERNEHMENSKOOPERATION, SCHRIFIENREIHE EURO-
PAISCHE WIRTSCHAFT at 210 (1976).

14
For Germany, see Schmidt, 'Personengesellschaften im Spannungsfeld von Zivilrecht und
Ertragsteuerrecht', 20 FinanzRundschau, 482493 (1980), for the Netherlands, see Slagter,
PERSONENASSOCIATIES, vof-II[ at 42 (1980) and Hoge Raad May 27 1931, B 4983.

15 Article 25(2)(c) of the Uniform Partnership Act states: "A partner's right to specific partnership
property is not subject to attachment or execution, except on a claim against the partnership.
...:.In Germany, a similar  rule is found in Article  124(2)  of the Commercial Code, where  it
is provided that, for the execution of partnership property, a judgement claim against the
partnership is required. In the Netherlands, this rule is based on case law, see Hoge Raad
November 26 1897, W 7047  Boeschoten -Besier).

16 Article 25 of the Uniform Partnership Act, designates this form of ownership as tenancy in
partnership.
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CHAPTER II

CONCEPTS IN PARTNERSHIP TAXATION

1. Introduction

The dual nature of partnerships in civil law is reflected in the taxation of
partnership income. Tax legislators have to decide whether partnerships will be
treated as taxable corporations, due to their corporate resemblance, or whether
partnerships will be treated as transparent vehicles. In the latter approach,

emphasis is put on the partnership as a collection of individual partners.
To a large extent, this decision is influenced by the treatment of partnerships in
civil law. It cannot be denied that tax legislators are dependent on civil law
notions and concepts in defining terms   used   in tax legislation1. Therefore   one
approach to partnership taxation would be the taxation of a partnership as a
corporation when civil law treats the partnership as a body corporate. A
partnership would be as a transparent vehicle when civil law treats partnerships
as a form of co-ownership.
The other approach to partnership taxation is to look at partnerships as they
operate in economic life. Then corporate resemblance is based on the question
whether the partnership is functioning in "real life" as an entity largely indepen-
dent of the partners. If so, the partnership should be treated in the same way as
other independently operating taxable entities in order to avoid any unjustifiable
differences in the tax treatment of the same type of organizations.
Often both approaches are used simultaneously by tax legislators. In general it
can be said that it is a matter of tax policy whether partnerships are treated as
taxable entities or as transparent vehicles2.

In principle, the following three concepts of taxation of partnership income may

be used by tax legislators:
- the partnership as a taxable entity;
- the partnership as an income reporting vehicle;
- the partnership as the aggregation of the partners' businesses.

The following paragraphs examine the taxation of partnerships in the domestic
context. The analysis focuses on two basic issues:
-    when is a partnership treated as a taxable corporation and
-   what does it mean for the taxation of partners in a fiscally transparent

partnership, that under civil law the partnership is treated to a certain extent

as   an  entity.

1     See Geppaart, FISCALE RECHTSVINDING, 129-130, Amsterdam (1965).

2 Selent, AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAG-UND VERMO-
GENSTEUERRECHT, 11-13, (1982); Verburg, VENNOOTSCHAPSBELASTING 40-41,
(1984).
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At the end of this chapter, in paragraph 7, the results are summarized and a
comparative analysis is made.

2. The partnership as a taxable entity

2.1.  Introduction

The treatment of a partnership as a taxable entity in general implies the fol-
lowing:
-  profits of the partnership are subject to corporate tax at the partnership

level;
-     partners are taxed on their share of the partnership's profits only when these

profits are distributed;
- transactions between the partnership and a partner are treated for tax

purposes as transactions between the partnership and one who is not a
partner.

2.2. Partnerships treated as corporate bodies in civil law

The treatment of partnerships as taxable entities is especially found in countries
having a Roman concept of civil law. Under the Roman concept of civil law,
partnerships are treated as corporate bodies. The ownership of partnership
property by the partnership is deemed to be separate and distinct from the
ownership by the partners of their partnership interest. The concept of partner-
ships as corporate bodies is reflected in the treatment of partnerships as taxable
entities for tax purposes. Examples are Belgium, Spain, Portugal, and Latin
American countries3.
However, treatment as a body corporate for civil law purposes does not always
imply treatment of the partnership as a taxable entity. An example is France.
There the general partnership (societ6 en nom collectif) and the limited part-
nership (societd en commandite simple) are considered corporate bodies, but are
in general nevertheless not subject to corporate tax4.
Treatment of a partnership as a body corporate also implies that contracts
concluded between the partnership and a partner are treated as contracts between
the partnership and any other third party. Therefore it follows that, where a
partnership is treated as a taxable entity since it is considered to be a body
corporate, transactions between the partnership and a partner are for tax
purposes also treated as transactions between the partnership and any other third
party. For example, where a partner - aside from funding the partnership with
capital - makes a loan to the partnership, the interest paid by the partnership to
the partner should be deductible  from the partnership's profits and taxed  as
interest in the hands of the partner. Likewise, a partner could lease property to
and from the partnership or sell goods or services to the partnership. The part-

3     Japan also treats some partnerships (Gomeigaisha and Goshigaisha) as taxable entities.

4      An exception to this general rule is the right of the partners in a general or limited partnership
to elect for taxation at the corporate level.
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ner can therefore act in a dual capacity with the partnership. As a partner in the
partnership and as a creditor, debtor, lessor, lessee, supplier or purchaser. In
this respect, the position of the partner is comparable to that of a shareholder in
a corporation.
However, exceptions here are also known. In Belgium, loans made by a partner
to the partnership are not recognized for tax purposes as loans taken out by the
partnership from one who is not a partner. Interest paid by the partnership to
one of its partners is therefore not deductible from the partnership's profits. The
interest is in effect treated as a distribution of profits'. Likewise, employment
income earned by a partner in a limited liability company6 is treated as business
profits and not as employment income7.

2.3. Public partnerships

2.3.1.  Introduction

Besides treating corporate bodies as taxable entities, tax laws sometimes treat
non-corporate bodies as taxable corporations if these entities to a large extent
resemble corporate bodies in the way they function in economic life. This
especially applies to what might be called public partnerships. In a public
partnership, the concept of inmim personae no longer appliess. The aspect of
mutual agency and cooperation is no longer found in the relationship between
the partners. The characteristic element of a public partnership is therefore the
anonymity of the partners and, in this respect, the sole difference between the
public partnership and the corporation is the limited liability of the shareholders
in a corporation. The partnership contract is edited in such a way that the rights

and obligations of partners in a public partnership are equivalent to the rights
and obligations of shareholders in a public company. Public partnerships are in
general legally structured as limited partnerships. The main features of a public
partnership are thus the limited liability of the limited partners, lack of manage-

ment involvement by the limited partners, but with voting rights and free
transferability of the limited partnership interests. Based upon an analysis of the
economic functions of a public partnership, tax legislators sometimes decide that

public partnerships, like public companies, are subject to corporate tax. The
main reasoning is that otherwise the difference in tax treatment of two economic
identical vehicles would create distortions in the market place and unjust
advantages for taxpayersg.

5         Article  15(2) of the Belgium Income Tax Act.

6      The "besloten vennootschap met beperkte aansprakelijkheid" (bvba).

7     See for Belgium generally, Lagae, 'Personenvennootschappen en maatschappen in het Belgisch
intemationale belastingrecht', LIBER AMICORUM J. VAN HOUTTE 559-593, (1975).

8       See 1.4.

9    The advantages may be investment tax credits, depreciation allowances, the pass through of
losses and the avoidance of tax at the entity's level.
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2.3.2. United States

2.3.2.1. The corporate resemblance test

In United States tax law, corporations are subject to corporate tax. Section
7701(a)(3) IRC describes taxable corporations as:

"The term corporations includes associations, joint stock companies and in-
surance companies".

The term "corporation" is therefore very broad. The vague term "associations"
especially allows for the inclusion of organizations resembling corporations in
the category of taxable entities. The principal case on interpreting the term
"associations" is Morrissey decided by the Supreme Court in 193510. Here the
Supreme Court decided that a real estate investment trust was correctly taxed as
a corporation, since the particular trust resembled a corporation more than a
trust. In Morrissey the Supreme Court decided that since the vague term
"associations" was included in the definition of corporations, it was intended
that entities resembling corporations to a large extent should be subject to
corporate tax as well. The Supreme Court formulated corporate resemblance as
follows:

"Corporate organization furnishes the opportunity for a centralized manage-
ment through representatives   of the members   of the corporation...   .   An
ente,prise carried  on by means of a trust may be secure jtom tennination or
interruption by the death of owners of beneficial interests and in this respect
their interests are distinguished from those of partners and are akin to the
interests of members of a corporation. And the trust type of organization
facilitates, as does corporate organization, the transfer Of ben€jicial interests
without   alTecting   the   continuity   of  the      enterprise,   and   also   the   introduction
of a large number  Of panic(pants. The trust method also permits  the
limitation of personal  liability  of participants to  the property  embarked  in
the undertaking." (emphasis added)

On the basis of Morrissey, regulations were formulated that were amended
following the decision of Kinmer v United Statestl, so as to constitute what is
sometimes referred to as the "Kintner regulations" on classification of or-
ganizations taxable as corporationst: The regulations reflect the continuous
battle of the IRS at that time against the classification of professional service
partnerships as corporations. Classification as a corporation enabled these
taxpayers to take advantage of the benefits of qualifying pension and profit-

10
Monissey v Commissioner, 296 U.S. 344 (1935).

11 Kintner v United States, 216 F2d 418 (9th Cir. 1954).

12
Treas. Reg. § 301.7701-2, for an in-depth discussion of these regulations see Fisher, 'Clas-
sification under section 7701-the past, present and prospects  for the future',  30 Tax Lawyer
627-665 (1977).
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sharing plans. This background explains the bias contained in the regulations
towards classification as a partnership and against classification as a corporation.
The bias towards partnership classification was later used by the tax shelter
industry to secure partnership status for tax shelter partnerships13. In distin-
guishing partnerships from corporations, the regulations focus on four corporate
characteristics: (i) continuity of life, (ii) centralization of management, (iii)
limited liability and (iv) free transferability of interests. The most important bias
towards classification as a partnership is found in the preponderance test14. An
unincorporated organization shall not be classified as an association taxable as a

corporation, unless such organization    has more corporate characteristics    than

non-corporate characteristics. In determining whether an organization has more
corporate than non-corporate characteristics, all characteristics common to both
types of organizations are not to be considered. For example, in determining
whether a limited partnership is taxable   as a corporation, characteristics   com-
mon to both a corporation and a partnership are disregarded. Since corporations
and partnerships are both considered to have associates and an objective to carry
on a business for profit, the aforementioned remaining four characteristics are
decisive.

(i) Continuity of life
The regulations provide   that an organization has continuity   of  life   i f the death,
insanity, bankruptcy, retirement, resignation, or expulsion of any member will
not cause a dissolution of the organization. A dissolution of the organization is
described as the alteration of the identity of an organization by reason of a
change in the relationship between the members as determined under local law.
It is explicitly stated that an organization may be dissolved and continuity of life
would thus not exist in the event of death or withdrawal of a member, although
the business is continued by the remaining members. The statements on con-
tinuity of life are clearly directed to classification of partnerships as a part-
nership organized under the Uniform Partnership Act and the Uniform Limited
Partnership Act15. Continuity of life is thus found not to exist in the following
cases:

-   if the retirement, death, or insanity   of a general partner   of a limited partner-
ship causes a dissolution of the partnership, unless the remaining general

partners or all remaining members agree to continue the partnership;
- if the agreement by which the organization is established provides that the
business will be continued by the remaining members, but under local law, the
death or withdrawal of a member causes a dissolution of the organization;
-  if any member has the power under local law to dissolve the organization.
Here we find the second bias against classification as a corporation. While in
Morrissey the Supreme Court links continuity of life to the enterprise of an

13 See II.6.2

14 Treas. Reg. § 301.7701-2(a)(3).

15 Treas.   Reg. § 301.7701.-2(b)(3) states: "Accordingly, a general partnership subject  to a statute

corresponding to the Uniform Partnership Act and a limited partnership subject to a statute cor-

responding  to  the  Uni form Limited Partnership  Act  both lack continuity  of li fe".

1
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organization ("an enterprise may be secure from termination"), the regulations
focus on the dissolution of the organization regardless of whether the enterprise
may be continued.

(ii) Centralization of management
The regulations provide that centralized management exists if any person (or
any group of persons which does not include all the members) has continuing
exclusive authority to make independent business decisions on behalf of the
organization, which do not require ratification by members. There is no
centralization of continuing exclusive authority to make management decisions,
unless the managers have sole authority to make such decisions and to bind the
organization.
A general partnership is therefore in general not considered as having central-
ized management, since, because of the mutual agency relationship between the
general partners,   the  act  of any partner within the scope  of the partnership
business binds all the other partners. The same would apply for a limited
partnership, unless substantially all of the interests in the partnership are owned
by the limited partners. In that event, the management of the general partners
may be considered as merely constituting representative management (repre-
senting the interests of the limited partners) instead of management of part of
the interests of the general partners.

(iii) Limited liability
An organization has limited liability if under local law there is no member who
is personally liable for the debts of or claims against the organization. Personal
liability means that a creditor of an organization may seek personal satisfaction
from a member of the organization to the extent that the assets of such or-
ganization are insufficient to satisfy the creditor's claims. With regard to a
limited partnership, an exception to this general rule is made. Personal liability
is not considered to exist with respect to a general partner if the general
partner16 has no substantial assets (other than his interest in the partnership;
hereinafter referred to as the "substantial outside assets test") which could be
reached by a creditor of the organization and when he is merely acting as the
agent of the limited partners (a "dummy"). Furthermore, personal liability may
exist with respect to the limited partners when the limited partners act as the
principals of the general partner.

(iv) Free transferability of interests
An organization has the characteristic of free transferability of interests if each
of its members or those members owning substantially all of the interests in the
organization have the power, without the consent of other members, to
substitute for themselves in the same organization a person who is not a member
of the organization. There is, however, no free transferability if under local law
a transfer of an interest results in the dissolution of the old organization and the
formation of a new organization.

16 In this respect, no distinction is made between individuals acting as general partners and
corporations acting as general partners. It is clear, however, that in practice this test plays an
important role in classifying limited partnerships with corporations as general partners.
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Here a third bias towards partnership classification is found, since the Supreme
Court in Mornssey merely required "the transfer of beneficial interest without
affecting the continuity of the enterprise" while again the regulations focus on
the dissolution of the organization.
The regulations recognize a modified form of free transferability if the interest
is transferable to a non-member only after having offered such interest to the
other members at its fair market value. This modified form of free
transferability will be accorded less significance than if such characteristic were
present in an unmodified form.

These regulations, that were originally issued by the IRS to prevent classifi-
cation of professional partnerships as associations, were subsequently used by
taxpayers against the IRS. By complying with the regulations, taxpayers
prevented tax shelter partnerships from being classified as associations taxable
as corporations. The IRS tried to combat tax shelter partnerships with the
regulations in the cases of Philip G. Larson v Commissione*7 and Zuckman v
United Statests. Both cases involved limited partnerships investing in US real
estate and both cases were lost by the IRS.

In Larson the Tax Court found that a California limited partnership lacked
continuity of life and limited liability. The partnership was considered as having
the characteristics of centralized management and free transferability. In
applying the preponderance test, the Court concluded that the partnership could
not be taxed as a corporation.

In Larson, the limited partnership was considered as lacking continuity of life,
since under the California Limited Partnership Act, a partnership is dissolved
upon the bankruptcy of a general partner. The fact that the limited partners
where  able to replace the general partner prior  to his bankruptcy,  did not result
in continuity of life as stated in the regulations.
With regard to the characteristic of limited liability the Tax Court cumulatively
applied the "substantial outside assets" test and the "dummy" test to the general

partner. It concluded that the general partner was not a dummy as described in
the regulations, because he was the driving force in the whole concept. Since
the general partner was not a dummy, the question of substantial outside assets
was irrelevant.
Regarding centralized management, the Court applied the rule that centralized
management exists if substantially all the interests in the partnership are owned
by the limited partners. Because the interest of the general partner was subor-
dinated to the interests of the limited partners and because the general partner
could be removed, the Court concluded that the right of the general partner to
participate in the future growth and profits was wholly dependent on satisfactory
performance of his management role and not at all related to the independent
interest of a typical general partner. Consequently, the interest of the general

partner was valueless and the partnership thus was considered as having

17 PMUp G. Larson, 66 T.C. 159 (1976).

18 Zuckman v United Smtes 524 F2d 729 (Ct.Cl.1975).
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centralized management. The limited partners could not assign their income
rights without the general partner's consent, which could not be unreasonably
withheld. A transfer of capital interests by the limited partners required prior
notification of the general partner. If the price offered by the purchaser was less
than fair market value, the selling partner was first required to offer the interest
to the remaining limited partners. Under these circumstances, the Court con-
cluded the there was free transferability of limited partners' interests, since the
prior consent was more procedural than substantive and a transfer of a capital
interest for fair market value was possible without previously offering it to the
remaining partners.

In Zuckman, the Court of Claims concluded that a Missouri limited partnership
lacked all of the four corporate characteristics. In literally applying the regula-
tions, the Court found that a limited partnership subject to a statute correspon-
ding to the Uniform Limited Partnership Act could not have continuity of life.
Since the general partner had a 51 percent interest in the partnership, it could
not  be  said  that the limited partners owned substantially  all the partnership's
assets. Consequently, centralized management was not found to exist. The Court
rejected the application of a constructive ownership rule9, since the regulations
did not provide for such a rule.
Regarding the characteristic of limited liability the Court concluded that the
logic behind the regulations was circular. Under the regulations, a general
partner that has no substantial outside assets is considered to be personally liable
if he is not a dummy. However, if the limited partners act as the principals of
the general partner (therefore if the general partner is a dummy), the regulations
state that personal liability of the limited partners will exist. Consequently,
under the regulations, a limited partnership where the general partner has no
substantial outside assets is always considered as lacking the corporate charac-
teristic of limited liability, either because the general partner is not a dummy or,
if he is a dummy, the limited partners are, under the regulations, considered
personally liable. Thus the Court was able to refrain from investigating whether
actual and reasonable reliance of third parties upon personal liability of the
controlling limited partner(s) is required. Regarding the free transferability of
partnership interests, the Court concluded that there was no free transferability
of the general partner's interest, since this required the unanimous ratification of
all limited partners. Otherwise the partnership would be considered to technical-
ly dissolve under the Missouri Uniform Limited Partnership Act.

From these cases, Fisheto concludes that almost every partnership subject to
the Uniform Limited Partnership Act will be classified as a partnership for tax
purposes. It is therefore dubious whether the mechanically applied Kintner
regulations actually conform to the more flexible Morrissey approach. On

19 Such a rule would mean that, to the extent limited partners are shareholders in a corporate
general partner, the interest of the corporate general partner in the partnership is attributed to
such limited partners.

20
Fisher, 'Classification under section 7701-the past, present and prospects  for the future',  30
Tax Ix,wyer 627-665 at 641  (1977).
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January 5, 1977, the IRS issued new regulations on classification. These regula-
tions were more in line with the approach in Morrissey. For instance, regarding
continuity of life, the decisive test was no longer the technical dissolution of the
partnership, but whether the business operations could continue uninterruptedly
despite the dissolution of the original entity. Regarding limited liability, the test
would be whether the interests which are not personally liable substantially
exceed the interests that are. Regarding transferability of interests, it was no
longer decisive whether a member could substitute another person as a member
of the organization, but whether the primary attributes of the interests, such as
the rights to share in the profits and to a return of capital are assignable.
Finally, the preponderance test for classifying unincorporated organizations as
associations would be abandoned. On January 6, 1977, these proposals were,
however, withdrawn by the Treasury Department, for the reason that they
would seriously threaten partnership status of a large number of limited partner-
ships that had invested substantial amounts in low-income housing projects.

2.3.2.2. Publicly Traded Partnerships

Besides using partnerships as tax shelter vehicles, a new concept was developed
by the energy industry in the eighties, the so-called Master Limited Partnership

(MLP). The Apache Petroleum Company was reported to have formed the first
MLP in 198121. In relying on the Kimner regulations and on Larson and
Zuckman, limited partnerships were formed, the interests in which were traded
on a recognized stock exchange. Despite the free transferability of interests and
limited liability, these partnerships could not be qualified as associations taxable
as corporations. The main motive for forming a MLP was probably the creation
of the ability to return excess cash flows to the investors in a tax-efficient way.
Prior to 1986, the incentive for forming an MLP was the avoidance of the
double taxation of distributed company profits. With the Tax Reform Act of
1986, corporate tax rates exceeded the highest personal income tax rate (34 per-
cent versus 28 percent). Consequently, the difference in tax rates became a
strong incentive to leave the corporate form of doing business and to organize a

publicly traded partnership. In order to avoid a significant decrease in revenue,
the Revenue Act of 1987 introduced legislation on what was then called Publicly
Traded Partnerships (FI'Ps).
Under section 7704(b) of the IRC, a FIP is a partnership in which the interests
are:

-    traded on an established securities market or;
- readily tradable on a secondary market or the substantial equivalent thereof.

A PTP will be taxed as a corporation unless ninety percent or more of the gross
income of the partnership consists of qualifying investment incomt22. The
exception for partnerships engaged in investment activity was made, because
investors can also acquire investments without investing in partnerships. The

21 Collins & Bey, 'The Master Limited Partnership: An Alternative to the Corporation', Financial
Management, Winter 1986, 5-14 (1986).

22 Section 7704(c) IRC.
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enactment of legislation on PI'Ps is in fact based on corporate resemblance. It
was found that PTPs resemble corporations in their business functions, in the
way they market their interests and in the rights accorded holders of inter-
estsn.
From the inclusion of interests readily tradable on the substantial equivalent of a
secondary market, it follows that, in the eyes of the legislator, substance
prevails over form. According to the Conference Report, the substantial
equivalent of a secondary market exists if:
-    the holders of the partnership interests have an ongoing opportunity to sell

or exchange interests through public information of offers to buy, sell, or
exchange interests

or
- prospective buyers and sellers have the opportunity to buy, sell, or ex-

change interests within a certain time frame and with the regularity and
continuity that a market maker would provide.

Consequently, a partnership that has a regular plan of redemptions or repur-
chases and provides its partners with a readily available opportunity to dispose
of their interests will be a FTP. Partnership provisions limiting the
transferability of interests will not in itself prevent the partnership from being
treated as a PTP. Again, substance prevails over form.
It can therefore be said that the PTP legislation is based on the reasoning that
corporate resemblance exists if partnership interests are in effect tradable
securities.

Safe harbors are provided in Notice 88-794. Regarding private placements
(which are placements not registered under the Securities AcO, the notice
provides that a partnership will not be a PTP if it has no more than 500 partners
or if the initial offering price of each unit of partnership interest is at least
$ 20.000,-. The legislation on FI'Ps has no impact on the application of the
Kintner regulations to partnerships that do not qualify as PTPs.

2.3.3. Germany: form over substance

The German Corporate Tax Act of 1977 is very strict in defining taxable
entities. The Act enumerates the taxable entities in Articles 1 and 3 by referring
to organizations described in civil law. Regarding the so-called public limited
partnership, the argument had been made that, due to its economic functioning,
it should be treated in the same way as a taxable non-corporate association or
body of persons. This argument was rejected by the German Bundesfinanzhof.
The most important decision is that of the Grosse Senat of 25 June 19848. The
Bundesfinanzhof explicitly decided that the Corporate Tax Act, in defining

23  Wertlieb & Hopinkah Hannan, 'IRS Safe Harbors Ease Burdens for Some Publicly Traded
Partnerships',  17:e Journal of Taxation, September 1988, 140-169  (1988).

24 Notice 88-75 of June 17, 1988 ]RB 1988-27.

25     Bundessteuerblatt 1984, Teil H p.751 - 770.
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taxable entities, refers strictly to civil law. A limited partnership would there-
fore be taxable as a corporation only if it was a Limited Partnership on
Shares26. Based upon decisions of the Bundesgerichtshof regarding public
limited partnerships, the BFH found that even if a partnership could be describ-
ed as a public limited partnership, it should still properly be classified as a
partnership and not as a non-corporate association27. In addition, the BFH
argued that it could not have been the intention of the tax legislator to include a
limited partnership under the civil law form of the non-corporate association.
The main reason for this interpretation of the law is that, in the view of the
Bundesfinanzhof, it would be impossible to determine exactly when the "public"
limited partnership deviates from the "true" limited partnership. The Bun-
desfinanzhof argued that it would be contrary to the structure of the Corporate
Tax Act if one could "look through" the civil law form of an organization and
tax it according to its economic substance, since such a reasoning would also
imply that one should look through a wholly-owned limited liability company
and tax the shareholder as a sole proprietor.

2.3.4. The Netherlands: free transferability of interests

2.3.4.1. Introduction

An analysis of the underlying principles of the Netherlands Corporate Tax Act
demonstrates that the Corporate Tax Act intends to subject two kinds of entities
to taxation25:
- bodies corporate conducting a business for profit and
-  so-called open entities, which are entities with freely transferable inter-

estsi.

Modern Netherlands tax theory explains the existence of a corporate tax as a tax
accessory to income tax. Bodies corporate are subject to corporate tax, since the
profits of bodies corporate are not subject at once to income tax in the hands of
the shareholders or other beneficiaries30. Taxation of shareholders is in prin-
ciple possible only after profits are distributed as a dividend. Not taxing profits
of a body corporate would therefore create a domestic tax haven for un-
distributed business profits and consequently result in unjustified taxation dif-
ferences between incorporated and unincorporated enterprises.
Open entities are subject to corporate tax, because they, like bodies corporate,
are in principle operating independently from their participants and they
therefore closely resemble corporations. Corporate resemblance is determined

26 Kommanditgesellschaft auf Aktien, Article 1(1) Corporate Tax Act.

27 A so-called "nicht-rechtsfahiger Verein", as mentioned in Article 1(5) Corporate Tax Act.

28
See V.4.

29 Van Brunschot, OUDE AANDEELHOUDERS AAN NIEUWE BANDEN, inaugural lecture
Amsterdam 1970.

30 Verburg, VENNOOTSCHAPSBELASTING, 1-2, (1984) and Van der Geld, DE HERZIENE
DEELNEMINGSVRUSTELLING, 18-19,(1989)
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on the basis of the characteristics of the public limited company3: An as-
sociation is a taxable entity when it performs the same economic functions as a
public limited company. The economic function of a public limited company is
the separation of ownership of a business from the management of the business.
For unincorporated entities, the corporate resemblance is limited in the Nether-
lands to the question whether the interests of the entity are freely
transferable3: The corporate resemblance test is applied to three entities that
are taxable as corporations:
(i) open limited partnerships; (ii) partnerships with a capital divided into shares;
(iii) open investment funds.

2.3.4.2. Open limited partnerships

Under Netherlands tax law, open limited partnerships are treated as hybrid
entities. Open limited partnerships are subject to corporate tax33, However,
under article 9 of the Corporate Tax Act, it is provided that the profit share of
the partners who are personally liable for creditors' claims (general partners) is
deductible in computing taxable profits of the partnership. This is further
explained in paragraph 5.

The General Tax Act contains a definition of open limited partnerships34. An
open limited partnership is defined as a limited partnership where the admission
or substitution of limited partners does not require the consent of all other
partners (limited   as   well as general). The distinction between   open and closed
limited partnerships is unknown in Netherlands civil law. The concept of open
limited partnership is thus used only for tax purposes. The concept of open
limited partnerships is based on the former so-called limited partnership with a
share capital. Limited partnerships with a share capital were subject to corporate
tax under the Decree on Corporate Tax of 1942. These limited partnerships
were made subject to corporate tax, because otherwise it was feared that
taxpayers would create limited partnerships instead of incorporating public
limited companies, in order to avoid the corporate tax on the entities' profia 5.
For corporate tax purposes, the decisive test for distinguishing limited partner-
ships with a share capital from ordinary (transparent) limited partnerships was
free   transferability    of the limited partner' s interests3: Since the definition    o f
the limited partnership on shares was included only in the regulations applicable
to the Corporate Tax Act, it was unclear whether for the Decree on Income Tax
of 1941 the same definition of limited partnership with a share capital applied.

31 The "naamloze vennootschap; see Verburg, VENNOOTSCHAPSBELASTING    39-40  (1984).

32 For a detailed analysis, see V.4.

33
Article 2(1)(a) of the Corporate Tax Act.

34 Article 2(3)(c).

35 Leidraad Besluit op de Vennootschapsbelasting  1942  (para 4.3.).

36 Article 1(2) Eighth Additional Regulation to the Decree on Corporate Tax.
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In other words, if a limited partnership was classified as a partnership on shares
under the Decree on Corporate Tax, would this automatically imply that the
limited partners should be treated as shareholders under the Decree on Income
Tax of 1941. In literature, three different views were proposed on this issue3:
For purposes of the Decree on Income Tax of 1941, a limited partner should be
treated as a shareholder if:
-    the limited partners' capital is divided into proportionate parts;
-  the limited partners' capital is divided into proportionate parts and these

interests are freely transferable;
-    the limited partners' interests must be freely transferable.

In 1959, the Tax Court of Arnhem38 decided in favour of the first view. In that
case, the peculiar situation arose that the partnership was not subject to cor-
porate tax, because parmership interests were not freely transferable. On the
other hand, for income tax purposes, the limited partners were treated as
shareholders, since the capital of the partnership was divided into proportionate
parts. Undistributed partnership profits attributable to the limited partners
therefore escaped taxation. After 1959, however, this anomaly can no longer
arise, because of the introduction of the General Tax Act. This Act contains a
definition of open limited partnerships and designates the limited partners in an
open limited partnership as shareholders for income tax as well as corporate
tax39.

The definition of free transferability of the limited partners' interests in the
General Tax Act originates40 from a private letter ruling of 191841 There it
was decided that a limited partnership that had issued share certificates was not
a limited partnership with a capital divided into shares, since the partnership
agreement provided as one of the relevant factors42 that the shares were not

l  transferable to third parties without the consent of all partner his cbterion
was reformulated in 1959 in the General Tax Act by defining an open limited
partnership as a partnership where the admission or substitution of limited
partners is    allowed   without   the    consent    of   all   partners,    general    as    well    as
limited. This reformulation has introduced, however, ambiguity in the definition

37 See    Kremer, "De commanditaire vennootschap    op    aandelen    en    de    inkomstenbelasting",
Belastingbeschotrwingen, November 1959, I.33, (1959).

38 Hof Arnhem January 30 1959, BNB 1960/44.

39 See for a more detailed discussion V.4.

40 See Verburg, VENNOOTSCHAPSBELASTING, 60 (1984).

41 Private letter ruling of December 5,  1918, B. 2220.

42 The other one was that the partnership would be dissolved upon death or bankruptcy of a
partner (including a limited partner).

19



the open limited partnership43. It is clear that if the limited partners' interests
are transferable only with the consent of all partners, the partnership is not an
open limited partnership44. But what about the partnership where the traiis-
ferability is subject to the consent of one partner, or the consent of the majority
of partners? The definition of the General Tax Act leaves room for two different
interpretations. Transferability resulting in "openness" of the partnership can be
interpreted as meaning substitution or admission that is either subject to consent
of not aU partners 5 or subject to consent of none of the partners4:
The   truth of logic implies the validity   of the first view. Consequently, an open
limited partnership is a limited partnership were the admission or substitution of
limited partners is subject to the consent of not all partners. A closed (trans-
parent) limited partnership is a partnership were the admission or substitution of
limited partners is subject to the consent of all partners.

The Hoge Raad 7 has decided that in determining whether a limited partnership
is open, the decisive test is the wording of the partnership agreement. Thus,
even if, through a concentration of partnership interests and power in the hands
of one partner, the admission of new limited partners in fact depends on the
consent   of this person, the partnership will still qualify   as   an open partnership
if the partnership agreement does not contain provisions on consent to admission
of new partners.
It  is unclear precisely what constitutes "consent".   It is assumed   that a limited
partnership still qualifies as open if a transfer of a limited partners' interest is
subject to a right of first refusal (meaning the obligation of a limited partner
wishing to withdraw from the partnership to first offer his partnership interest to
all other partners)48. This could be based on the analogy with similar provi-
sions regarding the sale of shares in public and private limited companies that

43 Where the 1918 private letter ruling in effect stated that a partnership is not open it the shares
are not transferable without consent of all partners, the General Tax Act reforinulated this
statement by defining the open limited partnership as one where the interests are transferable
without consent of all partners. To put it in abstract terms, the reformulation assumes that the
statement "if A=not B then C=not D implies that if A=B then C=D' is true.

44 Such a partnership meets the "not-open" test of the 1918 letter ruling.

45
Zwemmer, 'Het onderscheid tussen   "open" en "besloten"', Weekblad voor Fiscaal  Rech,  5413,
1309-1316 (1979), Van Soest, BELASTINGEN at 392 (1985), Essers, 'De commanditaire ven-
nootschap', Weekblad voor Fiscaal Recht 5715, 145-156, (1986), Leijsen, 'Overgangen tussen
open en besloten commanditaire vennootschappen', Weekblad voor Fiscaal Recht 5739, 1053-

1061, (1986).

46
Scheltens, DE ALGEMENE WET INZAKE RLTKSBELASTINGEN, Verburg, VEN-
NOOTSCHAPSBELASTING at 60 (1984), Giele & Oranje, 'Onderneming en commanditaire
vennootschap', Weekblad voor Fiscaal Recht 5771, 505-524 (1987).

47
Hoge Raad, March 25 1953, BNB 1953/142.

48 See the opinion of General-Advocate van Soest for the decision of the Hoge Raad of November
24 1976, BNB 1978/13 annotated by Meering.
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may apply under company law. In a case decided by the Hoge Raad in 197649,
the Hoge Raad found that the interpretation of the partnership agreement
regarding the question of consent is a matter of fact and, as such, left to be
decided by the Tax Court. In that case, the partnership agreement contained
clauses according to which:
a.  a partnership interest could only be sold to a third party after it had been

offered first to the other partners (right of first refusal);
b.    substitution of partners was possible only after consent of all partners;
c.  consent was deemed given by each partner that did not acquire the interest

that was offered.
Despite the fact that a partner could effectively refuse to give his consent to
substitution by a third party only by buying the interest himself, the Tax Court
concluded that the partnership was not open 0. Consequently the partnership
was not subject to corporate tax.

Since the definition of the open limited parmership refers to admission or substi-
tution of partners, the right to assign a limited partner's interest in the profits of
the partnership to a third party without substitution of this third party as a
limited partner would not make the limited partnership open51.

The Ministry of Finance has raised the question whether it would make the
limited partnership    open   if the limited partner' s interests    are sold through    a
public offering at the time of organizing the partnership52. In practice, these
public offerings took place upon organizing the limited partnership and the
offerings had a fixed closing date for all limited partners. Indeed, it can be said
that a public offering of interests results in a very strong corporate resemblance.
In a case about capital tax, the Hoge Raad 3 decided that, even if interests are
sold through a public offering, the investors and the promoters can still be
considered as organizing an investment fund in the legal form of a civil law
partnership as long as the investors have a proportionate interest in the revenues
and capital of the partnership and are entitled to take decisions in the panner's
meetings that are binding on all panners. The Hoge Raad did not consider it
necessary for the partners to contract directly with each other, as long as they,
by subscription, accept the partnership contract as governing the relationship
between the partners and the promoters.

181 effect, the question that was raised
there is somewhat similar to questions-that may arise under US law in distin-

49 See Hoge Raad November 24, 1976 BNB 1978/13 annotated by Meering.

50 This argument of the Tax Court was criticized by General-Advocate van Soest, see BNB
1978/13.

51 See also Mohr, DE COMMANDITAIRE VENNOOTSCHAP EN HAAR VREEMDE
KOSTGANGERS (1987).

52
Aanhangsel Handelingen Tweede Kamer, vergaderjaar 1985-1987, p. 1873.

53
Hoge Raad January 10, 1968, BNB 1968/81 annotated by Schuttevaer.

21



guishing a business trust from a partnership54. It appears that for a partnership
to exist under civil law, the key factor is the control the investors have over tlie
"trustees" or promotero'. For tax purposes, the key test should then be
whether, once the limited partnership is created56, admission or substitution of
limited partners requires consent of all other partners. If so, the limited partner-
ship cannot be classified as an open limited partnership.

2.3.4.3. Partnerships with a capital divided into shares

Partnerships with a share capital are also subject to corporate tax57. The
Corporate Tax Act does not define precisely what constitutes a partnership with
a share capital. Again, the introduction of the category of partnerships with a
share capital was motivated by the policy of subjecting to corporate tax or-
ganizations, that meet the corporate resemblance test from an economic point of
view. Consequently, it was felt that partnerships with a capital divided into
shares and engaged in a trade or business should be subject to corporate tax. In
1976, the Hoge Raad decided on the meaning of the terms "with a capital
divided into shares"58. The Hoge Raad held that these terms referred to a
partnership with a capital divided into proportionate parts, the transfer of which
is possible without the consent of all other partners. Consequently, the Hoge
Raad required both59 that the capital of the partnership be divided into propor-
tionate parts and that a transferability test be met. If both conditions are satis-
fied, corporate resemblance exists.

2.3.4.4. Open investment funds

Finally, open investment funds are subject to corporate tax. An open investment
fund is described as a fund that invests for the joint benefit of the participants
and that has issued transferable participation units. It has been argued  tliat the
inclusion of open investment funds as a separate class of corporate taxpayers

54 A business trust arises i f owners of property transfer the ownership  to  one or more persons,  the
trustees, to be managed for business purposes by the trustees for the benefit of the beneficiaries
of the trust. The beneficiaries in general hold tradable trust certificates or trust shares as
evidence of their interest in the trust. The beneficiaries do not have control over the trustees
running the business. For tax purposes, it is likely that a business trust will be classified as ati
association taxable as a corporation or  as a partnership, see Treas.  Reg. § 301.7701-4(b).

55
See   Cohen   Henriquez,   'Het   beleggingsfonds:   maatschap  of participatieovereenkoinst', WPNR
5130, 229-232 (1971).

56 See the discussion   of the decision   of   the   Hoge   Raad   of  June   27    1990, BNB 1990/254   in
V.4.1.2.2.

57 See Article 2(1)(a) Corporate Tax Act.

58
Hoge Raad, November 24 1976, BNB 1978/13 annotated by Meering.

59
See H.2.3.4.2.

60 Sillevis & de Vries, 'De moeizame symbiose tussen het vennootschapsbelastingrecht en het
privaatrecht', VAN WET NAAR RECHT, SCHELTENSBUNDEL, 237-265 at 244, (1984).
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was unnecessary, since those funds would already be taxable as a partnerships
with a capital divided into shares. For obscure reasons, the legislature, how-
ever, was of the opinion that organizations could only be classified as partner-
ships with a share capital if these organizations are engaged in a trade or
business for profit. Consequently, since an investment fund cannot be con-
sidered to be engaged in a trade or business for profit, these funds could not be
considered partnerships with a capital divided into shares. However, since
investment funds issuing tradable units were also considered to meet the
corporate resemblance test, they should be included as a separate class of
taxpayers in the Corporate Tax Act.
Article 2(2) of the Corporate Tax Act states that a transferable unit is a unit that
is "transferable without the consent of all other participants, with the exception
that a unit is not considered a tradable unit if it is transferable to the fund itself
or  to  the  next  of kin". Under this definition, free transferability of units  to  the
fund itself does not affect the classification of the fund as a closed (i.e. non-
taxable) fund. Likewise, admission of new participants may be accomplished
freely without affecting the closed status of the fund61. This gap in the defini-
tion of open funds has been amended in the description of open funds for capital

duty purposes. There the free admission of new participants results in clas-
sification of the fund as an open fund subject to capital duty.

In an interpretative regulation of August 29, 1988, the Netherlands Ministry of
Finance - in an attempt to limit the number of closed "open end" investment
funds 2 - stated that an investment fund will only qualify as a closed fund if:
-  the units are transferable to a third party, provided the consent of all

participants is required or
-      the units are only transferable to the fund itself or the next of kin.
If the units are both transferable to third parties with the consent of all par-
ticipants and transferable to the fund itself or the next of kin without consent of
all participators, such units will be considered tradable units63.

3.  The partnership as an accounting entity

3.1.  Introduction

Where the income of the partnership is not subject to taxation at the level of the
partnership, but instead the income is taxed in the hands of the partners, the
term fiscal transparency is often used. Within this broad concept of fiscal
transparency, two separate regimes for taxation of partnership income can be
distinguished. The first regime is a system where the partnership is regarded as
an accounting entity. This concept we find in the United States and in Germany.

61 In fact, this definition has resulted in the creation of closed "open end" investment funds, the
units of which are readily tradeable on the Amsterdam Stock Exchange.

62 Funds where the admission and withdrawal of participants (through a regular plan of issuance
and repurchases by the fund) is not subject to consent of all other participators.

63
Regulation DB 88/5113 of August 29, 1988.
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The parmership is regarded as an accounting entity for computing and reporting
business profits for tax purposes. The computation of profits is made at the part-
nership's level. These profits are then taxed in the hands of the partners, each
parmer for his distributive share. The treatment of the partnership as an
accounting entity is based on an entity approach of the partnership.
In the alternative system, the existence of the partnership is more or less
neglected for tax purposes. This is referred to as the aggregate approach. The
business of the parmership is considered the aggregation of the businesses of the
partners. The Netherlands concept of partnership taxation follows this latter
principle to some extent. Here the taxable profits are computed at the partner's
level. The accounts of the partnership are in theory irrelevant. The following
paragraphs examine these two systems in greater depth.

3.2. United States

Under US tax law, a partnership must file a partnership return. The partnership
serves as an accounting entity for purposes of computing income64. In general,
the partnership applies   the same computation rules   as an individual65.   An
election affecting the computation of taxable income is in general made by the
partnership66.

In addition, the treatment of transactions between a partner and the partnership
can be explained as a feature of the partnership as an accounting entity and
based on the entity approach. According to section 707 IRC, a partner can
engage in transactions with the partnership in his capacity other than as a
member of the partnership. The transaction shall in principle be treated as
occurring between the partnership and one who is not a partner. Consequently,
one could say that for transactions between the partner and the partnership, the
partnership is treated as if it were a separate and distinct entity. When the
partner sells a capital asset to the partnership at a gain, such gain would there-
fore be a taxable capital gain for the partner. Likewise, when a loss results from
a sales transaction between the partnership and a partner, such loss would be a
tax-deductible loss.

The treatment of guaranteed payments also reflects an entity approach to
partnership taxation. Guaranteed payments may be defined as payments by the
partnership to a partner for services or the use of capital and that are determined
without regard to the income of the partnership. For example, a partner may
lend money to the parmership instead of contributing capital. The interest paid
by the partnership is treated not as a profit distribution, but as an interest
payment to one who is not a partner. The interest is therefore deductible in

64  Kragen & McNulty, CASES AND MATERIALS ON FEDERAL INCOME TAXATION,
1175-1176 (1985).

65
Section 703(a) IRC.

66    An exception to this rule in the international area is the election for foreign tax credit purposes
under section 901 IRC. Such an election is made by each individual partner, see section 703(b)
IRC.

24



determining the profit of the parmership and taxable in the hands of the lending
partner as interest incomem Guaranteed payments may also be lease payments
for property that is leased by a partner to a partnership or payments for services
rendered by a partner to the partnership.

The entity approach is finally reflected in the tax treatment of a sale of a
partnership interest. The sale of a partnership interest is considered the sale of a
capital asset. The treatment is therefore to a large extent similar to the sale of
shares in a corporation by a shareholdet:

The treatment of the partnership as an entity for purpose of transactions between
the partners and the partnership allows for transactions, that, had the partnership
been treated as the aggregate of the businesses of the partners, otherwise might
not have occurred or would have been structured in a different way. In order to
avoid manipulations based on the entity approach of the partnership, the IRC
contains complicated anti-avoidance provisions. The most important provisions
are section 707(b)(1), which denies the deduction of losses resulting from sales
between a partner  and a controlled partnership69, and section 707(b)(2), which
treats certain capital gains on sales between a partner and a controlled partner-
ship as ordinary income.

Besides these provisions aimed at avoiding abuse of the entity approach of the
parmership for transactions between the partner and the partnership, the IRC
contains provisions that are aimed at securing entity-treatment of the partnership
for certain transactions between a partner and the partnership. These provisions
are found in section 707(a)(2)(A) and 707(a)(2)(ID and are intended to prevent
parmers from disguising sales of property between a partner and the partnership
as non-taxable contributions to parmership capital or as non-taxable partnership
distributions.

While it can thus be said that for certain purposes the partnership is treated as
an entity, the fundamental rule of US partnership taxation is based on the treat-
ment of the partnership as fiscally transparent. This fundamental rule is the so-
called character preservation principle. This principle means that the character
of items of income as realized by the partnership, is retained when the item is
taxed in the hands of the partner. For example, if the partnership realizes a
long-term capital gain (loss), the distributive share of a partner in this item of
income is treated as a long term capital gain (loss). Likewise, when the partner-
ship receives a dividend, the distributive share of the partner in this item of
income is treated as a dividend. The items of partnership income to be reported

67
See section 707(c) IRC.

68
An    exception   is    made   for    "hot assets", which are substantially appreciated inventory    and
unrealized receivables, see section 751 IRC.

69 A controlled partnership is a partnership in which the partner owns, directly or indirectly, more
than 50 percent of the capital interest or the profits interest.
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separately by each partner are listed in section 702(a)70 IRC. Section 702(b)
IRC contains the character preservation rule. It states:

"The character of any item of income, gain, loss, deduction, or credit
included in a partner's distributive share under paragraphs (1) through (7)
of subsection (a) shall be determined as if such item were realized directly
from the source from which realized by the partnership, or incurred in the
same  manner as incurred  by the partnership."

The reason for this retention of character is that otherwise policies for special
treatment of certain items of income (deduction of long-term capital losses only
against long term capital gains, exclusions of dividends from taxable income)
would be defeated.
From the above, it follows that the US system of partnership clearly reflects the
dual nature of the partnership. On the one hand, the partnership is seen as a
conduit. This view is reflected in the fact that the partnership itself is not a
taxable entity and in the character preservation rule. On the other hand, the
partnership is seen as an entity. The entity approach plays a role in determining
the tax consequences of transactions between partners and the partnership.

3.3.   Germany

Under the German Income Tax Act, individuals are only taxable on income
received from specifically enumerated sources. The partner in a partnership is in
general taxed for profits from the conduct of a trade or business, provided the
partnership is carrying on a trade or business and the partner qualifies as an
entrepreneur  (Mituntemehmer).

Prior to 1975, the tax treatment of partners in a partnership was based on the
so-called "Bilanzbundel" theory. Under this theory, the business of the partner-
ship was regarded - for tax purposes - as the aggregation of the businesses of
the individual partners. The balance sheet of the partnership was regarded for
tax purposes as the "bundled" accounts of the individual partners. This theory -
developed by the Reichsfinanzhof and continued by the Bundesfinanzhof - was
based on the view that a partner in a partnership should be treated for tax
purposes in the same way as the sole proprietor. Mainly because of the severe

70
Section 702(a) IRC lists eight categories of income of each partners' distributive share of
partnership income that each partner shall take separately into account: (1) gains and losses
from sales and exchanges of capital assets held for not more than one year;(2) gains and losses
from sales or exchanges of capital assets held for more than one year;0) gains and losses from
sales or exchanges of property described in section 1231 (relating to certain property used  in a
trade or business and involuntary conversions);(4) charitable contributions;(5) dividends with
respect to which there is a deduction;(6) taxes paid or accrued to foreign countries;(7) other
items of income, gain, loss, deduction, or credit to the extent provided by regulations;(8)
taxable income or loss, exclusive of items requiring separate computations under other
paragraphs of this subsection.
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criticism of Messmer7; the theory was finally rejected by the Bundesfinanzhof.
In the fundamental Bundesfinanzhof decision of June 25, 1984n, more em-
phasis was placed on the partnership as a legal and business unit. Under present
German tax law, the financial accounts of the partnership are the starting point
for computing taxable profits of the partners7: Each partner is taxed on his
distributive share of partnership income. Elections to be made in computing the
taxable income are made at the level of the partnership. Once the profit of the
partnership is established, this amount is then used in determining each partner's
taxable income.

Article 15 of the German Income Tax Act contains a special provision regarding
guaranteed payments 4. Under this provision, guaranteed payments made by
the partnership to a partner are taxed in the hands of the partner as business
profits. For example, if a partner were to  make a loan to the partnership, the
interest paid by the partnership is deductible from partnership profits. The
interest received by the parmer is taxed to him, not as interest, but as business

j   11=t,aj:Lt. 'il=:,t:;,ZZN,'21„33:  CrymBe,;1.i,:„, a.,r„.As Knobbe-Keuk 5 points out, this recharacterization of guaranteed payments
into business profits cannot be based on income tax policies. The inclusion in
the Income Tax Act in 1934 of this recharacterization paragraph was motivated
by the introduction of the business tax (Gewerbesteuer). For partners in a
partnership, it should not be possible to reduce the business tax payable by the
parmership by entering into contracts with the partnership which would result in
a reduction of the profits and the equity of the partnership. Although the origin
of the recharacterization rule therefore lies in the business tax, the recharac-
terization of guaranteed payments as business profits by Article 15 Income Tax
Act has often been explained as providing equal treatment of the partner in a
partnership with the sole proprietor76. The equal treatment of partner and sole
proprietor is not, however, completely achieved. The recognition of the partner-
ship as a business unit and to a certain extent as a unit under civil law has
resulted in the treatment of transactions between the partnership and one of its

71 Messmer, 'Die Bilanzbundeltheorie: Eine meisterhafte Schopfung der Rechtsprechung?' 129-
205, STEUERBERATER JAHRBUCH 1972/73.

72 BFH 25 June 1984, Bundessteuerblatt Teil I[, 751-770 (1984), see Streck, 'Zwischenbilanz der
Rechtsentwicklung nach dem Gepragebeschluss des grossen Senats', Deutsches Steuerrecht Heft
1/2, 3-8 (1986).

73 See Article 5 Income Tax Act.

74 Guaranteed payments may be defined as payments by the partnership to a partner as a
remuneration for services or capital and the amount of which is determined without regard of
the income of the partnership, see paragraph 3.2.

75 Knobbe-Keuk, BILANZ- UND UNTERNEHMENSSTEUERRECIrr at 271 (1987).

76 Schmidt, KOMMENTAR ZUM EINKOMMENSTEUERGESETZ, Article 15-36 at 899,
(1988).
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partners as transactions between the partnership and one who is not a partnern.
For instance, if a partner sells a capital asset to the partnership, such a sale is
treated as a sale between third parties. Consequently, for the partner, a taxable
gain would arise when the sales price exceeds the partner's basis of the asset.
This is therefore an important difference from the sole proprietor who by
definition cannot sell assets to his business. An important note should be made,
however, regarding the treatment of capital gains and losses of a partner. In
contrast to tax laws in the United States, German tax law does not in general
provide for taxation of capital gains. For a partner in a partnership, capital gains
are taxable only78 if the asset qualifies as a business asset. Broadly speaking,
an asset qualifies as a business asset if the asset is used in or for the purpose of
conducting the business.

As noted above, the starting point for determining a partner's taxable profits is
the partner's distributive share in the partnership's profits. Where the partner-
ship's profits contain items of income subject to a special tax regime, for
instance dividends, long term capital gains or foreign source income, these
items are taken separately into account, so as to be able to give effect to the
special regime at the partner's level. Consequently, the character of these items
of income is retained when these items are taxed as business profits in the hands
of the partners.
To the profit share are added the income and expenses that are received/paid by
the partner himself and that are connected to the business conducted by the
partnership79. An example is the treatment of guaranteed payments received
from the partnership. These payments are characterized as business profits by
article 15 of the Income Tax Act. Also the capital gains/losses on assets owned
by the partner and put at the disposal of the partnership for conducting its
business are taxable as business profits, since these assets qualify as assets
belonging to the business conducted by the partnerzo.

4. The partnership as an aggregation of the partner's businesses

4.1. Introduction

In the aggregate approach, the character of income taxation as a tax on the
income of individuals plays a central role in taxing partners in a partnership.
The aggregate approach is based on the view that, since the partners are subject
to income tax, it is the financial position of the partners that has to be deter-
mined in order to establish their ability to pay tax. Consequently, income as
reported by the partnership is,  as a matter of principle, irrelevant for the levy of

77 See Schmidt, 'Personengesellschaften im Spannungsfeld von Zivilrecht und Ertragsteuerrecht',
FinanzRundschau, 482-493 at 486 (1980.

78 Unless the gain qualifies as a speculative gain under Article 23 Income Tax Act.

79 These are the so-called  "Sonderbetriebsausgaben"  and  "Sonderbetriebseinkunfte".

80
The so-called "Sonderbetriebsvermogen".
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tax on the partners. It is the income as reported by the partner that is essential
in determining his ability to pay tax. Under the aggregate approach, each
partner is thus considered to conduct his own business. This business is the
undivided share of the partner in the partnerships' business. The basic differen-
ces between the aggregate approach and the "accounting entity" approach follow
from this basic concept. While under the accounting entity approach, the taxable
profits of a partner are determined on the basis of the accounts of the partner-
ship, under the aggregate approach a partner may elect for tax purposes a
system of accounting that differs from the system of accounting of the partner-
ship81, as long as the partner's accounting system remains within the limits set
by tax law. Likewise, elections that may be made in determining the taxable
profits, such as the reinvestment reserve82, may be made by the partners
separately and need not be made at the level of the partnership.

4.2. The Netherlands

Like German tax law, the Netherlands Income Tax Act refers to sources of
income. An individual is only taxable on items of income from specified sources
that are enumerated in the Income Tax Act. For partners in a partnership, the
general notion is that each partner in the partnership is considered as carrying
on his own business. This notion is based on interpretation of Article 6 of the
Income Tax Act, which states that:

"Profits of a business are derived by the person, for whose account a
business is carried on, including him who is, not as a shareholder, entitled
to the equity of the business".

At present, one could say that Netherlands tax law still contains some features
of the German "Bilanzbundel" theory. The concept of the partnership as an
income reporting vehicle was abandoned in 1950. In reporting his taxable
income, each partner reports his distributive share in the income of the partner-
ship. The main difference from the German system of partnership taxation is
that Dutch partnership income is not determined for all partners at the level of
the partnership83, but instead each partner may (in theory:4) elect his own
system of accounting in determining the income of the partnership for tax
purposes, as long as the system is in line with sound business practice. For
example, the system of depreciation of business assets of the partnership may
differ between the partners. Where one partner decides to use a system of
depreciation based on book values, another partner may elect to depreciate on

81 The partner may for instance elect a different system of accounting for inventory or deprecia-
tion of business assets.

82 A reinvestment reserve provides for a deferral of taxation of a gain upon a sale of a business
asset through a roll-over of the book value of the asset in the books of the taxpayer.

83 Which reflecls the partnership as an accounting entity.

84 In practice, partners will generally use the accounts of the partnership for the sake of simplic-

ity.
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the basis of a fixed percentage of cost. Also, elections to be made for computing
taxable income are made at the partner's level. An example is the election to
create a reinvestment reserve. While under German tax law, such an election is
made by the partnership in the partnership tax return so as to apply for all
partners, in the Netherlands, each partner may separately elect to create a
reinvestment reserve in order to roll over his distributive share in a capital gain
on the disposal of an asset by the partnership.
The Netherlands system of partnership taxation also implies that, contrary to the
U.S and German system, there is no such thing as a partnership tax return, not
even for reporting requirements.

As in the United States and German tax law, the character of income as realized
by the partnership is retained when the income is taxed in the hands of the
partners. For example, if-th  partnership receives a diviwend, the_profit sl*e of
each  of *partners  is_consWered to contain an amount of dividends related  to
the distributive share of the partner in_thepartnership' s profits.

c ,       Regarding  the tax treatment of guaranteed payments ,  the Netherlands system
)   is similar to that of Germany86. If the partnership makes guaranteed payments

to a partner, these guaranteed payments are taxed in the hands of the partner as
business profits. This recharacterization of guaranteed payments is not based on
legislation, but on case law87 Likewise, assets put at the disposal of the
partnership by the parmers and used in the business of the partnership are
treated as business assets of such partner. Capital gains/losses on such assets
therefore constitute business profits in the hands of the partner.

The present Netherlands theory on partnership taxation, however, cannot
completely explain the actual taxation of partners in a partnership. This is
especially the case for the sale of assets by a partner to the partnership (and vice
versa), and the tax consequences of the admission of new partners to the
partnership. In the theory that each partner is considered as carrying on his own
business, being his proportionate share of the partnership's business, a sale
between a partner and the partnership should for tax purposes be relevant only
to the extent that such a sale can be considered a sale between the partner and
all other partners. For the balance, such a sale would be non-existent for tax
purposes. As Van Dijck points outss, in a system where each partner is con-
sidered for income tax purposes to carry on his own business, the taxable profit
of a partner cannot be influenced by the relationship between the partner and the
partnership, but only by the relationship between the partner and all other

85 For a definition of guaranteed payments, see II.3.2.

86
Although the Netherlands does not levy a business tax.

87 The decisions relate to the former business tax that was introduced in the Netherlands under the
German occupation during the Second World War, see Hoge Raad April 23, 1947 B 8392,
Hoge Raad April 10, 1946 B 8058 and Hoge Raad April 9, 1947 B 8340.

88 Van Dijck, FED IB Art 7 (1) [1950]: 363 in his annotation of the decision of the Hoge Raad,
December 16, 1959.
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partners. To illustrate this consider the following:

Example II-1: Partnership AB has two partners, A and B. Each partner has a 50
percent interest in the profits and capital of the partnership. Partner A owns
offices that are leased to and used by the partnership. The real property has a
book value in the accounts of partner A of 100, whereas the fair market value
of the real property is 250. Partner A and the partnership conclude a sale
whereby the partnership acquires the real property for its fair market value.
Under the present theory, tile sale of the real property by partner A to the part-
nership would be treated as a sale of a 50 percent interest in the real property to
partner B. This would result in a taxable capital gain in the hands of partner A
of 75. The remaining 50 percent interest  in  the real property would still  be  an
asset belonging to the business of partner A and should therefore not have any
tax consequences for partner A89.

The Hoge Raad, however, implicitly continues to assign a meaning to the fact
that the partnership economically and especially legally can be considered as a
separate and distinct unit operating under its own name and conducting its own
businessm. In the example, partner A for tax purposes will be considered as
having realized a taxable capital gain on the transferred asset for the full amount
of the difference between the book value of the asset in the books of partner A
(100) and the fair market value (250)91

To summarize, it can be said that the Netherlands system of partnership taxation
closely resembles the German system. The basic difference is that under the
Netherlands system, more emphasis is placed on the character of the Income
Tax Act as a tax on individuals. It is the ability of the partners to pay tax that
must be examined. The accounts of the partnership are therefore in theory
irrelevant in determining the capacity of the partners to pay. From this theory, it
can be explained why Netherlands tax law does not provide for a partnership tax
return for reporting purposes. In addition, this theory explains why elections in
computing taxable income are made at the level of the partners and not at the
level of the partnership. This theory is, however, not consistently applied by the
Hoge Raad. The notable exception is the treatment for tax purposes of transac-
tions between a partner and the partnership. If a partner sells a business asset to
the partnershipm and such transaction is treated in the books of the partnership
as a transaction against fair market value, the partner will be considered as
having realized a gain on the sale for the entire difference of the fair market
value of the asset over the book value of the assets in the accounts of the
partner. In other words, for transactions between a partner and the partnership,

89 Likewise, Van Lindonk, DE ONDERNEMING EN HAAR FISCALE VERSCHUNINGSVOR-
MEN at 60-63 (1990).

90   See the decisions of the Hoge Raad of December 16, 1959 BNB 1960/34 annotated by Van
Dijck and of January 31,  1967, FED IB:  Art.  7 (1) [1950]:363 annotated by Van Dijck.

91 Similarly, if the asset had declined in value, a capital loss would have occurred.

92 Or if an entire business is contributed to a partnership.
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the partnership is treated as an entity.

5. The open limited partnership: a hybrid entity

As was mentioned in paragraph  2.3.3.,  in the Netherlands, the so-called  open
limited partnership is treated as a hybrid entity. The open limited partnership is
designated as a corporate taxpayer by the Corporate Tax Act. However, the
profit share of the partners with unlimited liability (the general partners) is a
deductible item in computing the partnership's profits93. The deduction applies
whether the profit share of the general partners is distributed or not. This profit
share is directly taxable in the hands of the general partners94. This system of
the open limited partnership as a hybrid entity has a long history. It was
introduced in 1893, when a tax on business profits was introduced in the
Netherlands. Business profits earned by public limited companies were taxed by
a levy on the profit distributions of such companies. Distributions to limited
partners of an open limited partnership were also subject to the tax on distribu-
tions, since it was argued that the tradable partnership interest of a limited
partner in an open limited partnership so closely resembled the share in a public
limited company that distributions on such an interest should also be subject to
the tax on profit distributions. The profit share of the general partners was not
subject to the tax on profit distributions, but whether distributed or not, the
profit was directly taxed in the hands of the general partners. This hybrid taxa-
tion has been retained in Netherlands tax legislation throughout the years. The
hybrid system is based on two basic principles. Firstly, the general principles of
partnership taxation provide that partnership profits are directly taxed in the
hands of the partners, since they are directly entitled to the income and capital
of the partnership. Secondly, the tradable partnership interest of a limited
partner in an open limited partnership so closely resembles the share in a public
limited company that the rules on partnership taxation must be replaced by the
rules on taxation of shareholders.

The tax treatment of open limited partnerships was subject to a landmark
decision of the Hoge Raad in 1982 . An open limited partnership received
dividends from a qualifying participatione. The limited partners were entitled
to 90 percent of the partnership's profits, whereas the general partners were
entitled to 10 percent. The issue was whether the participation exemption

93     Article 9(1)(f) of the Corporate Tax Act.

94
See Hoge Raad July 7, 1982 BNB 1982/268 annotated by Nooteboom.

95
Hoge Raad July 7, 1982 BNB 1982/268 annotated by Nooteboom.

96 The Corporate Tax Act contains the so-called participation exemption for dividends and capital
gains from qualifying participations. The participation exemption is based on the policy
consideration that corporate profits that have been subject to corporate tax should not again be
subject to corporate tax when received by a corporate shareholder. One of the conditions for a
shareholding to qualify for the participation exemption is that the shareholding should be at
least 5 percent of the share capital.
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applied to the full amount of the dividends received by the partnership (the
argument of the partnership), or to 90 percent of the dividends received, being
the amount allocatable to the limited partners (the position of the Netherlands
Revenue).

The positions are reflected in the following table which is based on the as-
sumptions that the open limited partnership realizes a gross profit of 1,000,000,
of which an amount of 500,000 consists of dividends from a participation in a
subsidiary.

Taxpayer Revenue

gross profit 1,000,000 1,000,000

less general partner's share 100,000 100,000
exempt dividends 500,000 450,000

taxable partnership profit 400,000 450,000

The Revenue argued that, of the 500,000 dividends received by the limited
partnership, an amount of 10 percent (being 50,000) was directly taxable in the
hands of the general partners. Consequently, the limited partnership could not
claim the participation exemption for the full amount of dividends received, but
only for the amount of dividends allocatable to the limited partner's interests
(which would be 90 percent of 500,000, which equals 450,000). This argument
was upheld by the Hoge Raad. The Hoge Raad stated that 10 percent of the
dividends received by the limited partnership were directly taxable in the hands
of the general partners. Consequently, each of the general partners individually
could claim the participation exemption for those dividends, provided the
applicable conditions were met. Therefore, if the participation exemption were
granted at the level of the partnership for the full amount of dividends received,
the same dividend would be exempt twice. This was considered to be contrary
to the meaning and purpose of the provisions on the participation exemption.

The example illustrates the hybrid nature of the taxation of open limited
parmerships. For the income allocatable to the limited partner's interests, the
limited partnership is treated as a taxable corporation. For the income al-
locatable to the general partner's interests, the limited partnership is treated as a
conduit. The Hoge Raad explicitly states that the partnership income that is
taxed in the hands of the general partners retains its character. In effect, the
decision of the Hoge Raad provides for a reasonable result.
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6. The partnership as a tax shelter vehicle

6.1. Introduction

A typical feature of a tax system's treatment of partnerships as transparent
vehicles is the use of partnerships as a tax shelter device. The use of limited
partnerships in this way is thus found in the United States, Germany, and in the
Netherlands. In the Netherlands, however, a decision by the Hoge Raad97 has
significantly limited the possibilities for using limited partnerships as a tax
shelter device. The main aim in using partnerships as such a device is to shelter
income from taxation through the creation of artificial or "paper" losses and
deductions from an investment in a tax shelter partnership.
The use of a limited partnership as a tax shelter device is based on three basic
mechanisms98: deferral, leverage and conversion.

Under the mechanism of deferral, the taxpayer incurs a current deduction from
taxable income although the income from the investment is realized in future
years, thus resulting in a deferral of his tax liability. Under the mechanism of
leverage, the taxpayer is entitled to a tax basis of depreciation that is based on
the acquisition cost of depreciable assets. The acquisition cost of these assets
exceeds by far the amount of capital invested by the limited partner, because the
partnership is financed with maximum debt. In addition, because of the lever-
age, a current tax deductible loss resulting from depreciation and interest
expense could even exceed the amount of capital invested by the taxpayer in the
limited partnership. Under the mechanism of conversion, a current deduction of
interest expense and depreciation against ordinary rates is converted into a
future capital gain upon sale of the assets by the partnership, or upon sale of the
partnership interest, where such gain is tax-free or taxed at a reduced rate as a
long-term capital gain. These basic mechanisms allow for the use of limited
partnerships as a tax shelter device in sectors other than just those enjoying tax
preferences.

The use Of tax shelters is generally viewed as undermining tax policy con-
siderations. Tax shelters allow the wealthy to shelter their income from taxation.
Consequently, over time, measures were enacted to avoid the use of tax
shelters. Enacting measures against the use of tax shelters, however, creates a
dilemma for the tax legislator. On the one hand, preferential tax treatment of
certain sectors of industry (oil and gas, real estate, farming) is based on
economic policy. On the other hand, this preferential tax treatment creates and
strengthens the possibilities for structuring tax shelter partnerships investing in
preferred areas. Here, economic policy conflicts with a fair system of income

97 In the decision of the Hoge Raad of June 3,  1970, BNB 1970/152  an  "at risk"  rule was
introduced by deciding that a limited partner may (absent special arrangements between the
partners on internal liability for partnership debts) only deduct partnership losses up to the
amount of his contribution to the capital of the partnership, see Spaanstra, 'De schade-aanspra-
kelijkheid van de commanditaire vennoot', Weekblad voor Fiscaal Recht 5005, 754-758 (1970.

98
Von Armansperg, DIE ABSCHREIBUNGSGESELLSCHAFT: ENTSTEHUNG-AUSGE-
STALTUNG-EINSCHRANKUNGEN (1983).
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taxation.

6.2. United States

The United States has extensive experience with the use of partnerships as tax
shelter devices. The rules have been developed to combat the use of tax shelter
partnerships and to address the basic mechanisms of deferral, leverage and
conversion. They are probably the most complicated tax rules contained in US
tax law. Consequently, only some basic items are discussed here, relating to the
mechanisms of deferral and leverage.

A. Measures against deferral

1. "Hobby losses"
Where a tax shelter partnership is structured in a way that a real (future)
business profit is unlikely to occur, deductions incurred in this activity may be
refused as a "hobby  loss". Such activities are classified under section  183  IRC
as not having been engaged in for profit.

2. Capitalization and amortization of expenses
An important tool in limiting the use of the deferral mechanism is the limitation
of the possibility for deducting currently prepaid expenses. The limitations apply
especially to partnerships using the cash method of accounting. These rules
require the capitalization and amortization of expenses. Examples of expenses to
which these rules apply are:
- costs incurred upon organization of the partnership and in promoting the

sale of partnership interests (section 709 IRC);
-   capitalization of interest incurred during construction or improvement of

certain real property (section 189 IRC);
-      capitalization of prepaid interest (section 461 IRC).

3. Passive loss rules
Probably the most far-reaching anti-avoidance measures enacted so far against
the tax shelter partnership are the passive loss rules of the Tax Reform Act of
1986. These passive loss rules are directed against the basic mechanism of the
tax shelter: the use of deductions from one activity to offset income from other
activities. Under section 469 IRC the use of losses and tax credits from "passive
activities" against income from "non-passive" sources is limited. Deductions and
tax credits from all passive activitiese of a taxpayer that exceed total income
from such passive activities may not be applied against non-passive income or
tax attributable to such non-passive income. Such excess losses and credits must
be carried forward and used in future years against passive income. Excess
losses are allowed in full only upon a taxable disposition of the entire interest in
the passive activity. Under section 469, a passive activity includes any activity
which involves the conduct of any trade or business and in which the taxpayer

99    It should be noted that portfolio income is not considered income from a passive activity.
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does not "materially participate„100. The reasoning is that a taxpayer who does
materially participate is more likely than a passive investor to approach the
activity with a significant non-tax economic motive. A rule limiting the use of
passive losses, i.e. a deduction against passive income only, also requires an
anti-avoidance provision directed against the transformation of active or port-
folio income into passive income. This provision is found in section 469(10 (2)
IRC under which the Treasury is authorized to issue regulations on this matter.
In addition, the introduction of several baskets of income requires rules for the
allocation of interest expense. It is clear that an interest allocation rule is needed
in order to determine the net income from a passive activity. The Regulations
issued  on  July  1, 1987 provide  for the tracing of interest  on the basis of tracing
the debt proceeds to specific expenditurestot.

A taxpayer will be considered as materially participating in the activity if he is
involved in the operations on a regular, continuous and substantial basis.
Regarding the tax position of a limited partner, section 469 IRC provides that a
limited partner is never considered to materially participate in an activity except
as provided in regulations. The first temporary regulations were issued on
February 19, 1988102. Under these regulations, a limited partner is generally
considered to have materially participated in an activity if he has participated for
more than 500 hours during the tax year, or has been materially participating
for any five of the previous 10 taxable years or if the partnership is engaged in
a personal service activity.

B. Measures against leverage: the "at risk" rules

While the measures against deferral limit the effective use of losses from a tax
shelter partnership, the "at risk" rules limit the amount of tax-deductible loss
resulting from an investment in a tax shelter partnership. Under the at risk
rules, a taxpayer is allowed a tax-deductible loss from an activity only up to the
amount the taxpayer can actually lose in the activity. In other words, the amount
for which the taxpayer is at risk. Any loss attributable to a partner and ex-
ceeding the amount at risk can be carried forward to be set off against future
partnership profits. These at risk rules attempt to match the tax deductible loss
of  a  taxpayer  with his potential economic  loss   from an activity. The prior
allowance of tax losses exceeding the potential economic loss was a major
incentive for the tax shelter industry. The basic mechanism was the acquisition
of real estate by a limited partnership, financed largely with a non-recourse
mortgage. The initial losses realized by the partnership were then apportioned

100 Rental activities are deemed to be a passive activity and a "working interest" in oil or gas
property which the taxpayer holds directly or through an entity which does not limit the
liability of the taxpayer with respect to the interest is not considered a passive activity, see
section 469(c) IRC.

101 See more extensively Morgan, 'Interest Expense- To Trace or Not To Trace', Tax Planning
International Regew, 3-15 (1988M

102
Temp. Treas. Reg. § 1.469 - 5T (1988).

36



among the partners in the same proportion as they share partnership profits.
Consequently, the part of the partnership loss allocated to a limited partner
could well exceed the amount for which the limited partner would be liable.

Similar at risk rules apply for the use of tax credits on investments financed
with non-recourse loans103. With the Tax Reform Act of 1986, the application
of the at risk rules, which were introduced in 1976 and expanded in 1978, was
extended to the holding of real estate104.

6.3. Germany

6.3.1. Partnerships generating business income

The use of limited partnerships as a tax shelter vehicle in Germany is based on
the same principles    as    in the United States. Again, deferral, leverage    and
conversion are the lines along which German tax shelter partnerships are
structured. Likewise, the measures enacted against the use of tax shelter
partnerships resemble the United States rules to a large extent.

A. Measures against deferral

1. Hobby losses
In the landmark decision    of   June 25, 1984105, the Bundesfinanzhof decided
that a partnership is not conducting a business if its sole purpose is to realize tax
savings for its partners through the creation of currently tax deductible losses
and future capital gains taxed at reduced rates. Consequently, losses realized by
such a partnership are qualified as hobby losses and therefore not taken into
account for tax purposes106. Following that decision, the Income Tax Act was
amended so that activities engaged in order to save taxes are not considered
activities engaged in for profits from a business107.

2. Passive investment or trade or business?
Prior to the above-mentioned 1984 decision of the Bundesfinanzhof, any limited
partnership with a corporation (mostly a GmbH) as its only general partner was
considered as conducting a trade or business, even if the activities of the
partnership were limited to passive investment. The underlying theory was that
the nature of the corporation, an entity that is deemed to conduct a trade or

103
See section 46(c)(8) IRC.

104 Miller in THE TAX REFORM ACT OF 1986, vol.II Detailed Analysis p. 986, Tax Manage-
ment Portfolios, Washington (1986).

105 BundesSteuerBlan 1984, II 751-770 (1984).

106 See Streck, 'Zwischenbilanz der Rechtsentwicklung nach dem Gepragebeschluss des Grossen
Senats', Deutsches Steuerrechr  Heft  1/2  p.  3-8  (1986).

107 See Article 15(2) of the Income Tax Act.
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business, is reflected upon the partnership, so that the partnership is considered
as  carrying on a trade or business. This line of reasoning boosted the use of the
GmbH & Co KG as a tax shelter vehicle. The limited partners in a GmbH & Co
KG were thus considered to be engaged in a trade or business (Mitunterne-
hmerschafO, because the sole general partner of the limited partnership was a
corporation. Therefore the limited partners were entitled to tax preferences,
such as depreciation allowances and investment allowances. In addition, the
limited partners were thus able to deduct artificial current tax losses exceeding
the amount at risk by using the mechanism of leverage ("negatives Kapitalkon-
to"). This theory of the "tainted" partnershiplos was abandoned by the Bundes-
finanzhof in 1984. Nevertheless, it was reintroduced in the Income Tax Act in
1986109. There were probably two reasons for reintroducing this rule. Firstly,
the GmbH & Co KG was believed to be a useful vehicle to conduct economic
activities and reorganizations of businesses. Secondly, if the rule were aban-
doned, a recapture of previously deducted artificial losses would most likely be
impossible.

/ Consequently, under the present Article 15(3) Income Tax Act, any partnership
(   not conducting a trade or business, with only corporations as general partners is
  deemed to conduct a trade or business.

3. Capitalization of expenses
Fees paid for the development of the concept of the tax shelter and fees paid for
promoting the partnership have to be capitalized in the books of the partnership.

B. Measures against leverage: "at risk' rules

As did the United States, Germany has introduced at risk rules limiting the
attribution of parmership losses to (limited) partners. The so-called "negatives
Kapitalkonto", enabling a limited partner to deduct current losses  of the partner-
ship exceeding the capital invested by him, was abolished in 1980 through
introduction of Article 15a Income Tax Act. The insertion of this provision
followed a decision of the BFH where the principle of losses of a limited
partner exceeding the amount he can actually lose, was recognized. Under
Article 15a, any loss attributable to a limited partner, exceeding his amount at
risk, may not be deducted currently, but will be carried forward to be set off a-
gainst future partnership's profits.

6.3.2. Partnerships generating investment income: "Bauherrenmodelle"

The above-mentioned use of partnerships as a tax shelter device is based on the
classification of the activities of the limited partner as being engaged in a trade
or business. Consequently, the limited partner is considered as earning business
profits. In Germany, parmerships were also used as a tax shelter device if the
parmers qualified not as being engaged in a business for profits, but as passive

108 Tainted in the sense that the participation of a corporation as a general partner tainted the
partnership as one engaged in a trade or business.

109 Article 150) Income Tax Act.
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investors. These partnerships were based  on the so-called "Bauherrenmodelle".
In a Bauherrenmode11110, individuals would participate in a civil law partner-

ship or sometimes a limited partnership with individuals as general part-111

nersn: The partnership would develop real estate according to a detailed or-
ganizational and financial plan developed by the tax shelter promoters. The
participation of the partners was structured in such a way that the partners
themselves were considered the real estate developers. The development of real
estate for future leasing is considered a passive activity resulting in income from
real estate as opposed to profits from a business. The creation of negative
income from real estate was achieved by splitting the investment into tax-deduc-
tible expenses and non-deductible capital expenditures. In addition, tax preferen-

ces on depreciation were utilised. The aim was to increase the tax-deductible
expenses through financing with debt and payments of large amounts for
management, promotion, commissions and warranty fees.

The German tax authorities did not question the position taken by the taxpayers
that they should be considered real estate developers as opposed to real estate
purchasers. Instead, they issued detailed regulations on the maximum amounts
of tax-deductible expenses113. It took until 1985 for the Bundesfinanzhof to
decide on some basic questions of these schemes for income tax purposes. In its
decision of 29 October 1985114, the BFH ruled that it could be considered an
abuse of legal form if a taxpayer were to pay amounts for services rendered that
would exceed an arm's length remuneration. In the view of the BFH, the
contracts entered into under a "Bauherrenmodell" lack the basic notion that the
contracting parties that have different or conflicting interests. The BFH argued

that it is due to the parallel interests of the contracting parties under a "Bauher-
renmodell" that one party is prepared to pay to the other party excessive fees
for services that constitute  only part of the entire contractual relationship
between the parties.
Another basic decision reducing significantly the possibility of using the
"Bauherrenmodell" as a tax shelter device is the November 11, 1989 decision of
the Bundesfinanzhot 15. In that decision, it was held that the investor in a
"Bauherrenmodell" should be classified as a real estate purchaser and not as a
real estate developer, if the investment is based on model development contracts

110 For an in-depth discussion of the mechanics of the Bauherrenmodel, see Schmidt-Liebig,

'Bauherrenmodell, wirtschaftliche Betrachtungsweise und Gestaltungsmisbrauch', Steuer  und

Winschaft 128-143 (1986).

111 Gesellschaft Belrgerlichen Rechts.

112 A corporation could not act as general partner, because otherwise the limited partnership would
be classified as one engaged in a trade or business.

113
Regulation of August 13, 1981 Bundessreuerblan I 604, see Stuhrmann, 'Erlauterungen zum
neuen "Bauherrenerlass-, Betriebs-Berater 1703-1705, (1981).

114 FinanzRundschau 208410 (1986).

115 Bundesfinanzhof, November 11 1989, Bundessteuerblan  M, 299 (1990). See the comments of

Wollny in Der Bet,ieb, Heft 3, 154-159 (1990).
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drafted by the promoters and, during the development, the investors are
represented by the promoters, so that in effect the entire development of the real
estate is beyond the control of the investors. In that event, all payments made by
the investors to the promoters for services rendered by the promoters must be
considered costs of acquisition of real property and not (tax-deductible) costs of
development.

Regarding the German   case   law   on the "Bauherrenmodell",    it   can    thus   be
concluded that substance prevails over form.

6.4. The Netherlands

6.4.1. Partnerships generating business income

In the Netherlands, partnerships do not appear to have been used as a tax shelter
vehicle on such a large scale as in the United States or Germany. The main
reason  for this limited use is probably the decision of the Hoge Raad on June 3,
1970116. This decision in fact introduced at risk rules in determining a limited
partners' current tax-deductible loss. The Hoge Raad decided that, according to
civil law, a limited partner is not liable for partnership losses exceeding his
partnership capital. The decision therefore implied that for tax purposes, a
limited partner may only deduct his share in the partnership's losses up to the
amount of his liability117. The Tax Court of Arnhemils followed a similar
line of reasoning for a Netherlands limited partner in a German Kommandit-
gesellschaft. Here, the Netherlands partner applied the German principle of a
negative partnership capital, allowing a deduction of partnership losses ex-
ceeding the capital invested. The Tax Court ruled that, since the liability of the
limited partner was limited to his capital invested, a tax deductible loss could
occur  only  for that amount. Since, according to article   169,  para.   1  of  the
German Handelsgesetzbuch, the limited partner is entitled to partnership profits
only   after the negative partnership capital is recaptured ("Ausfullungspflicht"),
the Tax Court argued that future parmership profits would not be taxable until
these excess losses were recaptured.
The introduction of the at risk rules by the Hoge Raad has thus limited the use
of the mechanism of deferral considerably. This could explain the limited use of
"public" limited partnerships as a tax shelter device.

116
BNB  1970/152, see Spaanstra, 'De schade-aansprakelijkheid van de commanditaire vennoot',
Weekblad voor Fiscaal Recht 5005,154-758 0970).

117 Contracts between the partners internally may increase the liability of a limited partner beyond
his partnership capital without the limited partner losing his civil law status as a limited partner.
It is generally accepted that such increased Iiability is recognized for tax purposes, see
Spaanstra, 'De schade-aansprakelijkheid van de commanditair vennoot', Weekblad voor Fiscaal
Red:t 5005, 757-758, (1970).

118 Tax Court Arnhem, November 7 1986, Injobulletin 86/640.
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An incentive for using limited partnerships as a tax shelter device was the
introduction of the WIR investment tax credit in 1978. The investment tax credit
was granted to any taxpayer engaged in a trade or business on investments in
capital assets for the business. The investment tax credit could even result in a
cash refund if the credit exceeded the tax otherwise payable. Structuring a
business venture through a limited partnership would thus result in:

a limited downward risk for the investor in case of default, due to the tax
deductibility of the capital invested;
more than a deferral of taxation due to the possibility of a cash refund of
investment tax credit;

-   use of the mechanism of leverage, since the investment tax credit was
granted regardless the financing of the investment.

As of 1983, a slight increase in the use of limited partnerships has been report-
edlig. Most probably, this increase can be explained by the above-mentioned
mechanisms of limited downward risk and investment tax credits for investors.
As of April 1, 1986, the investment tax credit was no longer granted as a cash
refund. The abolition of the cash refund was induced by budgetary needs120.

Nevertheless, the use of limited partnerships as investment vehicles continued.
With a press release of June 26, 1986, the Netherlands Ministry of Finance
announced that it would combat the use of "public" limited partnerships as tax
shelter vehicles. In a regulation of November 6, 1986, a number of ar-
guments121 were developed that would deny the previously granted benefits to
investments in public limited partnerships. In the first place, the classification of
the income from the limited parmership as business profits was challenged

should the limited partner's interest in the surplus upon liquidation of the
parmership be relatively or absolutely insubstantive. Under these circumstances,
the purpose for creating an interest in the surplus upon liquidation of the
partnership was considered to be motivated solely by tax reasons. In such a
case, the limited partner should not be considered to be engaged in a business

for profit, but as a mere passive investor receiving a profit-related interest on
his investment. Consequently, such a limited partner should not be entitled to
tax benefits for businesses, such as a deduction of losses on invested capital and
investment tax credits. In the case decided by the Hoge Raad on April 27,
1988122, the tax authorities challenged the classification of income from a
partnership as business income in a case involving a Netherlands limited partner
in a US limited partnership. The partnership was clearly a tax shelter vehicle,
with its principle business purpose being the cultivation and selling of flowers.

The Hoge Raad decided that the question whether a limited partner can be
considered to be engaged in a trade or business should be determined by

119
Essers, 'De commanditaire vennootschap', Weekblad voor Fiscaal Recht 5715, 146-156 (1986).

120 The ouverture to the abolishment of the investment tax credit in 1988.

121 These arguments were developed by Essers, 'De commanditaire vennootschap', Weekbtad voor

Fiscaal Redit 5715, 146-156 (1986).                                                                                      /

122 See Maathuis, 'Het ondernemerschap van de commanditair vennoot', Weekblad voor Fiscaar

Recht 5838, 1193-1198, (1988).
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establishing whether, at the time of signing the partnership contract, it can
reasonably be expected that the limited partner would realize a surplus upon
liquidation of the partnership. The Hoge Raad, however, did not refer to the
arguments made in the regulation of November 6, 1986 on the insubstantive
interest of the limited partner in such a surplus upon liquidation.
Regarding the investment tax credit, a second argument123 was raised in the
regulation. In the view of the Netherlands Revenue, a limited partner could not
be considered as investing in business assets as defined in the investment tax
credit legislation. The investments should be considered to be made by the
general partners. A limited partner would not conclude by definition investment
contracts with third parties, since this would affect his limited liability for
partnership debt. Consequently, it is only the general parmer that will conclude
the investment contracts and that will therefore be entitled to the investment tax
credit. This argument was rejected by the Hoge Raad in the decision of
February 22, 1989124. The Hoge Raad argued that, based on the principle of
reasonabless and based on the meaning and purpose of the provisions on
investment tax credit, the investments of a limited partnership have to be at-
tributed to the limited partners as well, each for his pro ram part in the partner-
ship.

Finally, the argument was made that some limited partnerships should be taxed
as open limited partnerships, and the limited partners should thus be treated as
shareholders. Besides the formal test that is applied to determine whether a
limited parmership is considered to be open,25, in the view of the Netherlands
Revenue, a material test has to be applied. Under this material test, a limited
partnership is only considered to be a closed (transparent) limited partnership if
the partnership is based on the mutual personal cooperation between the
partners. A so-called public limited partnership lacks this element of mutual
cooperation based on the personal relationships between the partners and such a
partnership should therefore be treated as an open limited partnership, even if
the formal test on transferability of limited partnership interests is met.

6.4.2. Partnerships generating passive income

Where the partnership itself is not engaged in a trade or business, but merely
operates as a passive investment vehicle, the (limited) partners are not con-
sidered to be engaged in a trade or business, but considered passive investors.
In such a case, the partnership is fully transparent. In fact, under civil law, a
limited partnership may even not exist, due to the lack of a trade or business
carried on by the partnership. Such a "limited" partnership would thus be

123
Again the argument was first developed by Essers, 'De commanditaire vennootschap',
Weekblad voor Fiscaal Recht 5715, 146-156 (1986).

124
Hoge Raad, February 22, 1989, BNB 1989/122 annotated bij Van Dijck.

125
See chapter II para. 2.3.2.
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classified as a civil law partnershipi26 Consequently, where the partnership

invests in real estate, each partner is considered as receiving income from real
estate. A capital gain(loss) upon sale of real estate would be tax free (not deduc-

tible) for all the individual passive investors in the partnership. Expenses
incurred by the partnership and related to the investment income realized by the
parmership are tax deductiblei27.

Use of these partnerships as tax shelter vehicles started in 1976. The partner-
ships were structured as transparent investment funds, investing in US real
estate. The basic mechanism was similar to the use of US tax shelter partner-

ships and German "Bauherrenmodelle: An investment of $10,500 would result
in a current deduction from income of $17,2u0128. The deduction was realized
by qualifying certain cash expenditures as prepaid expenses Cargely interest,

commissions and fees). The Netherlands Ministry of Finance reacted fairly
quickly to these new tax shelter vehicles by issuing a statement in December
1977 announcing that the funds were so-called open funds and therefore subject

to corporate tax. Consequently, expenses paid by the funds could not be
attributed to the participators in the funds. In addition, the Income Tax Act was
amended as from November 11, 1978. Under the new provisions, strict limita-
tions are imposed on the deduction of prepaid interest and on commissionsi29.

These limitations have effectively put a stop to the use of tax shelter investment
funds.
Finally, the Netherlands Hoge Raad has rejected the tax shelter result of some
closed investment funds that acquired California desert land. These funds were
classified as a sham, since the desert land acquired could not be considered a
source of income130, Consequently, (prepaid) expenses were not tax deduc-

tible, but qualified as a hobby loss.

7. Summary and comparative analysis

1. When comparing the approaches to partnership taxation in the United States,

Germany and the Netherlands, the basic similarity is that all three countries

have as a starting point the fiscal transparency of the partnership. The basic
general difference one finds is that while Germany applies a formal test for
classifying organizations as transparent partnerships or as taxable corporations,
relying on the civil law form of the organization, the United States and the

126 See Giele, DE COMMANDITAIRE VENNOOTSCHAP, 70-71, (1987) and the Tax Court of

Amsterdam, October 5, 1988, Vaksnulie Nieuws 1860-1863 (1989).

127  Daniels, 'De buitenlandse commanditair vennoot: objectieve of subjectieve belastingplicht?', in

VAN DLTCK BUNDEL 79-98, (1988).

128 Example from van der Voort, 'De 'superaftrek'-beleggingsfondsen', Weekblad voor Fiscaal

Recht 5357, 354-359 (1978).

129 Article 38 of the Income Tax Act.

130
Hoge Raad January 2, 1985, BNB 1985/100 and BNB 1985/101.
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Netherlands apply a corporate resemblance test. Corporate resemblance is
determined on the basis of criteria that are of a substantive rather than of a
formal nature.
The United States has developed detailed regulations to determine whether
corporate resemblance exists. These regulations focus on four corporate charac-
teristics of the organization: continuity of life, centralized management, limited
liability and free transferability of interests. These corporate characteristics have
their origin in Morrissey,    a case decided by the Supreme Court in 1935. In
Mom'ssey, the Supreme Court held an organization created as a trust taxable as
a corporation, because the trust more resembled a corporation than a trust.
While Morrissey provides for a flexible approach when classifying a partnership
as a taxable corporation, thus being somewhat more unpredictable as to the
outcome of the classification, the regulations that were drafted in 1960 are more
mechanical and, moreover, contain a bias against classification of a partnership
as a taxable corporation. This bias against classification of a partnership as a
taxable corporation is a result of the struggle of the Internal Revenue Service at
that time with professional partnerships that wished to obtain corporate status
for tax purposes so as to qualify for the tax benefits of pension plans and profit-
sharing plans. The bias against classification as a taxable corporation is found in
the following elements of the regulations: i) the regulations, when determining
whether continuity of life exists, focus on the technical dissolution of the
partnership, while Morrissey refers to continuation of the enterprise; ii) personal
liability of a general parmer is found not to exist if the general partner has no
substantial assets other than his interest in the partnership and if he is merely
acting as a dummy. But if a general partner is acting as a dummy, personal
liability of the limited partners is considered to exist, so that, in effect, a limited
partnership with a general partner that has no substantial assets other than his
interest in the partnership will generally never have the corporate characteristic
of limited liability; iii) the free transferability test focuses on substitution of
partners, so that an assignment of rights to share in the profits and in a return of
capital will not result in free transferability; iv) finally, the preponderance test,
providing that an unincorporated organization will only be classified as a taxable
corporation if it has more corporate than non-corporate characteristics, is a clear
bias against classification as a taxable corporation.
United States taxpayers have relied on the regulations to organize their business
and investment activities. The tax shelter industry especially has used the
regulations to secure partnership status for tax shelter limited partnerships so
that tax benefits could be passed on to investors acting as limited partners.
Attempts to amend the regulations to allow for a more flexible approach,
including the elimination of the preponderance test, have failed. The only
successful action resulting in classification of certain limited partnerships as
taxable corporations was the introduction in 1987 of legislation on the so-called
Publicly Traded Partnerships. This amendment of the law appears, however, to
be not so much related to counteracting the tax shelter partnership as to revising
the tax rate structure of the United States tax system. With the 1986 Tax
Reform Act, the corporate tax rate exceeded the top personal income tax rate.
Consequently, an incentive was built into the United States tax system for
businesses to dissolve their corporate form and to continue business operations
as a transparent limited partnership. The introduction of the legislation on the
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Publicly Traded Partnership therefore appears to be motivated mainly by
reversing this inclination to unwind the corporation.

2. While there is thus a basic similarity in approaches to partnership taxation by
the United States and the Netherlands in that both countries apply a substantive
corporate resemblance test, classification rules for partnerships are relatively
undeveloped in the Netherlands. While the key corporate characteristic as
applied under Netherlands tax law is free substitution and admission of partners,
a characteristic that is based on the general structure of the Corporate Tax Act,
the Regulation of November 6, 1986 provides for a more flexible approach to
classification of partnerships. This flexibility evidently creates unpredictability.

3. Treating partnerships as fiscally transparent entities allows for the use of
partnerships as tax shelter vehicles. The basic mechanism of the partnership as a
tax shelter vehicle is that the characteristics of partnership income, and thus the
tax benefits attached to such income, are passed on the investors in the partner-
ship. The tax savings that are obtained by the investors may then be substantial-
ly passed on to the actual operator or promoter of a certain activity through a
reduction of the latter's (financing or other) costs. Not surprisingly, one finds
the partnership as a tax shelter vehicle in all three countries. The conclusion
seems justified, however, that the use of the partnership as a tax shelter vehicle

is a relatively far more frequently occurring phenomenon in the United States

and Germany than it is in the Netherlands.

4. The less developed use of tax shelter partnerships in the Netherlands is the
result of a number of circumstances. The most important probably are: i) the
introduction of an "at risk" rule in the Netherlands at an early stage, by the June
3, 1970 decision of the Hoge Raad; ii) the introduction of the WIR investment
tax credit that, until April 1, 1986, provided for a cash refund of excess

investment tax credits so that there was not so much an incentive or need to
develop structures where tax benefits could be passed on from the actual
operator of an activity to investors; iii) the publication of a regulation on
November 6, 1986, which created uncertainty regarding the classification of
limited partnerships, so that their use as tax shelters for the absorption of excess

investment tax credits was effectively stopped and iv) the relatively adequate and
timely reaction by the Netherlands tax authorities in 1977 and 1978 to counter-
act the promotion of tax shelter partnerships engaged in passive activities.
Typically, all four of the above-listed factors relate to the basic mechanism of
the tax shelter partnership; they deny the fiscal transparency of the partnership
or create uncertainty   as   to the fiscal transparency (factors   iii.   and   iv.)   or   deny

(factor i.) or make superfluous (factor ii.) the passing on of tax benefits to the
investors in a tax shelter partnership.

5. Contrary to the general approach taken in the Netherlands, the United States
and Germany have attempted to combat the use of tax shelter partnerships by
enacting detailed legislation. This legislation relates to elements such as hobby

losses, capitalization of expenses, passive loss rules and at risk rules. The
reason for this different approach in the United States and Germany was
probably that, due to the existence of detailed regulations in the United States on
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classification of partnerships,  and the reliance in Germany on the civil law form
for classification purposes, an approach denying the fiscal transparency of the
partnership was not possible. Furthermore, the developments in the United
States and Germany indicate that the use of tax shelter partnerships may
increase to such a level that a "point of no return" is passed, so that effective
measures to counteract the use of tax shelter partnerships based on a general
approach, rather than on a specific approach, may not be enacted without
detrimentally affecting certain branches of industry.

6. Although the United States, Germany and the Netherlands all basically treat
the partnership as a transparent entity, the typical difference between the ap-
proach taken in the United States and Germany, as opposed to that taken in the
Netherlands, is the treatment of the partnership as an accounting entity. Treat-
ment of the partnership as an accounting entity implies that the partnership tax
return is the basis for determining a parmer's income from the partnership.
Elections that may be made in determining taxable income are thus made at the
level of the partnership. In the Netherlands, there is no such thing as a partner-
ship tax return. There, emphasis is placed on the fact that it is the partner that is
the taxpayer. The partnership is viewed as the aggregation of the businesses of
the partners. The income as reported by the partnership is, in theory, irrelevant
to determine the income of a partner from the partnership. Since it is the partner
that is the taxpayer and not the partnership, each partner may compute the
income of the partnership on the basis of his own system of tax accounting, as
long as this system is in accordance with tax law. Evidently, elections that may
be made in computing taxable income are made at each partner's level. Ignoring
the financial statements of the partnership, and emphasizing the position of the
partner as the taxpayer is a sound rule. The rule is, however, inconsistently
applied in the Netherlands. In the decision of December 16, 1959, the Hoge
Raad held that, if upon admission of a partner to the partnership, the financial
accounts of the partnership are based on fair market value of partnership assets,
the existing partners must recognize taxable gain, taxed as ordinary income, to
the extent that the fair market value of the assets exceeds the basis of the
existing partners in the assets. This decision does not comply with the aggregate
approach of partnership taxation and must therefore be rejected on systematical
grounds.

7. While in a system in which the partnership is treated as fiscally transparent,
it could be expected that sales transactions between a partner and the parmership
should result in non-recognition of gain or loss for the pro ram part of such
partner's interest in the profits Of the partnership, none of the three countries
apply this rule. On the contrary, all three countries treat sales of assets by a
partner to the partnership (and vice versa) as sales transactions between the
partnership and one who is not a partner. Consequently, gains or losses are
recognized in full. Presumably, this rule can be explained by the objective of
remaining consistent with the approach taken in civil law, as long as conforming
to the civil law approach does not too strongly conflict with tax policy con-
siderations. In the civil law approach, it is indeed the asset itself that is the
object of the transaction and not each partner's interest in the asset.
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8. The civil law approach is not always followed in determining tax consequen-
ces. The most clear example is the sale of a partnership interest. While under a
civil law point of view, it is the interest in the partnership itself that is the
object of the transaction, the German and Netherlands system typically view
such a sale as that of the selling partner's interest in the assets of the partner-
ship. The United States seems to conform to the civil law approach, with the
notable exception in tax legislation for gains attributable to partnership inventory
and receivables.

9. An even more significant difference between the three countries is found
when analyzing the tax treatment of guaranteed payments. While United States
tax legislation explicitly provides that a partner may enter into transactions with
the partnership other than in his capacity as a partner (thus again emphasizing a
civil law entity approach), German tax legislation and Netherlands case law in
effect provide for the opposite. The typical reclassification of guaranteed

payments into business profits in the hands of the partners in Germany and in
the Netherlands seems to have its historical roots in the business tax. But even
after abolishment of the business tax in the Netherlands, the reclassification rule
still applies. The reclassification cannot therefore be fully explained by referring
to the business tax. The explanation for the reclassification rule may be found in
the absence of a general capital gains tax in the Netherlands and Germany in
connection with the underlying policy consideration of treating a partner in a
partnership more as a sole proprietor than as a shareholder in a corporation. If a
sole proprietor uses an asset in his trade or business, such asset will be a
business asset. Gain or loss upon sale of the asset will be taxable or deductible
as ordinary business income. If a shareholder in a corporation leases an asset to
the corporation, such asset will not be a business asset, since the shareholder is
not engaged in a trade or business. If the shareholder sells the asset at a gain (or
loss), such gain (or loss) will not be taxable (or deductible), since the asset is
not a business asset and since there is no general taxation of capital gains in the
Netherlands and Germany. The underlying policy consideration of treating a
partner in a partnership more as a sole proprietor than as a shareholder implies
that if a partner leases an asset to the partnership, such an asset is qualified as a
business asset, so that the income generated by the asset is qualified as business

profits.
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CHAFrER III

RESIDENT TAXPAYERS PARTICIPATING IN FOREIGN ENTITIES

1.  Introduction

The amount of domestic taxes payable by a resident taxpayer that participates in
a foreign entity depends to a large extent on whether the foreign entity is
classified as a partnership or as a corporation. This part analyzes the basic
issues that relate to the classification of the foreign entity as either a partnership
or as a corporation from the point of view of the resident participator. The
choice of the issues that are more thoroughly analyzed here is based on two
grounds. In the first place, it is believed that the selected issues give the most
insight in the typical differences that occur when a resident taxpayer faces the
choice of participating either in a foreign corporation or in a foreign partner-
ship. Secondly, the problems selected here set the scene for chapters VI and
VII, when classification conflicts are examined in the context of tax treaties.
The following issues have been selected:
1.   recognition of income, an issue that relates to the timing of when an item of

income is considered as earned by the taxpayer;
2.   the source of an item of income as foreign or domestic;
3. guaranteed payments;
4. double taxation relief and foreign tax credits.

2. United States

2.1.  Recognition of income

The difference in the timing of the recognition of income is one of the most
important tax consequences of classification  as a partnership  or  as a corporation.
In principle, classification of the foreign entity as a corporation may result in a
deferral of taxation of income at the participator's level. The participant is
treated   as a shareholder  and is therefore taxed only insofar  as the foreign   en ti ty
distributes its income. Such income is then treated as a foreign source dividend.
This basic principle of deferral is, however, subject to anti-avoidance legis-
lation. Legislation on controlled foreign corporations and the legislation on
passive foreign investment companies severally restrict the possibility of
obtaining a deferral of US taxation on passive foreign source incomei. For this
legislation to apply, the foreign entity again has to be classified as a cor-
poration. Likewise, a deduction of losses realized by the foreign entity is in
general deferred until  sale or liquidation  of the foreign entity.   On the other
hand,     classification    as a partnership results    in the taxation    of the domestic

1   See sections 951-964 IRC on controlled foreign corporations and sections 1296-1297 1RC on

passive foreign investment companies.
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participator's share of the results (profits and losses) of the foreign entity on a
current basis.
Income earned by a partnership retains its character when taxed in the hands of
the partners. Consequently, preferential treatment of certain items of partnership
income is granted at the partner's level.

Income earned by a foreign corporation is automatically reclassified upon
distribution   into a foreign source dividend and taxed as ordinary income.    An
additional result of the reclassification of income into a foreign source dividend
is that it may affect the amount of foreign tax credit available.

An important exception to the general character preservation rule is Rev. Ruling
89-722. The ruling relates to the determination of the amount of subpart F
income of a controlled foreign corporation, currently taxable in the hands of the
US parent company. The situation described in the ruling can be summarized by
the following diagram:

- USCO XCO

75 %

YCo

25 %

- - - -,  X partnership

USCo, a US corporation, wholly owns YCo, a Y Country corporation. YCo
owns a 25 percent interest in X partnership, an entity organized under the laws
of Country X and classified as a partnership for US tax purposes. The remain-
ing 75 percent interest in X partnership is owned by an unrelated Country X
corporation. X partnership purchased equipment from USCo for sale and use in
Country X. The income of X partnership is subject to a low rate of taxation.
Since a partnership cannot by definition earn subpart F income (foreign  "base
company" income), characterization of the income at the level of the partnership
and retaining such character at the level of YCo would imply that the controlled
foreign corporation would not earn subpart F income. In Rev. Ruling 89-72, the
IRS   held   that, for purposes of determining the controlled foreign corporation' s
foreign base company sales income, the character of an item of income of the
foreign corporation's distributive share of partnership income includes such

2  See Fox & Daubi, 'Rev. Rul. 89-72: Foreign Base Company Sales Income Earned by
Partnerships', 18 Tax Management International Journal, 297-302 (1989).
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attributes of the income as would make it subpart F income, were it realized
directly by the controlled foreign corporation. In other words, it is argued by
the IRS that, for purposes of characterizing foreign base company sales income,
characterization at the level of the partner prevails, and not characterization at
the level of the partnership. Since the income was from the sale of equipment
purchased from (the related person), USCo, and sold for use outside of YCo's
country of incorporation, YCo is considered to be earning subpart F income.

2.2. Source of income

The classification of a foreign entity is of crucial importance in labelling an item
of income as foreign or domestic. In continental Europe, the concept of per-
manent establishment is used to determine whether business profits have a
domestic or foreign source. If business income is realized through a foreigii
permanent establishment, the income has a foreign source. In deterniini,ig
whether the income has been realized through a foreign permanent establish-
ment, the profit attributable to the foreign permanent establishment is deter-
mined by deeming the permanent establishment a separate and distinct enter-

prise.

A typical feature of US international tax law is the application of mechanical
rules in determining whether income has a foreign or domestic source. For
different categories of income, different source rules apply. The application   of
these rules depends partly upon the classification of the foreign entity. Under
the character preservation rule3, the tax treatment of profits realized by a
partnership is in principle governed by the character of the underlying incoine.
Consequently, the source of income realized by the domestic partner depends on
the nature of the income as realized by the partnership.

Example III-1: FP is a foreign partnership owning intangible property rights that
are licensed to a US manufacturer. The US manufacturer pays a royalty to FP.
Since FP is classified as a partnership, part of FP's income is sourced according
to the rules applicable to royalties. Royalties for the use of intangibles are
sourced based on the location of use of the intangible, which in this case is the
US4.    Consequently,    the   part   of   FP' s profits attributable   to US source royal ty
income is deemed to have a US source.

Example III-2: FC is a foreign corporation owning intangible property rights
that are licensed to a US manufacturer. The US manufacturer pays a royalty to
FC. Since the royalty payments are sourced based on the location of use of tlie
intangible, FC earns US source income. Dividend distributions by FC are
sourced according to the rules applicable to dividends. If less than 25 percent of
FC's gross income is effectively connected with a US trade or business, the

3     See II.3.2.

4 See section 861(a)(4)  IRC.
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entire amount of dividends constitutes foreign source income.

From these examples, it follows that the classification issue has a significant
impact on the source rules applicable to profit distributions of the foreign entity.
This is caused by the fact that all profit distributions of a foreign corporation are
sourced according to the rules applicable for dividends. Consequently, if less
than 25 percent of the gross income of the foreign corporation is effectively
connected US business income, all dividend distributions have a foreign source,
whereas the source of foreign partnership profits is determined on the basis of
the underlying items of income.

Another peculiar result of application of source rules is the treatment of interest
payments.

Example III-3: FP is a foreign partnership engaged in a US trade or business.
FP pays interest on loans taken out to finance its US and foreign business
activities. Interest payments are sourced according to the location of the obligor
of the interest. Since FP is engaged in a US trade or business, FP is considered
a US resident obligot. The entire amount of interest payments by FP is
therefore considered US source income.

Example III-4: FC is a foreign corporation engaged in a US trade or business.
FC pays interest on loans taken out to finance its US and foreign business
activities. Since FP is a foreign obligor, all its interest payments are deemed to
be from non-US sourceo.

The example shows that the source rule for interest payments made by partner-
ships is very arbitrary and hardly reflects economic reality. This source rule
could presumably be better replaced by a source rule that fucuses on wliether
the debt is effectively connected with a US trade or business to a establish a US
source for the interest paymentsR.

5 See section 861(a)(2)(B) IRC and Goldberg & Langer, 'Recognition of foreign enterl,rises its
taxable entities', STUDIES ON INTERNATIONAL FISCAL  LAW  Vol.   LXX1IIa  (1988).

6
Treas. Reg. § 1.861-2(a)(2).

7 The Tax Reform Act of 1986 repealed the second level interest withholding tax and replaced it
by a branch tax on interest paid or allocatable to the US trade or business of a foreign
corporation, see section 884(f).

8 Likewise, American Law Institute, FEDERAL INCOME TAX PROJECT - INTER-
NATIONAL ASPECTS OF UNITED STATES INCOME TAXATION, at 73-74 (1987).
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2.3. Guaranteed payments

To determine the US taxes payable on guaranteed payments a US resident
partner receives from a foreign partnership, it is of significant importance to
determine whether the guaranteed payment has a foreign or domestic source:
Interest payments by a foreign partnership to a US resident partner will be
treated as foreign source income, provided that the partnership is a non-US
resident obligor. A foreign partnership will be treated as a non-resident obligor
if the foreign partnership is not engaged in a US trade or business'o.

If the partner receives rents or royalties for the use by the foreign partnership of
tangible or intangible property, the source of the payments is determined accor-
ding    to the place of location    or    use    of the property. Consequently,     i f    the

property  is used outside  the  US, the rents and royalties constitute foreign source
incomet:

2.4. Double taxation relief

2.4.1.  General

A US resident partner is taxed on his worldwide income. This includes his
distributive share in the partnership's profits and the guaranteed payments
received from the partnership. Double taxation relief is provided by a foreign
tax  credit. A resident partner is entitled to credit the taxes   of a foreign   country,
paid by him or accrued on his distributive share of the partnership's foreign
source income and on the foreign source guaranteed payments received from the
partnership. The concept of the partnership as an aggregation of the partners'
businesses is set forth in the rules regarding the foreign tax credit. Section
702(a)(6) provides that each partner shall separately take into account his
distributive share of the partnerships' taxes, paid to foreign countries'2. A
similar provision is found in section 901(b)(5). Here it is stated that any
individual who is a member of a partnership is entitled to a tax credit for his
proportionate share of the taxes of the partnership paid or accrued during the
taxable year to a foreign country. The tax credit for corporate partners seems to
be based on section 702(a)(6)13. In summary, therefore, a US resident partner
in a foreign partnership is entitled to a direct foreign tax credit for taxes

9 Basically because a US tax credit is only granted for foreign taxes paid on foreign source
income.

10
Treas.  Reg.  § 1. 861-2(a)(2).

11 Section 862(a)(4) IRC.

12 Section 702(a)(6) IRC provides: "In determining his income tax, each partner shall take into
account separately his distributive share  of the partnerships'...(6) taxes, described in section
901,  paid or accrued to foreign countries and to possessions  of the United States."

13 Gately,    'How a foreign entity is classified    for    US tax purposes', US TAXATION    OF
INTERNATIONAL OPERATIONS, para. [6020.1] (1981). See also paragraph 2.4.2.
hereafter.
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imposed:
-    directly on him by foreign law (sec. 901) and
- taxes imposed by foreign law upon the partnership, provided the foreign

partnership is classified as a partnership according to US law14

Income realized by a partnership generally retains its character when taxed in
the hands of the partnersts. Consequently, in order to calculate the foreign tax
credit limitation, the applicable "basket" of income has to be determined for
each item of income16

A US shareholder in a foreign corporation may obtain a tax credit for foreign
withholding taxes imposed on dividends received  from the foreign corporation.
A US corporate shareholder is, in addition, entitled to a deemed paid tax
credit17 if the US corporation owns 10 percent of the voting stock in the
foreign corporation. According to section 902, such a corporation is deemed to
have paid the proportion of the foreign corporation's foreign income taxes
attributable to the dividend received.

As mentioned above under  2.2., the classification   of the foreign entity   as   a
corporation for US tax purposes implies that the US participator is treated as a
shareholder in a foreign corporation. The foreign tax credit available to the US
participator is therefore subject to the limitations applicable to dividends. For
dividends received from a foreign corporation, only three baskets of incoine
may apply in determining the foreign tax credit available: passive income, non-
controlled section 902 dividends or other incomets,

2.4.2. Double taxation relief and classification conflicts

It appears appropriate at this stage to examine the foreign tax credit implications
of a classification conflict. There are two basic classification conflicts that may
arise when a resident taxpayer participates in a foreign entity:
a. under foreign tax law, the entity is treated as a partnership, whereas under

US tax law, the entity is classified as a corporation;
b. under foreign tax law, the entity is treated as a corporation, whereas under

US  tax  law, the entity is classified  as a partnership.

14
See paragraph 2.4.2. hereafter.

15
See,  however, Rev. Ruling  89- 72, discussed  in  IM.2.1.

16 Section 904(d) IRC defines nine baskets of income: passive income, high withholding tax
interest, financial services income, shipping income, dividends from each section 902 lion-
controlled subsidiary, DISC dividends, foreign trade income, FSC income and other incoine.

17 Also referred to as the indirect foreign tax credit, see section 902 IRC.

18
See  Goldberg & Langer, 'Recognition of foreign enterprises as taxable entities', STUDIES   IN
INTERNATIONAL FISCAL LAW, Vol. LXXI]Ia, 387-398 (1989).
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a.      US  tax  law  classijies  a foreign pannership  as  a  corporation

The classification conflict under a. is not specifically dealt with either in the
IRC or in the regulations under section 901. The regulations merely provide that
the person by whom the tax is considered paid is the person upon whom foreign
law imposes legal liability for such tax19. This basic rule appears to stem from
the decision in Biddle20. This case concerned the issue whether a US sharehol-
der in a foreign corporation is entitled to a credit for the foreign taxes paid by
the corporation, if the foreign tax system is a so-called integration system21. In
Biddle, the Supreme Court held that the taxpayer for foreign tax credit purposes
is the person upon whom the foreign law imposes the tax and who is legally
liable for paying the tax. Consequently, the US shareholder of a UK corporation
could not credit the UK taxes paid by the UK corporation, since the corporate
tax was considered as imposed on the UK corporation and because the UK
corporation was legally liable for paying the tax. In addition to holding that the
US shareholder was not liable for the tax, the Court held that it would be
contrary to the principles of the US tax system to treat the shareholder as the
taxpayer under the foreign tax credit provisions. The Court based its reasoning
on the fact that, under US laws, a shareholder is not taxed on the income of the
foreign corporation, unless such income is distributed as a dividend. It should
be noted that a classification conflict did not arise in Biddle. Under both UK
and US tax law, the entity was treated as a corporation. Consequently, the
reasoning of Biddle may not be decisive in the case of a classification conflict.
This point is emphasized by Owens22, pointing out that the holding of Biddle
does not prevent treatment of a US participator as the taxpayer for purposes of
the foreign tax credit, even if such person is not the person upon whom foreign
law imposes the tax. The reasoning in Biddle indicates that the principles of US
tax law are a crucial factor in determining the taxpayer for the US foreign tax
credit. This would imply that, in any event, as long as under US tax laws, a
foreign entity is classified as a partnership, the US resident participators should
be entitled to credit the foreign taxes, even if they are imposed upon tlie entity
(see hereafter b.).

In   Abbott   Laboratories, a classification   conflict   did    arise23.    Here,    a    US    cor-
poration participated in Columbian and Argentine sociedades de responsabilidad
limitada. The entities were classified as corporations under US tax principles.
Both Argentina and Colombia imposed the taxes on the profits of the sociedades
upon the participants as partners in a partnership. The US corporation claimed a
foreign tax credit for the foreign taxes it paid. It was stipulated that the legal

19
Treas. Reg. § 1.901-2(f)(1)

20 See Biddle v. Conummoner, 302 U.S. 573 (1938).

21
Basically meaning that a shareholder may impute the taxes paid by the corporation against his
personal income tax liability.

22
Owens, THE FOREIGN TAX CREDIT, 377-380 (1961).

23 Abbott Laboratones internanonal Co v. United States, 1 AFTR 2d 1484 (160 F. Sul)p. 321).
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liability for paying the tax rested primarily with the participators. Consequently,
in applying Biddle, the US corporation claimed the tax credit, since it should be
considered the taxpayer. The foreign tax credit was, however, denied.    It   was
held that the corporation could not claim a foreign tax credit if the foreign
income subject to the foreign tax is earned by an entity that is treated as a
corporation under United States tax laws, and this income has not been subject
to United States taxation in the year for which the credit is claimed. The Abbott
Laboratories decision is consistent with Biddle in that it also refers to the basic
principles of the US foreign tax credit system. A US corporation cannot claim a
credit for income earned by a foreign entity that is classified as a corporation
under US classification rules and where the income has not yet been distributed
as a dividend and has consequently not yet been subject to US taxation24. The
holding in Abbott Laboratories is, however, expressly limited to the situation
where the participant is a domestic corporation for which the indirect tax credit
under section 902 would apply upon distribution of the income as a dividend.

Abbott Laboratories says nothing about the question of entitlement to a direct
tax credit if and when a US individual or a US corporation is not entitled to the
indirect tax credit. Estes II & Farber & Feder 5 refer to Rev. Ruling 72-19726
and argue that the direct foreign tax credit would be available subject to the
limitations of section 904, which implies in general   that the foreign    tax   cred i t
can only be effectively used if the foreign entity distributes (part 00 its income.
Rev. Ruling 72-197 deals with the foreign tax credit provisions in a case
somewhat similar to Abbou Laboratories. There, a US association taxable as a
corporation earned foreign source income. The foreign country did not recog-
nize the association as a separate taxable entity, but instead classified it as a
partnership and taxed the income to the US participators. The US association
claimed a foreign tax credit for the foreign taxes paid by its participators. The
ruling denies the foreign tax credit to the association, the argument being that
the status of the association as a separate entity under US tax laws cannot be
denied. It was held that the shareholders in the entity are entitled to the tax
credit within the limitations of section 90427

It can be questioned whether the holding of Rev. Ruling 72-197 consistently
applies the principles set forth in Biddle and Abbott Laboratories. If one relies
on the principles  of  US  tax  law in finding the taxpayer for foreign tax credit
purposes, it seems a sound rule to say that the taxpayer is the person to whom
income is taxed under the principles of US tax law. Consequently, in situations
such as the one of Rev. Ruling 72-197, granting foreign tax credit to the entity
would be in accordance with the US tax system, since the foreign source income

24
See Owens, THE FOREIGN TAX CREDIT, 377-380 (1961).

25 Estes   II & Farber & Feder, 'Partnerships and joint enterprises in international   tax   law',
STUDIES IN INTERNATIONAL FISCAL LAW, Vol. LVIIIb at 158-159 (1973).

26 Rev. Ruhng 72-197, 1972-1 CB 215.

27 Which in essence limits the foreign tax credit to the amount of US taxes on foreign solirce
income.
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under US tax laws is taxed to the entity. In addition, such reasoning avoids the
unanswered question of Rev. Ruling 72-97 of how the US participators should
effectively use the foreign tax credit, because the income distributed by tile
entity in the case of Rev. Ruling 72-197 will be classified as a US source
dividend.
The reasoning that is defended here would also imply, however, that if a US
taxpayer were to participate in a foreign entity that is classified as a corporation
for US tax purposes, the direct foreign tax credit would not be applicable, even
if the US taxpayer were subject to tax under the foreign country's tax laws.

In summary, Biddle and Abbott Laboratories seem to indicate that in finding the
taxpayer for foreign tax credit purposes, US concepts have to be applied. These
cases can thus be interpreted as granting the foreign tax credit to a US person

if, under the principles of US tax law, the foreign income is taxed in the hands
of the US person. A classification conflict as mentioned under a. would thus
imply   that the direct foreign tax credit   is not available   to   the US participators.
Rev. Ruling 72-197 seems, however, to indicate that the US participators would
be entitled to the direct foreign tax credit in as far as the foreign entity distri-
butes its income as a dividend and subject to the five year carryforward pro-
vision of section  904(c).

b.     US  tax  law classifies  a foreign  corporation  as  a partnership

The classification conflict under b. is dealt with in section 901(b)(5) for in-
dividual partners. Under that provision, individual partners are entitled to credit
for their proportionate   part   of the foreign taxes   paid   by the partnership.    It   i s
unclear what policy considerations - if any - have caused the exclusion of
corporate partners from this provision28. There seem to be no good reasons for
excluding corporations. In Arundel, this question was raised in court29. The
Commissioner denied a US corporation foreign tax credit for taxes paid by a
Puerto Rican construction joint venture of which the corporation was a member.
The Tax Court did, however, grant the foreign tax credit  to  the US corporation.
The limitation to individuals in section 901(b)(5) was circumvented by the Tax
Court by holding that under the Puerto Rican commercial code, it was the
members   of the joint venture   that were legally liable   for   the tax. Consequently,
in applying Biddle, the US corporation was considered to be the taxpayer for
foreign tax credit purposes and therefore the court did not have to apply section

901(b)(5). This holding of the court is not considered to be very strong30

More persuasive is the court's reasoning that in determining the taxpayer for
foreign tax credit purposes, US tax principles have to be applied. This is
consistent with Biddle  and  Abbott  Laboratories. By classifying the foreign entity
as a partnership, the members of the entity have to be considered the taxpayers.

28 See Owens, THE FOREIGN TAX CREDIT at 403 (1961).

29
Arundel   Corporation   v.   United   States,   102 P. Supp. 1019 (Ct.Cl. 1952) cited by Owens, TliE
FOREIGN TAX CREDIT at 402 (1961).

30
See Owens, THE FOREIGN TAX CREDIT at 403 (1961).
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Therefore, the members are allowed to credit the taxes paid by the foreign
partnership, regardless of whether it concerns an individual or a corporate
member. Such a reasoning is in line with US foreign tax credit principles, since
a US taxpayer should in principle be able to credit a foreign tax on the foreign
source income currently included in his taxable income. Such reasoning would
also be in line with sections 702 and 704 IRC, according to which a partner is
entitled to separately take into account his distributive share of the partnerships
taxes, described in section 901, paid to or accrued by foreign countries. This
reasoning appears to be the present interpretation of the law i.

If one summarizes the questions that a classification conflict raises with regard
to the US foreign tax credit, the conclusion must be that the holding in Biddle -
that for purposes of the foreign tax credit, the taxpayer is the person legally
liable for the tax under the foreign country's tax laws - should not be applied in
cases where a classification conflict exists. It would be more in line with the
underlying principles of the foreign tax credit system to designate as the
taxpayer for foreign tax credit purposes the person to whom the foreign income
is attributed under the principles of US tax law. Such a reasoning would be in
line with the results obtained in Biddle, Abbott Laboratories and Arundel. Rev.
Ruling 72-197 does, however, not fit into this line of reasoning.

3. Gerrnany

3.1.  Recognition of income

As in the United States, the difference in timing the recognition of income is
one of the most important consequences following from the classification of the
foreign entity as a partnership or as a corporation. Classification as a cor-
poration results in a deferral of taxation at the participator's level, until the
income of the foreign entity is distributed. Again, exeptions apply for certain
controlled foreign corporations earning passive incom22. Losses are in general
only deductible upon the sale or liquidation of the foreign corporation and
provided that the shares are held in a business conducted by the resident
taxpayer ].

31 See  Estes  II & Farber & Feder, 'Partnerships and joint enterprises in international  tax   law',
STUDIES IN INTERNATIONAL FISCAL LAW Vol. LVIlIb at 157-159 (1973) and Gately,
'How a foreign entity is classified for US tax purposes', US TAXATION OF INTER-
NATIONAL OPERATIONS at 6372 (1981).

32 See paragraph 7 of the Aussensteuergesetz. According to this provision, passive income of a
foreign corporation controlled by German resident shareholders is included in taxable income ot
the resident shareholders, whether distributed or not, and provided that the income is subject to
a low rate of taxation.

33 See FISHER & WARNEKE, INTERNATIONALE BETRIEBS-WIRTSCHAFTLICHE
STEUERLEHRE, 278-279, (1988).
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Classification as a partnership implies taxation of the partnerships profits on a
current basis, subject to double taxation relief. Special rules, however, apply to
the deduction of foreign losses.

a. no tax treaty
If the foreign partnership is conducting its activities in a country with which
Germany has not concluded a tax treaty, the German partner is entitled to a tax
credit for foreign taxes paid on the profits of the partnership. Foreign losses are
deductible for the taxpayer on a current basis, unless "at risk" rules or passive
foreign loss rules apply. The "at risk" rules are found in paragraph 15a, Income
Tax Act, dealing with the so-called "negatives Kapitalkonto" (see chapter
II.5.3.1.)34. The passive foreign loss rules are found in paragraph 2a, Income
Tax Ac#5. According to paragraph 2a, Income Tax Act, foreign passive losses
are not deductible from taxable income.

b.   tax  treaty
If the foreign partnership is conducting its business in a country with which
Germany has concluded a tax treaty, double taxation relief is granted by way of
exemption of the foreign business profits36 According to decisions of the
BFH37, foreign losses are therefore also exempt from German taxation. Conse-
quently, foreign branch losses cannot reduce taxable income. For resident in-
dividuals, foreign branch losses can, however, be deducted in computing the tax
rate applicable to taxable incomo: Again, however, "passive" foreign branch
losses as defined in paragraph 2a, Income Tax Act, and the "at risk" rules of
paragraph 15a, Income Tax Act, may limit the deductibility of foreign losses.

3.2. Source of income

Article 34d Income Tax Act enumerates the items of income that have a foreign
source. The main category is income from a trade or business conducted
through a foreign permanent establishment. Interest qualifies as foreign source
income in the case of a non-resident debtor or in the case the receivable on
which the interest is paid must be allocated to a foreign permanent establishment
of the taxpayer.

34
See  Krabbe,  'Aussensteuerrechtliche  folgen  des  par.   15a  EStG', 22 FinanzRundschau, 532-534

(1980).

35 See Haas, 'Gedanken zur BeschrDInkung des Verlustausgleichs bei Doppelbesteuerungsabkom-
men', Betn'ebs-Berater Heft 14, 907-909 (1984).

36 It should be noted that a considerable number a German tax treaties require for the applicatioii
of the exemption method to profits attributable to a permanent establishment, that the per-
manent establishment is engaged in an active business.

37
BFH February 25 1976, Bundessteuerblan H 1976, 454 (1976).

38 This is the so-called "negativer Progressionsvorbehalt" of paragraph 32b EStG. See Krabbe,
'Verlustberucksichtigung bei Auslandseinkiinften', GRUNDFRAGEN DES INTER-
NATIONALEN STEUERRECHTS 79-89, ed. Vogel (1984).
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Under German tax law, taxation of foreign business profits is based on the
concept of permanent establishment ("Betriebsstatte"). If a resident taxpayer par-
ticipates in a partnership carrying on a trade or business through a foreign
permanent establishment, the foreign source profits of the participator are
computed as his share of the profits that can be allocated to the foreign per-
manent establishment. In computing these profits, the permanent establishment
is deemed a distinct and separate enterprise39, albeit that payments, such as
interest and royalties, made by a permanent establishment to the head office in
return for money loaned or intangible property conceded by the head office to
the permanent establishment are not deductible in computing the profits al-
locatable to the permanent establishment. Business assets are allocated to the
foreign permanent establishment if, from a business point of view (the so-called
"wirtschaftliche Zugehorigkeit"), they must be considered as belonging to the
permanent establishment. In effect, this determination is based on facts and
circumstances. The criterion of wirtschaftliche Zugehorigkeit closely resembles
the "asset use test" and the "business activities test" as applied under US tax
law40. Therefore, if the partnership were to receive royalties for the use of
intangible property rights, these royalties would be included in the foreign
permanent establishment's profits, if the intangible property rights are al-
locatable to the foreign permanent establishment. This could be the case if the
activities of the foreign permanent establishment were to have contributed
substantially   to the earning   of the royalty income4;   or   if the research    and
development for the intangible was actually carried out in the permanent
establishment.
Likewise, interest received by the partnership qualifies as foreign source
business profits if the receivable on which the interest is paid has to be allocated
to the foreign permanent establishment. This would apply even in the case of a
resident debtoit'2. Where a resident taxpayer participates in a foreign cor-
poration, the dividends received have a foreign source by definition43.

39
BFH January 21, 1972, Bundessteuerblatt 11 1972, 374 (1972). See Piltz, DIE PERSONEN-
GESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT DER BUNDESREPU-
BLIK DEUTSCHLAND 156-157, (1981).

40 See IV.2.3.2.

41 See the Erlass of 3 June 1966, Bundessteuerblan H 1966, 143 regarding the US German tax
treaty, cited by Piltz, DIE PERSONENGESELLSCHAFI'EN IM INTERNATIONALEN
STEUERRECHT DER BUNDERSREPULIK DEUTSCHLAND at 158.

42 See Manke, 'Personengesellschaften und Doppelbesteuerungsabkommen', GRUNDFRAGEN
DES INTERNATIONALEN STEUERRECHTS 195-213, ed. Vogel, Koln (1984).

43 Article 34d(6) Income Tax Act.
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3.3. Guaranteed payments

The general view is that guaranteed payments made by a partnership engaged in
a trade or business through a foreign permanent establishment qualify as foreign
source income 4. This view is based on the classification of the income as
business profits under Article 15, Income  Tax Act. These business profits   are
subsequently deemed to be earned in a foreign permanent establishment4: The
same reasoning applies when the resident taxpayer participates in a foreign
partnership that under foreign tax law is treated as a corporation. This would
not affect the application of the permanent establishment-sourcing rule as
contained in the Income Tax Act.

3.4. Double taxation relief

3.4.1. General

a. no tax treaty
Resident partners are taxed on their worldwide income, therefore including their
share in the profits of the partnership and the guaranteed payments received by
them. The Income Tax Act provides for a tax credit for foreign taxes paid on
foreign source income46. Consequently, foreign taxes paid by the partner on
his share of the partnerships profits are creditable, provided the income has a
foreign source.

b.   tax  treaty
If the partnership is carrying on a trade or business through a permanent
establishment in a tax treaty country, the tax credit method is in general
replaced by the exemption method. The resident partner is entitled to an
exemption for his part of the partnership's profits that can be allocated to the
foreign permanent establishment. The exemption is sometimes subject to the
requirement that the foreign permanent establishment is carrying on an active
business. The basic issue here is whether a guaranteed payment is classified
under tax treaties as business profits attributable to the foreign permanent
establishment of the resident partner. The matter is disputed and will be fiirther
analyzed in chapter  VI. 8.

44 Piltz, DIE PERSONENGESELLSCHAFrEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND, at 113 (1981), Storck & Selent, 'Die Bes-
teuerung inlandischer Beteiligungen an auslandischen Mitunternehmerschaften im Ertragste Ner-
recht', Recht der internationalen Wirtscha# May 1980,332-341 (1980), Debatin, 'Aussensteue-
rrechtliche und internationale Behandlung von Rechtstragern und daran bestehenden Beteiligun-
gen',   Der Betrieb, Beilage 13/77, 1-8 (1977), Diehl, 'Qualifikationskonflikle iin Aussensteuer-
recht', FinanzRundschau 517-526, no. 22 (1978).

45 See article 34d(2) Income Tax Act.

46 Article 34c EStG.
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If under German law, a foreign entity is classified as a corporation, the par-
ticipator will be treated as a shareholder. A foreign withholding tax on divi-
dends is creditable. A corporate shareholder owning at least 10 percent of the
share capital of a foreign subsidiary, that is carrying on an active business, is in
addition entitled to an indirect tax credit (Article 26, para 2, Corporate Tax Act)
for underlying foreign corporate income tax on dividends received.
If a tax treaty applies, the tax credit for corporate shareholders is sometimes
replaced by an exemption. Foreign dividends are thus exempt from German
corporate tax, provided the corporate shareholder owns at least 10 percent of the
share capital of the foreign subsidiary and the foreign subsidiary is carrying on
an active business47*

3.4.2. Double taxation relief and classification conflicts

To reiterate, the two basic classification conflicts that may arise are:
a. under foreign tax law, the entity is treated as a partnership, whereas under
German tax law, the entity is classified as a corporation;
b. under foreign tax law, the entity is treated as a corporation, whereas under
German tax law, the entity is classified as a partnership.

a.     German  tax  law  classifies  a foreign partnership  as  a  corporation

In the case under a), it is not entirely clear whether the resident participators are
entitled   to a foreign tax credit  for the foreign income taxes  paid   by   them.   On
the one hand, it is argued that the requirement of the so-called "identity of
subjects" would not be met from a German tax point of view, since the persons
claiming the credit (the participators) are not considered identical to the persons
who, under the German classification rules, are considered to be subject to the
foreign tax48. The indirect foreign tax credit would, however, apply for cor-
porate shareholders49. On the other hand, it is argued that the foreign tax credit
should be available in any event if, under foreign civil law, the profits of the
entity are deemed distributed in the year that they are made. In that event, these
profits would be subject to tax at once at the level of the German participators,
since under German law, a dividend distribution would be construedso.

47 Fisher & Warneke, INTERNATIONALE BETRIEBSWIRTSCHAFTLICHE STEUERLEHRE,
129, (1988).

48 Ebling, 'Recognition of foreign entities as taxable entities' 227-245, STUDIES ON INTER-
NATIONAL FISCAL LAW, Vol. LXXIIIa, (1988), Piltz, DIE PERSONENGESELLSCHAF-
TEN IM INTERNATIONALEN STEUERRECHT DER BUNDESREPUBLIK DEUTSCH-
LAND at 117 (1981).

49
See Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND, at 117 (1981).

50 See Debatin, 'Aussensteuerrechtliche und internationalrechtliche Behandlung von Rechtstrugern
und daran bestehende Beteiligungen' Der Benieb 13/77, 1-8 at 7 (1977) and Manke, 'Personen-
gesellschaften im internationalen Steuerrecht', JAHRBUCH DER FACHANWALTE FUR
STEUERRECHT 333-364 at 349 (1978/ 1979). Likewise Vogel, DOPPELBE-
STEUERUNGSABKOMMEN at 1143 (1983).
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b.      German  tax  law  classifies  a foreign corporation  as  a  partnership

In the case under b), it is generally accepted that the resident partner is in
principle also entitled to the tax credit if the partnership is treated under foreign
law as a corporation. In such a case, the resident partner is allowed to credit the
foreign corporate and dividend withholding taxes that can be allocated to his
profit share on which he his currently taxed51. The reasoning seems to be that,
from a German tax point of view, the persons claiming the tax credit (the
partners) are identical to the persons who are considered to be earning the
foreign income.

To summarize, the foreign tax credit system in Germany is based on the
principle of "identity of subjects", which means that the person entitled to the
foreign tax credit is the person to whom the foreign source income is taxed and
the latter is determined by using German classification principles. This principle
of "identity of subjects" is identical to the line of reasoning that has been
defended for the US foreign tax credit system. In addition, some authors argue
on the basis of reasonableness that if "identity of subjects" does not exist
because a foreign entity is classified as a transparent partnership under foreign
laws and as a corporation under German laws, the foreign tax credit should still
be available to the German participators, if under foreign civil law, the entity is
deemed to distribute its profits at once.

4. The Netherlands

4.1.  Recognition of income

Classification of the foreign entity as a corporation results in a deferral of
taxation of the income of the entity until distribution. The income received by
the participators is in principle taxable as a dividend. For individuals, the
principle of deferral will, however, not apply if the foreign entity is a passive
investment company. In such a case, the deemed dividend provisions of Article
29a of the Income Tax Act requires the individual to include a deemed dividend
in taxable income, whether the foreign entity has made a distribution or not.

A gain (loss) upon sale of shares in a foreign entity classified as a corporation
will   not be taxable (deductible), unless the shares   are   held   in a business   con-
ducted by the individual or the individual holds a substantial interest in the
foreign entity52,

51 Ebling, 'Recognition of foreign enterprises as taxable en-tities', STUDIES IN INTER-
NATIONAL FISCAL LAW, Vol. LXXIIIa, at 240, (1988), Piltz, DIE PERSONEN-
GESELLSCHAFTEN lM INTERNATIONALEN STEUERRECHT DER BUNDES-
REPUBLIK DEUTSCHLAND  at  114,  (1981).

52 A substantial interest is defined as a shareholding of at least one-third of the share capital of a
company with a capital divided into shares. In determining the fraction of the sharehol(ling,
constructive ownership rules apply.
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For corporations participating in a foreign entity that is classified as a cor-
poration under Netherlands tax law, the participation exemption may apply. In
general, this will be the case if the following conditions are met:
-     the company holds an interest of at least 5 percent of the sharecapital of the

foreign entity; and
-    the shares are not held as a portfolio investment or as inventory; and
-   the foreign entity is subject to a tax on its profits in its country of resi-

dence.

If the participation exemption applies, dividends received are exempt from tax at
the level of the corporate participator. Similarly, gains (losses) upon the sale of
the shareholding are exempt from taxation. Losses realized upon liquidation of
the foreign entity may be deductible, subject to complex anti-avoidance
provisions. Costs, such as costs incurred in the financing of the shareholding in
the foreign company, are not deductible.

Should the participation exemption not apply, because the foreign entity is not
subject to a local tax on its profits, anti-avoidance provisions'i provide that
costs relating to the shareholding in such a tax-exempt entity are only deductible
to the extent taxable dividends are received or a taxable gain upon sale of the
shares is realized54. If the participation exemption does not apply, dividends
received will be taxable at the level of the participator. Likewise, gains (losses)
upon sale of the shareholding will be taxable (deductible). If the foreign entity is
a passive investment company55, the provisions of Article 28b require that the
shareholding in the foreign entity be revalued annually on the basis of the fair
market value of the shares.

The basic principle of deferral does not apply if the foreign entity is classified
as a partnership. Classification as a partnership results in taxation on a current
basis  of the share  in the profits  of the foreign partnership.   In like fashion, losses
are deductible on a current basis56. The character of the income of the foreign
partnership is in principle 7 retained when taxed in the hands of the par-
ticipator.

53 Article 13a Corporate Tax Act.

54 Any costs that are not currently deductible because of insufficient taxable dividends may be
carried forward indefinitely. See further V.4.4.

55 Article 28b of the Corporate Income Tax act defines a passive investment company as a
company of which the assets consist only or almost only of passive investments.

56 Unless the participator is an individual who is not considered to carry on a business.

57 The exception would be the case in which the foreign entity would be classified as a closed
limited partnership carrying on a business, but where an individual participator cannot be
classified as an entrepreneur, because he is not entitled to a share in the profits upon liquidation
of the limited partnership.  See  V.4.1.1.
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4.2. Source of income

The Unilateral Decree for the Avoidance of Double Taxation defines the
categories of foreign source income. The most important classes of foreign

source income for which the exemption method applies are:
-  profits from a business conducted through a foreign permanent establish-

ment;
-   income from foreign real property;
-        income  from a profit share  in a business managed from abroad.
The tax credit method is applicable to dividends, interest and royalties paid by a
resident of a developing country.

A partner in a foreign partnership will generally be considered as carrying on a
business through a foreign permanent establishment, assuming that the partner-

ship is actively carrying on a business. If a limited partner cannot be considered
as carrying on a business, because he is not entitled to a share in the profits
upon liquidation of the partnership, he will be considered as earning income
from a profit share in a business managed from abroad.
In order to determine the profits allocatable to a foreign permanent establish-

ment, the permanent establishment is deemed a separate and distinct enterprise.

Assets and liabilities are allocated on the basis of an assets use test and business

activities test. The income allocatable to a foreign permanent establishment may
include income that originates in a third country. For instance, sales made to
third country customers or interest received from third country debtors.

The source of dividends, interest and royalties is determined on the basis of the
residence of the debtor':

4.3. Guaranteed payments

If a foreign partnership makes a guaranteed payment to a Netherlands resident

partner, such payment will be classified as business income59. The question is
whether such income must be allocated to the foreign permanent establishment

of the resident partner, or whether it must be allocated to the Netherlands head
office. The allocation of guaranteed payments is examined more in depth in
chapter V.4.4. The basic tests that are used closely resemble the asset use test
and the business activities test60. It should be noted, however, that should the
foreign partnership be formed for the purpose of a temporary project, such as a

building or construction project, it is likely that guaranteed payments made by
the partnership to one or more of the partners for the use of equipment will be
allocated to the head office of the partner6: In such a case, the equipment will

58 Unless the underlying asset must be allocated to a foreign permanent establishment.

59 See II.4.2.

60 See IV.2.3.2.

61
See  Hoge Raad January  23,   1974 BNB 1986/100 annotated by Nooteboom, further analyzed  iii
IV.4.4.
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be considered as having been put at the disposal of the permanent establishment
on a temporary basis62.

Even if a guaranteed interest or royalty payment is allocated to the head office
of the resident partner, such a payment could still have a foreign source, if it
could be qualified as a payment from a debtor who is a resident of a developing
country. Then the tax credit method may apply. In this respect, the question
arises whether the partnership making the payment should be classified as the
debtor or whether the partners of the partnership should be considered the
debtors. Especially in the case in which the foreign partnership is treated as a
legal entity under  the laws under which  it is organized, it could be argued  that
the partnership itself should be considered the debtor, since, under Netherlands
civil law, the status of the partnership as a legal entity would be recognized.
The partnership may still be considered the debtor in the case in which the
partnership was not considered a legal entity under the laws under which it is
organized. This can be concluded from the Hoge Raad decision of January 23
197463. In that case, a Netherlands corporation participated as a partner in a
foreign partnership. The partnership was engaged in a construction project. The
Netherlands corporation had leased equipment to the partnership under a lease
contract providing for payments based solely on the number of days the partner-
ship used the equipment. It was held that the foreign partnership carried on a
separate and independent business, so that it would not comport with economic
reality if, for taxation purposes, the lease contract between the partnership and
the Netherlands resident partner were not fully classified as a lease contract
between  the  panner  and  the partnership. Consequently, based upon the separate
and distinct business of the partnership, the entity approach was followed. This
implied that the partnership itself should be considered the payment debtor. Tlie
residence of the partnership is then determined on the basis of a facts and
circumstances test&4

4.4. Double taxation relief

4.4.1.  General

The Unilateral Decree for the Avoidance of Double Taxation (the Decree)
contains two methods for the avoidance of double taxation. The exemption
method applies to income from a business carried on through a foreign per-
manent establishment and to income from a profit share of a business managed
abroad. The exemption method applies, provided the foreign source income is
subject to a foreign income tax in the country where the income originates (eg.
where the permanent establishment is located). This "subject to tax" test is,

62
See also Hoge Raad February 12, 1964 BNB 1964/95 annotated by Van Soest.

63 BNB 1986/100 annotated by Nooteboom.

64
See article 2(1)(c) and article 4(1) of the General Tax Act.
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however, generally waived in cases where a tax treaty applies65.

The Decree provides that foreign source income is exempt from Netherlands tax
in as far as the income is subject to a local income tax. The question  that  has
arisen is the exact meaning of the words "in as far as"66. Actual payment of
any foreign tax is not required. On the basis of foreign law, the foreign source
income should in principle be subject to the local income tax. However, when,
on the basis of foreign tax law, certain categories of income are not subject to

tax, the subject to tax criterion will not be met. An example would be a trading
branch that earns onshore as well as offshore trading income. If, under the laws
of the country where the branch is located, only onshore trading income is
subject to tax, the Netherlands will grant an exemption for the foreign branch
profits only in as far as they can be traced back to onshore trading. The part of
the profits that can be traced back to offshore trading will not be exempt in the
Netherlands, since this category of income is considered as not being subject to
an income tax levied in the country where the permanent establishment is
located.

It has been questioned whether the exemption is only granted on a guilder for
guilder basis67. This question appears to be especially relevant with regard to

guaranteed payments. On the basis of foreign law, a guaranteed payment made
to a foreign partner might be deductible in computing the profits allocatable to
the local permanent establishment of that foreign partner. Under Netherlands

law, the guaranteed payment received by a Netherlands partner would be
allocated to the foreign permanent establishment if the asset for which the
payment is made is used in the foreign permanent establishment. If the subject
to tax criterion were to be applied on a guilder for guilder basis, the guaranteed

payment would   not be exempt from Netherlands   tax.   If,   on the other   hand,   a
qualitative approach were to be taken, the guaranteed payment would be exempt
from Netherlands tax. In such an approach, the test would be whether profits
from a local permanent establishment are subject to local income tax, regardless

of the actual computation of such profit under local law. From the Hoge Raad
decision of June 4, 198668, it appears that the qualitative approach must be
followed. In that case, a Netherlands parent company granted a loan to a
wholly-owned Netherlands subsidiary. The Netherlands subsidiary was included
in a fiscal unity with its parent. The funds borrowed from the parent were lised

to acquire US real property. In the US, the subsidiary was taxed on a net basis.
The Netherlands parent claimed an exemption for the gross income from the US

65 One exception to this rule is the tax treaty between the Netherlands and the US that refers to
the measures for the avoidance of double taxation as contained in Netherlands legislation.
Consequently, the "subject to tax" test also applies. See article XIX paragraph 3.

66 Romyn,   'De  toepassing  van  de  onderworpenheidseis  in  de  eenzijdige regeling', Weekblad K'007

Fiscaal Recht 5705, 1507-1515 (1985).

67 See  Romyn, 'De toepassing  van de onderworpenheidseis  in de eenzijdige regeling', Weekb/ad

voor  Fiscaal  Recht  5705,  1507-1515  (1985).

68 BNB 1986/239 annotated by Den Boer.

67



real property, arguing that the interest paid by the subsidiary was cancelled out
due to the regime of the fiscal unity. The Revenue argued that the parent was
only entitled to an exemption for the net income from the real property. In other
words, the amount of exempt foreign source income of the fiscal unity should
be computed as if the subsidiary was a separate Netherlands taxpayer. This
would mean an exemption on a net basis. The Hoge Raad held for the taxpayer.
It was argued that the amount of exempt foreign source income should be
computed as the amount of foreign source income as it is included in the entire
income of the taxpayer. Consequently, even though the US did subject to tax
only the net income from the US real property, the taxpayer was entitled to an
exemption for the gross amount, as this was the amount included in the entire
income of the taxpayer. The decision therefore indicates that the qualitative
approach must be followed in computing the exemption for foreign so itrce
income. According to this decision, a guaranteed payment received by a
Netherlands partner from a foreign partnership should therefore be exempt from
Netherlands taxation, provided, from a Netherlands tax point of view, the
guaranteed payment can be allocated to the foreign permanent establishment of
the Netherlands partner. This would apply regardless of whether under foreign
law the guaranteed payment would be a deductible item in computing the profits
allocatable to the permanent establishment.

Should the foreign entity be classified as a corporation, an individual share-
holder may only credit foreign dividend withholding taxes if the company
paying the dividend is a resident of a developing country. This latter require-
ment does not apply, however, if the company is a resident of a country with
which a tax treaty has been concluded. A resident company receiving a dividend
from a qualifying 5 percent or more participation in a foreign company is
exempt from tax on such dividend under the participation exemption. If the par-
ticipation exemption is not applicable, the tax credit method applies to the
foreign dividend withholding tax. The Netherlands does not grant a tax credit
for underlying corporate tax paid by a foreign subsidiary.

4.4.2. Double taxation relief and classification conflicts

a.    Netherlands tax law classifies a foreign partnership as a corporation

If the foreign entity is classified as a corporation from a Netherlands tax point
of view, although under local law, the entity is classified as a partnership, the
question arises whether the resident participators may credit the foreign taxes
paid by them. Under the Decree, such taxes are in principle creditable when
they  can be  considered  as  an  income  tax  that  is  levied  on  dividends,  whether  or
not in the form of a withholding tar69, provided the entity is a resident of a
developing country. Under the Decree, dividends are defined as benefits from
shares, profit certificates or other  rights...  that  entitle  the  holder  to  a  share  in
the profts of a company with a capital divided into shares. This broad definition
of dividends can be interpreted as including benefits from a participation in a
foreign corporation that is classified as a partnership under foreign law. Since

69 Article 4 of the Decree.
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3

the  foreign  tax is levied  on the basis  of each participator' s right  to the profits  o f
the  entity,   it  can be argued   that  thus the dividends were subject to income  tax.
The tax credit can, however, be effectively    used    only in cases where     the

resident participator receives sufficient foreign source dividends. If in the year
the   foreign    tax   is   paid, no dividend distribution   can be construed, the excess
foreign tax credit may be carried forward for a maximum period of eight
years 0

As   an   alternative   to   the tax credit method, the resident taxpayer may elect   to
deduct the taxes he paid71

For a corporate participator, the same reasoning would apply. Since the foreign
entity itsel f   is not subject   to a profits   tax, the participation exemption   will   not
apply. Any dividend received will therefore be taxable.     For the corporate
taxpayer, Article 13a may, however, result in draconian tax consequences.
According to this provision, costs relating to and losses realized on a par-
ticipation in a foreign entity for which the participation exemption does not
apply since the entity is not subject to a local profits tax, are only deductible to
the extent that taxable dividends or capital gains from such participation are
realized72. This means    that a current deduction of costs incurred    in a given
year is only possible if in the same year a dividend or capital gain for the saine
amount is realized. On an overall basis, an overall net loss from such a tainted

participation would not be deductible, whereas an overall net profit would be
fully taxable.

b.    Netherlands tax law classifies foreign corporation as a partnership

If under Netherlands law the foreign entity is classified as a partnership,
whereas under foreign   law the entity is classified   as a corporation, the question
arises whether the Netherlands participator may claim the exemption for profits
from a foreign permanent establishment. It is generally assumed that the subject
to tax condition is fulfilled in such a case, since the income that is considered

70 Article 5 of the Decree states that the taxpayer may credit foreign taxes that were paid in the
eight years prior to the taxable year concerned, to the extent that those taxes have not yet
resulted in a reduction of the Netherlands tax liability.

71 See Article 43 of the Income Tax Act and article 10 paragraph d of the Corporate 'Tax Act,

granting a deduction for foreign taxes that are levied in any form on profits or income.  Boek-
houdt denies the taxpayer the deduction, since there is apparently no causal relationship
between the tax paid and the dividend received, see 'Recognition of foreign enterprises as
taxable entities', STUDIES ON INTERNATIONAL FISCAL LAW, Vol. LXXIIIa at 524
(1988).

72 This provision is aimed against the interposition by a Netherlands parent company of an
intermediary tax haven company to hold the shares in qualifying subsidiaries. By so doing, the
provisions on the non-deductibility of costs and losses relating to qualifying foreign subsidiaries
would be circumvented.
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earned by the participators is subject to a tax, albeit at the level of the entity73
Dividend distributions will not constitute a taxable event under Netherlands tax
law. The dividend withholding tax levied on the distribution will be treated as a
branch profits tax. Since the income is allocatable to the foreign permanent
establishment and thus exempt from Netherlands tax, a branch profits tax will
not be creditable against the Netherlands tax liability.

5. Summary and comparative analysis

1. When looking at the tax treatment of a resident taxpayer participating in a
foreign partnership, one finds that the character preservation rule, as it is
applied to income from partnerships, is applied by all three countries similarly
to income earned through a foreign partnership. The most notable exception to
the character preservation rule is Rev. Ruling 89-72, where it was held that, for
determining the foreign base company sales income of a controlled foreign
corporation that participates as a partner in a partnership, the character of an
item of partnership income must be determined as if it were earned directly by
the controlled foreign corporation.

2. When analyzing the source rules for partnership income, no specific devia-
tions   from the general character preservation   rule   have been found. The basic
difference between the US on the one side and Germany and The Netherlands
on the other is the application of the mechanical US source rules as opposed the
concept of permanent establishment in Germany and The Netherlands. This
difference originates in the different concepts of international tax rules and not
so much in a different approach to partnership taxation.

3. A notable difference between the countries in the approach to partnership
taxation is the method for determining the source of guaranteed interest pay-
ments. Under US law, the partnership is treated as an entity for determining the
source of a guaranteed interest payment. If the partnership is engaged in a US
trade or business, any interest payment made by the partnership has a US
source. If the partnership is not engaged in a US trade or business, interest
payments made by the partnership have a foreign source. Typically, under
German and Netherlands law, the source of a guaranteed interest payment
depends on whether the debt is effectively connected to a foreign permanent
establishment of the participators. If this is the case, the interest has a foreign
source and is treated as business profits effectively connected to a foreign
permanent establishment. In general, the debt will be considered effectively
connected with a foreign permanent establishment if the funds were used in a
foreign business of the partnership. In this respect, the permanent establisliment

73
See Romyn, 'De onderworpenheidseis in de eenzijdige regeling', Weekblad voor Fiscaal Recht
5705, 1507-1515 at 1510 (1985). Reference is made to old decisions of the Hoge Raad under
the Income Tax Act of 1914, where it was held that resident participators could claim the
exemption from tax for foreign source business income earned by a foreign limited partnership
that was taxable as a corporation in its country of residence. For a different view see Boek-
houdt, 'Recognition of foreign enterprises as taxable entities', STUDIES IN INTER-
NATIONAL FISCAL  LAW, Vol. LXXHIa at 523-525  (1988).
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source rule more accurately reflects economic reality than the mechanical US
sourcerule does.

4. Regarding double taxation relief and foreign tax credits, two situations of a
classification conflict were examined. In the situation in which a foreign entity
is classified as a transparent partnership under domestic tax laws but as a
taxable corporation under foreign tax laws, all countries have a similar approach

in that the classification conflict does not affect availability of double taxation
relief and foreign tax credits. Typically, in the US this is explicitly provided for
in section 901(b)(5), but only for US resident individuals and not for US
corporations. Granting double taxation relief in these cases can be explained by
the general principle that double taxation relief should be available to a resident
taxpayer, if he is currently taxed on foreign source income and where such
income has also been subject to a foreign income tax. In other words, tile
foreign tax credit should be available to the person to whom domestic tax law
attributes the foreign income.
The more intricate situation is the classification conflict where a foreign entity is
classified as a corporation under domestic tax laws, while the entity is treated as
a transparent partnership under foreign laws. The question here is if and when a
resident taxpayer is entitled  to a foreign tax credit for foreign taxes  paid   by   hi m

on    income that, under domestic    tax   laws, is attributed    to the foreign entity.
Under the general rule mentioned above, no foreign tax credit should be
available to the resident participator. In all three countries, the situation is
unclear. While case law indicates that no tax credit would be available in the
US, Rev. Ruling 72-197 does appear to grant a foreign tax credit  to US resident
participators at the time a distribution can be construed and subject to the five
year carryforward period for excess foreign tax credits. The ruling does,
however, inconsistently deny the foreign tax credit to a domestic corporation
that is classified as a transparent partnership under foreign laws.

In Germanl no foreign tax credit would be available to the resident par-
ticipators, although some authors argue that if it  can be said that under foreign
civil law the income is deemed distributed at once, so that under German tax
law the income would be taxable currently in the hands of the participators, a
tax credit should be available. Indeed, such an approach seems reasonable. In
the Netherlands, a foreign tax credit appears to be available on the basis of the
wording of the law at the time a distribution can be construed, but subject to the
limitation of the eight year carryforward period for excess foreign tax credits.

5. In the Netherlands, Article 13a Corporate Tax Act results in unintended
detrimental taxation effects for a resident corporation that participates in a
foreign entity if such entity is classified as a corporation under the classification
rules of the Netherlands, but as a transparent partnership under foreign tax laws.
In that event, the participating corporation will be taxable on dividends and
capital gains    from the shareholding    in the foreign entity. Losses     from    and

expenses allocatable to the participation will, however, only be deductible to the
extent that income or gain from the participation is recognized.
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CHAPTER IV

THE TAXATION OF NON-RESIDENT PARTNERS

1. Introduction

Non-resident taxpayers are in general taxed by the host country on the basis of
the source principle:    A tax liability arises   if the non-resident earns certain

classes of domestic source income. The classification and the source of the
income received by a non-resident partner is therefore crucial in determining
when and to what extent a domestic tax liability arises.
One of the issues in the taxation of non-resident partners is the question whether

their activities are classified as passive investments or as a trade or business. In
general, treatment as a passive investor implies the levying of a withholding tax
on gross investment income and sometimes no taxation of capital gains, Taxa-
tion as an entrepreneur engaged in a trade or business usually implies taxation
of net business income including capital gains. If a non-resident is engaged in a
domestic trade or business and, in addition, receives dividends or interest from
domestic sources, the question arises whether the dividends and interest qualify
as business income allocatable to the domestic business or as passive investment
income.

2. United States

2.1.  Introduction

Under US tax law, it makes virtually no difference whether the foreign partner
is a partner in a US partnership or in a foreign partnership2. Basically, under

US tax law, a non-resident partner may be taxable on:
A - income which is effectively connected with the conduct of a trade or

business within the US3 and
B - fixed, determinable, annual or periodic income from US sources4 (herein-

after referred to as FDAP income);

1   See Vogel, 'Worldwide vs. source taxation of income - A review and re-evaluation of

arguments', Intertax 1988/8-9, 216-229, (1988) on the different interpretations and applications

of the principle of source taxation.

2 Section 7701(a) defines a US partnership as a partnership created or organized iii the US or
under the laws of the US or of any State of the US.

3
Section 871(b) IRC.

4 Section 871(a)(1)(A) IRC.
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-  US source gains from the sale of intangible property to the extent the gain
is from payments contingent on future productivity of the property5;

- certain US source gains attributable to an original issue discount obliga-
tion6;

- capital gains derived from sources within the US if the partner is an
individual present in the US for 183 days or more during the taxable year :

- certain gains from disposals of timber, coal or domestic iron ore;
to the extent the income so received is not effectively connected with the
conduct of a trade or business within the United States.

Under FIRPTAS, special rules were introduced regarding the tax treatment of
foreign investors in US real property: In principle, these rules provide that:
-  a foreign investor in US real property may elect to be treated as being

engaged in a US trade or business and
-   gains from the disposition of US real property interests are deemed to be

income effectively connected with the conduct of a trade or business within
the  US.

2.2. US trade or business of a foreign partner

In establishing the US tax liability of a foreign partner, the starting point is the
determination of whether the foreign partner is engaged in a US trade or
business. According to section 875 IRC, a non-resident alien individual or a
foreign corporation shall be considered as being engaged in a US trade or
business if the partnership of which the individual or corporation is a member is
so engaged. This rule reflects the character preservation rule of income from a
partnership. According to Isenbergio, the imputation from a general partnership
would probably even arise  in the absence  of any statutory provision,   due  to  the
common law notion  that a partnership  is a mutual and collective agency relation.

Section 875 IRC, implies that, a partnership is not by definition, considered to
be engaged in a trade or business. Similarly, a foreign corporation is not con-
sidered to be engaged in a trade or business merely because of its corporate
statusl: The activities of the partnership are decisive in determining whether a

5 Section 871(a)(1)(D) IRC.

6 Section 871(a)(1)(C) IRC.

7 Section 871(a)(2) IRC.

8 The Foreign Investment in Real Property Tax Act, see generally Knight & Doernberg.
STRUCTURING FOREIGN INVESTMENT IN US REAL ESTATE (1988)

9    See section 897 IRC.

10
Isenberg, 'The Trade or Business of Foreign Taxpayers in the United States' TAXES- Re Tax·
Magazine 972-984, (1983).

11 See Conn'nenral Trading Inc v Commissioner, 3 AFTR 2d 923 (265 F 2d 40).
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business is being carried on. This rule is also found in section 703(a) IRC,
dealing specifically with partnership taxation. That section provides that the
taxable income of a partnership shall be computed in the same manner as in the
case of an individual. Since the provision relates to the taxable income of the
partnership, this rule implies partnership-level characterization. Finally, section

702(b) IRC, contains the character preservation rule. Under the provision, the
character of any separately stated item of income shall be determined as if such
item were realized directly from the source from which it was realized by the
partnership. Again, it follows  that the character of income is determined  at  the
partnership level.

In the foreign tax area, Ross12 has raised the question whether the partnership
attribution rule of section 875 IRC, applies for other purposes as well, for
example attribution    to the foreign partners    of the office    or    fi xed place    of

business of a partnership. This appears to be the case. In Donroy Ltd v US11, it

was held that under the US-Canadian tax treaty, "the office or permanent
establishment of a US limited partnership is in law the office of each of the
partners, whether general  or not"14.  Also,  in the earlier  case  of  W. C Johnston
v Commissione,is, it was held that under the US-Canadian tax treaty, a foreign
partner in a general partnership is deemed to have a place of business in the US
at the place of business of the US resident partner.
A similar reasoning can be found in Rev. Ruling 85-6016. In that ruling, a
foreign trust participated as a limited partner in a US limited partnership. The
limited partnership was engaged  in real estate development  in  the  US. A foreign
individual was the sole beneficiary of the trust. The ruling concluded that the
beneficiary of the trust earned business profits attributable to a US permanent
establishment, since the trust was considered to earn business profits through a
US permanent establishment17.

12
Ross, 'United States Taxation of Aliens and Foreign Corporations: Foreign Investors Tax Act
Of 1966 and Related Developments,'22 Tax Law Review 279-366 (1967).

13
Donroy Ltd v  US (1962) 9 AFTR 2d  1129,  001  F 2d 200).

14 Citing the Canadian case No. 630 v MNR, (1959) Canadian Tax Appeal Board, DTC 300,302.

15
W. CJohnston  (1955) 24 TC 920.

16 Rev. Ruling 85-60, 1985 -  1  CB  187, see Freud,  'Are the Phrases "Trade or Business"  and
"Permanent Establishment" Coterminus?',    14 Tax Management Internanonal   Journal,    289
(1985).

17 The Tax Court again upheld the principle that foreign partners (limited as well as general
partners) have a permanent establishment in the US if the parlnership of which they are part-
ners has a a permanent establishment in the US in Unger v. Co/nmissioner, T.C. Memo 1990-
15, see Fink, 'Limited partner in US partnership held to have a permanent establishment',
Intertax 1990/6-7, 337-338 (1990).
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Somewhat surprisingly, however, PRL 8750049 did not attribute the US
principal office of a US limited partnership to the foreign partners in an upper-
tier, US general partnership which had its principal office outside the US and
had acquired a less than 5 percent interest in the limited partnership. Conse-
quently, the foreign investors were not treated as being engaged in a US trade
or business, even though the second tier partnership was so engaged18. One
would have expected a ruling according to which, by analogy, an upper-tier
partnership that is a partner in a lower-tier partnership will be deemed to be
engaged   in   a US trade or business   if the lower-tier partnership   is so engaged.
Under the ruling, however, only the activities of the lower-tier partnership were
attributed to the upper-tier partnership but not the principal office. Presumably,
the IRS liberally applied the trading exclusion of section 864 (b) IRC, because
the general purport of that exclusion is the encouragement of trading in US
securities. In addition,    it    must be noted    that the upper-tier partnership' s    in-vestment in the lower-tier partnership was considered insignificantig.

2.3. Taxable income

Should a foreign partner be engaged in a US business through a partnership that
is so engaged, the basic issue is the determination of the foreign partner's
taxable income from the partnership. This taxable income will consist of:
-    US source income which is not FDAP income and capital gains, and-   US source FDAP income and capital gains effectively connected with the

US trade or business, and
- certain non-US source income that is attributable to an office or a fixed

place of business  in  the  US.

2.3.1. The force of attraction

The Foreign Investors Tax Act of 1966 (hereinafter referred to as the FITA)
retained a limited force of attraction principle in the IRC. All US source income
which is not FDAP income or capital gains is deemed to be effectively con-

18 According to section 864(b) IRC, trading in US stocks and securities for a taxpayer's own
account does not constitute a US trade or business, unless the taxpayer is a dealer in stocks and
securities or, in the case of a corporation, the principal purpose of which is trading in stocks or
securities   for   its own account,   if its principal office   is   in   the US. Treas.   Reg.    §    1.864-
2(c)(2)(ii) provide a rule for investing in a partnership that invests in stocks and securities in
the US. Such investors will not be engaged in a US trade or business as a result of the
activities   o f the partnership,   as   long   as the partnership   is   not a dealer and trades in stocks   and
securities for its own account and has its principal office outside the US. The general purport
of these rules  is to remove deterrents  to portfolio investments   in  the   US.   See Ross, 'United
States Taxation of Aliens and Foreign Corporations', 22 Tax Law Rewew 314 (1967).

19
See also McDaniel & Sheehan, 'Investing and doing business in the USA', Inte,·tax· 1988/10
336-338 (1988), Fogarasi, Gordon & Phillips, 'Recent Rulings Encourage Foreign Trading in
the United States', 17 Tar Management Internanonal Journal 187-191 (1988) and Me/nick,
'Financial Futures Partnerships Are Not 'Engaged in Business" in the United States', 17 Tax
Management International Journal 447-452 (1985).
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nected to the US trade or business of a foreign taxpayet: Consequently, if a
partnership is engaged in a US trade or business, the US source income (not
being FDAP income or capital gains) of the partnership will constitute income
effectively connected with the US business of the partnership. On the basis of
the character preservation rule the partner's income from the partnership will
then also be characterized as effectively connected, US source income.

Intricate questions arise if a partnership is engaged in a US trade or business,
and a foreign partner, in addition to his income from the partnership, directly
earns US source income (not being FDAP income or capital gains). It could  be

argued that such income is, under the force of attraction principle, deemed to be
effectively connected with the US business of the partnership that is iiiiputed to
the foreign partner, provided the income has a US source. The crucial factor
would then be the source of those items of income.

For sales of personal property, section 865(a) IRC, contains the general rule. In
the case of a sale by a US resident, income from the sale of personal property
has a US source. If the sale is made by a non-resident, such income has a
foreign source. For purposes of the source rules, section 865(g) IRC, defines a
US  resident  as  a US resident individual  or  a US corporation. A partnership  can
never be a US resident for purposes of the US source rules.

The term non-resident is defined as any person other than a US resident. While
it thus could be concluded that any partnership is a non-resident for purposes of
the source rules, section 865(i)(5) IRC, appears to prevent such a reasoning.

Section 865(i)(5) states:

"In the case of a partnership, except as provided in regulations, this section
shall be applied  at the partner level."

Consequently, for purposes of determining the source of income from sales of
personal property by a partnership, the residence of the partners appears to be
decisive.
Thus, such income would have a US source for the US resident partner, while it
would have a foreign source for the non-resident partners. Apparently, the
character preservation rule does not apply in determinig the source of income
from the sale of personal property. It is likely that section 865(i)(5) is not so
much concerned with the position of non-resident partners. Presumably the

provision is aimed primarily at preventing the creation of foreign source income
by US resident taxpayers by routing sales of personal property through a foreign
partnership. Under the character preservation rule, such income would have a
foreign source, provided the partnership was a non-resident for purpose of the
source rules for personal property sales.

Hence, while as a general rule, the sale of personal property by a partnership
will result in foreign source income for the non-resident partners, an important

exception is made in section 865(e)(2). Here it is provided that if a non-resident

20 See section 864(c)(3) IRC.
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maintains an office or other fixed place of business in the US, income from any
sale of personal property (including inventory property21) attributable to such
office or other fixed place of business shall be sourced in the US22.

To summarize, while as a general rule the residence of the partner will deter-
mine the source of income from the sales of personal property, so that sales of
personal property by a non-resident partner will have a foreign source, such
income will generally have a US source, if the income is attributable to a US
office or fixed place of business of the non-resident partner. Such income is
considered attributable to the US office or fixed place of business of the non-
resident partner, if it is a material factor in producing the income.

This analyzis shows that the impact of the force of attraction principle is
severely reduced by the rules for determining the source of income from the
sales of personal property. The key test is whether a US office or fixed place of
business of the non-resident partner was a material factor in producing the
income. Consequently, a sale of personal property in the US by a non-resident
partner in a partnership that is engaged in a US trade or business may not be
considered effectively connected with such trade or business, unless a US office
or fixed place of business of the partner was a material factor in producing the
income. In that event, the question arises whether, under the force of attraction
principle, the US source income of a non-resident partner may be deemed
effectively connected with the imputed US trade or business of the partnership.
In other words, (toes the imputation of the US business of the partnership to all
non-resident partners apply only in taxing partnership income, but not for
purposes of applying the force of attraction principle to US source income
directly earned by the non-resident partner himself. If so, the US source income
from direct sales of personal property by a non-resident partner can only be
deemed effectively connected with a US trade or business if the non-resident
partner is otherwise engaged in a US trade or business. On the basis of the wor-
ding of the IRC provisions, it must, however, be assumed that the business of
the partnership will also be imputed to all non-resident partners for purposes of
the force of attraction principle applied to US source income directly earned by
non-resident partners. This is a result that may come as a surprise to the
unwary.

2.3.2. Effectively connected, US source FDAP income

According to section 864(c), the determination of whether FDAP income is
effectively connected with a US trade or business includes the so-called "asset

21 For sales of inventory property, the source is generally determined on the basis of the passage
of title test, see sections 865(b) and 861(a)(6) and 862(a)(6), IRC.

22 Section 865(e)(2)(B), IRC, makes an exception to this rule for sales of inventory property sold
for use disposition, or consumption outside the US, if an office or other fixed place of business
outside the US participated materially in the sale.
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use" test and the "business activities" test,3. The following questions arise:
-   is all partnership income effectively connected with the US business of the

partnership and thus effectively connected with the US business of the
partner?

-  when is income received by a partner directly deemed to be effectively
connected with the US business of the partner?

-   is a guaranteed payment effectively connected with the US business of a
partner?

The character preservation rule implies that in order to determine whether
FDAP income of a partnership is effectively connected with the US business of
the partnership, both the asset use test and the business activities test are applied
at the partnership level. The mere fact that the FDAP income is earned through
a partnership engaged in a US business should not always result in effectively
connecting the FDAP income to the US trade or business of the foreign partner.
The  importance  of the matter  can be illustrated  by the following:

Example IV-1: Foreign corporation FC is a partner in a partnership engaged in
a US trade or business. The partnership manufactures products that are sold in
the US by a US corporation (USCo), the shares of which are held by the
partnership. FC will be entitled to the deduction on dividends received 4 only
if the dividends constitute income effectively connected with the US business of
the partnership. In this case, it is likely that the dividends will be qualified as

effectively connected to the US business under the asset use test, since the
shares are held for the principal purpose of promoting the US manufacturing
busines)25. The result might, however, be different  if FC invested excess  cash

funds, through the partnership, in shares of an unrelated US corporation. In that
event, it is likely that the dividends from the US corporation would not be effec-
tively connected US source income, since the asset use test and the business
activities test would not be met.

While it therefore is clear that the character of an item of partnership FDAP
income (in this case whether the income is effectively connected to a US trade

or business) is determined by applying the asset use test and the business
activities   test   at the level   of the partnership, difficulties arise when deterinining
the effective connection of FDAP income that is earned directly by the non-
resident partner. The problem is illustrated by the following example.

Example IV-2: FC (see example IV-1) makes a loan to USCo, the proceeds of
which are used in USCo's business. USCo pays interest to FC. Again the asset
use test would have to be applied in determining whether the interest income is
effectively connected to the US business of the partner. If the interest is not

23 For an elaborate discussion of the effectively connected rules, see Dale, 'Effectively Connected
Income', 42 Tax Law Review 689-752 (1987).

24 Section 243 IRC.

25
Treas. Reg. § 1.864-4(c)(2)(ii)(a).
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considered to be effectively connected with the US business of FC, USCo would
have to withhold the flat 30 percent interest withholding tax on the gross
amount2: If the interest is considered effectively connected with the US busi-
ness of FC, the net interest income would be subject to the ordinary progressive
tax  rates.

Under a conduit approach, the argument would be that it should make no
difference whether US source income is earned through the partnership or by a
partner directly. In both situations, the asset use test or the business activities
test should provide the same result. This would mean that in example IV-2, it is
likely that the income will be considered effectively connected with the US
business of FC.  On the other hand, it could be argued that an entity approach
should be followed for all income that is earned not through the partnership, but
by a partner directly. This would mean that in example IV-2, it is likely that the
interest income is not effectively connected with the US trade or business of
FC. The IRC provides no clear guidance on this issue.

2.3.3. Foreign source income

There are two categories of non-US source income that are deemed effectively
connected with the US business of a foreign taxpayer, provided the taxpayer has
an office or other fixed place of business to which such income is attributable.
These categories aren:
- rents, royalties for the use of, or gains on sale of intangible property used

or located outside the US and derived by a taxpayer engaged in the active
conduct of a licensing or rental business ;

- dividends, interest, and capital gains of a financial or securities trading
business.

The fixed place of business concept is similar to that of the permanent establish-
ment under bilateral tax treaties. The permanent establishment concept is, how-
ever,     considered    to be broader    than the fixed place of business concepta.
Income is attributable to the US office or fixed place of business, if it is a
material factor in realization of the incom29

2.4. Guaranteed payments

2.4.1.  Introduction

The tax treatment of guaranteed payments made by a partnership to foreign

26 Unless a tax treaty would provide for a lower rate or the interest would qualify as portfolio
interest under section 881(c).

27
See section 864(c) IRC.

28 See Dale, 'Effectively Connected Income' 42 Tax Law Review 735 (1987) and Williams,
'Permanent Establishments  in the United States',  29 Tax Lawyer 277-354  (1976).

29
Treas.  Reg.  §1.864-6.
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partners is unclear. This especially applies to guaranteed payments that would
be considered FDAP, such as interest on loans made to the partnership or rents
or royalties on tangible or intangible property put at the disposal of the partner-
ship. Estes II, Farber and Feder have stated that "only in unusual cases can
FDAP   . . .   of a foreign taxpayer be considered effectively connected   with   the
trade or business carried on by the partnership of which he is a member. This,
however, might occur if a foreign partner acting in his individual capacity
loaned money, licensed intangibles or rented tangible property to a partnership

so engaged of which he was a member. I, 30

In order to further investigate the problem, two separate questions have to be
answered:
-    does the guaranteed payment have a US source or a foreign source; and
-    if it has a US source, is the payment effectively connected with a US trade

or business?

2.4.2. The source of guaranteed payments

As a general rule, the source of partnership income is determined at partnership
level.  This is based  on the general  rule of section 702(b), which clearly reflects
the conduit approach in determining the character of the partner's income from
the partnership31.

Regarding guaranteed payments, the application of the source rules is unclear.
Guaranteed payments are either sourced on the basis of treating the partnership
as an entity or sourced according to the principles applicable to partnership
distributions (the aggregate or conduit approach). The regulations appear    to
reflect the aggregate or conduit approach, although they do not specifically
address the source rules32. Mille,  and Caref indicate   an    entity    approach.
It was held in those cases that guaranteed payments made to a partner and repre-

senting a salary for services performed abroad should be regarded as compen-

30 Estes H & Farber & Feder, 'Partnerships and joint enterprises in international tax law', II/150,
STUDIES IN INTERNATIONAL FISCAL LAW, Vol. LVIIIb, (1973). Walter also mentions
the problem, but appears to have no conclusive answer, see 'Randbemerkungen zur trans-

nationalen Besteuerung von Personengesellschaften aus Amerikanischer Sicht', in Kruse, DIE
GRUNDPROBLEME DER PERSONENGESELLSCHAFT IM STEUERRECHT, 205-220,

(1979).

31 See Roberts & Warren, US INCOME TAXATION OF FOREIGN CORPORATIONS AND
NON-RESIDENT ALIENS, VI/4E , Practicing Law Institute New York (1971).

32
Treas. Reg. § 1.707-1(c) provide that "for the purposes of other [than section 61(a) and 1621
provisions of the internal revenue laws, guaranteed payments are regarded as a partner's dis-
tributive share of ordinary income'. This would imply using the conduit approach in deter-
mining the source of a guaranteed payment. For a similar suggestion, see Roberts & Warren,
US INCOME TAXATION OF FOREIGN CORPORATIONS AND NON-RESIDENT
ALIENS, VI/4E Pracn'cing Law Institute New York (1971).

33 Andrew 0. Miller, 52 TC 752 (1969) cited by Estes II & Farber & Feder, 'Partnerships and
joint enterprises  in  international  tax  law', II/153, Studies in International Fiscal Laii· (1973).

34 Carey v US, 25 AFTR 2d 70-1395 (1970). See also Annstrong v Phinney, 394 F.2d 661 (5th

Cir. 1968) for a similar result.

81



sation for personal services performed outside the US, rather  than as part of the
partner's share in the partnership's profits. In Carey, it was explicitly argued
that to hold otherwise would discriminate unfairly against partners in com-
parison with employees performing similar services abroad35*
For rents on tangible property and royalties on intangible property, the general
rule of section 707(a) IRC, appears to apply, with the result that these payments
are treated as occurring between the partnership and one who is not a partner.
Consequently, such payments would be sourced on the basis of the entity
approach36. Thus, rents for the use of tangible property and royalties for the
use of intangible property are sourced on the basis of the place were the
property is located or used. Interest paid by a partnership would be sourced ac-
cording to the interest source rule. Hence, interest is considered having a US
source when the partnership is engaged in a US trade or business.

2.4.3. The "effective connection" of guaranteed payments

Questions similar to those discussed in 2.3.1. and 2.3.2. arise in determining
whether US source guaranteed payments, such as interest, rents and royalties,
are effectively connected with the US trade or business of the foreign partner.
In order to determine whether US source FDAP income is effectively connected
with a US trade or business, the asset use test has to be applied. The basic
question is whether this test is to be applied at the partnership's level or at the
level of the partner receiving the guaranteed payment. In other words, is the
rule that a partner is considered as being engaged in a US trade or business if
the partnership is so engaged, also applicable in determining whether guaranteed
payments are effectively connected (the conduit approach), or should     the
guaranteed payment be treated according to its definition, i.e. as a payment to
one who is not a partner (the entity theory). Under the conduit theory, the asset
use test is applied at the partnership level. If it is found that the money or the
tangible or intangible property is used or held in the US business, the guaran-
teed payment is effectively connected with the US business of the partner.
Under the entity theory, the asset use test is applied at the partners' level. The
payment is considered as being received by one who is not a partner. Therefore,
the guaranteed payment cannot be considered as effectively connected with a US
business, provided the recipient is not otherwise engaged in a US business.
A consistent approach of treating guaranteed payments would be based on the
entity theory, which would imply that guaranteed payments made by a partner-
ship engaged in a US trade or business could have a US source, but would not
be considered to be effectively connected to a US business provided the partner
is not otherwise engaged in a US trade or business. The area is, however,
extremely murky and comparable to the question of how to treat a sale of a

35 See also Bell, 'International developments - Final Regulations Restrict Allocations to Foreign
Partners', Journal of Pannership Tarafion 168, 172-175 (1986).

36 The entity approach for determining the source of a guaranteed payment is also proposed by
The American Law Institute, FEDERAL INCOME TAX PROJECT - INTERNATIONAL
ASPECTS OF UNITED STATES INCOME TAXATION, AT 73-74 (1987).
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partnership interest by a foreign partneti

2.5. Special allocations

Under section 704 IRC, the partners may provide in the partnership agreement
for a special allocation of partnership income. Such a special allocation will be
accepted for tax purposes, unless the allocation does not have substantial
economic effect. The regulations  contain an example of such a special al-
location, where 90 percent of foreign source operating income is allocated to the
foreign partner and the remaining 10 percent foreign source operating income is
allocated to the US partner. The remainder of partnership income is allocated on
a 50/50 basis. Such an allocation is considered to have a substantial economic
effect, if the amount of income or loss cannot be predicted with reasonable
certainty. Use of the special allocation technique allows for the reduction of the
US tax liability of foreign partners by allocating to them foreign source partner-
ship incom29.

3. Germany

3.1.  Introduction

Non-residents are subject to German taxation only if they receive certain classes
of income from German sources. These classes of income are listed in article 49
EStG. The basic issue in determining the tax liability of a non-resident partner
in a partnership is the classification of the income earned by the partner. The
most important classes of taxable German source income are:
- business income from a German permanent establishment;
- passive investment income (dividends, interest, rents and royalties);
- capital gains from the sale of a substantial interest in a German corporation;
- speculative capital gains on the sale of German real estate.

In the determination of the class of income earned by non-resident taxpayers,
the theory of the so-called "isolierende Betrachtungsweise" plays an important
role. The theory was developed by the Reichsfinanzhofo and was further

37 A question of which Dale states " A long chain of argument about this issue - whose links
include sec. 751, entity versus aggregate notions for partnerships, and the like - could be
wrapped around the unhappy reader here, but mercy compels forbearance, not only on grounds
of  cruel and unusual punishment,  but also because it leads  to  no firm conclusion",  see  Dale,
'Effectively Connected Income', 42 Tax Law Review, 705 note 97, (1987).

38
Treas. Reg. § 1.704-1(b)(5), example 10.

39 See Bell, 'International Developments - Final Regulations Restrict Allocations to Foreign
Partners', Journal of Partnership Taxation 168, 172-175, (1986).

40
RFH February 7, 1929, Reichssteuerblan 1929, 192.
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developed by the Bundesfinanzhof: It is now included in article 49, para 2.
According to this theory, the character of an item of income received by a
foreign taxpayer is determined in principle on the basis of domestic facts and
circumstances. Foreign facts and circumstances are not taken into account in so
far as this would result in the non-taxation of certain classes of income#: The
theory was founded on the argument that the system of taxation of non-resi-
dents, due to its territorial scope, focuses much more on the German source of
the income itself than on the facts and circumstances regarding the non-resident
recipient of the income. In addition, it was held that for the tax authorities, it
would be very difficult to verify foreign facts and circumstances.

Example IV-3: Foreign taxpayer FT is engaged in a trade or business. FT does
not have a permanent establishment in Germany. One of the business assets is a
patent that is licensed to a German corporation. Since the patent is a business
asset, the royalties received would in principle be classified as business income.
Since FT does not have a permanent establishment in Germany, the royalties
would escape taxation. Under the isolierende Betrachtungsweise, the "foreign"
fact that FT is engaged in a business is ignored. Consequently, FT will be
considered as earning passive investment income subject to German income  tax.

Under the theory of the isolierende Betrachtungsweise, "foreign" facts and
circumstances are thus not taken into account if it would result in non-taxation
of German source income received by a non-resident. The character of an item
of income earned by a non-resident is determined on the basis of the domestic
facts and circumstances. If, on that basis, the income is classified as passive
investment income or speculative capital gain, the fact that the income is earned
in the trade or business of the foreign taxpayer cannot change the character of
the income into business income.

A basic issue is how the isolierende Betrachtungsweise is to be applied in the
case of a non-resident partner in a partnership receiving income from German
sources. From the decision of the BFH on June 25, 198443, it appears that the
isolierende Betrachtungsweise is to be applied at the level of the partnership.
Consequently, a foreign partner in a partnership will be considered to earn
business income only if the partnership itself is engaged in a trade or business
through a German permanent establishment and the partner qualifies as an
entrepreneur (Mitunternehmer).    If the partnership itself is merely a passive
investor, the foreign partner will thus be considered as earning passive in-

41
BFH January 20, 1959 Bundessteuerblatt 1959 III, 133 and BFH March 9, 1970 BStBI 1970 II,
428.

42 See Ebling, 'Isolierende Betrachtungsweise im Ertrag- und Vermilgensteuerrecht', Inter-
nationale   Winscha#sbnefe    Fach 3 Gruppe 1, 791-798 and Wassermeyer, 'Die beschriinkte
Steuerpflicht', GRUNDFRAGEN DES INTERNATIONALEN STEUERRECHTS,  49-77, ed
K. Vogel, (1984).

43 BFH June 25, 1984 Bundessteuerbl(Itt 1984 I[ 751-764, see Streck, 'Zwischenbilanz der
rechtsentwicklung nach dem GeprUgebeschluss des Grossen Senats', Deutsches Steuerrechi
1986 heft 1/2, 3-8. See part U.3.3.
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vestment income. This would appear to be the case, even if the participation in
the partnership is held in the business of the foreign partner.

3.2. Business income

For   a fureign partner   to be subject   to   tax on German source business profits,
two conditions have to be met:
-   the foreign partner has to be considered as carrying on a trade or business

and

-   the foreign partner has to be considered as having a permanent establish-
ment in Germany through which  (part  of) his business is carried  on.

3.2.1. Partners engaged in a trade or business

A foreign partner will be considered as carrying on a trade or business if the
partnership itself carries on a trade or business and the partner can be con-
sidered as an entrepreneur (Mitunternehmerschaft). The mere fact that a
partnership is engaged in activities for profit does not imply that it is engaged in
a trade or business. The partnership form does not automatically result in
partnership income being characterized as business profits. Consequently, a
partnership that is a passive investor in real estate is considered to earn rents
from real estate or speculative capital gains from the sale of real estate and not
business profits    (see    part    II).    But    even    were the partnership carrying    on    a
business, a partner would only be considered earning business profits if he could
be considered an entrepreneur (Mitunternehmer). Normally, partners in a
general or limited partnership that carries on a trade or business will be con-
sidered entrepreneurs«.
A typical feature of German law is the silent partnership. For tax purposes, a
distinction is made between the typical silent partner and the a-typical silent
partner. A typical silent partner is considered to earn passive investinent
income. An a-typical silent partner is considered to earn business profits, since
his internal position is comparable to that of a limited partner.

3.2.2. Attribution of permanent establishment/agent

A foreign partner will be taxed only on business income if he is engaged in
business through a German permanent establishment (Betriebstatte) or permanent
agent (standige Vertreter).    The   fact   that the taxpayer   is a partner   in a partner-
ship organized under German law does not imply that he has a German per-
manent establishment. Instead, the place of business of the partnership itself has
to qualify as a permanent establishment. This permanent establishment is then
attributed to all foreign partners who qualify as entrepreneurs45. Likewise, if a

44
See   generally  Schreiber,   'Vertragsneutrale  Er folgsbesteuerung  der Unternehmen', Stelier und

Wirtscha# nr 1, 1-10 (1987) and Silffing, 'Aktuelle Fragen bei der Mitunternehmerschaft',
STEUERBERATER JAHRBUCH 1986/87, 297-326 (1987).

45 BFH January 29, 1964 Bundessteuerblati 111 1964, 165. See Piltz, DIE PERSONEN-
GESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT DER BUNDESREPU-
BLIK DEUTSCHLAND, 78-82, (1981).
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German resident partner were to manage the business of the partnership, a place
of management would arise that would be considered a permanent establishment
of all partners.
It seems to be unclear if and when a German resident partner could qualify as a
permanent agent of a foreign partnet: It would appear that such would be
the case as long as the partner can be considered a permanent agent of the part-
nership. The basic issue would be whether a German resident partner is subject
to instructions and directives of the partnership/all partners. Were this to be the
case, a general partner might be considered a permanent agent of the general
and limited partners47.

3.3. Taxable business income                                          1

3.3.1. Basic rules

Not all partnership income constitutes taxable income to a foreign partner. In
general, all partnership income will constitute business income if the partnership
is carrying on a business. However, some assets contributed to the partnership
might not be considered to be held in the partnership's business, as they merely
serve the non-business interest of the partners and are not related to the partner-
ship's business. Such assets do not generate business income for the partners,
but are considered assets held outside the business of the partnership. Business
income from the partnership is taxable to the foreign partner if it is attributable
to the German permanent establishment of the partnership. In fact, a criterion
similar to the US "effectively connected income" rule is applied, although no
distinction is made between FDAP and other income and no force of attraction
applies.

3.3.2. Foreign source income

Foreign source income can also be attributed to the German permanent es-
tablishment of the partnership. Again, an effectively connected standard is
applied. There are no specific source rules for specific items of business
income, so that the test is whether the business income is attributable to a
German permanent establishment of the partnership. The BFH issued a land-
mark decision in 1988 on the question of attribution of income to a German
permanent establishment48. In that case, a Swiss resident was a limited partner
in a German limited partnership ("Kommanditgesellschaft"). The limited
partnership had a permanent establishment in Germany. One of the assets of the
partnership was a working interest in an oil well in Borneo. The oil well was
considered a foreign permanent establishment of the partnership. The BFH

46
See Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND, 154-155 (1981).

47 See also Selent, AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAG- UND
VERMOGENSTEUERRECHT, 212-213 (1982).

48
BFH February 2, 1988 published in Finan Rundschau 14/88, 392-394 (1988) annotated by
Schmidt.
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decided that the income from the foreign oil well, in so far as it was allocatable
to the non-resident partner, was not subject to German taxation. The reasoning
was that this income could not as a matter of principle be allocated to the
German permanent establishment of the foreign partner. It was acknowledged
that one of the basic principles of the permanent establishment concept is the
rule that income can only be allocated to one permanent establishment. Since the
income from the oil well had to be allocated to the foreign permanent establish-
ment of the partnership, it could not be attributed to the German permanent
establishment as well, even if the German permanent establishment could be
considered the head office of the partnership. The income had to be attributed to
the foreign permanent establishment since it was the foreign activity that
generated the income. Consequently, the foreign partner was in effect deemed to
have two permanent establishments, one in Germany and one in Borneo. The
BFH stated as a basic rule that income earned in the foreign permanent es-
tablishment cannot as a matter of principle be allocated to the German per-
manent establishment    of a non-resident taxpayer.     In    fact,    this " source    rule"
somewhat resembles the US source rule of section 865(e)(2)(B)(i) according to
which sales of inventory property by a non-resident cannot be attributed to the
US office or other fixed place of business of the non-resident, if the property is
sold for use, disposition or consumption outside the US through a non-US office
or fixed place of business that materially participated in the sale49.

3.4. Guaranteed payments

Guaranteed payments made by a partnership conducting a trade or business to a
non-resident partner that qualifies as an entrepreneur (Mitunternehmer) are clas-
sified as business income. Article 49 EStG, explicitly refers to the classification
rule of article 15 ESt(350. It is generally assumed that the payments must be al-
located  to the German permanent establishment  of the partnershipS:   In   fact  it
appears that the classification as business income implies allocation to the
permanent establishment52.

49 See Dale, 'Effectively Connected Income', 42 Tax Law Review 689-752 at 730 (1987).

50
See part H 3.

51 See Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND, 207-209 (1981), Krabbe, 'Besteuerung von
Sondervergutungen an beschrankt steuerpflichtige Gesellschafter inliindischer Personen-

gesellschaften', FinanzRundschau 1981/16 393-395 (1981), Manke, 'Personengesellschaften im
internationalen Steuerrecht'. JAHRBUCH DER FACHANWALTE FOR STEUERRECHT
1978/1979, 333-364 (1979).

52 This result was implicitly confirmed in the BFH decision November 10, 1983 Bundessreuerblair
11 1984 605-607. For a commentary on the decision, see Kilius, 'Abuse of legal structure by
non-resident taxpayers', European Taxation, 19-23 (1985).
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4. The Netherlands

4.1.  Introduction

The Netherlands' system of taxing non-residents resembles to a large extent the
German system. The following therefore focuses mainly on the specific issues of
Netherlands taxation of non-resident partners and partnerships. Again the
starting point for taxing non-resident partners is the classification of income.
The most important classes of Netherlands source income are:
- business income from a Netherlands permanent establishment;
-    net income from Netherlands real property;
-    dividends from a Netherlands corporation53;
- profit participations in a business managed in the Netherlands;
-  dividends and interest paid by a Netherlands corporation if the recipient

holds a substantial interest in the corporation, unless the shares are held in a
business;

- capital gains from the sale of a substantial interest in a Netherlands cor-
poration, unless the shares are held in a business.

The Netherlands does not apply the German concept of "isolierende Betrach-
tungsweise".   In the Netherlands system, the determination whether a certain
item of income is classified as income from a business is not based solely on the
activities within the Netherlands, but instead on the worldwide activities of the
foreign taxpayer if the activities within the Netherlands alone cannot be clas-
sified as a business. This rule was implicitly confirmed by the Hoge Raad in the
decision of October 25, 197254. In that case, a foreign corporation carried on a
business in its country of residence. The foreign corporation also owned
Netherlands real property. The corporation argued that since it had no per-
manent establishment in the Netherlands, the income from the real property was
not subject to Netherlands taxation. The tax court agreed that the income could
indeed be classified as business income, since the foreign taxpayer was carrying
on a business. However, since the income could not be classified as income
from a business carried on through a Netherlands permanent establishment, a
second classification  had  to  be  made.   On the basis  of that second classification,
the income could be classified as income from Netherlands real property and
taxed as such in the hands of the foreign corporation.
From this decision it follows that, for classifying the income of a foreign
taxpayer, not only must the activities in the Netherlands' territory be taken into
account, but the worldwide activities of the foreign taxpayer. If the income can
be classified as business income, the next question is whether the income can be
allocated to a Netherlands permanent establishment. If the income cannot be
allocated to a Netherlands permanent establishment, a second classification is
applied on the basis of the activities within the Netherlands.
This "two-step" classification procedure is also reflected in two provisions

53 These dividends are subject to a 25 percent dividend withholding tax.

54 Hoge Raad October 25, 1972 BNB 1972/261 annotated by Hofstra. See Van de Water, 'De
vermeende leemte', Weekblad voor Fiscaal Rec/it 5130, 338-342 (1973).

88



applicable to foreign taxpayers:

i) Income from Netherlands real property.
Income from Netherlands real property is deemed allocatable to a Netherlands
permanent establishment, if the real property is held in a business55. The rule
is aimed at treating foreign corporations and individuals engaged in a real
property business in the same way as domestic corporations and individuals
engaged in the real property business. The effect of the rule is that capital gains
realized on the sale of Netherlands real property by foreign businesses cannot
escape Netherlands taxation by arguing that the taxpayer is not engaged in a
Netherlands business through a permanent establishment. Therefore, foreign and
domestic taxpayers engaged in the real property business are treated in a similar
way, because they both pay Netherlands tax on capital gains realized on
Netherlands real property.

This deemed permanent establishment rule presupposes a classification of the
gain as business income on the basis of the worldwide activities of the foreign
taxpayer.

ii)  Income from substantial interests  in a Netherlands corporation.
Dividends and interest from a Netherlands corporation in which the foreign
taxpayer holds a substantial interest are subject to Netherlands income or
corporate tax, unless the shares in the corporation are held in the business of the
foreign taxpayer. Likewise, capital gains on the sale of a substantial interest in a
Netherlands corporation are subject to tax, unless the shares are held in a
business of the foreign taxpayer. Again, the determination whether the shares
are held in the business of the foreign taxpayer presupposes a classification on
the basis of the worldwide activities of the foreign taxpayer.

4.2. Business income

As in Germany, for a foreign partner to be taxable on Netherlands source
business income, two conditions have to be met:
-   the foreign partner must be considered as carrying on a trade or business

and

-    the foreign partner must be considered as having a permanent establishment
in the Netherlands through which the business is (partly) carried  on.

4.2.1. Partners engaged in a trade or business

A foreign partner will be considered as carrying on a trade or business if the
partnership itself carries on a trade or business. For limited partners in a limited
partnership, a special classification rule applies. A limited partner is considered
to carry on a trade or business provided that, in addition to an interest in the
annual profits, he is entitled to a share in the surplus upon liquidation of the

55 This rule would even apply if the real property is held as a passive investment, provided the
real property can still be classified as an asset belonging to the business of the foreign in-
dividual or corporation.
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partnership. Thus, a foreign passive investor that participates as a limited
partner in an active limited partnership will be considered as earning profits
from a business if the partnership can be considered as carrying on a business
and the limited partner is entitled to a share in the surplus upon liquidation of
the partnership. The income from the partnership will also be classified as
business income if the partnership interest is held in a business of the foreign
taxpayer, even if the partnership itself would not carry on a business56. An
example of such a case would be the interest in a passive investment partnership
held by a foreign bank.

4.2.2. Attribution of permanent establishment/dependant agent

As a basic principle, the permanent establishment of a partnership is attributed
to the partners.   This  rule has never been explicitly decided  by  the  Hoge  Raad,
but several decisions of the tax courts and the Hoge Raad implicitly confirm this
rules: The mere organizing of a partnership, however, does not in itself create
a permanent establishment. The partnership itself must carry on its activities
through a permanent establishments:. De attribution of the_permaoe'lt es-
tablishment   of the partner5hip_ig.  th,parinas _ran-_be  explailled   from   the   tax
system applying to partnership Igofits. Since the pptnership itself is not a
taxpaying entity, the characteristics of the partnership and its income are

-Mlributed to the partners. Consequently, the partners are considered as earning
business profits and the income earned in the permanent establishment of the
partnership is classified as business income earned in the permanent establish-
ment of the partners59.

Should a foreign limited partner in a limited partnership not be entitled to the
surplus upon liquidation of the partnership, he will not be considered as earning
profits from a business. Such a limited partner is considered as earning income
from a profit participation in a business managed from the Netherlandto. In

56
Daniels, 'De buitenlandse commanditaire vennoot: objectieve  of subjectieve belastingplicht?',
VAN DLICKBUNDEL, 79-98 at 90-91 (1988).

57 Raad van Beroep, September 7 1951, B 9430, Hoge Raad, November 19 1958, BNB 1959/8,
Hoge Raad, March 30 1983 nr 21 312, Hoge Raad January 23 1974, BNB 1986/100 annotated
by Nooteboom, Hoge Raad, June 19, 1985 BNB 1985/274 annotated by Van Brunschot. See,
however,  the Tax Court  of Den Haag, November  1, 1990, 3874/89-m-2, rejecting  this  line  of
reasoning.

58
Hoge Raad, December  17  1975, BNB 1976/33.

59 A similar position is taken for the European Economic Interest Grouping. In the regulation of
March 1  1990, it is argued that the permanent establishment of the grouping is considered to be
the permanent establishment of all members. This argument is based upon EEC Regulation
2137/35 (Official Journal no. L 199 July 31, 1985), according to which the profits of the
grouping are considered to be the profits of its members and are taxable only in the hands of'
the members.

60
Hoge Raad, April 11 1979, BNB 1979/141. See Albregtse, 'Het winstaandeel van een buiten
Nederland wonende commanditaire vennoot van een binnen Nederland gevestigde comman-
ditaire vennootschap', Weekblad voor Fiscaal Rec/it 5413, 792-798 (1979).
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principle such a partner will not be considered as earning this income through a
permanent establishment, because the income is not classified as business
income, even if the partnership were conducting a business. The foreign partner
is only taxed on the net income from the profit participation. Any gain (or loss)
upon a sale of such a partnership interest will not be a Netherlands source gain
(or loss). If such a partnership interest, however, is held in a foreign business of
the partner, the two-step classification rule discussed under 4.1. implies  that  the
income from the partnership interest is first to be classified as business income.
If the income cannot be allocated to a Netherlands permanent establishment of
the foreign taxpayer, the income will in the second step be classified as income
from a profit participation in a business managed from the Netherlands. The key
issue is therefore whether in such a case the permanent establishment of the
partnership can be attributed to the foreign partner. The matter has not yet been
decided by the courts. There are, however, good reasons for attributing the
permanent establishment of the partnership to such a limited partner. .Firstly, the
different treatment of partners that are not entitled to the surplus upon li-
quidation of the partnership is somewhat artificial. In general, partners are able
to effectively control the amount of the surplus upon liquidation so that the test
whether the partner is entitled to a surplus upon liquidation would hardly reflect
economic reality. Consequently, not attributing the permanent establishment of
the partnership to the limited partners that are not entitled to the surplus upon
liquidation, could easily result in the avoidance of taxation while the nexus with
the Netherlands would be sufficiently strong. In addition, from a civil law point
of view, the position of such a partner is not any different from that of a partner
that is entitled to a share in the surplus upon liquidation of the partnership. All
partners have internal voting rights and thus more or less control the business of
the partnership to the same extent.

-,1 '\ . It could be argued  that due  to the agency relationship between the partners,  each
V, partner is a dependent agent of the other partner. Consequently, absent a

permanent establishment, a foreign partner may still be considered as earning
business profits through a Netherlands dependant agent if one of the partners
were a Netherlands resident, since such a partner:
-   would have an authority to conclude contracts on behalf of the partnership

and

-   he would not be an independent agent acting in the ordinary course of his
business.

In a general partnership, each partner has the authority to conclude contracts on
behalf of the partnership. Each partner is jointly and severally liable for the con-
tracts concluded by every one of the partnersal. Regarding the civil law part-
nership, a similar rule applies. Where the partnership acts under a common
name, the partners are bound pro rata parte by contracts concluded by every one
of the partners, provided the partner acted on behalf of the partnership62

61
Maeijer, ASSER BUZONDERE OVEREENKOMSTEN V, (MAATSCHAP, VENNOOT-
SCHAP ONDER FIMRA, COMMANDITAIRE VENNOOTSCHAP) at 179 (1989)

62
Maeijer, BIJZONDERE OVEREENKOMSTEN V (MAATSCHAP, VENNOOTSCHAP
ONDER FIRMA, COMMANDITAIRE VENNOOTSCHAP), at 142 (1989).
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Likewise, the general partners in a limited partnership have the authority to
conclude contracts on behalf of the partnership. However, in a limited partner-
ship, the limited partners cannot be bound by contracts concluded by the general
partners63. Nevertheless, the conduit approach and the character preservation
rule for partnership taxation imply that the agency relationship between a
partner and the partnership result in each partner being considered as having an
agent in the Netherlands. Consequently, each non-resident partner in a partner-
ship that has a Netherlands resident general partner would be considered as
having a dependant agent in the Netherlands, unless it could be said that a
general partner is an independent agent acting in the ordinary course of his
business. The rule excluding independent agents acting in the ordinary course of
their business is aimed at excluding brokers and general commission agents
acting in their own business from the status of dependent agent. A partner in a
partnership does not act in his own business, but in the business of the partner-
ship. Likewise, he is not an independent agent since his actions are subject to
and limited by the interests of the partnership64. The nature of the partnership
as a contract to cooperate on an equal basis and share the profits of such
cooperation obliges the partners to take into consideration the interests of the
other partners. In addition, each partner has a right of preventive veto regarding
contemplated actions of partners. Consequently, the conduit approach to
partnership taxation and the character preservation rule imply that the agency
relationship between a resident general partner and the partnership will in
principle result in all non-resident partners being considered as having a
dependant agent in the Netherlands.

4.3. Taxable business income

The foreign partner will be taxed on his share of the income allocatable to the
permanent establishment in the Netherlands. This includes foreign source
income allocatable to the permanent establishment. It is unclear whether the
foreign source income of the partnership can still be included in the income
allocatable to the Netherlands permanent establishment of the foreign partners,
if the foreign activities of the partnership were in themselves to constitute a
foreign permanent establishment65. According to old jurisprudence of the Hoge
Raad, a key issue appears to be the location of effective management of the
business of the partnership. If the business of the partnership is effectively
managed from the Netherlands, the entire partnership income appears to be

63
Maeijer, BIJZONDERE OVEREENKOMSTEN V (MAATSCHAP, VENNOOTSCHAP
ONDER FIRMA, COMMANDrrAIRE VENNOOTSCHAP) at 372 (1989).

64
Maeijer, BIJZONDERE OVEREENKOMSTEN V (MAATSCHAP, VENNOOTSCHAP
ONDER FIRMA, COMMANDITAIRE VENNOOTSCHAP) at 77 (1989).

65 De Vries & Sillevis deny such allocation, CURSUS BELASTINGRECHT (VENNOOT-
SCHAPSBELASTINC}) 3.0.0. Juch on the other hand considers it possible, see UNILATERAL
MEASURES TO PREVENT DOUBLE TAXATION, Studies in International Fiscal Law at
28, (1981).
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allocatable to the Netherlands place of management . Consequently, the
foreign partners would be taxed on the worldwide income of the partnership. It
can, however, be questioned whether these decisions are still valid under present
Netherlands law. The decisions were clearly inspired by the Income Tax Act of
1914. Under that Act, the taxation of partnership income was strongly influenc-
ed by an entity approach. The present Netherlands tax system applies, as a
leading principle, the conduit approach. Consequently, there are strong ar-
guments against the Netherlands taxation of profits allocatable to a foreign
permanent "sub-establishment" of foreign partners in a Netherlands partnership.
See also VI.3.3.

4.4. Guaranteed payments

If a foreign partner receives a guaranteed payment from a partnership engaged
in a business through a Netherlands permanent establishment, two questions
have to be addressed:
i)    can the guaranteed payment be classified as business income and, if yes,
ii)  is the income allocatable to the Netherlands permanent establishment of the

foreign partner?

One of the key decisions rendered by the Netherlands Hoge Raad was the
decision of May 27, 193167, where it was held that, even though a Netherlands
general partnership may not be a legal entity, a partner may nevertheless enter
into transactions with the partnership (being the partners) as if he were not a
partner. Consequently, from a civil law point of view, contracts between the
partnership and one or more of the partners are recognized as valid. The second
question is then how to classify these contracts for tax purposes. This question
will be examined further for loans granted by a partner to the partnership.

If it is clear that certain funds are put at the disposal of the partnership as a loan
and not as a capital contribution68, the second step is the determination wheth-
er the loan made to the partnership is an asset belonging to the business of the
partner. Two criteria are applied in determining whether the loan is a business
asset. If the funds can be traced back to a profit share of the partner that has not
yet been distributed, the loan is considered to still belong to the business of the
partner, unless the partner can show that the funds are intended for use outside
the business69. If the funds cannot be traced back to retained partnership

66
Hoge Raad November 9, 1917 B 1871 and Hoge Raad May 21, 1919 B 2294 and especially
Hoge Raad November  16,  1932  B  5318.  See  also  Hoge  Raad  May  27,   1931  B  4983.

67 B 4983. A similar decision was given by the Hoge Raad on April 9 1958, BNB 1958/176
annotated by Hollander.

68
Hoge Raad April 23, 1947 B 8392 annotated by H.J.D. See also Hoge Raad June 16, 1954
BNB 1954/260 annotated by Tekenbroek.

69
Hoge Raad June 16, 1954 BNB 1954/260 annotated by Tekenbroek, Hoge Raad June 23 1954,
BNB 1954/282 annotated by Hellema and Hoge Raad February 22, 1978 BNB 1978/194

annotated by Van Dijck.
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profits, but the partner has instead made a genuine loan to the partnership, the
loan is considered as still belonging to the business of the partner should the
funds actually be used by the partnership to finance assets used in the business
of the partnership70.
A similar rule applies to other assets such as intangibles and real property. The
determination whether an asset that is put at the disposal of the partnership is a
business asset for the partner is based upon the use of that asset by the partner-
ship71.    If the asset   is   used   in the business   of the partnership, the asset   is   clas-
sified as a business asset of the partner. A remuneration for such use (interest,
rents or royalties) is consequently classified as business profits in the hands of
the partne22.

Once it is determined that the asset belongs to the business of the foreign
partner, the second question is whether the asset must be attributed to the
Netherlands permanent establishment of the foreign partner. Three cases have
been decided on this matter. In a case brought before the Tax Court of Amster-
dam, an Italian company had granted a license to a Netherlands limited partner-
Ship73. Two years later, the Italian company became a limited partner  in  the
partnership. The Revenue argued that the royalty received by the Italian
company as of the day it became a limited partner should be classified as
income from a business carried on through a Netherlands permanent establish-
ment or dependant agent. The Tax Court, however, decided that the intangible
did not belong to the business carried on by the limited partnership, since the
intangible was not contributed to the limited partnership by the Italian company.
The Tax Court did not address the question whether, despite the fact that the
intangible was not contributed to the partnership, the mere use of the intangible
in the business conducted by the partnership made the intangible a business asset
for the Italian company once it became a limited partner. Consequently, the
question did not have to be decided whether the intangible could be attributed to
a Netherlands permanent establishment of the Italian company.
In a case decided by the Hoge Raad in 197474, a Netherlands company entered
into a partnership agreement with three other companies. The partnership had
concluded a construction contract with the government of Nigeria. The local
building site qualified as a foreign permanent establishment. Regarding the
allocation of profits and losses, the partnership agreement provided that, ini-

70 Tax Court of The Hague, March  13  1958, BNB 1959/186,

71
See Hofstra's annotation on the decision of the Hoge Raad of April 21,  1982 BNB 1982/197.

72 See also Hoge Raad February 8, 1956 BNB 1956/211. In that case, a limited partnership rented
an industrial building from a limited partner. The business of the limited partnership was
carried on in the building and consequently the building was considered as belonging to the
business of the limited partner. Where real property serves a mixed use, i.e. residential and
commercial, the partner may sometimes elect whether the asset is to be considered as belonging
to his business, see Hoge Raad October 12, 1960 BNB 1960/298.

73 Tax Court of Amsterdam May 28,  1964 BNB 1964/292.

74
Hoge Raad January  23,  1974 BNB 1986/100 annotated by Nooteboom.
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tially, a fee was to be paid to the partners supplying equipment. If, on the basis
of such computation, a loss were to result, such loss would be borne by the
partners equally. If a profit were to result, such profit would be allocated
according to a given profit allocation key. The Netherlands Hoge Raad held that
the agreement providing a fee for equipment supplied to the partnership should
be qualified as a lease contract between the Netherlands company and the
partnership. The lease payments were not considered as profits from a business
carried on through the foreign permanent establishment of the company. The
equipment that was leased to the partnership was not considered as belonging to
the assets of the foreign permanent establishment of the company. The Hoge

f Raad held that, in determining whether assets are attributable to a permanent
/ establishment, the decisive test is not only whether the assets are actually used

1

in the business of the permanent establishment, but also the conditions under
which they are put at the disposal of the permanent establishment. The decision

thus appeared to imply that guaranteed payments could never be qualified as
profits from a business carried on through a permanent establishment, since the
assets cannot be allocated    to such permanent establishment. In other words,
assets would only be allocatable to the permanent establishment were they
contributed to the partnership and used in the business carried on by the
partnership.
The Hoge Raad's decision of March 30 198375, however, indicates otherwise.
In that decision, a foreign company was a limited partner in a Netherlands
limited partnership that carried on a business in the Netherlands. All the limited
partners had made long-term loans to the limited partnership for amounts equal
to the amounts of capital contributed by each limited partner. It was held that
the loan made by the foreign limited partner should be allocated to the business
of the foreign limited partner conducted through his permanent establishment in
the Netherlands. Interest received on the loans was thus taxable in the Nether-
lands as profits from a business carried on through a Netherlands permanent
establishment. This decision therefore clearly states that cross-border guaranteed

payments can be classified as profits from a business. It further clarifies  that,
based upon a facts and circumstances test, such guaranteed payments may be
allocated to the permanent establishment of the partners receiving such pay-
ments. The facts and circumstances in the 1983 case were apparently such that
an   allocation   to the permanent establishment was justified.   The   fact   that   in   the
1974 decision the guaranteed payments were not allocated to the foreign

permanent establishment of the Netherlands partner may be explained in that
case  by the temporary nature  of the permanent establishment (a building   site).
Due to the temporary nature of construction and building sites, it could be
argued that equipment used at such a building sites remains allocatable to the
head office. Consequently, guaranteed payments for the use of such equipinent
must be allocated to the head office76

75
Hoge Raad, March 30, 1983, No. 21412, Vakstudie Nieuivs 2527-2528 (1988).

76 For  a comparable decision already decided,  see  Hoge Raad February   12   1964, BNB 1964/95

annotated by Van Soest. Here, it was held that equipment used at a foreign building site could
not be allocated to the foreign permanent establishment of the Netherlands business, but still
remained an asset allocatable to the Netherlands head office.
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The 1983 decision also contains a rule on the treatment of transactions between
a foreign partner and a Netherlands partnership conducting a business in the
Netherlands. It confirmed that when a foreign partner makes a an arm's length
payment to the partnership in the capacity of a client of the partnership and not
in the capacity of a partner, such payment must be included in full in the
profits of the partnership. Such payment is therefore taxable in the hands of the
partner making the payment to the extent the partner is entitled to the profits of
the partnership. It should be noted that such a payment will generally not
constitute a deductible item in computing the profits allocatable to the permanent
establishment of the foreign partner, since the payment cannot be considered as
a cost relating to the business carried on by the partnership. Such a payment
will only be deductible at the head office of the partner, provided that it can be
classified as a business expense at the level of the partner.

4.5. Special allocations

Netherlands tax law does not contain any explicit rules on special allocations of
partnership profits. It could be argued that the use of a special allocation rule
could avoid a foreign partner being considered as having a permanent establish-
ment in the Netherlands. In its decision of December 5 1974, the Tax Court of
The Hague argued that the Belgium permanent establishment of a joint venture
could not be attributed to one of the joint venture partners, since the Belgian
activities were not carried on for the account of that joint venturer7: This
decision therefore resembles   the " substantial economic effect"   rule as applicable
in the US78. Special allocations might therefore work under Netherlands tax
laws to the extent the special allocation results in a foreign partner not being
considered as having a Netherlands permanent establishment.
On the other hand, once it is determined that a foreign partner has a permanent
establishment in the Netherlands, the share in the partnership profits will be
taxable in the hands of such partner to the extent the profits can be allocated to
the permanent establishment. Any special allocation of (foreign source) income
to such a partner could not prevent such income being allocated to the per-
manent establishment of the foreign partner.

5. Summary and comparative analysis

1. The analysis has shown that, as a basic principle, all three countries impute a
domestic business of a partnership to all non-resident partners. In the United
States, this imputation is explicitly provided for in the Internal Revenue Code,
section 875. In Germany and the Netherlands, the imputation follows from the
system of taxation of partnerships as conduits and it is confirmed by case law.
The difference in imputation under United States laws as opposed to those in
Germany and the Netherlands is that, in the latter two countries, the domestic

77 Tax  Court The Hague, December  5   1974,  FED  Dubb. B.: Verdrag Belgie   : 45, annotated  by
Verseput.

78 See II.2.5.
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business of a partnership is imputed to only those non-resident partners con-
sidered to be entrepreneurs. This different approach to the imputation rule is
most clearly reflected in the Netherlands. Here, a limited partner is not con-
sidered to be an entrepreneur if he is entitled only to a share in the annual
profits of the partnership but not to a surplus upon liquidation of the partner-
ship. Consequently, the business of the limited partnership is not imputed to
such a limited partner, but instead he may be considered as earning investment
income from a business managed in the Netherlands.

2.  A second similarity  in all three countries  is the application  of the concept  of

effectively connected income. A non-resident is only taxed on domestic source
business income, if such income is effectively connected with the domestic
business. In determining whether income is effectively connected with a
domestic business, all three countries apply substantive tests, the business
activities test and the asset use test. A consequence of the application of the
effectively connected income concept is that the routing of income through a
partnership that is engaged in a domestic business should not automatically
imply that such income is effectively connected business income. The business
activities test and the asset use test should be applied at the level of the partner-
ship. This is in clear conformity with a conduit approach of partnership taxation
and the character preservation rules.

3. Regarding domestic source income that is earned by a non-resident partner
directly,     the    law    in the Netherlands    and in Germany is clear. A force    of
attraction principle is not applied, but rather the basic standard of effectively
connected income. At the level of the partner, the determination is made
whether the income is income from a business carried on by the partner, in-
cluding the business of the partnership that is imputed to the non-resident
partner, and if so, whether such income is effectively connected with a domestic
business of the partner. The most clear example is the tax treatment of guaran-
teed payments made to a non-resident partner. If a non-resident partner lends
money to the partnership or licenses intangible property to the partnership, and
the money/intangible is used in the business of the partnership, the interest/roy-
alty is classified as income from a business in the hands of the non-resident
partner. If the money/intangible is used in the domestic business of the partner-
ship, the interesU royalty will be taxable as income effectively connected with
the domestic business of the non-resident partner. This system of taxation of
non-resident partners has some elegance in that it implies that it should make no
difference whether income is routed through the partnership or earned directly
by the non-resident partner.

In the United States, the rules applicable to income that is earned directly by a
non-resident partner are unclear. There is no clear-cut rule or principle that the
US trade or business of the partnership should be also imputed to the non-
resident partner for purposes of classifying directly-earned US source income as
income from a US trade or business and as income effectively connected to a
US trade or business. The force of attraction principle in combination with US
source rules may, however, provide for a similar result as the German and
Netherlands system. For example, income from the sale of personal property for
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use or consumption in the US has a US source if such sale is attributable to a
US office or fixed place of business. Such income will be attributable to a US
office or fixed place of business if such office materially participated in the sale.
Consequently, any sale of personal property by a non-resident partner in which
the US office of the partnership materially participated would be considered
under the force of attraction principle as income effectively connected to the US
business of the partner, provided for the US source rules for income from
personal property sales, the US office of the partnership should be imputed to
the non-resident partner. Section 865(i)(5) IRC is unclear in this respect.

4. A similarly murky area is the treatment in the US of guaranteed interest
payments to a non-resident partner. While on the one hand, the regulatioiis
appear to apply a conduit approach in determining the source of a guaranteed
payment, the nature of a guaranteed payment as a payment that is made to one
not a partner indicates that an entity approach should be followed to determine
the source. Consistently applying the entity approach to guaranteed interest
payments would also imply that such payments would not be effectively con-
nected with a US trade or business, provided the non-resident partner is, aside
from his interest in the partnership, not otherwise engaged in a US business.

5.   Regarding the question   to what extent foreign source partnership income  can
be allocated to a domestic business of non-resident partners, the German
Bundesfinanzhof has rendered a clear-cut decision. This decision is based on a
consistent application of the conduit approach to partnership taxation. According
to this decision, partnership income is allocatable only to one single permanent
establishment of the partnership. Income that is allocatable to a foreign per-
manent establishment cannot be included in the profits allocatable to a domestic
permanent establishment of the partnership. In other words, the non-resident
partners in a partnership that has a domestic and a foreign permanent establish-
ment will be considered in turn to have a domestic and a foreign permanent
establishment and the profits allocatable to the foreign permanent establishment
cannot be included in the profits allocatable to the domestic permanent establish-
ment, even if the domestic permanent establishment could be regarded as the
head office of the partnership. In the Netherlands, the issue is disputed, albeit
on the basis of old case law, it could be argued that income earned in a foreign
permanent establishment could be included in the income allocatable to the
domestic permanent establishment of the foreign partners, were the domestic
permanent establishment were the head office of the partnership. Such an
approach would, however, be inconsistent with the conduit approach of partner-
ship taxation as it is applied in the Netherlands today, and is therefore rejected
here.

98



CHAPTER V

METHODS OF CLASSIFICATION

1. Introduction

This chapter will examine the methods for classifying foreign entities for tax
purposes. Basically, two situations may arise where the classification of a
foreign partnership is requiredl:
-    a domestic taxpayer participates in a foreign partnership2;
-    a foreign partnership receives domestic source income3<
The fundamental issues are the method of classification and the role of civil
law. The fundamental question is whether the foreign entity should be classified
as corporation and thus as a taxable entity or as a partnership and therefore
should be treated as a conduit. There is also the related issue whether the same
classification methods are applied in classifying entities organized under foreign
laws and entities organized under domestic laws.

2. United States

2.1.  Introduction

The classification issue in the domestic context is governed by the regulations
301.7701-2 and the decision of the Supreme Court in Moline Properties Inc'.In
Moline it was held that the existence of a validly formed corporation would be
recognized for tax purposes despite the fact that it was entirely under the control
of one single shareholder. Consequently, in the domestic context, corporations
validly incorporated under state laws will be recognized for tax purposes. With
regard to unincorporated organizations, the Supreme Court established the
principles of corporate resemblance in Morrisef. The Treasury has based its

1 For an detailed analysis of the instances requiring classification of a foreign entity for tax
purposes, see Van Raad, RECOGNITION OF FOREIGN ENTERPRISES AS TAXABLE
ENTITIES, STUDIES ON INTERNATIONAL FISCAL LAW LXXIIIa, General Report 25-30
(1988).

2     See chapter III.

3     See chapter IV.

4 Both issues may arise combined if a resident partner participates in a foreign partnership and
the foreign partnership receives domestic source income.

5 Moline Properties Inc v Commissioner, 319 U.S. 436 (1943).

6     Morrissey v Commissioner, 296 U.S. 344 (1935), see chapter II.2.3.1.
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regulations on classification more or less on these principles . In the domestic
context, these regulations are applied in determining whether an unincorporated
organization is taxable as a corporation. If the unincorporated organization has
more corporate than non-corporate characteristics, it is classified as an as-
sociation taxable as a corporation. The US tax legislation does not contain any
specific provisions on classification in the international context. In fact, the
definitions of corporation and partnership in section 7701(a)     IRC,      appl y
throughout the code, for resident as well as for non-resident taxpayers. Never-
theless, the classification of foreign entities does not completely follow the prin-
ciples of classification of domestic entities. The difference relates to two issues:
-    the incorporated versus unincorporated issue;
-      the single economic interest theory of Rev. Ruling 77-214, .

2.2. The "incorporated" versus "unincorporated" issue

In the domestic context, the treatment of an incorporated entity as a corporation
is a basic principle set out by the Supreme Court in Moline'. This incorporation
test was also apparently used by the IRS in the past to classify foreign or-
ganizationsio. If the foreign entity was a recognized legal entity under foreign
laws, the entity was treated as a corporation under US tax laws. Goldberg and
Langer point out that the use of the terms "unincorporated organizations" in the
regulations and "unincorporated business organization" in Rev. Ruling 73-254
suggest that "incorporated" organizations will be afforded corporate status per
se". For unincorporated foreign organizations, Rev. Ruling 73-254 provides
that the classification will be determined under section 7701 of the IRC and the
regulations thereunder. Local law of the foreign jurisdiction must be applied in
determining the legal relationships of the members of the organization among
themselves and with the public at large, as well as the interests of the members
of the organization in its assets.
The incorporation test, however, may create problems when applied to foreign
entities. In practice, Latin American business organizations especially created
problems. Under Latin American law, business organizations are almost always
legal entities under local laws and consequently they would always be classified
as corporations, while under local laws there would be sufficient flexibility to

7     Treas· Reg. § 301.7701-2(a) refers to Monissey.

8    1977-1 C.B. 408.

9     This rule was later again confirmed by the courts when the IRS sought to deny corporate status
to professional service organizations that were incorporated under state laws, see New York
State Bar Association, 'Report on Foreign Entity Characterization for Federal Income Tax
Purposes', 35 Tax Law Review, 167-238 at 191  (1980).

10 Gately, 'How a foreign entity is classified for U.S. tax purposes', U.S. TAXATION OF
INTERNATIONAL OPERATIONS [6020] 6371-6385 (1981), New York State Bar As-
sociation, 'Report on Foreign Entity Classification for Federal Income Tax Purposes',35 Tar
Law Review 167-238 at 192 (1980).

11 Goldberg & Langer, 'Recognition of foreign enterprises as taxable entities', STUDIES ON
INTERNATIONAL FISCAL LAW LXXIIIa at 392 (1988).
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structure them as partnerships under the regulations12. The incorporation test
was therefore considered a mechanical test in the foreign area. It appears that
the incorporation test was implicitly abandoned in Rev. Ruling 77-214 on the
classification of a German GmbH13. In the ruling, it was stated that a German
GmbH is a legal person. Nevertheless, due to the great number of optional
provisions that can be modified by the articles of association, it was argued that
a German GmbH should not be classified as a corporation per se. Therefore, the
corporate resemblance test of the regulations was applied and it was found that
the GmbH had all six corporate characteristics and should thus properly be
classified as a corporation. The implicit rule is now explicitly provided for in
Rev. Ruling 88-814. The ruling deals with the classification of a UK unlimited
liability company and provides that "all foreign entities are considered to be
unincorporated organizations".    It is argued    that an entity organized under
foreign law cannot be classified for federal tax purposes solely on the basis of
the label attached to the entity by the statute under which it is established,
without any inquiry into the legal relationships of the members of the entity as
established under applicable local law. Accordingly, the standards set forth in
the regulations must be applied. Consequently, no foreign organization is clas-
sified as a taxable corporation, unless such organization has more corporate than
non-corporate characteristics. In the case of the UK unlimited liability company,
it was argued that since the company had associates and an objective to carry on
a business, the company would be classified as a partnership, unless it had a
preponderance of corporate characteristics. It was found that the company
lacked the corporate characteristics of limited liability and free transferability.
Therefore the preponderance test was not met and the company was classified as
a partnership. The finding of Rev. Ruling 88-8 was confirmed in a 1989 private
letter ruling about the classification of a German GmbH15. The GmbH was
classified as a partnership, because it lacked the corporate characteristics of free
transferability of interests and continuity of life.

12 See Johnston, 'The classification of foreign organizations for federal tax purposes: Rev Rulitig
77-214', Tax Management International Journal 23-26 (197D

13 A similar reservation follows from the 1976 Guidelines on Foreign Forms of Business Or-
ganization which lists nearly 200 forms of foreign business organizations, including their clas-
sification under US laws. The guidelines do, however, point out that this classification is

preliminary and that the circumstances of each case are decisive in classifying the foreign
organization   as a corporation or partnership, 'Foreign Forms of Business Organization',
Internal Revenue Manual Part 5, Chapter 10.

14
Rev. Ruling 88-8, 1988-1 C.B. 403.

15 Pn vate Letter Ruling 9001018, see Fuller, 'German GmbH Treated   as a Partnership',   Tax-
Notes International  at  162  (1990).
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2.3. The "single economic interest" theory

Rev. Ruling 77-21416 introduced the so-called "single economic interest" theory
in classifying foreign organizations. The ruling deals with the classification of a
German GmbH wholly-owned by a US corporation indirectly through two US
subsidiaries. One subsidiary held a 90 percent interest in the GmbH and the
other held a 10 percent interest. It was found that the GmbH had associates and
an objective to carry on a business. Furthermore, the GmbH had the corporate
characteristics of limited liability and centralized management. With regard to
the transferability of interests, the articles of association provided that transfers
of interests required the prior written approval of all quotaholders. Nevertheless,
since the parent controlled the transfer decisions of the subsidiaries, it was
found that free transferability of interests existed. With regard to continuity of
life, the articles of association provided that the GmbH would be dissolved upon
the bankruptcy of a quotaholder. It was argued, however, that the dissolution of
the organization upon the bankruptcy of a member would have significance in
determining whether continuity of life exists only if there are separate interests
that could compel the dissolution of the organization. Since the parent exercised
control over the two subsidiaries, the statement in the articles of association was
found to have no substantial effect and was therefore disregarded in determining
whether in the instant case continuity of life existed. Because in the case at hand
a single corporate entity (the US parent) had the power to continue or dissolve
the GmbH, continuity of life was found to exist.
The reasoning of Rev. Ruling 77-214 has been heavily criticized. In the first
place, the ruling is not in line with the classification in the domestic context. In
Rev. Ruling 75-19, a partnership was found to exist between four wholly-owned
US subsidiaries of a US parent. Consistency in the classification of domestic
and foreign organizations has been accepted as a general principle in Rev.
Ruling 73-254. Furthermore, the single economic interest theory would imply
that in a single ownership structure, the corporate characteristic of centralized
management is present. Consequently, three corporate characteristics would be
found to exist, so that each foreign organization ultimately owned by a single
parent would always be classified as a corporation. On the other hand, applying
the single economic interest theory would imply that a US multinational could
not operate abroad through a local subsidiary. The foreign company would be
considered to have no associates, due to the common control of the ultimate
parent company 17. Finally, any change in ultimate ownership of the foreign
entity might affect its classification, a result that is by no means practical or
feasible.

16
1977-1 C.B. 408.

17 This  approach was taken  in  the five so-called branch rulings.  Each  of the  fi ve rulings  relate  to
foreign organizations owned by a single US parent. The IRS argued that since the foreign
entities lacked associates to divide the profits with, the foreign organizations should be
classified as a branch of the US parent, see Black, 'Can foreign business entities wholly-owned
by  U.S.  corporations get corporate status?', Ilze Journal  of Taxation 176-177  (1978).
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To summarize, the introduction of the single economic interest theory has

produced uncertainty and inconsistency in the classification of singly-owned
foreign entities. Nevertheless, the single economic interest theory was applied

by a US District Court and the Ninth Circuit in MCA Inc. and Universal'8. In
its decision in MCA Inc. and Universal, the Ninth Circuit held that a 5 percent
third party interest qualified as a separate interest. Therefore, in the case of a 5
percent third party interest, the foreign entity is not considered to be controlled
by a single economic interest and thus can be classified as a partnership, if there

is no preponderance of corporate characteristics. This reasoning was subse-

quently followed by the IRS in private letter ruling 9001018, where a German

GmbH was classified as a partnership, because it lacked the corporate charac-
teristics of free transferability of interests and continuity of life': A 5 percent

third party interest was apparently sufficient to avoid the application of the
single economic interest theory.

3. Germany

3.1.  Classification of foreign entities

The method to be used in classifying foreign entities for German tax purposes

has been set by a landmark decision of the Reichsfinanzhof in 193020. The
decision related to the classification of a Venezuelan limited partnership. It was
held that, despite the fact that the Venezuelan limited partnership was a legal

entity under local law and despite the fact that this would be recognized under

German civil law, for tax purposes, the limited partnership should be treated as

a transparent limited partnership. It was determined that the Venezuelan limited

partnership most resembled the German limited partnership.

The question of who should be considered the legal owner of the business for
civil law purposes will be determined under local law. For the classification of a
foreign entity for tax purposes, however, the basic principles of German income
and corporate tax are decisive. The classification of a foreign entity is based on

its comparability to a German entity. Thus, in classifying a foreign entity, the
German counterpart of such entity has to be determined. In this classification
process, the two exponents of German law, the Offene Handelsgesellschaft

(general partnership) and the Aktiengesellschaft (public limited company), deter-

mine the decisive elements to be taken into consideration. The Reichsfinanzhof
summarized the legal characteristics of the AG as follows:

18 MCA Inc. and Universal v US, 46 AFTR 2(1 80-5337, see Gately, 'How a foreign entity is
classified for US tax purposes', US TAXATION OF INTERNATIONAL OPERATIONS,

[60201 6371-6380 (1981).

19 See Fuller, 'German GmbH Treated  as a Partnership', Tax Notes Internarional  Rt  162  (1990).

20 See Selent, 'AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAGS- UND
VERMOGENSTEUERRECHT', 86-97 (1982).
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-    the relationships between the participators are more or less impersonal;
-    no liability for the participators;
-     free transferability of interests;
-     no involvement of the participators in the management of the business;
-     instead of cooperating to further develop the business, the participators view

their participation more or less as a passive investment;
-    the law subjects the AG to minimum capital requirements.

In addition to these legal characteristics, the AG has the economic characteristic
of operating independently from its participators, and its income and equity is
separate from that of the participators.

The legal characteristics of a partnership can be summarized as follows:

-    more or less personal relationships between the participators;
- unlimited liability of the general partners and limited liability of the limited

partners;
-          no free transferability;
-  the participators are more or less involved in the management of the

business;
-   the participators aim at a joint operation of the business in order to share

the profits.

The civil law treatment of the foreign entity and foreign tax treatment of the
foreign entity are not decisive elements in classifying the foreign entity for
German tax purposes. The key test is to determine which German counterpart
the foreign entity resembles   most in legal structure and economic function.   In
applying this comparability test, the articles of association of the foreign entity
are also taken into account. Therefore, the classification is not based on the
abstract legal  form  but  on the specific foreign entity under consideration.

Although the classification method as set out by the RFH is quite clear in
theory, application of the theory in practice still gives rise to uncertainties':
The basic problem is that the classification can only be based on an overall
comparability with a German entity. Exact comparison cannot be required.
Consequently, the application of the classification rule in a given case may still
prove to be difficule. Special difficulties may arise in the classification of
borderline cases, such as the single shareholder company and the public limited
partnership. A single shareholder company could thus be classified as a sole
proprietorship merely because, from the overall viewpoint, it resembles the sole
proprietorship more than the GmbH. Likewise, a public limited partnership
could be classified as a public limited company, since it resembles such a

21 Wiirster, 'Die Anerkennung ausliindischer Kilrperschaften im deutschen Ertragsteuerrecht',
FinanzRundschau 24, 588-591 (1980).

22 This may especially  be  tile  case were German  law  not to contain a "comparable". An example
would be the Anglo-American trust.
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company more than a limited partnership23. Consequently, the application of
the comparability test might yield peculiar results.
Selent 4 therefore modifies the corporate resemblance theory by stating that the
same reservations apply as those in the domestic context. Thus, a foreign single
shareholder company is classified  as a corporation, because a domestic single
shareholder GmbH would still be classified as a corporation. The same would
apply to the public limited partnership25

3.2. Foreign partnerships receiving German source income

The classification of foreign entities receiving German source income follows
the same rules as set out above. This basic principle was upheld by the BFH in
its   decision of February 3, 198826.    The   BFH   held   that   a Thai limited partner-
ship with a branch in Germany would not be subject to German corporate
income tax as a foreign corporation merely because it was a legal entity under
Thai law. The BFH explicitly argued that the generic list of foreign entities
subject to corporate income tax should be interpreted according to the basic

concepts used in defining domestic corporate taxpayers. The determination
whether a foreign entity is subject to corporate income tax should be based on
the leading principles of the income tax and corporate tax. This would especially
apply were the Thai limited partnership a legal entity under Thai law but other-
wise resemble the German KG. In addition, the BFH held that the mere fact that
the Thai limited partnership could sue and be sued iii court, did not imply that it
should be considered a legal entity, since German partnerships may also sue and
be sued in a court.

4. The Netherlands

4.1. Classification in the domestic context

4.1.1. The Income  Tax  Act

For individuals participating in an entity conducting a business, classification of
the entity for income tax purposes is governed by Article 6 of the Income Tax
Act. It provides that:

23 In fact, Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUER-
RECHT DER BUNDESREPUBLIK DEUTSCHLAND, at 72, states that a foreign public
limited partnership with a company as general partner should be classified as a corporation.

24 Selent, AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAG- UND
VERMOGENSTEUERRECHT, 95-96, (1982).

25 In order to avoid these problems, Schliitter proposes granting the participators an election
regarding the classification of the foreign entity, see Schliitter, 'Personengesellschaft oder

Korperschaft? - Aktuelle Qualifikationsfragen -', GRUNDFRAGEN DES INTER-
NATIONALEN STEUERRECHTS 215-233, Ed. K Vogel, (1984).

26 BFH February 3, 1988 published in Recht der Internan'onalen Wirrscha«# 7, 581-583 (1988).
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"1. Business profits are derived by the person for whose account a business
is carried on, including the person who is, not as a shareholder, entitled
to the equity of a business.

2.   Where this act refers to business, this includes a profession. "

From this definition, it follows that, for an individual to derive profits from a
business, the criterion is not so much that an individual must be actively
involved in the conduct of a business, but that a business be carried on for the
account of that individual. In fact the former 1942 Income Tax Decree con-
tained a provision similar to Article 6(1), but with the addition that a person
may be considered to derive profits from a business "even if such person does
not  take  part  in the actual conduct  of the business". These words were deleted
in the Income Tax Act of 1964, because they were considered superfluous.

When applying Article 6(1) to partners in a partnership, it follows that the
partners will be considered as deriving profits from a business, if the business -
of which it could be said to be carried on by the partnership under an entity
approach - is carried on for the account of the partners or, if the partners, not
as    shareholders, are entitled    to the capital    of the partnership,7. There    is    no
explicit case law on the question when a business may be considered as being
carried on for the account a person under Article 6 of the Income Tax Act.
Interpretation of Article 6 can, however, be based on older case law, setting the
basic principles for the attribution of business profits to taxpayers.

When  is  a  business  carried  on for  the  account  of a person?

The decision setting the principle rules for classification of entities under the
1914 Income Tax Act was given in 1924 when the Hoge Raad needed to classify
a German general partnership28 that was engaged in a Netherlands business29.

27 Different classification problems may arise in distinguishing partnership contracts from other
contracts, such as loan or lease contracts with a profit-linked interesUroyalty. In other words,
the problem may be determining whether a partnership exists. The question may especially
arise in determining whether a participator should be classified as a creditor granting a
subordinated loan with a profit-linked interest rate or, instead as a limited partner in a limited
partnership. Under Netherlands civil law, an important factor appears to be the internal voting
rights of the participator that would make him a partner in a partnership, see Cohen Henriquez,
'Het    beleggingsfonds:     maatschap    of participatieovereenkomst', WPNR 5130, 229-232 and
Slagter, PERSONENASSOCIATIES, cv-I-168 (1986). See also Rijkels, Fiscaal Weekb/ad FED
2278,  369-371  (1990).  Only  if it is established  that the participator  is a partner  in a partnership,
will he be considered as earning profits from a business. See Van Dijck, 'Wie geniet het
inkomen', SMEETSBUNDEL, Opstellen aangeboden aan prof. M.J.H. Smeets 159-189 at 169
(1967). Van Lindonk, however, argues that the mere fact that a limited partner has internal
voting rights does not imply a materially different position as compared to a creditor granting a
subordinated loan with a profit-linked interest, 'Het fiscale ondernemerschap van de com-
manditaire vennoot en van de rechthebbende op een winstaandeel', LEIDS FISCAAL
JAARBOEK 103-109 (1987). Such a creditor should therefore also be considered as earnilig
business profits, provided the interest is aIso linked to the profits realized upon dissolution ot
the business.

28 Offene Handelsgesellschaft.
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The Hoge Raad argued that the term "corporation" as used in the 1914 Income

Tax Act did not include an entity where - under the civil law that governs the
legal relationships between the entity and its participators - the participators in
the entity are directly entitled to the profits from the business carried on by that
entity30. The Hoge Raad did not elaborate why the profits of the German
general partnership should be considered as profits of the partners, but it
referred to the law governing the relationships between the partners and the
entity. It was found that German partnership law was in this respect equivalent

to Netherlands partnership law. Under Netherlands law, a general partnership is

not a corporate body, but the general partners are considered instead to be the
co-owners of the business. This decision therefore appears to implicitly state

that the business of a partnership will be considered as being carried on for the
account of the partners, if the partners are the co-owners of the business.

In its decision   of   May   11,    192731   the   Hoge   Raad   held   that a Netherlands

incorporated limited liability company is a body corporate that legally exists as

an entity separate from its shareholders and that therefore the losses of such a
company cannot be considered for tax purposes to be losses of the shareholders.

From this decision, it follows that, if a Netherlands entity is a corporate body
under Netherlands civil law, the participators in the entity cannot be considered

as being directly entitled   to the profits   of the business carried   on   by the entity.
In its decision of June 7, 1939, the Hoge Raad needed to classify a French

limited liability company32. The Court followed a line of reasoning consistent

with the two aforementioned decisions and held that the term "corporation" as it
was used in the Income Tax Act of 1914 did not include entities in which the
participators are directly entitled to the profits from the business carried on by
such entity. In that event, the participators would themselves be subject to
income tax on their shares in the business profits of the entity. Furthermore it
was held that the participators are not directly entitled to the profits of the
business, if the rights and obligations following from the conduct of the business

are those of the entity itself. In that case, the business profits are derived by the

entity itself and not by the participators. Although the Court did not use the
term "body corporate" in this decision to describe the characteristics of the
French entity, the Hoge Raad did in effect refer to the principal corporate

characteristics of a corporate body as this notion is understood under Nether-

lands civil law33 Presumably, explicit reference to the term "corporate body"
was avoided, because the mere designation of a foreign entity as a body
corporate under foreign law should not be the decisive test for distinguishing

29
Hoge Raad December  31,  1924 B  3569.

30
See also Hoge Raad November 14, 1962 BNB 1963/8 discussed in V.4.3.

31
Hoge  Raad  May  11,  1927  B  4059.

32       The case concerned a French societd a responsabilitd  limitd,  Hoge  Raad  June  7   1939,  B  6925.

33 Under Netherlands civil law, the key characteristic of a corporate body is that a corporate body

can be the owner of assets and liabilities in its own name and for its own account, see Maeijer,
ASSER BUZONDERE OVEREENKOMSTEN V, (MAATSCHAP, VENNOOTSCHAP
ONDER FIRMA, COMMANDITAIRE VENNOOTSCHAP) at 25 (1989).
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corporations from partnerships for tax purposes. It is the substantive rules
following from the applicable statute that must be analyzed to determine whether
a foreign entity is the owner of assets and liabilities in its own name and for its
own account. In that event, the entity will be classified as a corporation for
Netherlands tax purposes.

From these decisions it can be concluded that the criterion to determine whether
business profits must be attributed to the participators or the entity is whether or
not, under the applicable statute, the participators are directly entitled to the
profits from the business carried on by the participators. Because if so, the
business will be considered as being carried on for the account of the par-
ticipators. The participators will not be considered to be directly entitled to the
profits of the entity if, on the basis of the statute governing the legal relation-
ships between the participators and the entity, the entity has the characteristics
of a body corporate as this notion is understood in Netherlands civil law. Under
Netherlands law, the principal characteristic of a body corporate is that it can be
the owner of assets and liabilities in its own name and for its own account,
separate from the rights and obligations of its participators. It may be assumed
that these principles are still valid under present Netherlands law34,

Some  further  case  law:   "economic  co-ownership'   is  decisive

The principles set out above can be further developed by looking at the purely
domestic context. For Netherlands partnerships, the general rule is that the
partners are the co-owners of the business of the partnership35. It follows that
the  business is carried   on   fur the account   of the partners3:   It   must be noted,
however, that under Netherlands law, a person may still be a partner even

34 See the summary of case law in V.4.3. A similar result is reached by Vroom & Scheltens, 'De
commanditaire vennootschap in het private en fiscale recht', ARS NOTARIUS IX, Amsterdam
(1957), Van Dijck, 'Wie geniet het inkomen', SMEETSBUNDEL, Opstellen aangeboden  aan
prof. M.J.H. Smeets, 159-189, Rijkers, 'De subjectieve onderneming in de inkomstenbelas-
ting', FISCALE ASPECTEN VAN ONDERNEMINGEN, Opstellen aangeboden aan prof.
D.A.M. Meeles (1985).

35
Maeijer, ASSER BIJZONDERE OVEREENKOMSTEN V, (MAATSCHAP, VENNOOT-
SCHAP ONDER FIRMA, COMMAND]TAIRE VENNOOTSCHAP) at 192-199 and 390-395
(1989). See also Hoge Raad October 3, 1984 BNB 1984/314 annotated by Laijendecker.

36 Co-ownership of the business as such, however, is not sufficient for an individual to be
considered as earning business profits. For instance, the heirs of a deceased entrepreneur and
the spouse of an entrepreneur are not considered entrepreneurs merely because of the tact that,
according to civil law, they may be co-owners of the business. These persons are not directly
entitled to the business profits as are partners in a partnership, but indirectly, due to their status
under family law. If, however, the entrepreneur and his spouse form a partnership under civil
law, and the business is carried on by the partnership, both partners may be considered
entrepreneurs for income tax purposes, because then the co-ownership is based on their
capacities of being partners in a partnership, see Essers, 'De man-vrouw firma in geval vai i
algehele huwelijksgoederengemeenschap', Weekb/ad voor Fiscaal Recht 5933, 1449-1456
(1990).
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though such person is not a co-owner of the business of the partnershipli. In
that event, the business of the partnership may still be considered as carried on
for the account of such partner, if it can be said that the partner is an "econo-
mic" co-owner of the business3: This can be based on two decisions of the
Hoge Raad. From the decision of June 6, 19568, it can be concluded that,
even if a business is carried on by and in the name of a limited liability com-
pany, it may still be considered as being carried on for the account of its
shareholders, so that the shareholders will be considered the entrepreneurs for
income tax purposes. This would be the case if, on the basis of a contractual
relationship between the shareholders and the company, all profits from the
business will be for the account of the shareholders, whereas all losses from the
business   will be borne   by the shareholders.   In that event, the shareholders   will
be considered the economic owners of the business, while the limited liability
company is the legal owner of the business. From this decision, it can be
concluded that the criterion of the Income Tax Act - for whose account is the
business carried on - is in effect a criterion of economic (co-)ownership of the
business.

This  conclusion is confirmed  by a decision  of  July 1, 196440  on  the tax treat-
ment of a limited partner in a partnership with one general partner. This
decision must be set against the background of two decisions on civil law issues
related to limited partnerships. On the basis of those decisions41 of the Hoge
Raad, it was believed that in a limited partnership with only one general
partner, no legal co-ownership of the business of the partnership exists between
the general partner and the limited partners. For civil law purposes, the assets
of the business were considered to be assets of the general partner. In 1964, the
Hoge Raad addressed the income tax status of a limited partner in a limited
partnership with only one general partner. The Court held that the question
whether a limited partner can be considered the entrepreneur for income tax
purposes is decided solely by referring to the rights of the limited partner, in as

far    as    they     relate    to    his    share    in    the    profits     of   the    business. If the limited
partner is entitled not only to a share in the current profits of the business, but
also to the surplus upon liquidation of the partnership, the limited partner must
be considered entrepreneur for income tax purposes. Analysis of this decision
shows that the question of whether or not the limited partner may be considered
a co-owner of the business assets of the partnership is not relevant in deciding

37
Hoge Raad December 7, 1955 BNB 1956/41 annotated by Tekenbroek.

38 Aardema, 'De firma als samenwerkingsverband tussen BV-en', LEIDS FISCAAL JAARBOEK
1-8 (1987), Schendstok, FISCALE WINSTBEGRIPPEN IN NEDERLAND  at  47  (1959).

39
Hoge Raad June 6, 1956 BNB 1956/273 annotated by Tekenbroek.

40
Hoge Raad July  1,  1964 BNB 1964/259 annotated by Van Soest.

41
Hoge Raad January  4,   1937 NJ 1937,586 (Schaaper)   and   Hoge Raad February   3,    1956   NJ
1960,120 (Hardy).
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on the status of the limited partner for income tax puroses42. For a business to
be conducted for the account of a participator, the key test is whether he has a
sufficient and direct interest in the profits of the business. If so, a participator
may be considered the economic co-owner of the businessil. When a limited
partner has an interest only in the current profits of the business, but not in the
surplus upon liquidation of the partnership, the interest is not sufficiently strong.
This is consistent with other case law, where it was held that for a participator
to be considered entrepreneur, his interest in the profits may not be limited by a
maximum amount while he may be excluded from the obligation to bear
losses#4.

.

l'he efect of limitations on partnership distributions

An intricate issue   is the question whether it still   can   be   said   that a partner   i n   a
partnership is directly entitled to the profits of the partnership, if the partnership
contract provides that no cash distributions of profits will be made, but that all
profits   will be added   to the capital account   of the partners. Alternatively,   the
partnership contract could provide that no cash distributions of profits will be
made, unless the majority of partners so decides45. In effect, such a provision
may result in an increase of the capital of the partnership. The capital account is
not at the free disposal of the partners46, since it constitutes the contribution of
each of the partners to the partnership and is therefore at the disposal of the
partnership47. On this basis, it could be argued that, depending on the provi-
sions in the partnership contract on profit distributions, the profits of the
partnership may not be at the direct disposal of the partners. The profits should
then only be taxable in the hands of the partners to the extent that a profit
distribution is made. In that event, a significant deferral of taxation would arise

42 It may, however, be relevant for transfer taxes payable on the sale of Netherlands real
property, see Hoogland, 'De commanditaire vennoot een volwaardige vennoot voor de
overdrachtsbelasting', Weekblad voor Fiscaal Recht 5783, 885-897 (1987).
In addition, it must be noted that shortly after this decision, the Hoge Raad rendered a decisioli
that is implicitly based on the principle that in a limited partnership with only one general
partner, co-ownership   may also exist,   see   Hoge Raad March   26,    1965   NJ    1966,   328   (De
Rooij) annotated by Beekhuis.

43 Likewise Leijsen, 'Fiscale aspecten van de commanditaire vennootschap', DE COMMAN-
DITAIRE VENNOOTSCHAP IN DE ACTUELE PRAKTUK 77-103 at 83 (1988) and
Aardema, 'Enkele saillante firmaproblemen', GIELEBUNDEL 29-44 at 30 (1990).

44
See Rijkers, 'De subjectieve onderneming in de inkomstenbelasting', FISCALE ASPECTEN
VAN ONDERNEMINGEN, Opstellen aangeboden aan prof. D.A.M. Meeles, (1985).

45 See for the classification of a foreign entity, Ellis, 'De vennootschap met een dubbele ves-
tigingsplaats: de dual resident company', FISCALE ASPECTEN VAN ONDERNEMINGEN,
Opstellen aangeboden aan prof. D.A.M. Meeles at 27 (1985).

46
Maeijer, ASSER BUZONDERE OVEREENKOMSTEN V, (MAATSCHAP, VENNOOT-
SCHAP ONDER FIRMA, COMMANDITAIRE VENNOOTSCHAP) at 95 (1989).

47 Mohr, VAN MAATSCHAP, VENNOOTSCHAP ONDER FIRMA EN COMMANDITAIRE
VENNOOTSCHAP at 34 (1981).
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since the profits of the partnership would then not be taxed to the extent they
would be added to the capital accounts of each of the partners. Such a result
must be rejected on the grounds that, since the partnership is not a body
corporate, co-ownership   of the partnership' s assets exists between the partners
in the partnership. The nevertheless economic co-ownership results in the busi-
ness being carried on for the account of the partners48. Alternatively, it could
be said that, regardless of the provisions in the partnership contract on profit
distributions, the partners are entitled - not as shareholders - to the equity of the
partnership49. Consequently, no deferral of taxation can be obtained by not
distributing profits of the partnership so as to create retained earnings'O. This
reasoning is confirmed by a decision of the Hoge Raad51. In that case, a
Netherlands limited liability company participated as a limited partner in a
Netherlands limited partnership. The Hoge Raad held that the profit share of the
limited partner was taxable in the hands of the limited partner in the fiscal year
in which the profits were earned and not in the (later) fiscal year that the
financial accounts   of the limited partnership were completed. Consequently,    a
one year deferral of tax could not be obtained by delaying the completion of the
financial accounts of the limited partnership.

When is a partner a shareholder?

The wording of the Income Tax Act is silent on the question whether, other then
the criterion of direct entitlement to the profits of the entity, additional factors
must be taken into account when classifying a participator as an entrepreneur for
income tax purposes. The Income Tax Act merely provides that if the
participator must be classified as a shareholder, he cannot be classified as an
entrepreneur. The Income Tax Act does not elaborate on the meaning of the
ternn sharehoMer. It has even been argued that it appears that the words "not as

a shareholder" in Article 6(1) were casually included in the text of Article 6,
without considering the exact meaning of the term shareholder'2. In order to
obtain a more clear view on the meaning of the term sharehoWer in the Income
Tax Act, the criteria that are explicitly or implicitly used in the Corporate Tax
Act to classify a resident entity as a corporation subject to corporate tax may be
examined first. Following that analysis, it can been seen whether the criteria
used in the Corporate Tax Act can also play a role in classifying a participator
as a shareholder for income tax purposes.

48 For  a  similar  result,  see  Giele & Oranje, 'Onderneming en commanditaire vennootschap',
Weekblad voor Fiscaal Recht 5771, 505-524 at 517 (1987).

49 See the second part of article 6(1) of the Income Tax Act.

50 Likewise Van Soest, 'De commanditaire vennootschap op aandelen    en    de    A.W.R.B.',
Weekblad voor Fiscaal Recht 4630, 947-948 (1962).

51 Hoge Raad January 27, 1960 BNB 1960/76 annotated by Hollander.

52 Van Brunschot, OUDE AANDEELHOUDERS AAN NIEUWE BANDEN, inaugural lecture

Amsterdam (1970).
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4.1.2. The Corporate  Tax  Act

4.1.2.1. In general

The present Corporate Tax Act does not provide a clear and explicit rule for
classifying entities as corporations. The Act merely lists a number of entities
that may be subject to corporate tax. The underlying theory on which the
Corporate Tax Act can be based - why do we have one and what does it intend
to tax - is unclear and several justifications have been proposed53. The view
that is adhered to here is that the corporate tax must be seen as an accessory tax
to individual income tax. The corporate tax should tax profits of an entity that
are not subject to income tax in the hands of the participators54. From this, it
follows that bodies corporate that exist as entities separate and distinct from
their participators   in the sense   that   they   may own assets and liabilities   in   thei r
own names and for their own account should be subject to corporate income tax,
because then the profits of such bodies corporate are not subject at once to
income tax in the hands of the participators.

In classifying entities as corporations for corporate tax purposes, the Act does
not use the criterion of corporate personality alone to designate entities as taxa-
ble corporations. In addition to the bodies corporate, we find partnerships with
freely transferable partnership interests. The Act applies the criterion of free
transferability of interests in three cases. Free transferability is used to deter-
mine whether:
-   a partnership carrying on a business is a partnership with a capital divided

into shares55;
-    a limited partnership is an open limited partnership;
-    an investment fund is a so-called open investment fund.

The partnership with a capital divided into shares, the open limited partnership
and the open investment fund are all subject to corporate income tax36. The ad-
ditional factor to be taken into account to determine whether a partnership
should be classified as a taxable corporation is therefore the transferability of
partnership interests. Corporate resemblance is considered to exist if the
interests in the partnership are freely transferable5:

53 For an overview, see Meeles, 'De verstorende werking van de vennootschapsbelasting', De
Naamloze Vennootschap 1986/1, at 1 (1986).

54 See Van Brunschot, OUDE AANDEELHOUDERS AAN NIEUWE BANDEN, inaugural lec-
ture Amsterdam (1970). Likewise, Essers, FISCALE ASPECTEN VAN DE VOORPERIODE
VAN DE BV, diss, at 106 (1989).

55 The  criterion was  used  by  the  Hoge  Raad  in its decision of November  24,  1976  BNB   1978/13
annotated by Meering.

56 For the specific regime applicable to the open limited partnership see chapter II.5.

57
See chapter H.2.3.3.
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4.1.2.2. When is an interest freely transferable?

A key issue in applying the corporate resemblance test is obviously the exact
meaning  of free transferability. As mentioned  in  part  II 2.3.2., several defini-
tions of free transferability apply in classifying resident entities as taxable
corporations. They can be listed as follows:

-  for a partnership with a capital divided into shares: transfers Of partnership
interests without the consent of all partnersss;

-  for an open limited partnership: admission or substitution of limited partnets
without the consent of all partners, with the exception of transfers to the next
of kin 9;

-  for an open investment fund: transfers  of panictpation units without  the
consent of all partners, unless  the  units  are  transferable  only  to  the ftind  itself
or  to  the  next  of kin60.

The partnership with a capital dividend into shares

In its decision on the characteristics of the partnership with a capital divided
into shares, the Hoge Raad held that free transferability means transfers of part-
nership interests without the consent of all other partners. This decision is based
on the argument that the key element in characterizing a civil law partnership is
the mutual cooperation between the partners based on their personal relation-
ships. The element of personal relationships between the partners is diluted   i n
the case of free transferability of partnership interests. In such a case, the
partners resemble shareholders in a public limited liability company or investors
in an open investment fund.
Free transferability should therefore be interpreted as free transferability of
partnership interests to third parties, i.e. free substitution of partners. If a part-
ner may freely transfer his partnership interest  only  to the partnership itself,  i.e.
to all other partners, or to one or more other partners, there is no free sub-
stitution of partners and, consequently, no free transferability.
Free admitmnce of partners implies free transferability, since, in a material
sense, free admittance of third parties achieves the same result as free transfe-

rability to third parties. Free admittance is therefore explicitly mentioned in the
definition of the open limited partnership. Following the reasoning behind the
decision of the Hoge Raad on the partnership with a capital divided into shares,
it can be argued that free admittance of partners should result in free trans-
ferability of interests. In this respect, the definition of the open investment fund
is not adequate, since it does not cover admittance of participators without the

58
Hoge Raad November 24, 1976. BNB 1978/13 annotated by Meering.

59 Article 2(3)(c) of the General Tax Act.

60 Article 2(2) of the Corporate Tax Act. See part II. 2.3.3.(c)

113



consent  of all participators6:

The open limited partnership

Regarding the open limited partnership, it has been decided62 that free admit-
tance may exist if the partnership contract contains a provision that limited
partners may be admitted as long as the authorized capital of the li mited
partnership has not been fully subscribed for. In the case referred to here, a
Netherlands participator in a US limited partnership claimed a tax deductible
loss from his participation in the year 1979. Since, however, the partnership
capital was not fully subscribed for in 1979, the Tax Court held that in 1979
persons could still be freely admitted as limited partners and therefore the
limited partnership should be classified as an open limited partnership. Conse-
quently, the loss from the participation in the partnership was not tax deduc-
tible, since the Netherlands partner should be classified as a shareholder for
income tax purposes. This reasoning by the Tax Court suggests that once the
capital is fully subscribed for, the limited partnership loses its "openness" and
becomes a closed limited partnership. Such reasoning is contrary to a previous
decision of the Hoge Raad63. In that case, it was argued that, since one person
controlled all the interests in a limited partnership, free substitution or admit-
tance of partners no longer existed and consequently the partnership was no
longer an open limited partnership64. The Hoge Raad explicitly rejected this
line of reasoning, which is similar  to  the US single economic interest theory65.
The Hoge Raad held that to determine the character of a limited partnership, the
provisions in the partnership contract on admittance and substitution of limited
partners are decisive66. This decision    must be approved, since relying   on    the
partnership contract is the only approach resulting in certainty for the part-
nership as well as for its partners on their tax position. To hold otherwise wozild
not only create significant uncertainty for taxpayers, but would also result in a
situation that is impossible to administer, both for taxpayers and the Revenue.

61 The test of free admittance is included in the definition of the open investment fund for callital
tax  purposes.  It was considered  that if participators  may be freely admitted,   a  fund  could   no
longer be considered a closed fund and in this respect it was stated that the definition of the
open investment fund in the Corporate Income Tax Act is not adequate, see Zwemmer, 'Het
onderscheid   tussen   'open"   en "besloten", Weekblad voor   Fiscaal   Recht 5431, 1309-1316

(1979) at 1316.

62
Hoge Raad June 27, 1990 BNB 1990/254.

63
Hoge Raad March 25, 1953 BNB 1953/142.

64   In effect, the argument of the single economic interest was put forward to argue partnership
status of the entity, while under US law, the theory is used to deny partnership status to an
entity!

65
See chapter V.2.3.

66
Likewise, Leijsen, 'Overgangen tussen   open en besloten commanditaire vennootschappeti;
Weekblad voor Fiscaal Recht 5739, 1053-1061 at 1060 (1987).
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In the 1976 decision, the Hoge Raad refers to consent of all other partners, thus
implying that when at least one of the partners does not have to consent to the
transfer of a partnership interest to a third party, partnership interests would be
considered freely transferable. This is in conformity with the position taken here
on open limited partnerships 7 and with the definition of open investment
funds. From the legislative history on the open investment funds, it can be
concluded   that, at least   for   the open investment fund, explicit consent   of   each
individual participant is required to avoid classification as an open investment
fund. Consent by majority vote or consent by a representative of several
participators would result in free transferability of the participation units.

To summarize the conclusions that are reached here, it can be said that cor-
porate resemblance exists if there is free substitution or admittance of par-
ticipators. Then the interests in the partnership are considered freely transfer-
able. Free substitution and admittance of partners exists in an open limited
partnership, in a partnership with a capital divided into shares and in an in-
vestment fund, if the substitution or admittance of a partner does not require the
consent of all other partners. In the definition of the open investment fund in the
Corporate Tax Act, reference to the free admittance of participators is, how-
ever, mistakenly omitted. Finally, concurrence is expressed with the rejection
by the Hoge Raad of arguments based on a "single economic interest" theory
and the reliance by the Hoge Raad on the partnership contract to classify an
entity.

4.1.2.3. When has a partnership a capital divided into shares?

In the 1976 decision68, the Hoge Raad held that a civil law partnership car-
rying on a business was not a partnership with a capital divided into shares as
referred   to in Article   2(1)(a)   of   the Act, since the transfer   of a partnership
interest was subject to the consent of all other partners. Thus the partnership
interests were not considered freely transferable.
The question that must be addressed here is whether for a civil law partnership
to be classified as a partnership with a capital divided into shares, in addition to
the free transferability of partnership interests, the capital of the partnership
must be divided into equal parts, each constituting one share and entitling the
holder to a proportionate part of the equity of the partnership. In other words,
should a participator hold tradable partnership interests or tradable securities
(registered or not)? The mere fact of a division of the capital of the partnership
into equal parts does not have any material implication. Such a division merely
serves    as    a    tool for computing the participator' s interest    in the partnersh i p's
equity and profits and therefore facilitates from a practical viewpoint transfers
of partnership interests. Some authors therefore argue that such a division of the
capital is not relevant69. The decision by the Hoge Raad does, however, appear

67 See chapter II.2.3.3.(a).

68 BNB 1978/13 annotated by Meering.

69 Blokland, WINST UIT AANMERKELLIKE BELANG, at 52-53 (1985).
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to imply that both the division of the capital into proportionate shares and the
free transferability thereof apply cumulatively70. The Hoge Raad argued that
not only is the division of the capital in proportionate parts a relevant factor, but
also whether the partnership otherwise resembles taxable corporations. And
further, that this last named condition for the civil law partnership was met only
if the capital is divided in proportionate shares, the transfer of which does not
require the consent of all partners. In determining whether the corporate
resemblance test is met, the Hoge Raad therefore cumulatively applies a formal
test (whether the partnership interests consist of proportionate parts of partner-
ship equity) and a material test (whether these partnership interests are freely
transferable). As a consequence of applying both tests cumulatively, taxation as
a corporation might be avoided by creating freely transferable partnership
interests   that   do not, however, consist   of (a number of) proportionate shares   i ti
the partnership equity71
In determining whether the corporate resemblance test is met, only the material
test of free transferability should be applied. The free transferability of interests
is the key factor for corporate resemblance. If interests are freely transferable,
the entity can be considered as operating and functioning independently from its
participators in the same way a public limited company does. Such an entity
should be treated in the same way as a public limited company.

4.1.2.4. What is the role of limited liability?

The final question that must be addressed regards the importance of liability of
the participators for partnership debts. The analysis of the Income Tax Act has
shown that even if no liability exists for partnership's debts, the business may
still be conducted for the account of the partners. The question to be addressed
here is: can a partnership be taxable as a corporation if it has freely transferable
partnership interests, but where each partner is liable for partnership debts? An
example is the general partnership with freely transferable partnership interests.
Some authors argue that the test of free transferability only comes into play if
the participators have limited liability for the partnerships' debts72* Others are

70
Similarly, Sillevis & de Vries CURSUS BELASTINGRECHT (Vennootschapsbelasting)
1.0.3.L.,   Zwemmer, 'De fiscale positie  van de aandeelhouder', Weekblad voor Fiscaa/ Rec/it
5378, 1037-1051 at 1041 (1978).

71
See, for instance, the decision of the Tax Court of Amsterdam of October 5, 1988 Vaksmdie
Nieuws 1860-1863 (1989) regarding a Netherlands partner in a US limited partnership, further
discussed in V.4.3.

72 Van Brunschot is inclined to reject classification as a corporation if the partners are liable for
the partnership's debts. In his view, the free transferability should not be decisive in case of
unlimited liability of the partners. The free transferability test would apply to limited partners'
interests, since the limited partners do have limited liability. See 'Nederlandse fiscale aspecten
van Franse "transparante" vennootschappen', FISCALE MINIATUREN 21-27 (1978). A
similar view is taken by Romyn. He argues that if the partners are liable for the partnershii)'s
debts, the rights and obligations are those  of the partners  and not those  of the partnership itsel f.
He refers to the decisions of the Hoge Raad of December 31,  1924 B 3569 and June 7,  1939  B
6925. See Romyn, 'De toepassing   van de onderworpenheidseis   in (ie eenzijdige regeling',
Weekblad voor Fiscaal Recht 5705, 1507-1515 (1985).
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inclined to see free transferability as a separate test that applies regardless the
liability of the partners13. In other words, limited liability would not be a
separate factor to be taken into account.
In the 1976 decision, the Hoge Raad indeed ignores the liability aspects of the
civil law partnership, merely stressing the rule that corporate resemblance

requires free transferability. In fact, under Netherlands civil law, partners in a
civil law partnership are liable for the partnership's debts on a pro rata basis.

But this apparently cannot prevent a civil law partnership from being taxable as
a corporation if it has freely transferable interests. Consequently, the conclusion
must be drawn that personal liability of the participators in a partnership cannot
prevent the partnership from being taxable as a corporation, if the partnership
has freely transferable interests.

To summarize the conclusions that are reached here, it can be said that the
Corporate Income Tax Act uses two criteria to classify an entity as a taxable
corporation. The first criterion is legal personality in the sense that the entity as
a body corporate is the owner of assets and liabilities in its own name and for
its own account. In that event, the profits of the business carried on by the
entity cannot be taxed in the hands of the participators. This criterion is there-
fore  based  on the accessory function of corporate  tax in relation to income  tax.
The second criterion is based on corporate resemblance. If an entity has
corporate resemblance, it is taxable as a corporation. The key test for corporate
resemblance is free transferability of interests7: Free transferability exists if

participators in the entity may be substituted or admitted without the consent of
all other participators. Limited liability is not relevant for determining corporate
resemblance.

The criterion for corporate resemblance cannot be based on the accessory
function of the corporate tax, since under the basic principles of the Income Tax
Act as developed above, a participator in an entity that is taxable as a cor-
poration on the basis of its corporate resemblance may himself be taxed at once
on the business profits of that entity, if the business is carried on for his
account. Consequently, there would be no need to tax such an entity on the
basis of the accessory function of the Corporate Tax Act. This is correctly

73 Scheltens thinks it not impossible for a general partnership with free transferable interests to be
classified as a taxable corporation. Scheltens, 'Maatschap en vennootschap in het grensgebied
van   inkomsten- en vennootschapsbelasting',   Maandblad   Belastingbeschouwingen    114-118
(1972)   at 117. Boekhoudt states that free transferability is a separate factor for treating

partnerships as taxable corporations. Boekhoudt, 'Kwalificatie in het kader van artikel 3 Wet
VpB '69', Maandblad Belastingbeschouwingen, 305-311 (1987) at 307.

74 The free transferability test for income tax purposes is also proposed by Van Brunschot, OUDE
AANDEELHOUDERS AAN NIEUWE BANDEN, inaugural lecture (1970), Blokland, WlNST
UIT AANMERKELIJK BELANG 52-53, 1985, Boekhoudt, 'Recognition of foreign enterprises
as taxable entities', STUDIES ON INTERNATIONAL FISCAL LAW Vol. LXXIIIa at 514
(1988). Zwemmer explicitly states that the interpretation of the term "shareholder" in article 6
of the Income Tax Act is linked to the function of the Corporate Tax Act, see 'De fiscale

positie van de aandeelhouder', Weekblad voor Fiscaal Recht 5378, 1037-1051 (1978).
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pointed out by Verburg75, who also reaches the conclusion that using the
criterion of free transferability as a separate test for determining whether an
entity is taxable as a corporation, does not exclude the participator's being
treated as directly entitled to the profits of the entity (co-ownership of the
business). Consequently, while the entity would be classified as a taxable cor-
poration for corporate tax purposes, the test applied in Article 6 of the Income
Tax Act (the business is carried on for the account of the participator) would
also be met. Corporate resemblance is therefore a criterion in its own right that
can be based on the principle of equality. An entity that closely resembles a
corporation should be treated as a corporation for tax purposes.

4.1.3. The relationship between the Income  Tax  Act  and the Corporate  Tax  Act:
a murky area

Partners are deemed shareholders:  recognition of income

The aforementioned classification conflict that may arise in the domestic context
is avoided for the open limited partnership and for the open investment fund.
For the limited partner in an open limited partnership, the provisions of the
General Tax Act  classify the limited partner as a shareholder. This desig-
nation as a shareholder also applies for the Income Tax Act. Consequently, a
limited partner in an open limited partnership cannot be classified as an entre-
preneur, since, although it can be said that from a civil law point of view, his
position is not any different than that of a limited partner in a closed limited
partnership, the General Tax Act designates such a partner as shareholder for
income tax purposes. For the open investment fund, Article 44a of the Income
Tax Act in a similar way classifies the participator in such a fund as a share-
holder for personal income tax purposes. The designation of these participators
as shareholders fur income tax purposes results in the characterization of the
income from the partnership as income from sharesn. In itself, this charac-
terization rule provides no clear guidance as to the timing of the income being
taxable in the hands of the participator/shareholder. Following the reasoning
above, it could be argued that the income of the entity is taxable in the hands of
the participators at once as income from shares, regardless of whether any
"distributions" are made. For participators in an open investment fund, this
reasoning  can be substantiated  by a decision  of  the  Hoge  Raad of December  5,
1951, B 912378. There it was held that for the co-owners of passive in-
vestments, the underlying assets form the sources of income for the co-owners,
even if the co-ownership is organized through a fund in which participators may
be substituted without consent of the other participators, so that in this respect

75
Verburg, VENNOOTSCHAPSBELASTING 40-41, (1984).

76
Article 2(3)(D General Tax Act.

77 Therefore it appears that the terms "including the person who, not as a shareholder, is entitlecl
to the equity of the business; as contained in article 6(2),  are not superfluous.

78 See Daniels, 'De buitenlandse commanditaire vennoot: objectieve of subjectieve belas-
tingplicht?' VAN DUCK BUNDEL 79-98 at 84-85 (1988).
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the fund would resemble the limited partnership on shares. This reasoning
would mean that the income of an open limited partnership and the income of an
open investment fund would be taxable on a current basis in the hands of the
entity as well as in the hands of the participatorsw. Such a result must, how-
ever, be rejected, since it cannot be reconciled with the basic policy con-
sideration on which the designation of these entities as corporate taxpayers    i s
based. This basic policy consideration is the principle of equality. Entities that
Closely resemble a corporation should be treated as a corporation for tax
purposes. This principle of equality also implies that participators in such an
entity should be treated   in   the   same   way as shareholders   in a corporation.
Therefore such participators are taxable on the income of the entity only to the
extent such income is distributed. It must be noted that this conclusion can in
effect be based only on the general structure of the Income Tax Act and the
Corporate Tax Act. There is no case law explicitly referring to unified clas-
sification rules for income tax and corporate tax.

Peifect borderline between  the  Income  Tax Act  and  the  Corporate  Tax Act?

The Income Tax Act and the Corporate Tax Act themselves do not draw a
perfect borderline between transparent partnerships and taxable corporations.
Under the 1941 Decree on Income Tax (the predecessor of the present Income
Tax    Act), a disparity    in the classification rules for income tax purposes    and
corporate tax purposes was accepted by the Tax Court of Arnhemso. In that
decision, the limited partners in a limited partnership were considered share-
holders for individual income tax purposes, since the limited partnership was
considered to have a capital divided into shares. The Tax Court argued that a
limited partnership has a capital divided into shares if the capital is divided into
equal and proportionate parts. For corporate income tax purposes, the partner-
ship was not, however, a limited partnership on shares, since the limited
partnership interests were not freely transferable as required under the Decree
on Corporate Tax of 1942. Consequently, partnership profits were subject
neither to corporate income tax nor to individual income tax. The profits could
only be taxed upon distribution to the partners. There is no legislative history
for the present Income Tax Act and Corporate Tax Act, where it is explicitly
stated that, as a general principle, if the entity is treated as a taxable cor-
poration, a participator should be treated and classified as a shareholder for
income tax purposes. Nevertheless, aside from the general structure of the two
tax acts, several other references also point in the direction of uniform clas-
sification for the Income Tax Act and the Corporate Tax Act. For the open
limited partnership, it appears to have always been the understanding of the law
that a limited partner may be taxed on the profits of the limited partnership only

79 For the limited partners  in  an open limited partnership,   this   view is adhered   to   by   Leiisen,
'Fiscale aspecten  van de commanditaire vennootschap',  DE COMMANDITAIRE VENNOOT-
SCHAP IN DE ACTUELE PRAKTIJK at 101-102 (1988).

80 Tax Court of Arnhem, January 30,  1959 BNB 1960/44.
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to the extent these profits are distributed   as a dividend8: The decision   o f  the
Hoge Raad of July 7, 19892 also points in this direction83. In that decision,
the Hoge Raad states that the general panners in an open limited partnership are
taxed directly on the income of the partnership, whether such income is distri-
buted or not. Arguendo, it could thus be assumed  that the limited parmers  in  an
open limited partnership, being designated as shareholders, cannot be taxed on
the undistributed income of the limited partnership . For the participators in
the open investment fund, it can be concluded from the legislative history that
they should be treated similarly to shareholders in a corporation, meaning
taxable only to the extent the fund distributes its income. Apparently, this was
also the practice for the investment funds investing in securities, prior to the
introduction of the open investment fund as a separate corporate taxpayeru.

Problem area: the partnership with a capital divided into shares

There is no explicit provision in the Income Tax Acts6 classifying the par-
ticipator in a partnership with a capital divided into shares as a shareholder for
personal income tax purposes. While it is clear that the decision of the Arnhem
Tax Court is no longer valid with respect to limited partners in a limited
partnership87, it is questionable whether it could still apply to the partnership
with a capital divided into shares. If the decision of the Tax Court is still valid,
this would mean that a partner in a partnership will be classified as a share-
holder for income tax purposes if the capital of the partnership is divided into
equal and proportionate parts, while the partnership itself will not be taxable as
a corporation if the interests in the partnership are not be freely transferable.
Consequently, there would be no unified classification and a "domestic tax
haven" would exist. Since the Hoge Raads8 appears to require free transfera-
bility of partnership interests that are divided into equal and proportionate pcirts

81
See  Kremer,  'De  commanditaire  vennootschap  op  aandelen  in  de inkomstenbelasting', Belasting
Beschouwingen, November 1959, I.33 (1959), Kremer, 'De commanditaire vennootschap op
aandelen en de fiscus', TWS, 129-133 (1966) and Giele & Oranje, 'Onderneming en comman-
ditaire vennootschap', Weekblad voor Fiscaal Recht 5771, 505-524 at 516 and 517 (1987).

82
Hoge Raad July 7, 1982 BNB 1982/268 annotated by Nooteboom.

83 For a more elaborate discussion of this decision, see H.5.

84 Nooteboom, in his annotation to this case, states that the tax treatment of the generaj partner iii

an open limited partnership has always  been  -misty". It appears  that this statement  is  also,  if
not even more, applicable to the hnrited partner in an open limited partnership.

85 See VAKSTUDIE INKOMSTENBELASTING, Artikel 44a aantekening 5.

86 Nor in the General Tax Act.

87 The disparity regarding the classification of interests in linlited partnerships was abandoned   in
1959 by the General Tax Act. This act contains a definition of open limited partnerships (the
former limited partnership on shares) that applies   to both income  tax   as  well as corporate  tax.
see part H 2.3.2.

88
See V.4.1.2.3.
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for a partnership to be subject to corporate income tax, an overlap (income tax
for the participators as well as corporate tax for the entity) would not be
possible.

The argument that has been developed here is that the division of the capital of
the partnership into equal and proportionate parts, as it is apparently required by
the Hoge Raad for a partnership to be taxable as a corporation, should be
rejected since it has no material meaning. On the same grounds, the validity of
the decision of the Tax Court of Arnhem should be rejected. In addition, it is a
sound rule to say that the classification rules applicable to classify a limited
partner as a shareholder should likewise apply to classify partners in a partner-
ship with a capital divided in shares as shareholderss'. Such a system of clas-
sification would eliminate any anomalies between the Income Tax Act and the
Corporate Tax Act. This must have been the intention of the legislature,
although it must be noted that this intention does not follow from the language
of the legislation, but from its general structure .

4.2.  Classification in the international context

4.2.1. General principles

Starting point: foreign civil law

The Netherlands does not have explicit legislation or regulations on the methods
to be used in classifying foreign partnerships for domestic tax purposes, except
for one specific provision relating to foreign investment fundsgi. As a basic
principle, it is however generally accepted that the starting point for classifying
foreign entities is foreign civil law,2. This reasoning is found explicitly in a
decision of 195393 regarding the Netherlands taxation of Netherlands beneficia-
ries of a UK trust. The Hoge Raad held that the decisive test in determining the
Netherlands tax liability of the beneficiaries is not the classification of the

89 See the opinion of Attorney General van Soest for the decision of the Hoge Raad of November
24, 1974 BNB 1978/13, annotated by Meering.

90   See Van Brunschot, OUDE AANDEELHOUDERS AAN NIEUWE BANDEN, inaugural lee-
ture at 15 (1970) and van der Meer, 'De maatschap op aandelen', Weekblad voor Fiscaal Recht
5309, at 255 (1977).

91 Article 44a Income Tax Act. See hereafter V.4.3.

92 van Sikkelerus, 'Enkele opmerkingen over de belastingheffing van buitenlandse lichamen', De
Naandoze Vennootschap, 219-222 (1949), Verburg, VENNOOTSCHAPSBELASTING 253-254
(1984), de Vries & Sillevis, 'De moeizame symbiose tussen het vennootschapsbelastingrecht eli
het privaatrecht', VAN WET NAAR RECHT, opstellen aangeboden aan prof. mr. J.P.
Scheltens, 237-265 at 240 (1984), Reuvers, HET INKOMEN VAN BUITENLANDSE
BELASTINGPLICHTIGEN 14-15, (1988), Boekhoudt, 'Kwalificatie ill het kader van art. 3
Wet Vpb '69 (slot)', Maandblad Belastingbeschouwingen 16-20 (1988).

93
Hoge Raad June 10, 1953 BNB 1953/204 annotated by Hellema.
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beneficiary rights under English law, but whether the material contents of these

rights as determined under English law meet the requirements contained in
Netherlands tax law94. This reasoning is already implicitly found in the deci-
sion regarding the tax treatment of a French SARL engaged in a Netherlands
business'5. The question was whether the SARL itself or the French resident
participators were subject to Netherlands income tax. Here, the Tax Court
examined the rights and obligations of the SARL and its participators under
French company law. On that basis, it was concluded that the SARL was a
foreign entity taxable as a corporation,6.

Finding the applicable laws: international private law

The determination of which country's civil law must be applied to determine the
rights and obligations of the participators follows from the conflict rules of
international private law. A good example of the application of these conflict
rules of international private law in tax cases is found in the decision of the Tax
Court of 's Hertogenbosch regarding the question whether interest received by a
Netherlands resident individual was secured by mortgage on Canadian real
property as provided in Article III of the former Netherlands - Canadian tax
treaty of 195797 Since the treaty itself did not define the terms "secured by
mortgage", the Court applied the rules of Netherlands international private  law.
Under Netherlands international private law, rights and obligations regarding
real property - such as a mortgage security - are determined under the laws of
the country where the real property is located (lex rei sitae). Consequently, in
determining whether the loan was secured by mortgage, Canadian law was
considered decisive.

Netherlands international private law

Netherlands international private law contains the so-called "incorporation
principle". Under this principle, bodies corporate validly incorporated under the
laws of a foreign country will be recognized as bodies corporate under

94 A similar decision was given by the Tax Court of 's Hertogenbosch April 24, 1964 BNB
1964/265 regarding a US "grantor trust'. The Court held that, since the trust was validly
created under the laws of the State of Connecticut, the rights and obligations following froin
the trust deed are the basis for determining whether a taxable event has occurred under the
provisions of Netherlands tax law.

95
Hoge Raad June 7, 1939 B 6925 see V.4.1.1.

96 In 1924, a decision of the Hoge Raad left the role of foreign law unclear. Here the question
arose whether a German Offene Handelsgesellschaft engaged in a Netherlands business was
subject to income tax or whether instead the German resident participators should be considered
the taxpayers. The Hoge Raad held that, regardless of whether German civil law on the offene
Handelsgesellschaft or Netherlands civil law on the vennootschap onder firma (general partner-
ship) was applied, in both cases, the entity was not a taxable corporation, Hoge Raad Decem-
ber 31, 1924 B 3569. See V.4.1.1.

97 Tax Court of 's Hertogenbosch May 28, 1984 BNB 1984/250. Under that treaty, interest
received by a Netherlands resident on loans secured by a mortgage on Canadian real property
was exempt from Netherlands taxation.
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Netherlands company law. This recognition implies that the rights and
obligations of a foreign corporation and its participators are governed by the
laws under which the corporation was organized and by its Articles of associa-
tion98

While thus the incorporation principle makes the determination of the law
applicable to body corporates quite unambiguous, the opposite is true for
partnerships.
For international contracts, the Hoge Raad has, as a general rule, accepted
choice of law by the contracting partiesgg Since a partnership is a contractual
arrangement, the principle of choice of law should therefore also apply to
partnershipsloo. In this respect it could be said that the principles to determine
the law applicable to partnerships resembles the incorporation principle as it is
applied to bodies corporate, since the incorporation principle is in effect also
based on choice of law. From case law'oi, it may however be concluded that
while the principle of choice of law governs the rights and obligations between
the   participators    and the partnership (the internal relationships), other factors
may be decisive for determining the rights of third parties. These other factors
all relate to the country with which the partnership has the closest connection.
The central element in determining the closest connection    of the partnershi p
appears to be the location of the principle place of management of the part-
nership businessi02. Netherlands international private law therefore applies a
somewhat murky classification rule: for the relationships between the partners
themselves and between the partners and the partnership - the internal relations -
the principle of choice of law is decisive, while for the external relations, the
decisive factor is the law of the country where the principal pfce of manage-
ment of the partnership's business is located.

98 See Vlas, RECHTSPERSONEN IN HET INTERNATIONAAL PRIVAATRECHT, 32-36
(1982) and Ebenroth & Sura, 'Das Problem der Anerkennung im internationalen Gesellschafts-
recht', RabelsZ (1979) at 318.

99
Hoge Raad May 13, 1966 NJ 1967/3 (Alnati).

100
Vlas, 'Overzicht der Nederlandse rechtspraak: Internationaal Privaatrecht', WPNR 5765 817-

820 (1985) at 820 and especially Van Olffen, 'De commanditaire vennootschap', GIELEBUN-
DEL 443-453 (1990).

101 See Rechtbank Rotterdam,  May  7   1982, (AK 13464, Vroon  B. V. v Seasco  Ltd.)   WPNR  5765,
819-820 annotated by Vlas and Rechtbank Rotterdam, December 20 1985 (5839/84, Valkoni

Stevedoring OY v Van Nievelt Goudriaan), NIPR, 239-240 (1986,302)

102 Therefore, in determining the rights of outside creditors, the applicable law is that of the
country where the principle place of management  of the partnership business is located.  This
exception to the choice of law/incorporation principle is also found in article 4 of the EEC
treaty on mutual recognition of partnerships and companies. According   to that provision,   the
member states may elect to apply their own laws to a foreign partnership, if the effective
management of the partnership is located in their country. Such an election has been made by

Belgium, Luxembourg, France, Italy and Germany.
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Combining Netherlands international private law and Netherland tax law

To see how the classification in international private law fits in with the
classification    for tax purposes, the conclusions of paragraph     4.1.     must    be
recollected.    From the analysis in paragraph   4.1.,   it   was   concluded   that   a
partnership is classified as a taxable corporation (and the partners as share-
holders) if:
(i)  the business is carried on for the account of the partnership and not for the

account of the participators; or if
(ii) the interests in the partnership are freely transferable.
It was further concluded that unlimited liability of the participators does not
necessarily result in the business being considered as conducted for the account
of the participators, while absence of unlimited liability may still result in the
business being carried on for the account of the participator. Criterion (i) is met
if the partnership  has an existence separate and distinct  from its participators,   iii
the sense that the partnership is the owner of assets and liabilities in its own
name and for its own account. Criterion (ii) is met if partners may be sitbsti-
tuted or admitted without consent of all other partners. Consequently it can be
said that criteria under (i) and (ii) both focus on what Netherlands international
private law sees as the internal relations.

As an interim conclusion, it can therefore be said that the classification rules as
applicable for tax purposes focus on the internal relationships between the
partners and the partnership, and that under Netherlands international private
law, the internal relationships are governed by the principle of choice of law.

From the 1953 decision on the UK trust, it follows that the material contents of
the rights and obligations of the participators determine the classification of the
foreign entity for Netherlands tax purposes. The mere fact that a foreign entity
is treated as a taxable corporation under foreign tax laws is therefore not
decisive in treating the foreign entity as an association taxable as a corporation
under Netherlands law. This has been confirmed by the Tax Court of Den
Haagi03

4.2.2. Case law on classification of foreign entities

There are some decisions dealing with the classification of participators in
foreign entities beyond the 0HG and SARL decisions. These decisions are
therefore analyzed below.

The Raad van Beroep Arnhemio: classified as a shareholder the participator in
a syndicate for the exploitation of concessions, because:
-  the syndicate had a centralized management consisting of the leader of the

syndicate supervised by a board of delegates;

103
Tax Court of Den Haag, July  14  1981, BNB 1982/264.

104 Decision of June 6,  1952, B 9447 following the decision of the Hoge Raad of January 9,  1952,
B 9135.
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-  the participators were only liable to the amount of their stake in the capital of
the syndicate;

-   the leader of the syndicate could, with the approval of the board of delegates,
decide each year upon the amount of profits to be added to reserves.

The centralized management, limited liability and the decision of a "corporate
body" on the distributions of profits were considered the decisive elements in
classifying the entity as a taxable corporation.

The Raad van Beroep Amsterdam argued that the Netherlands source in-105

come of a US trust was taxable in the hands of the beneficiaries, since they
were considered to be directly entitled to the income. The trust itself was
therefore not classified as a non-resident taxpayer.

The Hoge Raad classified the participator in a US incorporated "open end"
investment fund as a shareholder106. The reasoning was that the US company
acted in its own name and for its own account as a legal entity. The par-
ticipators from a civil law point of view were not directly entitled to the capital
and income of the company. It was considered irrelevant that the company
distributed nearly all of its income each year in order to avoid a US tax liability.

The Tax Court of 's Hertogenboschioi decided on the tax position of the
Netherlands grantors of a revocable trust organized under the laws of Connec-
ticut. It was held that the income of the trust was not taxable in the hands of the
grantors, since:
-  under US law, the grantors and the beneficiaries were not the owners of the

trust assets, nor did they have any usufructary rights; and
- the trustee had not decided to make a distribution of trust funds or trust

income; and
-  it was not relevant whether the income of the trust was taxable under US tax

law in the hands of the grantors.

The Tax Court of The Hague108 classified the Netherlands resident participator
in a Belgian PVBA109 asa shareholder for Netherlands income tax purposes.
For Belgian tax purposes, the participator had opted for fiscal transparency of
the entity. Consequently, for Belgian tax purposes, the participator was treated
as a partner in a partnership. The Tax Court held that for Netherlands tax
purposes, the participator should be treated as a shareholder, because:
-  the Belgium tax treatment of the participator did not affect the determination

of taxable income of the participator under Netherlands law;
-  the PVBA had to be treated in the same way as Netherlands corporations and

105 Decision of January 4, 1957, Vakstudie Nieuws May  1, 1957, 322-323.

106
Hoge Raad November 14, 1962 BNB 1963/8.

107 Tax Court 's Hertogenbosch, April 24, 1964, BNB 1964/265.

108
Tax Court of Den Haag, July 14 1981, BNB 1982/264.

109
Personenvennootschap met beperkte aansprakelijkheid.
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under Netherlands income tax principles, the income of a corporation cannot
be attributed to its shareholders.

The Tax Court of Amsterdamito had to classify the participation of a resident
individual as a limited partner in a US limited partnership. The partnership
owned US land as a mere passive investment. The taxpayer claimed an exemp-
tion from Netherlands wealth tax, arguing that, for tax purposes, he should be
considered as owning US real property. The Tax court concurred with this ar-
gument. It held that:
-  the partnership could not be considered a legal entity under the principles of

Netherlands law;
-  the partnership could not be considered an open limited partnership, since,

under the principles of Netherlands civil law, a partnership can only be clas-
sified as a limited partnership if the partnership carries on a trade or busi-
ness;

-  likewise, the partnership could not be considered a partnership with a capital
divided into shares, since from legislative history, it was clear that partner-
ships can only be classified as partnerships with a capital divided into shares
if they carry on a trade or business;

-  consequently, the position of the Netherlands Revenue could only be based
on the classification   of the limited partnership   as   an open investment   fund.
Since, however, the limited partnership neither issued participation units nor
administered a participation register, it was held that the limited partnership
could not be classified as an open investment fund. Consequently, the US
partnership was considered as transparent and the limited partner was thus
considered to own US real property.

In summarizing these decisions, the following conclusions can be drawn:
(i)     The 1952 decision of the Raad van Beroep is unique in that it applies a

general corporate resemblance test. It does not appear to reflect the
current status of the law.

(ii)   All the decisions confirm that the starting point in classifying a foreign
entity is the determination whether, according to the civil law applicable
to the entity and its participators, the participators are directly entitled to
the income of the entity. The participators are not considered to be so
entitled if, under foreign civil law, the entity itself is the owner of assets
and liabilities.

(iii)     The tax treatment of the entity under foreign tax laws is irrelevant.
(iv)     If it is concluded that the foreign entity is not the owner of the assets and

liabilities, but rather the participators are directly entitled to the incoine
of the entity, the classification of the entity is based on the characteristics
of the domestic entities subject to corporate income tax. Therefore, if the
entity is carrying on a trade or business, the participator is classified as a
shareholder if the entity can be classified as an open limited partnership
or a partnership with a capital divided into shares. If the entity is not
carrying on a trade or business, the participator is classified as a share-
holder if the entity can be classified as an open foreign investment fund.

110 Tax Court of Amsterdam, October 5 1988, Valatudie Nieuws, 1860-1863 (1989).
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-                       4.3. Special rules: the foreign investment fund

4.3.1. Tradable participation units

The Corporate Tax Act contains a special classification rule for resident
investment funds. Such investment funds are subject to corporate income tax it
they are open investment funds. An investment fund is classified as an open
investment fund if the fund has issued tradable participation units. A unit is
tradable when a transfer of the unit does not require the consent of all participa-
tors, but, if a unit may be transferred only to the fund itself or to the next of
kin the unit will not be considered tradable'll. According to the Regulation of
August 29 , 1988, this rule implies that a unit is not considered tradable if:
-   a transfer requires the consent of all participants or
-   a unit is only transferable to the fund itself or the next of kin.

Foreign investment funds in the Income Tax Act

Article 44a of the Income Tax Act refers to the definition of tradable par-
ticipation units in the Corporate Tax Act and defines the holder of a tradable
participation   unit   as a shareholder for income tax purposes. Article   44a   does,
however, contain a special classification rule in case of participations in foreign
investment funds (meaning a non-resident fund, see below). Under this special
classification rule, the definition of open investment funds is given a broader
scope. The reason   for this broader scope remains obscure. In legislative history,
the broader scope was motivated by the statement that, without it, the ac-
cumulated investment income of these funds would escape income taxation at
the level of the participator. In general, this statement is not correct, since if the
foreign investment fund were to be classified as a closed (eg, transparent) fund
the investment income of the fund would be taxed at the level of the participator
on  a current basis. Taxation  at the level  of the participator would be avoided,
however, if the fund itself realizes only capital gains and no current investment
income. Based on the transparency of the fund, the individual investor would
then be considered as realizing capital gains and would thus escape taxation.
The broader scope of the foreign open investment fund is found in the addition
in Article 44a, stating that an individual investor in a foreign investment fund is
considered to be a shareholder, even if the participation units are transferable
only to the fund itself or next of kin. In other words for income tax purposes, a
participator in a foreign investment fund is considered a shareholder if the fund
has issued participation units that are: (i) transferable without the consent of all
other participants   or (ii) transferable   only   to   the fund itself  or   the   next  of  kin.
The intent of the legislator was to classify participators in foreign investment
funds as shareholders in any event, thus regardless of whether the fund is open
or closed. This intention is not covered, however, by the present language of
Article 44a, since a foreign investment fund will not be an open fund if it has
not issued any participation units or if any transfer of participation units is
subject to the consent of all participators and the units are not transferable only

111 See H 2.3.2.
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to the fund itself.

What  is  a participation-unit?

It is unclear exactly what constitutes a participation unit. Bearer or registered
certificates will be considered participation units. A fund will also be considered
to have issued participating units if it administers the participators through a
participationregister. The term participationregister refers implicitly to the
company law requirement for Netherlands private limited liability companies to
administer a register of the shareholders of the companym Since the private
limited liability company may not issue share certificates, the shareholders'
register is the company law instrument employed to identify the shareholders of
the company and their interests in the company. An investment fund should
therefore be considered as administering a participation register if the functio11
of the register is to identify the participators and their relative interests in the
fund. In other words, the participationregister is the evidence that a given
person is a participator in the fund.

4.3.2. When is an investment fund foreign?

Residence for income tax purposes

While it is clear that the classification of an investment fund as a domestic or
foreign fund is of crucial importance for the participators, Article 44a does not
contain a specific rule to determine when an investment fund is a foreign
investment fund. It merely requires that the fund not be resident in the Nether-
lands. For income tax purposes, residence of the fund is determined on the basis
of Article 4 of the General Tax Act, which provides that:

"Where an individual is resident and where an entity113 is resident is deter-
mined according to the circumstances. "

From case law, it can be concluded that the determining factor for the residence
of an entity is the place where the effective management of the entity is loca-
ted114. This implies that an investment fund is foreign if the investments are
managed outside the Netherlands. It also implies that even if the initial par-
ticipators have elected to have the investment fund governed by the laws of the
Netherlands, it will be a foreign investment fund if its management is located
outside the Netherlands. Likewise, an investment fund created under the laws of
a foreign country would be a domestic investment fund it the fund is managed
from the Netherlands. Similar rules apply for the open limited partnership and
the partnership with a capital divided into shares.

112 See  Civil Code article  2: 194

113 The term -entity" must be interpreted here as referring to "associations and other bodies
corporate, partnerships, enterprises of public corporations and special purpose funds",    see
article 2(1)(c).

114
See Brood, DE VESTIGINGSPLAATS VAN VENNOOTSCHAPPEN 139-145 (1989).
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Residence for corporate tax purposes

For corporate income taxes, the residence of an entity may, however, be
affected by the deemed residence provision of Article 2(4) of the Corporate Tax
Act, which provides:

"If an entity is incoiporated under the laws of the Netherlands, then such
entity will for purposes of this act be deemed to have its residence in the
Netherlands."

This provision makes it clear that bodies corporate incorporated under the laws
of the Netherlands are deemed to have a Netherlands residence for corporate tax
purposes. Reference in the provision to entities that are incorporated does,
however, raise the question whether the provision also applies to unincorporated
entities, such as contractual partnerships, for which the participators have
elected Netherlands law as the governing law. The notable examples are the
open limited partnerships, partnerships  with a capital divided into shares   and   the

open investment fundst 15. From legislative history, it can be concluded that
the deemed residence provision in the Corporate Tax Act is closely related to
the deemed residence provision    in the Dividend Withholding Tax Act'16.
Under the Dividend Withholding Tax Act, distributions of entities incorporated
under the laws of the Netherlands are subject to Netherlands dividend withhol-

. ding tax, even if the effective management of such an entity is located outside
the Netherlands117. The reason for including the deemed residence provision in
the Dividend Withholding Tax Act was to counteract avoidance of Netherlands
dividend withholding taxes by transferring the place of effective management of
the entity outside the Netherlands. Regarding the deemed residence provision in
the Dividend Withholding Tax Act, reference was made to the same provision in
the 1942 Decree on Corporate Tax. In the governmental commentary to the
deemed residence provision in the 1942 Decree on Corporate Tax, it was stated
that "the entity that is incoiporated or created ag a Netherlands entity and the
character of which is therefore governed by Netherlands law, will be deemed to
have a Netherlands residence even if the principal place of management is
located outside the Netherlands. the meaning and purpose of the„118 From
deemed residence provision in the Dividend Withholding Tax Act and from its
history, it may therefore be concluded that the deemed residence provision in
this act should also apply to unincorporated entities created under the laws of
the Netherlands, such as open limited partnerships, partnerships with a capital
divided into shares and open investment funds.
Assuming that the deemed residence provision in the present Corporate Tax Act

115
In practice the question may be especially relevant for open limited partnerships that have non-
resident general partners.

116 One of the reasons to include the deemed residence provision in the Corporate Tax Act was
that the Dividend Withholding Tax Act contained the same provision.

117 Article 1(3) Dividend Withholding Tax Act.

118 Citation from Verburg, VENNOOTSCHAPSBELASTING at 41 (1984).
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should be interpreted in the same way as the this provision should be interpreted
in the Dividend Withholding Tax Act, the conclusion must be that open limited
partnerships, partnerships with a capital divided into shares and open investment
funds created under the laws of the Netherlandsit' are also deemed to be
resident entities for corporate tax purposes.

Applying the residence provisions  to open investment funds

When one combines the residence rules with the open investment fund of the
Income Tax Act and the Corporate Tax Act, peculiar results may arise120. One
is that, while an investment fund may be non-resident (foreign) for income tax
purposes because its effective management is located outside the Netherlands, it
may be a resident fund for corporate tax purposes if the fund is created under
the laws of the Netherlands. Another peculiar result is that, while a Nether-
lands-organized fund with its effective management outside the Netherlands
would be classified as an open fund for income tax purposes if the interests iii
the fund are transferable only to the fund itself, it could not be classified as an
open resident fund for corporate tax purposes. For the question whether such a
fund would be subject to corporate tax as a non-resident fund, see paragraph
4.5.

4.4. Corporations participating in foreign entities

The Netherlands Corporate Tax Act does not contain a special classification rule
for corporations that participate in domestic or foreign partnerships. It is
generally accepted that the same classification rules apply as those applicable to
classify a foreign entity for income tax purposes121 Consequently,    as    long   as
the participators are the joint legal or economic owners122 of the business of
the entity, the entity is treated as a conduit for tax purposes. The business is
then considered carried on for the account of the participators. The income of
the partnership retains its character when taxed in the hands of the
participators,23. However, if the partnership interests are freely transferable,

119 Which in effect means that the partnership contract provides that it be governed by the laws ot
the Netherlands.

120 The same reasoning also applies to the open limited partnership and the partnership with a
capital divided into shares.

121 Likewise Aardema, 'Enkele saillante firmaproblemen', GIELEBUNDEL 29-44 at 30 (1990).

122 See  for the notion of economic ownership paragraph 4.1.

123
Hoge Raad November 14, 1951 B 9105, Hoge Raad July 7 1982 BNB 1982/268 annotated by
Nooteboom, Hoge Raad November 29, 1989, Vakstudie Nieuws, 29-34, (1990). See also
Daniels, 'De buitenlandse commanditair vennoot: objectieve of subjectieve belastingplicht?',
VAN DUCK BUNDEL, 79-98, (1988). A different view is taken by Giele, DE COMMAN-
Dll'AIRE VENNOOTSCHAP, 81 (1987) and Boekhoudt, 'De deelneming in een KG of SG
door een BV', Weekblad voor Fiscaal Recht 5686, 711  (1985). They argue that the income of a
corporate limited partner is classified as business profits sui Reneris without retaining the
character of the income earned by the partnership at the level of the limited partners.
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the participator is classified as a shareholder. The partnership then meets the
corporate resemblance test and is considered to operate as a separate and distinct
enterprise, independently of the participators. As a general principle, the
classification rules as discussed above  in  4.1.1.  and 4.1.2. therefore also apply
in case a resident corporation participates in a foreign entity. For the Corporate
Tax Act, however, two issues need some further examination: foreign in-
vestment funds and the participation exemption.

(i) foreign investment funds
In   paragraph 4.3., mention  was   made  of the special classification   rule   for
individuals participating in foreign investment funds. According to this rule, in-
dividuals holding participation units in a foreign investment fund are treated as
shareholders, even if the participation units are transferable only to the fund
itself. This special classification rule for foreign investment funds does not
apply to corporations holding such units. The Corporate Tax Act does not

« contain a provision that classifies a corporate participator in such a fund as a
shareholder. Consequently, for a corporate participator in a foreign investment
fund, the fund will be classified as a transparent fund if the units are transfer-
able only to the fund itself. The probable reason for this different classification
rule for income and corporate tax purposes is that, unlike individuals, cor-
porations are taxable in any event on capital gains realized on the sale of the
underlying investments of the fund. Therefore, in order to secure taxation of
such capital gains at the level of the corporate participator, it is not necessary to

-classify the corporate participator as a shareholder.

(ii) The participation exemption
Dividends received from qualifying shareholdings in companies are exempt from
corporate tax. Likewise, capital gains realized upon sale of a qualifying share-
holding are exempt from taxation124. For the participation exemption to apply
to a shareholding in a foreign company, the following conditions must be met:
-  the resident corporation must own at least 5 percent in the share capital of

the foreign company and
-  the shares may not be held as a portfolio investment or as inventory and
-  the foreign company must be subject to a profits tax.
Applying these rules to a shareholding in a foreign company results in the
following three questions:
a. Do the provisions on the participation exemption contain special characteris-

tics the foreign entity must meet to qualify as a company with a capital
divided into shares?

b. How does the character preservation rule apply if the interest in the foreign
company is held through a foreign or domestic transparent partnership?

c. How does a classification conflict affect the application of the participation
exemption?

124 Losses realized upon sale of a participation are not deductible. Losses upon liquidation of the
foreign entity are deductible, subject to anti-avoidance provisions.
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a. Classification as a 5 percent shareholder
For the participation exemption to apply, the participating corporation must be a
shareholder in a company with a capital divided into shares. The act does not
give any further indication as to the meaning of the terms sharehoWer and
capital divided into shares. In 1989, the Revenue stated that it is not always
easy to determine whether a foreign entity has a capital divided into shares. Key
elements are the relationship between voting control and capital investment and
the transferability of the participations125. The foreign entity should meet the
corporate resemblance  test as analyzed above in 4.1.2.
A second condition to be met is that the participating corporation should own at
least five percent of the par value of the paid-in share capital. If the shares of
the foreign entity do not have a par value, it has been argued that then the
participation exemption cannot apply by definition126. The Netherlands Reve-
nue has in the first instance stated that it may apply a hardship clause so as to
secure the applicability of the participation exemption in case the shares in the
entity do not have a par value127 Later, the Netherlands Revenue stated that
the participation exemption may also apply in case the shares of an entity do not
have a par value. The application of the 5 percent test in such cases will be
based upon the relative portion of shares held by the taxpayer, provided that all
shares have equal rights to the profits and equity of the company and equal
voting rights128. This approach by the Netherlands Revenue puts the emphasis
on the meaning and purpose of the participation exemption, namely avoiding the
situation in which corporate profits are taxed for a second time when received at
a corporate shareholder level. This approach is preferable over an approach
based strictly on the language of the provisions.

b. Character preservation rule and participation exemption
For the participation exemption to apply, the recipient company must own at
least 5 percent of the share capital of the paying company. The question may
arise how this rule should be applied if the shares in the distributing company
are held through a partnership. This question was decided by the Hoge Raad in
1951129. In that case, a foreign company was a limited partner in a Nether-

125 MvA deelnemingsvrijstelling KS 19 968 at 37.

126 Sillevis & de Vries, 'De moeizame symbiose tussen het vennootschapsbelastingrecht en het
privaatrecht', VAN WET NAAR RECHT 237-265 at 249 (1984). They argue that the open
limited partnership cannot have shares with a par value and consequently for a participation in
such open limited partnership, the participation exemption could not apply. This argument has
been confirmed by the Netherlands Revenue. It was argued that, due to the small number of
open limited partnerships, it was not considered appropriate to amend the legislation so that the
participation exemption would also apply to participations in open limited partnerships, see
Weekb/ad voor Fiscaal Recht 5491, 355-356 (1981).

127 While this statement relates to the participation of a corporate limited partner in an open limited
partnership, it could be argued that it should in the same way apply to other participatioils in
entities with shares that have no par value.

128 See Infobulletin 1988/618.

129
Hoge Raad November 14, 1951 B 9105.
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lands closed limited partnership. The limited partnership owned the entire
outstanding share capital of a Netherlands company. The Hoge Raad held that,
although the foreign limited partner could not exercise voting rights on the
shares   held   by the partnership130, the dividends distributed   by the Netherland s
company did qualify for the participation exemption, since for tax purposes, the
dividends should be considered to have been earned by the foreign limited
partner in proportion    to his share   in the partnerships' profits13: A partner
would therefore be entitled to the participation exemption for dividends received

by the partnership, if such a partner has at least a 5 percent interest in such
dividends. This rule is in line with the general rule that the participation
exemption is applicable if the recipient of the dividend is the economic owner of
an interest of at least 5 percent of the share capital of the paying companym.
It further appears that such a 5 percent interest could be created by including a
special allocation rule in the partnership contract, provided such allocation has
substantial economic effect.

c. Classification conflicts and the participation exemption
For the participation exemption to apply, the foreign entity must be subject to a
profits tax. This requirement relates to the meaning and purpose of the par-
ticipation exemption, namely, the avoidance of double corporate taxation when
dividends are received at a corporate level. Where there is no foreign tax
levied, there is no reason for exempting such dividends from taxation when
received at a corporate shareholder level. Consequently, when dividends are
received    from an entity    that   is not subject   to a local corporate   tax,    the    par-
ticipation exemption will not apply. For participations in such "no tax" foreign
companies, a special anti-avoidance rule appliest 33. Costs (such as financing
costs) or losses relating to such a participation are only deductible in so far as
profits (dividends or capital gains) are derived from such participation. Any
excess costs or losses (i.e. costs or losses that cannot be off set against taxable
dividends or capital gains from that participation) may be carried forward in-
definitely. Any excess profits are fully subject to tax.

130 A statement that is probably based on the view that voting control on shares held by a limited
partnership will be exercised only by the general partners on the assumption that it is an act of'
management.

131 A similar decision was rendered for general partners in an open limited partnership, see Hoge
Raad July 7, 1982 BNB 1982/268 annotated by Nooteboom.

132
See Hoge Raad October 16, 1985 BNB 1986/118.

133 Article 13a corporate income tax. One of the disadvantages of the participation exemption is
that costs (such as cost of finance) related to the shareholding in a foreign participation are ncit
deductible for the corporate participator. Consequently, should a corporate participator have a
greater tax benefit if the cost of financing tlie participation in the foreign entity could lie
deducted, as opposed to receiving tax-free dividends (for instance, if distributions of dividends
could be deferred), the corporate participator could consider interposing a "no-tax haven"

holding company.
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Based on its language, the anti-avoidance provision will also apply in the event
of a classification conflict". The country of which the entity is a resident
might treat the entity  as a conduit and therefore subject the participators  to  tax.
From a Netherlands point of view, the entity itself will thus not be considered
subject to a corporate tax on its profits. Consequently, from the Netherlands
perspective, the foreign entity would be a no-tax foreign company. In effect this
means that while dividend distributions of the entity (and capital gains upon sale
of shares in the entity) will be fully taxable at the level of the corporate par-
ticipator135, an overall loss from such a participation will not be deductible.
Consequently, in the case of a classification conflict, the corporate taxpayer
might have the worst of both worlds.

4.5. Foreign partnerships receiving Netherlands source income

Article 3 of the Corporate Tax Act lists the foreign entities that are subject to
Netherlands corporate tax on their Netherlands source income. Foreign partner-
ships will be subject to tax if they can be classified as either a body corporate,
an open limited partnership, a partnership with a capital divided into shares or a
special purpose fund.

Foreign bodies corporate

With regard to the classification as a body corporate, the starting point is the
incorporation principle136 Whether the entity will be classified as a body cor-
porate fbr tar putposes is determined on the basis of the Netherlands clas-
sification principles. Consequently, if the participators are considered to be
directly entitled to the income of the entity, the entity will not be considered a
body corporate as this term is interpreted for taxation purposes. In principle,
such an entity will be treated as a conduit, unless it can be classified as an open
limited partnership, as a partnership with a capital divided into shares or as a
special purpose  fund.  If the entity is carrying  on a trade or business,  it  may  be
classified as an open limited partnership or partnership with a capital divided
into shares, provided the partnership interests are freely transferable,37.

134 Van Raad gives the example of a participation in a French Societ6 Civile Immobiliere,
BEWEEGLUKHEID IN HET INTERNATIONAAL BELASTINGRECHT, at 20 (1987).

135 For the question whether the corporate participator is entitled to any foreign tax credit, see
HI.4.4.2.

136
See paragraph 4.2.1.

137
See paragraph 4.1.2.2.
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Investment funds and special purpose funds

When the partnership is an investment fund, the question arises whether such an
investment fund may be classified as a special purpose fund subject to corporate

,138income tax. The exact meaning of the term special putpose Bna is unclear.
The special purpose fund was included in the list of foreign taxpayers so as to
be able to tax "separate funds" that are subject to foreign laws and that cannot
be considered bodies corporate or partnerships    with a capital divided     i nto
shares. The inclusion of special purpose funds as a separate class of non-
resident taxpayers was aimed against the avoidance of taxation of Netherlands
source income by foreigners who might use foreign entities that could not be
classified as body corporates or partnerships with a share capital and where the
income of the entity could likewise not be attributed to participators in the fund.
For interpreting the meaning of the term special putpose find, the basic
principle should therefore be that, where the income of the fund is taxable at
once in the hands of the participators, such a fund cannot be classified as a
special purpose fund139
This reasoning does, however, yield some difficulty regarding the treatment of a
foreign entity that could be classified as an investment fund. Such an investment

4-- fund may invest in Netherlands real property and the question then arises
whether the investment fund itself is subject to Netherlands corporate tax or
whether the participators in the fund are the taxpayers. When the open invest-
ment funds were introduced as a separate class of resident taxpayers, it was
stated that investment funds are a separate class of special purpose funds. In
interpreting the term special purpose fund in Article 3 of the Corporate Tax
Act, this statement must, however, be modified. As mentioned in paragraph

4.1.3., investment funds  are in principle treated as transparent entities. Conse-
quently, the income of the investment fund is attributed to the participators.
This flow-through treatment, however, does not apply if the investment fund is
classified as an open investment fund. In that case, the participators are clas-

sified as shareholders and, simultaneously, resident open investment funds   are
listed as a separate class of resident corporate taxpayers. As seen in paragraph
4.3.2., the determination of whether an open investment  fund is resident  or  non-
resident is a complex matter, since it is linked to the classification as an open or
closed fund. For instance, an investment fund organized under the laws of the
Netherlands with participation units transferable only to the fund itself is for
corporate tax purposes  not a resident open investment fund since  it  is  not  open.
Such a fund is, however, open for income tax purposes if the effective manage-
ment of the fund is located outside the Netherlands. This means that the
Netherlands source income of the fund is not taxable at once in the hands of the
participators. Consequently, the question arises whether such a fund should be
properly classified as a non-resident special purpose fund. If one concludes the

138
Doelvermogen

139 See  Raad van Beroep Amsterdam, January  4, 1957, Vakstudie Nieuws  May   1,   1957  for  a
decision regarding a US trust. It was held that since the beneficiaries were entitled to the
income of the trust, the income was taxable in the hands of the beneficiaries. Therefore, trust
itself could not be considered a non-resident corporate taxpayer.
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affirmative140, this implies that different classification criteria apply for the
classification for corporate tax purposes of resident and non-resident investment
funds as taxable entities. A non-resident fund that has issued participation units
transferable only to the fund itself would be subject to corporate tax on its
Netherlands source income, while a similar, resident investment fund would not.

5. Summary and comparative analysis

1. The basic similarity in the classification rules as applied in the United States,
Germany and the Netherlands, is that they all focus on the legal relationships
between the entity and the participators as determined under (foreign) civil law.
The foreign tax treatment of the entity is not relevant in classifying the foreign
entity for domestic tax purposes.

2. The analysis shows that the United States has developed the most detailed
rules for classification of foreign entities for tax purposes. The regulations on
classification, combined with Rev. Ruling 88-8 according to which all foreign
entities are considered as unincorporated entities, provide certainty as to the
basic questions that may arise when classifying a fureign entity. Furthermore,
the Internal Revenue Code is consistent in that the same classification rules
apply for domestic taxpayers participating in foreign entities and foreign entities
receiving domestic source income. In addition, the Internal Revenue Code is
consistent in that the same classification rules apply in classifying domestic and
foreign organizations, a principle that has been confirmed in Rev. Ruling 73-
254. The consistency in the classification rules is, however, broken by Rev.
Ruling 88-8 and Rev. Ruling 77-214. The holding of Rev. Ruling 88-8 can be
concurred with, since the mere designation of a foreign entity as a body
corporate under the laws under which it is organized does not reveal much
about the true nature of the entity. Rev. RuUng 77-214 introduced the "single
economic interest theory" by holding that a foreign entity that is (indirectly)
wholly-owned by a United States corporation, has freely transferable interests
and continuity of life, since there are no separate interests that may compel dis-
solution of the entity or may vote against transfers of interests. The single
economic interest theory must be rejected on systematic grounds, since it produ-
ces unnecessary inconsistencies in the classification of foreign and domestic
entities and, furthermore, creates uncertainties, since, in its ultimate reasoning
the single economic interest theory implies that United States multinationals
could never operate abroad through a wholly-owned foreign subsidiary classified
as    a corporation, because    such an entity lacks the corporate characteristic    of
associates. Finally, the single economic interest theory creates the tendency to
somewhat artificially introduce true outside parties holding a 5 percent interest
in the foreign entity.

140 See Verburg, VENNOOTSCHAPSBELASTING at 253 (1984) and Boekhoudt, 'Kwalificatie in
het kader van artikel 3  Wet  VpB '69', Maandblad  Belastingbeschouwingen   16-20  at  18  (1988).
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3. In Germany, the rules for classifying foreign entities have been set by case
law beginning in 1930. The German rule is that a foreign entity is classified on
the basis of the domestic entity that it most resembles from a legal and econo-
mic viewpoint. While this theory results in consistency in classifying domestic
and foreign entities, it may be difficult to apply in practice and therefore it may
result  in more uncertainty  as  to the classification of certain foreign entities.

4. In the Netherlands, no explicit rules for classifying foreign entities have been
set in tax legislation or regulations, except for the so-called foreign open in-
vestment   fund.   From   case   law   and the general system   of the Income   Tax   Act
and the Corporate Tax Act, a set of classification rules can, however, be
developed. On the basis of these classification rules, two factors determine the
classification of a foreign entity. The first question is whether the foreign entity
is a body corporate in the sense that the entity is the owner of assets and
liabilities in its own name and for its own account, separate from the rights and
obligations of the participators. The second factor is the transferability of
interests in the foreign entity. Both factors focus on the internal legal relation-
ships between the entity and the participators. It was argued that limited liability
of the entity is not a factor in classifying it for tax purposes. If, under foreign
civil law, the entity may be the owner of assets and liabilities in its own name
and for its own account, the entity will be classified as a foreign corporation. If
the entity is not the owner of assets and liabilities in its own name and for its
own account, the classification of the entity depends on its activities. If the
entity is carrying   on a trade or business,   it   may be classified   as   an   open   limited
partnership or as a partnership with a capital divided into shares, if the (limited)
partners' interests are freely transferable. Interests are freely transferable if par-
ticipators may be substituted or admitted without the consent of all other
participators. If interests are not freely transferable, the entity is classified as a
fiscally transparent partnership. If the foreign entity acts as a passive investment
vehicle, it will be classified as a fiscally transparent fund, unless it can be
classified as a foreign open investment fund.
This set of classification rules creates, with one exception, consistency between
classification of entities for income as well as corporate tax purposes, as well as
between domestic and foreign entities. The exception is the classification of
resident and non-resident investment funds, since a non-resident investment fund
that has issued participation units   that are transferable   only    to    the fund itsel f
would itself be subject to corporate tax on certain categories of Netherlands
source income, while a similar resident fund would not be subject to corporate
tax, but instead be treated as fiscally transparent. This inconsistency is, how-
ever, not the result of the classification rules that have been developed here, but
the result of the differing rules that apply in classifying foreign and domestic
investment funds for income and corporate tax purposes.
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CHAPTER VI

THE OECD MODEL DOUBLE TAXATION CONVENTION

1. Introduction

This chapter examines the treatment and classification of partnerships under the
OECD Model Double Taxation Convention of 19771, hereinafter referred to as
"the   treaty". The treaty contains no specific provisions   on the taxation   of
partnershipf. The Fiscal Committee concluded that the opinions and systems of
the OECD-Member countries differed too much to come to a uniform solution
on the subject of partnerships under the treaty. According to the commentary to
Article 1 of the treaty, the concurrent application of different Articles of the
treaty by two Contracting States in assessing tax on partnership income may
result in double taxation and also non-taxation of income . This part examines
the impact of the treaty on the taxation of partnership income and the situations
in which the aforementioned double taxation or non-taxation may arise.

In paragraph 2, the treaty definitions of the terms person, company and resident
are discussed. It is analyzed if and when a partnership falls within the range of
those definitions. Paragraph 3 discusses the application of the treaty to partner-
ships when both Contracting States classify the partnership as fiscally
transparent. A major part of this chapter addresses the application and
interpretation of the treaty in case of a classification conflict, where one
Contracting State classifies a partnership as fiscally transparent while the other
Contracting State treats the partnership  as a taxable corporation. Paragraph  4
analyses the impact of the treaty on the taxation of partnership income when
both Contracting States each apply their domestic income attribution rules.   It   is
shown that this interpretation method may easily result in double taxation or
non-taxation of partnership income. In paragraph 5, an alternative method of
treaty interpretation is proposed and the effects of this method are further
examined. As a separate topic, Article 10(2)(a) of the treaty is examined,
culminating in a proposal to amend the language of this provision. This chapter
is completed with an examination of the income allocation rules as they apply to
guaranteed payments, and a summary of the results that are found.

1 MODEL DOUBLE TAXATION CONVENTION ON INCOME AND CAPITAL, Rei)ort ot
the OECD Committee on Fiscal Affairs, Paris (1977).

2     Except for Article 10(2)(a) and Article 24(2)(b).

3        Section 6 of the  1977 OECD Commentary to Article  1.
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2. Classification of partnerships under the treaty

2.1. A partnership is a "person"

In this paragraph, the most relevant treaty definitions are examined and applied
to partnerships. The treaty itself uses the term partnership in only two
provisions4, but does not provide for a definition of what constitutes a
partnership for treaty purposes. Instead, the treaty uses and defines the terms
person, company and resident. Article 1 of the treaty states that the convention
shall apply to persons    who are residents    of   one   or    both    of the Contracti ng
States. To analyse the impact of the treaty provisions on the taxation of
partnership income, we now first examine if and when a partnership is a person,
company and resident for treaty purposes.

The term person is defined in Article 3(1)(a). It states that:

"1. For the purposes of this Convention, unless the context otherwise
requires:

a)  The term "person" includes an individual, a company and any other body
of persons;"

The term person is used in several provisions of the treaty:
- Article 4(1) : persons that are subject to tax in a Contracting State by

reason of domicile, residence, place of management or any
other criterion of a similar nature are residents of such
State;

- Article 5(5) : a person acting on behalf of an enterprise may qualify as a
permanent establishment of such enterprise;

- Article 9(1) : the participation of the same persons in the management,
control or capital of two enterprises makes those
enterprises related parties ;

-  Article 11(5): interest is considered to arise in a Contracting State if a
person has a permanent establishment in that State to
which the indebtedness must be allocated;

- Article 17(2): income in respect of personal activities of an artist or
athlete may be taxed in the State where the activities are
exercised   even   if such income accrues   not   to   the   arti st   or
athlete but to another person;

- Article 24(1): the non-discrimination clause for nationals also applies to
persons who are not residents of one or both Contracting
States;

- Article 25(1): a person may present his case on double taxation for a
mutual agreement procedure6.

4     Article 10(2)(a) and Article 24(2)(b).

5     A similar provision is found in Articles 11.6. and 12.4.

6      The OECD-model of 1963 limited this right to residents of the Contracting States.
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From this list, it can be concluded that the term person is used throughout the
treaty for diverse cases and situations. The definition7 of the term person in
Article 3(1)(a) is therefore very broad. The term person includes an individual,

a company and any other body of persons, but is not limited to these entities.
The commentary to Article 3(1)(a)8 thus states that the definition of the term
person is not exhaustive and should be read as indicating that the term is used in
a very wide sense. This statement alone indicates that a partnership should be
classified as a person for purposes of the treatyg. A partnership (being an as-
sociation of persons for the purpose of sharing benefits from a joint
undertaking) can be designated as a body of persons, if the term body is

interpreted as meaning a unified group or association of individuals and/or
bodies corporatelo. Vogel reports that apparently under English and Irish law,
the term body  of persons has a specific meaning, not including partnerships and
companies. This was in fact the position of the UK Inland Revenue in Padmore
v. Inland Revenuet: The case related to the income tax liability of a UK
resident partner of a Jersey partnership. The UK-Jersey tax treaty defined the
term person   as: "the term "person" includes any body of persons, whether
corporate  or  not  corporate".  The  High  Court  held  that  the term body of persons
included partnerships, because a partnership is a body of persons within the
ordinary meaning of that expression.
Based on the very broad meaning of the term person, it is therefore concluded
here that the term includes a partnership.

2.2. When is a partnership a "company"?

The term company is defined in Article 3(1)(b) as:

" 1.   For the purposes    of this Convention, unless the context otherwise
requires:

b) The term "company" means any body corporate or any entity which is
treated  as  a body corporate for tax purposes."

7 One can dispute whether the term "person" is defined, since the term to be defined is used in
the definition itself.

8 Section 2 of the Commentary to Article 3.

9 Also  Loengard, 'Tax treaties, partnerships and partners: exploration  of a relationship',  29  Tax·

Lawyer, 31-67 (1975).

10 See also Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUER-
RECHT DER BUNDESREPUBLIK DEUTSCHLAND at 130 (1981).

11 1987  Simon's Tar Cases  36, see Avery Jones, 'Notes of Cases',  77:e  Bnrish Tax Review,  88-92
(1987).
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This definition assumes that there is a general conceptu of taxation of bodies
corporate. Apparently, this concept treats bodies corporate as taxable units' 3.
This can be concluded from the Commentary to Article 314, where it states
that:

"the term company means in the first place any body corporate. In addition
the term covers any other taxable unit which is treated as a body corporate
according  to the tax  laws of the Contracting State in which  it is organized".

The definition of the term company in conjunction with the commentary is
nevertheless ambiguous. On the one hand, any legal entity appears to be a
company, whether or not the legal entity is a taxable unitis. On the other hand,
the reference in the commentary to any other taxable unit indicates that a body
corporate can only be classified as a company when it is treated as a taxable
unit. In other words, the term company would only comprise taxable units. Such
an interpretation can be substantiated by other sections of the 1977 OECD
Commentary. In section 2 to Article  1, for instance,  it is stated  that:

"some countries treat partnerships as taxable units (sometimes even as
companies). "

Here the Commentary clearly starts form the presumption that the term company
only comprises taxable units. This interpretation can be further substantiated by
section  3  of the commentary to Article  1:

"Where a partnership is treated as a company or taxed in the same way, it
may reasonably be argued that the partnership is a resident of the Contracting
State taxing the partnership on the grounds mentioned in paragraph 1 of
Article 4..... "

To summarize, a literal reading of the definition of the term company implies
that any body corporate is a company. On the other hand, an interpretation,
based on the assumption that the term context in Article 3(1) includes the 1977
OECD Commenta1716, would result in the term company being interpreted as
including taxable units only. According     to this interpretation, a partnersh ip

12 Or at least an "OECD-concept".

13 See Van Raad, RECOGNITION OF FOREIGN ENTERPRISES AS TAXABLE ENTITIES,
STUDIES ON INTERNATIONAL FISCAL LAW LXIIIa at 35 (1988).

14 Section 3 of the Commentary to Article 3.

15 See Vogel, DOPPELBESTEUERUNGSABKOMMEN, at 106, (1983) and Selent,
AUSLANDISCHE PERSONENGESELLSCHAFTEN IM ERTRAGS- UND VERMO-
GENSTEUERRECHT, at 135 (1982).

16 See  Van Raad, 'Interpretatie van belastingverdragen', Maandblad Betastingbeschou,vingen,   49-
56   at   55   (1978) and Avery Jones   et   al., 'The interpretation   of tax treaties with particulitr
reference to article 3(2) of the OECD Model', De Bntish Tax Review, 14-54 and 90-108 at
92-93 (1984).
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would only be a company for treaty purposes if it is treated as a taxable unit. In
the literal interpretation, a partnership may still be a company for treaty
purposes even if it is not treated as a taxable unit, provided the partnership is a
body corporate.

A second difficulty with the definition of the term company is that it refers to
any entity that is treated as a taxable unit, but that it does not specify which
country's laws have to be applied to determine whether the entity is treated as a
taxable unit17. The 1977 OECD Commentary is, however, unambiguous on
this matter. Section 3 of the commentary to Article 3 clearly states that:

" . . .   the term company covers any other taxable unit which is treated   as   a
body corporate according to the tax laws of the Contracting State in which it
is organised."

Consequently, if we again assume that the 1977 OECD Commentary is part of
the "context" as mentioned in Article 3(1), an entity will be qualified as a
company for treaty purposes, if the entity is treated as a taxable unit under the
tax laws of the Contracting States in which it is organizedt:The view that tlie
laws of the Contracting State applying the treaty should be applied (lex fori)19
in determining whether an entity is treated as a taxable unit, is rejected here.
This view cannot be based on Article 3(2), since that provision rejects an
interpretation of a treaty term on the basis of domestic laws if the context
otherwise requires.

2.3. When is a partnership a "resident"?

Article 4(1) defines the term resident as:

"1. For the purposes of this Convention, the term 'resident of a Contracting
State' means any person who, under the laws of that State, is liable to tax
therein by reason of his domicile, residence, place of management or any
other criterion of a similar nature. But this term does not include any person
who is liable to tax in that State in respect only of income from sources in
that  State or capital situated therein. "

17 See also Pugh, 'The role of tax treaties in characterizing business organizations as partnerships
or  corporations', in REFLECTIONS OFFERTES  A PAUL SIBILLE 758-774  at  767  (1981).

18 Likewise, Debatin, 'Aussensteuerrechtliche und internationalrechtliche Behandlung von
RechtstrUgern und daran bestehende Beteiligungen', Der Betrieb,  Beilage  13-77,   1-8  at 5, Piltz
at 131-133, Selent at 143-144, Vogel, 'Double Tax Treaties and Their Interpretation;   /n/er-
national Tax & Business Lawyer 4-85 at 51 and also Loengard, 'Tax Treaties, Partnerships alid
Partners Exploration  of a Relationship',   29 Tax Lawyer  31,  31-67  at  48  and  53   (1975).   This
view  is also advocated by Philip, PARTNERSHIPS AND JOINT ENTERPRISES   IN   INTE R-
NAT10NAL TAX LAW, STUDIES ON INTERNATIONAL FISCAL LAW at 1/19 (1973).

19 See Diehl, 'Qualifikationskonflikte im Aussensteuerrecht', FinanzRundschau 5 17-526   at   522
(1978).
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A partnership is therefore a resident of a Contracting State if it is liable to tax
therein by reason of its domicile, residence, place of management or any other
criterion of a similar nature. The definition of residence refers directly to the
taxation laws of the Contracting States. It therefore has to be determined
whether the partnership is liable to tax - and therefore treated as a taxable unit -
in a Contracting State by reason of its domicile, residence, place of management
or any other criterion      of a similar nature.      From      the      1977     OECD
Commentary20, it can be concluded that, if a company is treated as a taxable
unit in a Contracting State because it is organized under the laws of that State,
such company will be a resident of that State under Article 4(1) of the treaty.
Or, to put it another way, taxation on the basis of the nationality of an entity is
a criterion of a nature similar to that of residence21.

If we apply to partnerships the interpretational rules that have been found so far,

   

it first  can be concluded   that a partnership  is a person. Furthermore,   i f  a
partnership is treated as a taxable unit by the State under the laws of which it is
organized, the partnership is a company. Such a partnership will also be a
resident   of the State in which   it is organized. Finally, a literal reading   o f   tile
definition of the term company would allow for an interpretation by which any
body corporate is a company.

3. Applying the treaty to fiscally transparent partnerships

3.1. In general

The following analysis is based on the situation in which a partnership has been
organized under the laws of State E and carries on a business in State E. Some
of the partners are residents of State E and some of them are residents of State
P. Under the domestic classification rules of both State E and State P, the
partnership is fiscally transparent. In determining the taxation of the
partnership's profits, Article 7 of the treaty is the starting point. There, it is
provided that the profits of an enterprise of a Contracting State are taxable only
in that Contracting State, unless the enterprise carries on business in the other
Contracting State through a permanent establishment situated therein.      An
enterprise of a Contracting State is defined as an enterprise carried on by a
resident of a Contracting State22

20 Section 21 of the Commentary to Article 4 states that a company may have a dual residence if
one State attaches importance to the registration and the other State to the effective
management.

21 This reasoning was upheld by the Netherlands Hoge Raad in the decision of January 8, 1986
BNB 1986/127 for the Tax Agreement for the Kingdom. See, however, also Shannon, 'The
general definition of residence under United States income tax treaties', Intertax 204-213  at 207
(1988), who argues that apparently the OECD Model does not see "place of incorporation" as a
criterion of a similar nature, because it recognizes the concept of the nationality of an entity (in
the non-discrimination provisions), but does not expressly include it in the definition of
residence.

22
See Article 3(1)(c).
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Who carries on the business?

In applying these provisions to partnerships, the 1963 Commentary to the treaty
noted that:

"The laws of some Member States do not treat a partnership as a taxable Linit

and, consequently, a partnership as such cannot be regarded as a "resident"
. . . ,   it   could be maintained   that an enterprise carried   on   by a partnership   i s
not strictly "an enterprise carried on by a resident of a Contracting State". "

This statement is based on the view that, even if under the domestic tax laws of
the Contracting States a business conducted in the form of a partnership is
considered carried on by the partners, a strict reading of the treaty might
prevent this attribution of the partnership's business to the partners for treaty
purposes. This statement in the Commentary indicates that the drafters of the
1963 OECD Model believed that a domestic rule for the attribution of income
would not necessarily also apply for treaty purposes. Consequently, if a
partnership is not treated as a taxable unit, the taxation of the business profits of
a partnership would not be governed by Article 7 (the permanent establishment
concept) since the enterprise carried on by the partnership would not be an
enterprise carried on by a "resident" of a Contracting State. This result was
considered inappropriate and the 1963 Commentary therefore continues to
observe:

"In such a case, it may assist towards a clarification if each participation in a
partnership is looked  upon  as a separate enterprise.... The Member States
concerned may consider adopting this line of interpretation in bilateral
relations. „23

This Statement advocates the view that the participation of each P-partner in the
partnership for treaty purposes should be considered an enterprise of State p24

In other words, even though from a civil law standpoint, the business could be
considered as being carried on by the partnership itself, the domestic tax
treatment of the partnership as a conduit should prevail for treaty purposes, so
that each partner in a partnership is considered as carrying on the business of

 
the partnership. The imputation of the partnership's business to the partners
implies the imputation of the permanent establishment of the partnership to the
partners. The 1963-statement on the treatment of partnerships is not contained in

23 Examples of tax treaties where this line of reasoning is explicitly provided for are the tar
treaties concluded by the Netherlands with Germany and Switzerland. Article 5 ot the
Netherlands-German treaty (1959) deals with the taxation of business profits and states that the
so-called "Mitunternehmer" is to be treated as the entrepreneur. In the protocol to the treaty it
states that the so-called -atypische Stille Gesellschafter" (atypical silent partner) is also to be
considered the entrepreneur for treaty purposes, see point 9 of the protocol. The Netherlands-
Swiss treaty (1951) states in Article 4(4) that the participation in a partnership is to be treated

in the same way as an enterprise.

24 Article 3(1)(c) defines an enterprise of a Contracting State as an enterprise carried on by a
resident of a Contracting State.
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the Commentary to the treaty of 1977. Although the 1977 Commentary states
that the model treaty does not contain any special provisions on partnerships,
because the opinions of the Member States differed too much to come to a
uniform solution on partnership taxation, it could, however, still be said that the
reasoning that each participation in a partnership should be considered a
separate enterprise is within the OECD the common interpretation of the treaty
for those situations where both Contracting States treat the partnership as a
conduit and impute the business of the partnership to the partners25. Such
interpretation could be based on the argument that, since the treaty itself does
not contain explicit income attribution rules, the attribution of income is also
governed for treaty purposes by the domestic tax laws of the Contracting State
applying the treaty, unless the context otherwise requires2:

Two  problem areas for fiscally  transparent  partnerships

The differences of opinion on partnership taxation, to which the 1977
Commentary refers, appear to occur mainly in situations in which one
Contracting State treats the partnership as a taxable corporation whereas the
other Contracting State treats the partnership   as a conduit27, see paragraph    4
below. The problems of taxation of partnership income if the partnership is
treated as fiscally transparent appear to be limited to triangular relations and the
taxation of guaranteed payments2s. The treatment of guaranteed payments is
dealt with in paragraph 8. The problems arising from a triangular relationship
can be illustrated by two examples: one dealing with double taxation relief and
third country income and one on the question of the so-called "permanent sub-
establishment".

25 See Vogel, DOPPELBESTEUERUNGSABKOMMEN at 344 (1983),  H6hn & Waldburger,
HANDBUCH DES INTERNATIONALEN STEUERRECHTS DER SCHWEIZ at 152 (1984),
Piltz, DIE PERSONENGESELLSCHAFTEN IM INTERNATIONALEN STEUERRECHT
DER BUNDESREPUBLIK DEUTSCHLAND at 154 (1981). This view has also been upheld
by the courts. For the US, see Donroy Ltd v US (1962) 9 AFTR 2d 1129 (301 F 2d 200) and
Unger v Conunissioner T.C. Memo 1990-15 annotated by Fink in inte/·tax 336-338 (1990). For
Germany,    see BFH, January    29 1964, BundesS:euerB/an    III    at     164     (1964).     For    the
Netherlands, see Hoge Raad November 19 1958, BNB 1959/8 and Hoge Raad Septeinher 7
1951, B 9430. But see Tax Court of Den Haag, November 1 1990, 3874/89-m-2 rejecting this
line of reasoning.

26 See Van Raad, cited by Avery Jones in 'Interpretation of Tax Treaties', Bulletin ».
International   Fiscal  Documentation,  75-85,  at 79  (1986).

27 See the commentary to Article 1 sections 2-6.

28 See Philip, PARTNERSHIPS AND JOINT ENTERPRISES IN INTERNATIONAL TAX
LAW, STUDIES ON INTERNATIONAL FISCAL LAW, Vol. LVmb, I/13 (1973).
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3.2. Double taxation relief and third country income

In order to illustrate the issue that is referred to here, consider the following
example:

Example VI-1: A partnership organized under the laws of State E has partners
that are residents of State P. The business of the partnership is carried on
through its office in State E. In addition, the partnership receives dividends
from a company of a third State S. The partnership is treated as a conduit by all
countries involved.

Since the partnership has an office in State E, the P-resident partners will be
considered as earning business profits from a business carried on through a
permanent establishment in State E. When the shares in the S-company are
effectively connected   with the permanent establishment   of the participators    i n

State E, the S-source dividends will be taxable in State E as profits allocatable
to the E-permanent establishment. In addition, State S will levy a dividend
withholding tax under the S-P treaty. If State E does not grant non-residents (the
P-resident partners) double taxation relief for the taxes levied on the dividends
by  State  S, the S-dividends will remain subject to double taxation, namely
withholding taxes levied by State S and income taxes levied by State E29. This
double taxation can be traced back to the general rule that the P-resident
participators cannot claim the benefits of double taxation relief  on   the   basi s   of
the S-E treaty, since P-participators are not residents of State E. An argument
could be made, however, that the P-resident participators should be entitled to
the unilateral measures for the avoidance of double taxation granted by State E
to residents of State E under the non-discrimination clause of Article 24(4)30

3.3. The so-called permanent sub-establishment

To illustrate the questions that may arise in the event of a so-called permanent
sub-establishment, consider the following example:

Example VI-2: EP is a partnership organized under the laws of State E. The
partnership has two partners, an E-residen-t partner and a P-resident partner. EP
has its head office in State E where it operates a manufacturing plant. EP opens
a warehouse and an office in State S as a sales outlet for products produced at

29 It is assumed that State P will give double taxation relief for the taxes levied by State E.

30 See  Van Raad, NON-DISCRIMINATION IN INTERNATIONAL  TAX  LAW,  at   151(1986).
See also in this respect the decision by the European Court of Justice on January 28, 1986 Case
270/83, where it was held that the French permanent establshment of a non-French company ot
an EC Member State was entitled to the imputation tax credits with regard to its shareholdings
in local French companies, just as a French resident company would be. This decisioti was
based on Article 52 of the EEC treaty of March 25, 1952. See on this case, Sass,
'Gleichbehandlung von beschrankt Steuerpilichtigen mit unbeschrtinkt Steuerptlichtigen auf-
grund der Rechtsprechung des Europaischen Gerichtshofes', Steuer und Wirtschaft, 362-365,
(1988) and Feteris, 'Franse belastingwetgeving voor de bijl. En nu de Nederlandse?' Weekb/ad
voor Fiscaal Recht 1986/5741, 1121-1141 (1986).
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the manufacturing plant in State E.

The P-resident participator    will be considered as earning business profi ts
allocatable to a permanent establishment in State E. The sales outlet in State S
constitutes a permanent establishment in State    S.     Here the question arises
whether sales profits allocatable to the S-permanent establishment of the entity
may be included in the profits allocatable to the E-permanent establishment of
the P-participator. In other words, may the E-permanent establishment be
considered as having a "permanent sub-establishment" in State S, or should the
P-resident participator as a matter of principle be considered as having two
separate permanent establishments, one in State E and one in State P, so that the
sales profits of the S-permanent establishment are not included in the
(manufacturing) profits allocatable to the E-permanent establishments. To put it
in another way, can the P-partner be considered as having a principal perniatient
establishment in State E, where the head-office of the partnership is located, and
a permanent sub-establishment in State S and where, in determining the E-tax
payable by the P-partner, all partnership profits are allocatable to the E-head
office   of the partnership. In literature, the issue is disputed. Some authors31

argue that as a matter of principle the profits of an S-permanent establishment
cannot be included in the profits allocatable to the E-permanent establishment of
the P-partner. In their view, the S-permanent establishment is a separate
permanent establishment of the participators, not of the entity. Others have
argued that the issue is one of profit allocation to a permanent establishinetit.
Such profit allocation is based on the determination of whether income is
effectively connected with a permanent establishment. As it is the general view
that third country income may be effectively connected to a permanent establish-
ment in State E, there would be no reason for such income to lose its effective
connection with the E-permanent establishment if it could also be considered to
be effectively connected to an S-permanent establishment. Especially if the E-
permanent establishment could be considered as the head office of the entity32

By arguing otherwise, non-resident participators in the E-entity would, from the
perspective of State E, be treated more beneficially than resident participators,
since only the latter could be subject to E-tax on profits allocatable to the S-
permanent establishment. It could furthermore be argued that the reason for this
differential treatment of participators in an E-entity - the residence of tlie
participator  -  is not sufficiently strong enough to justify this divergent treatmeii t.

31 De Vries/Sillevis, CURSUS BELASTINGRECHT (Vennootschapsbelasting)    3.0.0.    (1986),
Hohensee-Bellstedt, DIE BESTEUERUNG INTERNATIONAL VERFLOCHTENER
GESELLSCHAFTEN at 221 (1970) and Piltz, DIE PERSONENGESELLSCHAFTEN IM
INTERNATIONALEN STEUERRECHT DER BUNDESREPUBLIK DEUTSCHLAND itt
215-216,(1981).

32
Juch, UNILATERAL MEASURES TO PREVENT DOUBLE TAXATION, STUDIES ON
INTERNATIONAL FISCAL LAW, Vol. LXVIb at 28 (1981), Selent, AUSLANDISCHE
PERSONENGESELLSCHAFTEN IM ERTRAGS- UND VERMOGENSSTEUERRECHT at
228 and 253 (1982), Kraushaar, DIE STEUERLICHEN VORTEILE AUSLANDISCHER
KAPITALGESELLSCHAFTEN GEGENOBER INLANDISCHEN BEI DIRECTINVES-
TlTIONEN at 15-16 (1966), Daniels, 'De buitenlandse commanditaire vennoot: objectieve of
subjectieve belastingplicht?', VAN DUCKBUNDEL at 94-95 (1988).
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Entity or aggregate approach?

Again, this problem can be traced back to the entity versus aggregate approach
of partnership taxation. Under the entity approach, the E-head office of tile
partnership can be seen as the principal permanent establishment of the partiiers
to which all partnership profits are allocatable. Under the entity approach, the
participation in an E-partnership with its headoffice in State E by non-resident
participators is considered a sufficiently strong nexus to subject the non-resident
participator to tax on the worldwide income of the partnership33.

It would be consistent with the aggregate approach to consider the P-partner as
having two separate permanent establishments, one in State E and one in State S
and where each permanent establishment is considered as a distinct and separate
enterprise making its own profits. The fact that the head office of the
partnership is located in State E would not justify an allocation of additional
profits to the permanent establishment in State E34.

Since the treaty and the OECD Commentary are silent on the issue of the
permanent sub-establishment, it will now be examined how the questions that
are  raised  here are answered under the domestic rules  of  the US, Germany  and
the Netherlands.

Complex US source rules

When analyzing the issue of the permanent sub-establishment and related issiies
under the principles   of   US tax law ; the starting point is section    875    IRC,
according to which a foreign partner is deemed to be engaged in a US trade or
business if the partnership of which he is a partner is so engaged. The foreign
partner is subject to US taxation on his share of the partnership's income that is
effectively connected with the US trade or business. If the income has a foreign
source, it cannot be considered as effectively connected with the US trade or
business, unless the income is:
- rents, royalties or gains from certain intangible property or
- dividends, interest or gains from stock or securities derived by a banking,

33 The non-resident participant might be entitled to double taxation relief in State E, on the basis
of the unilateral measures for the avoidance of double taxation in State E. The non-resident
could claim the application of those rules on the basis on the non-discrimination clause in the
E-P  treaty. See Article  24(4)  and section  10 of the  OECD-commentary  to  Article  23.

34 For  a similar reasoning, rejecting the allocation of profits  to  "good  management",   see  sections
20-22 of the OECD Commentary to Article 7.

35 What is analysed here are the rules that apply when the United States is State E, therefore the
situation of a US partnership engaged in a US trade or business with US mid foreigii partiers.
Basically the analysis would, however, also apply to a foreign partnership that is engaged in a
US trade or business and that has US as well as foreign partners and assuming partnership
classification under US classification rules.
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financing or trading business36.

For the US taxation of a foreign partner, the crucial question from the
perspective of the foreign partner is therefore the determination of which
categories of income of the partnership have a US source37. The source niles
for sales of personal property can be summarized as follows. Section 865(i)(5)
IRC provides that, with regard to applying the source rules to income from sales
of personal property by a partnership, the source rules must be applied at the
level   of the partner. This source rule, requiring partner level characterization,
therefore deviates from the basic character preservation rule, according to which
the character of an item of income is determined at the level of the partnership.
Section 865(e)(2) IRC provides that income from sales of personal property
(including inventory property) by non-residents shall have a US source if the
income is attributable to an office or fixed place of business in the US38. The
income is so attributable if the US office was a material factor in producing the
incomog. However, income from sales of inventory property which is sold for
use, disposition, or consumption outside the US shall have a foreign source if ati
office or fixed place of business of the taxpayer outside the US materially
participated in the sale40. Such foreign office is considered to participate mater-
ially in such sales if it actively participates in soliciting the orders, negotiations
of sales contracts or performing other significant services necessary for the
consummation of sales which are not subject to a separate agreement between
the seller and the buyeti. To summarize these rules, it can be concluded tliat

36 See section 864(c)(4)gj) IRC. The third category of foreign source income that could be
considered to be effectively connected with the US trade or business was income from the sale
of inventory property through a US office or fixed place of business, former section
864(c)(ID(iii) IRC. The Tax Reform Act of 1986 changed this rule into a source rule,
designating such income generally as US source income, see section 865(e)(2) IRC.

37 Income from the sale of personal property is deemed to be effectively connected with the US
trade or business of the foreign partner under the force of attraction principle, if such income
has a US source, see IV.2.3.1.

38
As a general rule and with major exceptions, the source of income from sales of personal
property is determined   on the basis   of the residence  of the seller, section   865(a)   IRC.   For
inventory property, an exception (section 865(b) IRC) is made. Generally the passage of title
test applies, see sections 861(a)(6) and 862(a)(6) IRC. Section 865(e) contains exceptions to
these exceptions for sales of personal property through offices or fixed places of business.

39 Section 864(c)(5) IRC.

40 According to section 863(b)(2), the activities as mentioned in example VI-2 would generate
partly US and partly foreign source income, since the goods sold outside the US are produced
in the US. The allocation of the gain to manufacturing and sales income is governed by
regulations under section 863 IRC.

41 For a detailed discussion of the rules see Date, 'Effectively Connected Income', 42 Tax Lmi
Review 4, 689-752 at 732-733 (1987).
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under the US source rules, fbr a fbreign panne/'2, the income from sales of
inventory property by a partnership for use, consumption etc. outside the US by
a  partnership  that is engaged  in a U S trade or business,   has a foreign source  i f a
foreign office or fixed place of business of the partnership or of the foreign
partner materially participated in the sales. Such foreign source sales income is
not taxable in the US in the hands of the foreign partner as income effectively
connected with his US trade or business. The foreign source sales income,
under the principles of Rev. RWing 74-63, will not be allocatable to a US
permanent establishment of the foreign partners for tax treaty purposes4:

Therefore, it can be concluded that US tax law applies the conduit approach in
determining the source of income from sales of inventory property. The US
source rules for sales of inventory property for use or consumption etc. outside
the US in effect prevent the allocation of income from a foreign sales outlet to
the imputed US trade or business of the foreign partners as effectively connected
US source income.

General principles in Germany

A similar result is likely to be found in Germany, albeit that the reasoning is
based somewhat more on matters of principle than on the outcome of
mechanical source rules.     In its decision of February    2,      1988, the German
Bundesfinanzhof argued that as a matter of principle profits of a business can
only be allocated to one single permanent establishment, i.e. the one with which
the income has the closest economic connection.44 In the case decided by the
Bundesfinanzhof, a Swiss resident partner participated in a German limited
partnership. The partnership carried on its business in Germany. The
partnership had an interest in an oil well in Borneo. The Bundesfinanzhof held
that the income from the oil well had the closest economic connection with the
Swiss partners' permanent establishment in Borneo. Consequently, it could not
be allocated to the German permanent establishment of the Swiss partner.

The Netherlands: conduit or entity approach?

In the Netherlands the Hoge Raad has argued in older decisions that if the head
office of a business carried on by a partnership is located in the Netherlands, a
non-resident partner will be subject to Netherlands tax on the entire profit share

42 For a US partner in a partnership that is engaged in a US trade or business, the determitiatioi,
of the source  of the income  is of relevance for computing the foreign tax credits  he may claim.
For sales of inventory property by a US resident taxpayer, the passage of title test is generally
applied to determine the source of the sales income, see sections 861(a)(6) and 862(a)(6)  IRC.

43
Rev. Ruling 74-63, 1974-1 CB 374, discussed by Dale, 'Effectively Connected Income', 42
Tax Law Review 4, 689-752 at 717 and 733 (198D.

44
BFH February 2, 1988 published in FinanzRundschau 14/88, 392-394 (1988) annotated I,y
Schmidt. See IV 3.3.2.
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from that business, including profits allocatable to foreign establishments': It
must be noted, however, that these decisions were rendered under the Income
Tax Act of 1914. Under that Act, the entity approach was the leading principle
of taxing partners in a partnership. The present Netherlands approach is,
however, very different, the leading principle being the conduit approach46.
Consequently, under the present Netherlands principles, it would be in line with
the general conduit approach to partnership taxation to consider each permanent
establishment as a separate permanent establishment of the partners, so that
conceptually a permanent sub-establishment cannot exist.

To summarize, the conclusion can be drawn that from a conceptual viewpoint,
both US and German tax law contain the basic principle that items of income of
a foreign partner in a domestic partnership are not attributable to a domestic
permanent establishment of the foreign taxpayer, if such item of income has the
closest economic connection with a foreign permanent establishment of the
foreign taxpayer. This rule is consistent with the aggregate approach of
partnership taxation and it therefore seems a sound rule to also be applied under
tax treaties between Contracting States that treat partnerships as fiscally
transparent.

4. Classification conflicts under the treaty

4.1.   In  General

This paragraph will examine how a classification conflict (a partnership is
treated by one Contracting State as fiscally transparent and as a taxable
corporation by the other) affects application of the treaty by the Contracting
States. It will be examined if and when such a classification conflict may result
in double taxation and non-taxation of partnership income. The principal issues
that arise in case of a classification conflict will be looked upon from the
perspective of the source State (State S) and from the perspective of the State of
residence of the participators (State P).

4.2. Entity classification and income attribution

The analysis in paragraph 2 concluded that a partnership that is treated as a
taxable unit in the Contracting State in which it is organized is for treaty
purposes a company and a resident of that State (hereinafter State ID. A
partnership that is not treated as a taxable unit in State E will not be a resident
of State E47, Such a partnership may, however, under a strict reading of the

45
Hoge Raad May 21, 1919 B 2294 and Hoge Raad November 16, 1932 B 5318, see Daniels,
'De buitenlandse commanditaire vennoot: objectieve of subjectieve belastingplicht',    VAN
DUCK BUNDEL at 95 (1988).

46 See II.4.2.

47 Issues involving "dual resident" partnerships are not discussed here.
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definition of the term company, still be considered a company if it is a body
corporate under the laws of State E. While the treaty therefore contains explicit
definitions of the terms company and resident, it must be noted that the key
issue in applying the treaty, if a classification conflict exists, is not so much the
classification of the entity for treaty purposes. The crucial point is the
attribution of income as the following examples may  show:

Example VI-3: The S-partnership / E-corporation conflict
EP is a partnership organized under the laws of State E. EP is treated as a
taxable corporation under the laws of State E. EP carries on a business and
receives S-source income. Under the classification rules of State S, EP is
classified as a fiscally transparent partnership, so that State S regards the part-
ners  of EP as taxpayers.

Under the S-E treaty, EP is a company that is a resident of State E.
Consequently,   EP  will be entitled  to the benefits  of  the S-E treaty   for its incociie
from  sources in State S. This would  mean that under Article 7  of that treaty,
State S may only tax the business profits of EP to the extent these business
profits are allocatable to a permanent establishment of EP in State S. Likewise,
interest arising in State S and paid to EP would be subject to the reduced 10
percent     rate of withholding tax under Article 11(2), provided     EP     is     the
beneficial owner of the interest and the interest is not income effectively
connected with a permanent establishment of EP in State S.
The perspective of State S under its domestic tax laws will, however, be
completely different. Under the income attribution rules of State S, the business
profits are attributed to the partners of EP and not to EP itself. Likewise,
interest income arising in State S under its income attribution rules will be
attributed to the partners of EP. Therefore, while State S may concur with the
views of State E that EP is a resident of State E for treaty purposes, it could
still argue that, since the treaty itself does not provide for income attribution
rules,   it may apply its domestic income attribution rules. Consequently, State  S
would only apply the benefits of the S-E treaty to income from sources in State
S to the extent such income is attributed under its domestic tax laws to E-
resident partners.

Similar problems may arise in the reverse classification conflict, as tile
following example may show:

Example VI-4. The S-corporation / E-partnership conflict
EP is a partnership organized under the laws of State E. EP is treated as a
fiscally transparent partnership under  the  tax  laws of State  E.  EP  has  only  E-
resident partners. EP receives income from sources in State S.

Under the domestic classification rules of State S, EP is classified as a taxable
corporation in that State S regards EP itself as the taxpayer. In this case, EP is
not a resident of State E for treaty purposes, since it is not subject to tax in
State E. Consequently, EP is not entitled to the benefits of the S-E treaty for
income from sources in State S. Since under the domestic income attribution
rules of State S, the income from sources in State S is, however, attributed to

153



EP, State S would not apply the S-E treaty to income from sources in State S,
even though all partners in EP are residents of State E.

It is clear that the simultaneous application of different income attribution rules
by the Contracting States can easily result in double taxation. An elaborate and
detailed discussion of the situations where double taxation may arise as a
consequence of the simultaneous application of diverging income attributioti
rules by the Contracting States has been made by Van Raad.48 To illustrate the
complexities resulting from the diverging income attribution rules, examples VI-
3 and VI-4 are further analyzed next.

4.3. The S-partnership / E-corporation conflict

In   example   VI-3,   EP   is an entity organized under   the   laws of State   E   and
treated as a taxable corporation by State E. The participators are classified as
shareholders in a domestic corporation. Under the tax laws of State S, EP is
classified as a fiscally transparent partnership. Consequently, State S regards the
partners of EP as the taxpayers. From the perspective of State S, the treaty
allocation rules are applied at the level of the partners. From the perspective of
State E, the treaty allocation rules are applied at the level of the partnership EP.
When some of the partners are residents of a third State P, the income
attribution rules of State P must also be taken into account.

4.3.1. The taxation of business profits

The taxation of business profits is governed primarily by Article 7. From the
perspective of State S, business profits may be taxed by State S to the extent
that they can be allocated to a permanent establishment of the participators iii
State S. According to Article 23, State E will provide double taxation relief to
the entity for the income that, under Article 7, may be taxed by State S. In the
relationship between State S and State E, double taxation may arise in three
instances.

(i)  In the absence of a permanent establishment in State S, the S-source
business profits will not be taxed by State S to the extent that these profits are
attributed to E-resident participators. To the extent, however, that the S-source
business profits are attributed to P-resident participators, and where there is no
tax treaty in force between State S and State P, State S would not be prevented
by   the S-E treaty from taxing such profits   in the hands   of the P-participators.
From the perspective of State E, the S-source business profits are, however,
taxable only in State E. Consequently, State E would not provide for double
taxation relief for the taxes levied by State S. It is likely that this double
taxation will not be relieved at the level of State P. If State P classifies EP as a
taxable corporation, State P would generally only provide double taxation relief
for the withholding taxes levied by State E on dividend distributions of EP. If
State P were to classify EP as a fiscally transparent partnership, State P might

48 Van Raad, RECOGNITION OF FOREIGN ENTERPRISES AS TAXABLE ENTITIES,
STUDIES ON INTERNATIONAL FISCAL LAW, Vol. LXXHIa, at 19-59 (1988)
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provide double taxation relief for the E taxes paid by EP and allocatable to the
income of the P-resident participators from a permanent establishment in State
E.

(ii) Where there is a permanent establishment in State S, double taxation may
arise if State E does not provide for double taxation relief at the level of EP,
because the income of EP was not subject to tax in State S in the hands of the
entity itself, but instead in the hands of the participators.

(iii)  A third case of double taxation can arise if the entity EP has taken ozit
loans from the participators to finance the business carried on in a permanent
establishment in State S.
In that event, State S could tax the interest in the hands of the participators as
interest effectively connected with the S-permanent establishment'. From the
perspective of State E, it is the entity EP that is considered as having a
permanent establishment in State S. Interest expense    of   EP    and    paid    to    i ts
shareholders on debt incurred to finance the business carried on in the S-
permanent establishment will be allocated to the S-permanent establishment.
Consequently, the income for which double taxation is granted at the level of
the entity will not match the income which is subject to tax in State S. Double
taxation will arise, because the interest income will also be subject to tax as
interest income in the hands of the participators.

4.3.2. The taxation of S-source dividends, interest and royalties

(i)  Regarding the taxation of S-source dividends, interest and royalties problems
may   arise   if  some   of the partners are P-residents and there   is   no S-P treaty   i n
force. In that event, the S-source income that is attributed by State S to those P-
resident participators may be subject to higher rates of withholding tax than the
rates provided for in the S-E treaty. State E will, however, tax the full amount
of S-source income in the hands of the entity and provide for double taxation
relief under the S-E treaty. Consequently, the withholding taxes levied by State
S may not be fully creditable by the entity against its tax liability in State E. It
is likely that this double taxation will not be resolved in State P at the level of
the P-resident participators. If State P classifies  EP  as a taxable corporation,   the
income of the entity will be taxable in the hands of the P-participators once it is
distributed. In that event, it is likely that State P will only provide double
taxation relief for the E-taxes allocatable to such dividends. If, on the other
hand, State P classifies EP as a fiscally transparent partnership, the income of
EP will be taxed at once in the hands of the P-participators. In that event, State
P will only provide double taxation relief to the extent the income is allocatable
to an E-permanent establishment of the P-participators. Again, it is likely that
double taxation of the S-source income will occur.

(ii)  A second issue that may result in double taxation is again the question
whether EP is entitled to double taxation relief in State E, even if its S-source

49
See Article  11(4) of the treaty.
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income was taxed by State S in the hands of the participators.

4.4. The S-corporation / E-partnership conflict

In example VI-4, EP is a partnership organized under the laws of State E, and it
is classified by State E as a fiscally transparent partnership. Under the tax laws
of State S, EP is classified as a foreign corporation. Since EP is not treated as a
taxable corporation under the tax laws of State E, it is not a resident of State E.
Consequently, since State S will attribute all S-source income to the entity, it
would not apply the S-E treaty to such income, because it will not consider the
income being derived by a resident of State E. State E, on the other hand will
attribute the S-source income to the participators in EP, and it will thus in
principle provide double taxation relief under   the S-E treaty   to the E-residen t
participators. It is clear that, since taxation by State S is not limited by the S-E
treaty, double taxation call easily arise.

Non-taxation of income can also arise, however, if State E applies the
exemption method to provide for double taxation relief. If EP carries on a
business in State S through a permanent establishment, the profits allocatable to
such permanent establishment may be taxed in State S and State E will provide
double taxation relief. If EP has financed the business carried on in its S-
permanent establishment, with loans taken out from the participators, it is likely
that State S will allow the interest expense as a deduction in computing the
profits allocatable to the S-permanent establishment. From the perspective of
State E, the interest income of the E-resident participators could, however, be
treated as interest income effectively connected with the S-permanent establish-
mentsf Consequently, while such interest would not be subject to taxation in
State   S, it could still be exempt from taxation   in the hands   of the E-resident
participators.

5. Income attribution and treaty interpretation

5.1. In general: lex fori interpretation

From the examples discussed above, it follows that even if both Contracting
States classify an entity in the same way for purposes of applying the treaty, the
simultaneous application by the Contracting States of their diverging income at-
tribution rules may easily result in double taxation or non-taxation of items of
income. With regard to Article   7 on business profits, the issue arises, because
the interpretation of the terms the projits of an enterprise carried on by a
resident of a Contracting Statesi under the respective domestic tax laws of the
Contracting States results in the attribution of the business profits to different
persons. Likewise, for dividends, interest and royalties, the interpretation of the

50 See   I[I.3.3. and III.4.3.   on the taxation of guaranteed payments received by German   and
Netherlands resident partners in a partnership.

51
See Article 7(1) and 3(1)(c).
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terms paid to a resident of the other Contracting State under the respective
domestic tax laws results in such income being attributed to different persons by
the Contracting States. The interpretation of these treaty terms on the basis of
the domestic tax laws of the Contracting State applying the treaty can be based
on Article 3(2), where it States:

"As regards the application of the Convention by a Contracting State any
term not defined therein shall, unless the context otherwise requires, have the
meaning which it has under the law of that State concerning the taxes to
which the Convention applies."

Consequently, on the basis of this provision, an interpretation of an undefined
term must be based on the meaning such term has under the domestic tax laws
of the Contracting State applying the treaty, unless the context requires a
different interpretation. Therefore, the application of specific income attribution
rules for treaty purposes that deviate from the rules that follow from the
domestic tax laws of the Contracting State applying the treaty can only be based
on the argument that the context requires such deviation from the domestic
income attribution rules.
Generally, it is assumed that the term context must be interpreted in a broad
sense52. The term includes the text of the treaty, its object and purpose, its
preamble and annexes, subsequent agreements and practice and other
supplementary means of interpretation. The OECD Commentary can also be
seen as being part of the context of a treaty concluded between OECD Member
States on the basis of the OECD Mode153

It will next be examined if, and to what extent, the context of the treaty may
require the application of income attribution rules for treaty purposes that
deviate from those under the respective domestic   tax    laws   of the Contracti ng
States. The analysis is split into two separate issues: the S-E treaty, where the
focus   will   be   on the application   of the treaty by State   S,   and   the E-P treaty
where the focus will be on the application of the treaty by State P.

5.2. Alternative interpretation: consistency in entity classification and income
attribution

5.2.1. The perspective  of the source State:  the S-E treaty

When analyzing the issues involved for State S, the following situation can

52 See for an elaborate discussion of the term context Avery Jones et al., 'The interpretation of
tax  treaties with particular reference to Article   3(2)   of  the OECD Model',   71:e  B,7'rish   Tax
Review, 90-108 (1984).

53 Van Raad, 'Interpretatie van verdragen', Maandblad Belastingbeschouivingen 49-46 (1978)
Likewise Vogel, who concludes that the OECD Commentary plays an important role in
interpreting tax treaties to secure a common interpretation by the Contracting States and
because the membership of the OECD requires the Member States to comply to the extent
possible with recommendations  of  the   OECD, see Vogel   'Doppelbesteuerungsabkommen   und
ihre Auslegung (D, Steuer und Wirtscha#, 111-124 (1984).
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serve as the basic case. A foreign entity, organized under the laws of State E,
receives income from sources in State S, e.g. business profits and dividends,
interest and royalties. The two classification conflicts that may arise can be
summarized as follows:

State S State E

I. partnership corporation

II. corporation partnership

Case I: The S-partnership / E-corporation conflict

In case I, State S classifies the foreign entity as a partnership on the basis of its
domestic classification rules. Consequently, under the domestic tax laws of State
S,   the   partners are considered the taxpayers. State E classifies the entity   as   a
corporation subject to corporate tax. The participators are classified as
shareholders.
The first issue to be addressed is the question whether the entity itself may
claim the benefits of the treaty between State S and State E. If so, the business
profits of the entity may only be taxed in State S to the extent that they can be
allocated to a permanent establishment of the entity in State S. In addition, the
entity could claim a reduction of withholding taxes levied on dividends, interest
and royalties under the S-E treaty. In addition, the entity would be able to claim
protection against secondary dividend withholding taxes under Article  10(5).

The entity is a company, since under the tax laws of State E, the entity is a
taxable unit. The entity would is also a resident of State E, because it is subject
to tax there by virtue of its residence54. The entity is therefore entitled to the
benefits granted by the S-E treaty to a resident of State E 5. The key issue is
whether, from the perspective of State S, business profits, dividends, interest
and royalties should be considered to have been earned by or paid to a resident
of State E. In other words, as has been shown above, the issue is not so much
an issue of entity classification as of income attribution. It can be argued that
the context requires that the terms "paid to" or "carried on by" be interpreted

54 Diehl's argument that since, from the perspective of State S, the entity is not classified as a
company, the entity can also not be classified as a resident of State E, does not take into
account that the entity may still be a body of persons and, as such, a person and a resident of
State E, see Diehl, 'Qualifikationskonflikte im Aussensteuerrecht', FinanzRun chau no. 22,
517-526 at 523 (1978).

55 For similar reasoning, see Debatin, 'Aussensteuerrechtliche und internationale Behandlung von
Rechtstragern und daran bestehende Beteiligungen', Der Bet,ieb, beilage no. 13/77, 1-8 at 4
(1977) and Vogel, DOPPELBESTEUERUNGSABKOMMEN at 56 (1983).
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according to the laws of State E, if State E treats the E entity as a taxable
corporation. In that event, the E-entity is a resident of State E, but the desig-
nation of the E-entity as a resident would be meaningless if State S were at
liberty to bypass the entity for treaty purposes and attribute the S source income
to the participators in the entity. In addition, this bypassing of the entity can be
considered to be contrary to the object and purpose of the treaty. The object and
purpose of the treaty is the avoidance of double taxation by providing rules to
determine the respective rights of State S and State E to tax certain categories of
income. It is clear that this objective is best served if, for treaty purposes, the
income is allocated by State S and State E to the same person, since this would
result in an unambiguous allocation of taxing rights between State S and State
E. Should State S and State E both apply the income attribution rules of their
respective domestic tax laws, it would clearly not accomplish a consistent and
unambiguous attribution of taxing rights to State    S and State E respectively.
Since State E subjects the S-source income to tax in the hands of the E-entity,
the object and purpose of the treaty (the avoidance of double taxation) would be
best served if State S would, for treaty purposes, also attribute the S-source

income to the E-entity and apply the S-E treaty to the income from sources in
State S. Therefore, what is argued here is that the designation of the E-entity as
a resident of State E under Article 4 should imply the attribution of the S-source
income to the E-entity by both Contracting States: In other words, there
should be a consistency for treaty purposes in classifying the entity and in
attributing the income.

Applying the rule

Applying this interpretation rule to the situation that is described here, it follows
that State S may only tax business profits of the entity on the basis of Article 7
of the S-E treaty. This means that for State S to be entitled to tax business

profits of the entity, the business should be carried on through a permanent
establishment of the entity in State S. The treaty, however, does not keep State
S from taxing the profits allocatable to such permanent establishment in the
hands  of the participators under the domestic  laws of State S, since the treaty
only allocates the taxing rights for items of income to the Contracting States,
but does not designate the taxpayer'7. In other words, what is argued here is
that the income attribution rules under the treaty may be different from the
income attribution rules as they are applied under the domestic tax laws of the
Contracting States.
Under the S-E treaty, the right of State S to tax dividends, interest and royalties
paid to the entity is limited to the rate of tax specified in Articles 10, 11 and 12
of the S-E treaty.

56
Likewise    Vogel,     'Double    Tax    Treaties    and    Their Interpretation', International Tax and
Business Lawyer, Vol. 4:1 at 51-52 (1986).

57 Likewise, Loengard, 'Tax treaties, partnerships and partners: exploration  of a relationship',  29
Tax Lawyer 31, 31-67 at 51 and Van Raad, BEWEEGLIJKHEID IN HET
INTERNATIONAAL BELASTINGRECHT at 18-19 (198D
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The application of the income attribution rules as developed here may provide
special practical difficulties in two situations:
(i) third (P-)country participators and
(ii) profit allocation to an S-permanent establishment

(i)  Third country panicipators

When some or all of the participators in the entity are residents of a third State

(State P), the question arises as to the relationship between those participators
and State S. Van Raad5: argues that State S is not prevented from adhering to
its own view that the entity is transparent and from taxing under the S-P treaty
the S-income in the hands of the participators in State P. This is still in
conformity with the above-mentioned rule that for treaty purposes the
classification of the State in which the entity is organized should prevail. State S
may tax the profits that, under the S-E treaty are allocatable to the S-permanent
establishment of the entity. The fact that State S taxes these profits in the hands
of the participators   is not contrary   to this rule59. State S would, however,    act
contrary to the S-E treaty if it were to tax in the hands of the participators ali
amount of profit exceeding the profits allocatable      to the S-permanen t
establishment under the S-E treaty. A similar rule would apply to S-source
dividends, interest and royalties. Here, the withholding rate under the S-E treaty
is applicable. For a discussion of issues arising when the P-S treaty provides
greater benefits than the S-E treaty see paragraph 9.1.60.

(ii)   Allocation of profits  to  an  S-permanent  establishment

If the E-entity has taken out loans to finance the business conducted through its
S-permanent establishment, the question arises as to the taxation of interest
payments. Under the S-E treaty, State S should allow the interest payments as a
deduction in computing the profits allocatable to the S-permanent establishment
under Article 7(3) of the treaty. This would even be the case if the loans were
taken out from the participators in the entity. Under the S-E treaty, it is the
entity that is considered to have a permanent establishment in State S and not
the participators. Consequently, an interest payment made by the entity to its
participators cannot be considered for treaty purposes as effectively connected to
an S-permanent establishment  of the participators6:

58 Van Raad, RECOGNITION OF FOREIGN ENTERPRISES AS TAXABLE ENTITIES,
STUDIES ON INTERNATIONAL FISCAL LAW at 19-59 (1988).

59 Also  Loengard, 'Tax treaties, partnerships and partners: exploration  of a relationship',  29   Thr

Lawyer 31, at 50-51.

60    An argument could be made that if the S-P treaty were to provide for a lower withholding rate,
the P-resident participators would be entitled to claim the benefits of the S-P treaty, see Vogel,
'Double Tax Treaties and Their Interpretation', International Tax & Business Laiger at 52
(1986) and Debatin, 'Aussensteuerrechtliche und internationalrechtliche Behandlung von
Rechtstragern und daran bestehende Beteiligungen', Der Betrieb, Beilage 13/77, 1-8 at 4
(1977).

61
See paragraph 8.2. hereafter for a more detailed analysis of guaranteed payments.
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Case II: The S-corporation / E-partnership conflict

In     case II, State S classifies the entity     as a taxable corporation     and,
consequently, the participators as shareholders. State E, the State where the
entity is organized, classifies the entity as a partnership. Consequently, under
the tax laws of State E, the partners are considered as the taxpayers.
The entity is neither a company nor a resident of State E, since the entity is not
treated as a taxable unit in State E. Again, an argument can be made for a
consistent application of the income attribution rules as they are applied by State
E for treaty purposes. To the extent that the S-source income is subject to tax in
State E in the hands of residents of State E, State S should apply the S-E treaty
benefits to such income. Such an interpretation is in line with the object aiid
purpose of the treaty, being the avoidance of double taxation of income of E-
residents from sources in State S62. Therefore, in the situation of an S-
corporation / E-partnership classification conflict as well, it would be a sound
rule to say that, for treaty purposes, State S should apply the S-E treaty benefits
to income from sources in State S that is attributed by State E to residents of
State E. In other words, again it can be argued that there should be consistency
in classifying the entity under the treaty and the applicable income attribittion
rules. Special problems may again arise in two respects:
(i) third (P-)country residents participate in the entity and
(ii) the allocation of profits to an S-permanent establishment.

0)  Third country participators

With respect to third country participators, two situations may occur. If State P
classifies the entity   as a fiscally transparent partnership,    it   will   subj ect   the   S-
source income to tax in the hands of the P-resident participators. In that event,
it would again accord with the object and purpose of the S-P treaty if State S
were to grant the S-P treaty benefits to the income from sources in State S taxed
by State P in the hands of the P-resident participators.

62 Vogel argues that, since the entity could still qualify as a person (e.g. a "body of persons"), it
would also be classified as a resident of State E. Otherwise, the status of being a person wo ild
be meaningless, see DOPPELBESTEUERUNGSABKOMMEN at 56. A similar view is taken

by Debatin, 'Aussensteuerrechtliche und internationalrechtliche Behandlung van Rechtstriigern
und daran bestehende Beteiligungen', Der Betneb, beilage no. 13/1977 at 4. Ault & Kaplan
also  suggest this approach, see 'International Developments - Another   View',   Die  Journal   of
Taxation vol. 7 no. 1, 78-88 at 81 (1980). It could, however, be argued that the status ot being
a "person" would still  have a meaning,  even  if the entity  was  not a "resident".  For  instance,  a

partnership could be considered a person acting in a contracting state as a dependant agent
(article 5(5)). Also a person, even if not a resident of one of the contracting states, may have a
permanent establishment in one of the contracting states which would result in the application
of the source  rule for interest payments (Article 11(5)). Finally, enterprises   may be related
parties if they are controlled by the same persons (Article 9(1)(b)). In addition, granting the
benefits of the S-E treaty to the entity could be considered contrary to the object and purpose of'
the   treaty   to the extent that State   E   does   not   tax the income from sources in State   S   i n    the

hands of participators that are not residents of State E.
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State P classijies E-entity as a corporation

If, however, State P were to classify the E-entity as a corporation, the S-sozirce
income would not currently be taxed by State P in the hands of P-resident
participators. State P would subject the P-resident participators to tax only on
dividend distributions of the E-entity. The "undistributed" income of the E-
entity would not be subject to double taxation (taxation by State S as well as
State P). In that event, it would not be in accordance with the object and
purpose of the S-P treaty to apply it to income of the entity attributable to the P-
participators. Several approaches to this problem can be imagined. One
approach would be simply to ignore it and treat the E-entity as a conduit for
purposes of applying the State S treaty network.
Another approach would be to treat the E-entity as a conduit and apply the S-P
treaty, provided the P-resident participators can show that they are subject to tax
in State P on the S-source income. In the event that the P-participators would
not be subject to tax in State P, it could be argued that then the S-E treaty
should be applied by State S to the S-source income of the entity to the extent
that such income is subject to tax in State E in the hands of P-resident
participators as income effectively connected to an E-permanent establishment of
the P-resident participators.    In this approach,    the unj ustified application    o f   a
treaty by State S is avoided by the requirement that the S-source incoine is
either taxed in State P (so that the S-P treaty would be applied) or taxed in State
E as income effectively connected to the E-permanent establishment of the P-
participator   (so  that   the S-E treaty would be applied). Double taxation (taxation
by State S as well as State IE) would be avoided by requiring State E to give
double taxation relief. In effect, this approach would extend the S-E treaty
benefits   to a permanent establishment situated in State   E.   Such an approach,
while not covered by the present language of the treaty, seems sound since it
can be said that, in effect, the E-entity is treated as an E-resident for purposes
of the S-E treaty because the S-source income is in effect subject to tax in State
E.

(ii)   The  allocation of profits  to  an S-permanent  establishment

When the E-entity has taken out loans to finance the business carried on through
an S-permanent establishment, the interest paid should generally be allowed as a
deduction in computing the profits allocatable to the S-permanent establishment.
An exception to this rule would be the case where the entity would have taken
out these loans from its participators. For such guaranteed interest payments, it
can be argued that they should be treated as interest effectively connected to the
S-permanent establishment of the participators63.

To summarize, both in the situation of an S-partnership / E-corporation conflict
as well as in the situation of a S-corporation / E-partnership classification
conflict, the object and purpose of the S-E treaty provides strong arguments that
when State S applies the S-E treaty that State should, for treaty purposes,
refrain from applying its domestic income attribution rules, but should instead

63 See VI.8.2.  for a more detailed analysis of guaranteed payments.
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conform itself to the income attribution rules of State E.

5.2.2. The perspective of State P: the E-P treaty

The two basic situations can be summarized as follows:

State P State E

I partnership corporation

II corporation partnership

Case t. The P-partnership / E-corporation conflict

In case I, State P classifies the entity under its domestic tax laws as a
partnership. Consequently, the partners are considered the taxpayers. State E
classifies the entity as a corporation and thus treats the P-participators as non-
resident shareholders.

Regarding the classification of the entity for treaty purposes by State P,
Debatin  has put forward an additional argument for a classification of the
entity on the basis of the laws of State E, by referring to Article 10 and Article
23 on taxation of dividends. For State P, the measures for the avoidance of
double taxation are governed by Article 23 of the treaty. There it provides that a
resident of State P can claim a tax credit or exemption for income that, in
accordance with the provisions of the convention, may be taxed in the other
Contracting State. For dividends that may be taxed in State E in accordance
with Article 10 it is provided that State P must give a tax credit. Consequently,
the classification of the entity by State P is linked to the definition of dividends
in Article 10. And Article 10, explicitly defines dividends as including "income
from [other] corporate rights which is subjected to the same taxation treatmeiit
as income from  shares  by  the  laws  of the  State  of which  the  company  making  tlie
distribution   is a resident. " Therefore, when State E treats the entity   as   a
company  and its distributions  as a dividend, the reference in Article   23   to
Article 10 implies that State P has to apply the same classification for treaty

purposes.
Based upon a classification of the entity for treaty purposes according to the tax
laws of the State in which it is organized, the entity must therefore be classified

as a "company" and as a "resident" of State E.

64 Debatin, 'Qualifikationsprobleme im Doppelbesteuerungsrecht', FinanzRundschau 493-499

(1979). A similar reasoning is followed by Piltz DIE PERSONENGESELLSCHAFTEN IM
INTERNATIONALEN STEUERRECHT DER BUNDESREPUBLIK DEUTSCHLAND  at  177
(1981) and Vogel, 'Double Tax Treaties and Their Interpretation', /nternational    Tax    &

Business  Lawyer at 76 (1986) and Selent AUSLANDISCHE PERSONENGESELLSCHAFTEN
IM ERTRAG- UND VERMOGENSTEUERRECHT at 143-144 and at 190 (1982).

163



Again the question arises on the impact of the domestic income attribution rilles.
The mere designation of the E-entity as a company that is a resident of State E,
would have no effect on the application of the treaty by State P, if State P were
still at liberty to apply its own income attribution rules for treaty purposes.
Because then, in the view of State P, any income would be attributed to the
participators in the entity and not to the entity itself. For example, if business
activities are carried on through a permanent establishment in State E, such
permanent establishment would be attributed to the participators in the E-entity.
Again therefore, while both State E and State P would recognize that the E-
entity is a company and a resident of State E, application of the domestic
income attribution rules would still result in a diverging application of the treaty
by both Contracting States. In order to prevent such a diverging application of
the treaty, it can again be argued that State P should not only recognize the E-
entity as a company and a resident of State E, but State P should then
consistently apply the treaty and attribute the income, for treaty purposes, to the
entity and not to the participators. In other words, when intepreting the terms
business carried on by or income paid  to  or   derived   by, the context of the treaty
provisions requires that these terms be interpreted consistently with the rule that
the E-entity is a company and a resident of State E. Therefore, the income
attribution rules of State E should also be applied by State P for purposes of the
treaty.

This would mean that the income of the entity is taxable only in State E, unless
it can be allocated to a permanent establishment in State P. In addition, the P-
participators can only be taxed by State P once the entity distributes its income
as  a dividend.

No exemption with progression

From this rule, two additional consequences follow. First, if the entity realizes a
profit, the income of the foreign entity cannot be included in the taxable incofiie
of the participator in State P for purposes of determining the rate of tax levied
on other income of the participator, unless the entity makes a dividend
distribution65. In other words, State P would not provide for double taxation
relief through an exemption with progression, but would need to give a full
exemption66. This argument is based   on the wording of Article 23, where   it
states that the method of exemption with progression applies to income that is
derived by a resident of a Contracting State (State P) and that, in accordance
with the provisions of the convention is exempt from tax in that State. Under
the treaty, however, is cannot be said that the P-resident participator derives the
income. The P-resident participator only derives income once a distribution is
made by the entity.

65 Also Vogel, 'Double Tax Treaties and Their Interpretation', International Tar & Business
Lawyer at 77 (1986).

66 See commentary to Article 23A section 20.
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No deduction of losses

Secondly, losses of the entity appear not to be deductible for the P-resident
participator. Assuming that State P taxes the participator on his worldwide
income, such a loss would quite likely be deductible according to the domestic
tax   laws of State P. However, since, according   to the treaty, the profits   of   the
entity are taxable only in State E, they are taken out of the tax base in State P.
Likewise losses would thus be taken out of the tax base in State P. In the case
of losses, the treaty would thus in effect have a negative impact on the position
of the participator in State P as compared to a situation where no treaty would
be applicable67.

Case II: The P-corporation / E-partnership conflict

In case II, State P classifies the entity as a corporation under its domestic laws,
and consequently it will treat the participators as shareholders in a foreign
company. State E treats the entity as a partnership and consequently considers
the participators as the taxpayers.
For treaty purposes, the entity is a person (body of persons) but not a resident
since it is not treated as a taxable unit in State E. Likewise, distributions by the
entity could not be classified as dividends since they are not treated as dividends
in State E. For treaty purposes, State E will attribute the income to the
participators.

Application of the attribution rule by State E

Therefore, the participators may claim the benefits of the P-E treaty. If the
entity is carrying on a business, classification of the entity as a partnership on
the basis of the tax laws of State E will result in an imputation of the business
of the entity to the participators. For treaty purposes, the business· is considered
to be carried on by the participators. The business income is therefore taxable
only in State P, unless the activities in State E constitute a permanent
establishment. If that is the case, the permanent establishment will be imputed to
each of the participators.

Application of the attribution rule  by State P

State P, however, classifies the participators in the E-entity as shareholders. It
will not tax the income in the hands of the P-resident participators, unless a
dividend distribution can be construed under the tax laws of State P. For the ap-
plication of the treaty by State P, the main issue is the avoidance of double
taxation under Article 23 of the treaty. If the income attribution rules as applied
by State E are also applied by State P for treaty purposes, the income will be
considered for treaty purposes as derived by the P-participators. State P is
required to provide for double taxation relief within the limits provided in

67 Such a result has been accepted in the Netherlands, see Hoge Raad March 12 1980, BNB
1980/170. See Van Raad & De Hosson, 'Nederlandse woonplaatsficties in internationaal
perspectief, Weekblad voor Fis-caal Recht 5462, 802-820 at 811  (1980).
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Article 23.

As long as no dividend distribution can be construed under the tax laws of State
P, it will not subject the income to tax in the hands of the P-resident
participators. In that case, State P indeed provides double taxation relief well
within the limits of Article 23.

Once a dividend distribution is construed under the tax laws of State P, it can
again be argued that the income attribution rules should, for treaty purposes, be
applied consistently   with the classification   o f the entity under the treaty.    Th i s
would mean that the distributed income of the entity should, for purposes of
application of the treaty by State P, be classified as business profits from a
permanent establishment in State E. For these business profits, State P should
then provide double taxation relief within the limits of Article 2368. The
income would thus be either exempt under the method of exemption with
progression or a tax credit should be available. With regard to the tax credit,
there will, however, generally be a timing difference in that the foreign taxes
are payable at a time that, under the tax laws of State P, the P-resident
participator does not derive any income from the entity. Under the tax laws of
State P, the P-participator must recognize income when a dividend distrib„ tio n
can be construed. The foreign taxes will generally, however, have been paid by
the P-participator in tax years preceding the recognition of income under the tax
laws of State P. The effective use of any foreign tax credit, for foreign taxes
paid by the P-participator, will therefore depend on whether, under the tax laws
of State P, the participator recognizes the foreign income at a time, within the
carry forward period for foreign tax credits.

5.2.3. Special case: P-source income of the entity

Difficult questions may arise should the entity earn income from sources    i n
State P. Again, the situations that can occur can be summarized as the P-
partnership / E-corporation conflict and the P-corporation / E-partnership
conflict.

The P-partnership / E-corporation conflict

When the entity is considered a partnership by State P and a corporation by
State E, then the entity is classified as a company and a resident of State E.
Business profits of the entity may thus be taxed only in State P to the extent that
they can be allocated to a permanent establishment of the entity in State P.
Under its domestic laws, State P considers the participators as the taxpayers. TO
the extent the income of the entity can be allocated to a permanent establishment
in State P, the income may be taxed by State P. State P will, however, tax these
profits in the hands of the participators. Consequently, in order for State P to

68 Likewise Debatin, 'Qualifikationsprobleme im Doppelbesteuerungsrecht, FinanzRundschau 493-
499 at 498 (1979) and Piltz, DIE PERSONENGESELLSCHAFTEN IM
INTERNATIONALEN STEUERRECHT DER BUNDESREPUBLIK DEUTSCHLAND  at  185
(1981).
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tax the profits allocatable to the P-permanent establishment in the hands of the
participators, a separate allocation has to be made of the profit share of each of
the participators that can be allocated to the P-permanent establishment of tile
entity.

When the entity receives dividends, interest and royalties from sources in State

P, it may claim the benefits of the P-E treaty. State P may subject this income
to a limited rate of tax under Articles 10, 11 and 12. To the extent that State P
does not subject outgoing interest and royalty payments to a withholding tax at
source, it would still be entitled to subject the resident and non-resident
participators to income or co,porate tax at the maximum rate of tax specified iii
Articles 11 and 12. These Articles do not require that the tax to be levied by tile
source State  (in this case State P),  be a withholding  tax. For instance, Article  11

provides that the interest "may also be taxed in the Contracting State in which it
arises and according to the laws of that State". Consequently, State P may

subject its resident participators to income tax (or corporate tax in the case of a
corporate participator), albeit    at the maximum rate provided    for    in    the    E-P
treaty69

The P-corporation / E-partnership conflict

The situation in which State P treats the entity as a corporation and State E
treats the entity  as a partnership  is an intricate  one. The entity cannot  then  claim
the benefits of the P-E treaty, since it is not a resident of State E. For treaty
purposes, the participators are the ones considered as carrying on the business.
Consequently, State P may tax the profits of the business, since, for treaty
purposes, the business is considered to be carried on by residents of State P.
State P must provide for double taxation relief to the extent that the business

profits can be allocated to a permanent establishment in State E. Under its
domestic laws, State P classifies the entity    as a foreign corporation. Conse-
quently, profits from the business will only be taxed in the hands of the
participators if a distribution can be construed under the domestic tax laws of
State P. This would mean that a deferral of taxation arises for that part of the
income  of the entity   that  is not allocatable  to a permanent establishment in State
E. See the following example:

Example VI-5: Bonds and securities    that   are   held    by the entity    will    only    be
allocatable    to the permanent establishment in State    E    if   they are effecti vel y
connected to such permanent establishment. This will be determined by applying
an asset use test or a business activities test70 Should these bonds and
securities be held as a passive investment by the entity, they will, from State
E's perspective, quite likely be allocated to the head office in State P. From
State P's perspective, however, the bonds and securities will be considered
assets of a foreign corporation. Gross income from the bonds and securities

69 This  reasoning was upheld by the Netherlands  Hoge  Raad  in the decision of October  11,  1978
BNB 1978/300.

70 See IV.2.3.2.
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would thus be subject to a withholding tax in State P, if the income is fro m
sources in State P. State    P    will    tax the income    as a dividend    when     it     i s
distributed by the entity. Should the income be from sources in State E, the E-
State withholding rate would presumably be reduced under the P-E treaty.

The example illustrates that this conflict of entity classification can easily lead to
what could be called an allocation conflict resulting in a deferral of taxation.  In
the situation described, the passive investment income is, for treaty purposes,
allocated by State E to the head office in State P, whereas under the domestic
laws of State P, the income is attributed to a corporation of State E.

6. The interpretation of Article 10(2)(a)

Article 10(2)(a) reads (in part) as follows:

" . . .    dividends    may   also be taxed   in the Contracting State of which    the
company paying the dividends is a resident and according to the laws of that
State, but if the recipient is the beneficial owner of the dividends the tax so
charged shall not exceed:

"a) 5 percent of the gross amount of the dividends if the beneficial owner is
a company (other than a partnership) which holds directly at least 25 %
of the capital  of the company paying the dividends;..."

The 1977 OECD Commentaryn states that if a company of one State owns
directly a holding of at least 25 percent in a company of the other State, it is
reasonable that payments by the subsidiary of profits to the foreign parent
company should be taxed less heavily to avoid recurrent taxation and to
facilitate international investment. While the object and purpose of Article
10(2)(a) is therefore quite clear, the meaning of the terms a company other tha„
a pannership remains a mystery. Nor is obscurity clarified by the Commentary
to this provision: 72

"If a partnership is treated as a body corporate under the domestic laws ap-
plying to it, the two Contracting States may agree to modify subparagraph (a)
of paragraph 2 in a way to give the benefits of the reduced rate provided for
parent companies also  to such partnership...."

The obscurity of the provision can be traced back to the lack of a definition of
what a partnership is for purposes of Article 10(2)(a). Since the object and
purpose of the provision is the avoidance of recurrent taxation of dividends, it is
clear that the underlying assumption of the provision is that the dividends are
received by an entity that is treated as a taxable corporation in the State where it
is resident. Consequently, even if such entity were to be classified as a

71 Section 10 of the Commentary to Article 10.

72 Section 11 of the Commentary to Article 10.
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partnership under the civil laws of one or both Contracting States, it would still
be a resident company for tax purposes. There would therefore be no reason to
exclude such an entity from the benefits of the reduced 5 percent tax rate.
If, on the other hand, the partnership was treated as fiscally transparent in tile
Contracting State where it is organized, it would not be a resident of that State
under Article 4 of the treaty. Consequently, the partnership would not be
entitled to any benefit of the treaty.

To summarize, the terms "other than a partnership" in Article 10(2)(a) are
superfluous and confusing, and it is suggested here that it would be better to
delete these terms in that provision73.

7. Preliminary summary

The    results    of the analysis    so    far   can be summarized as follows. While    the
treaty does not contain explicit provisions on partnerships and entity
classification, a method of interpreting the treaty   has been developed that allows
for a consistent application of the treaty to partnerships and that secures
avoidance of double taxation of partnership income. The method of
interpretation is based on two principles. The first principle is that in classifying
an entity for treaty purposes, the decisive factor is the classification of the entity
according  to  the  tax  laws  of the State in which the entity is organized (State  E).
The second principle is that the attribution of income for treaty purposes may be
governed by different rules than the rules of domestic tax law of a Contracting
State. The argument was made that, on the basis of the rule that for treaty
purposes an entity should be classified according to the tax laws of the
Contracting State under whose laws it is organized, one should also consistently
apply the income attribution rules of that State in determining the taxing rights
of both Contracting States.
Consequently if State E classifies the entity as a corporation, both the source
State (State S) as well as the State of residence of a participator (State P) should
treat the entity as a corporation for purposes of applying the treaty with State E.
In   this   case, no significant difficulties in applying the treaty are found.    When
levying tax under its domestic tax laws but in accordance with the treaty
allocation rules, State S may run into practical problems arising from the need
to synchronize the profits that under Article 7 are allocatable to an S-permanent
establishment of the entity, with the S-source profits to be taxed in the hands of
the participators under its domestic tax laws.

Alternatively, if State E classifies the entity as a partnership and therefore
treats   it   as a conduit, State   S and State P should treat the entity    as    a   cond tiit
when applying the treaty with State E. From the treaty perspective, a problem

73 See also Loengard, 'Tax treaties, partnerships and partners: exploration  of a relationship',   29

Tax Lawyer 31, 31-67 at 52, who in effect concludes that the addition of the terms "other than

a partnership" is confusing and not consistent. Van Raad , RECOGNITION OF FOREIGN
ENTERPRISES AS TAXABLE ENTITIES, STUDIES ON INTERNATIONAL FISCAL LAW
19-59 (1988), at 43 concludes that if the partnership is treated as transparent, the words "other
than a partnership" are superfluous, whereas if the partnership is treated as a corporation there
is no reason for excluding such a partnership from the benefits of the 5 percent rate.
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then arises in applying the S-treaty network to an E-entity with participators iii a
third (ID State. Treating the entity as a conduit - which would result in applying
the S-P treaty to income attributable    to a P-participator - could result     in
inappropriate treaty benefits 4 if State P treats the entity as a corporation under
its domestic tax laws. The solution proposed here is that the wording of tlie
treaty be amended, so that the S-E treaty benefits are applicable to S-source
income of the entity, provided such income is either taxed in the hands of E-
residents or is treated as income effectively connected to an E-permanent
establishment.
Again for State S some practical problems may arise in synchronizing its taxing
right under Article 7 of the treaty with the taxation of the entity under its
domestic laws.

8. Guaranteed payments: qualification and allocation

8.1.  Introduction

The tax treatment of guaranteed payments requires a separate analysis. Some
countries qualify guaranteed payments received   by a resident partner   as busi ness
profits if, under the domestic classification rules, the foreign entity is classified
as a partnership75. Other countries, however, treat guaranteed payments
according to the nature of such payments, i.e. as payments made by the entity to
a person other than in his capacity as a partneriG. For example, these countries
tax interest payments by a partnership on loans provided by the partners as
interest and not as business profits. A different qualification of guaranteed
payments (qualification as business profits versus qualification according to the
nature of the payment) by two Contracting States may give rise to double
taxation or non-taxation of the guaranteed payment. Similar qualification
conflicts may arise if the State of residence of the partners (State ID classifies
the foreign entity as a partnership, whereas the State where the entity is
organized (State E) classifies the entity as a corporation; and in the reverse case,
where State P treats the foreign entity as a corporation and State E treats the
entity as a partnership.

An example of a qualification conflict can be found in the Administrative

74 If State S were to apply the S-P treaty.

75 For instance Germany, see chapter I.3.3. and the Netherlands, see chapter I.4.2. Also Austria
has such a system, see Philip, PARTNERSHIPS AND JOINT ENTERPRISES IN
INTERNATIONAL TAX LAW, STUDIES IN INTERNATIONAL FISCAL LAW LV1111 ,
General Report I.7. (1973).

76 For   instance the United States, see chapter  II.3.2.   For a general overview   on   the di fferent
systems see Philip, PARTNERSHIPS AND JOINT ENTERPRISES IN INTERNATIONAL
TAX LAW, STUDIES IN INTERNATIONAL FISCAL LAW LVIIIb, General Report (1973).
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Regulation   of the German Revenue of March 1, 198877 There it states   that
guaranteed interest payments made by a US partnership to a German partner are
treated under US tax law as interest payments that are taxable only in Germany
under the provisions of the US-German tax treaty. Under German tax law, such
a payment is treated as business profits. To avoid non-taxation of such
guaranteed interest payment75 the Regulation states that for purposes of
Germany's applying the US-German treaty, a guaranteed interest payment
should be treated as an interest payment taxable in Germany.

The following paragraphs analyze the questions that may arise when applying
the treaty to guaranteed payments. The analysis will focus on the following
three factors:

-   the qualification of the guaranteed payment;
-   the source of the guaranteed payment;
-  the question if and when a guaranteed payment is effectively connected to a

permanent establishment.

Paragraphs 8.2. and 8.3. relate to guaranteed interest payments. In paragraph

8.4., guaranteed royalty payments are examined.

8.2. Guaranteed interest payments

Regarding the taxation of guaranteed interest payments made by an entity in
State E to participators in State P, the three situations that need further analysis
can be summarized as follows:

State P State E

I. partnership partnership

II. partnership corporation

III. corporation partnership

Case I: the P-partnership / E partnership case

In case I, both State P and State E classify the entity as a partnership. For treaty
purposes and under the domestic tax laws of both States, the partners are
considered the entrepreneurs. It is assumed that the entity carries on a business

in State E, so that each of the partners is considered as carrying on a business
through a permanent establishment in State E.

77 See   Bundesminister der Finanzen, Schreiben vom 1.3.1988,   IV   CS-S 1301 USA-286/87,
published in Recht der Internationalen  Wirtschaft at 497 (1988).

78 Non-taxation would arise if, on the basis of German law, the payment would be treated as
business profits from a US permanent establishment.
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Qualification of a guaranteed interest payment

In qualifying the interest payments for treaty purposes, the first question is
whether the guaranteed interest payment falls within the definition of interest in
Article 11(3), where interest is defined as:

" The term "interest" as used in this Article means income from debt claims
of every kind, whether or not secured by mortgage and whether or not
carrying a right to participate    in the debtor' s profits,    and in particular,
income from government securities and income from bonds or debentures,
including premiums and prizes attaching to such securities, bonds or
debentures. Penalty charges for late payment shall not be regarded as interest
for the purposes  of this Article."

Unlike  the 1963 model, the interest definition of Article  11   in  the 1977 model
does not contain a "catch all" clause referring to "all other income assimilated
to income from money lent by the taxation laws of the State in which the
income arises". The absence  of such a clause referring  to the domestic  tax  laws
is motivated by three considerations79:

- the present definition covers practically all the kinds of income which are
regarded as interest in the various domestic laws;

- the formula employed offers greater security from the legal standpoint and
ensures that conventions would be unaffected by future changes in any
country's domestic laws;

-  in the Model Convention, references to domestic laws should be avoided as
far as possible.

Nevertheless, the Commentary states that in their bilateral relations, Contracting
States may widen the formula employed, so as to include in it any income which
is taxed as interest under either of their domestic laws, but which is not covered
by the definition.

The present definition should therefore be interpreted autonomously, without
using interpretations based on the domestic tax laws of the Contracting States
and under the assumption that it is intended to cover practically all kinds of
income that are considered interest under the various domestic laws.

For a guaranteed interest payment  to fall within the range of Article  11,  it  must
meet two requirements:
(i)       it must be income from a debt claim of any kind (qualification) and
(ii)   it must arise in one Contracting State and be paid to a resident of the

other Contracting State (source);

79 Commentary to Article 11 section 19.
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(i)    Income from a debt claim

The first question is whether the guaranteed interest payment falls within the
definition of "income   from   a debt claim of every    kind". The question    is
therefore whether the loan between the partner and the partnership can be
qualified as a debt claim. This is in essence a question of (international) civil
law. In general, loans between a partner and the partnership are recognized as
valid debt claims under civil law. In such cases, a guaranteed interest payment
should be qualified as income from a debt claimm. Reference to the domestic
tax laws of the Contracting States81 must be considered inappropriate, since the
Commentary explicitly states that a provision referring to the tax laws of the
State where the income arises has been deliberately deleted. The intended
autonomous definition of interest in Article 11(3) should not therefore   be
interpreted on the basis of domestic tax laws of the Contracting States.

Moreover, this line of reasoning can clearly be based on the difference in the
definitions of interest  in  the  1963  and 1977 Models. While Article  11(3)  of the
1963 Model explicitly includes in the term interest other income assimilated to

income from money lent by the taxation law of the source State, this provision
is deleted in the 1977 Model.

The argument that is made here is that for the qualification of a guaranteed
interest payment, the treatment of such payments under civil law of State E
should be decisive. And as a general rule, civil law recognizes loans between a
partner and the partnership as valid debt claims, which in effect implies an
entity approach to the partnership in qualifying guaranteed interest payments.

(ii)  Determining the source of a guaranteed interest payment

The second question is the source of the interest payment. Article 11(5) contains
the treaty rules for determining the source of interest payments. In the first
place, the residence of the payer determines the source of the interest. The
second sentence, however, contains an exception to this rule. When the person,
paying the interest, whether he is a resident of a Contracting State or not, has
in a Contracting State a permanent establishment in connection with which the
indebtedness on which the interest is paid was incurred, and such interest is
borne by such permanent establishment, then such interest shall be deemed to
arise in the State in which the permanent establishment is situated. Although this
exception    to the general rule appears    to be intended    to    give the Contracting
State where a permanent establishment is located a limited right to levy tax on
interest paid on debt connected with such permanent establishment (which in all
likelihood has resulted in a deduction from the profits allocatable to the
permanent establishment), nothing in the language of the clause prevents

80 Also Vogel refers to civil     law in determining the debtor, see Vogel, DOPPEL-
BESTEUERUNGSABKOMMEN at 714 (1983).

81 Such reference could be based on Article 3(2), where  it is provided  that  any  term  not  defined
in the treaty (i.e. income from a debt claim) shall, unless the context otherwise requires, have
the meaning which it has under the law of that State concerning the taxes to which the treaty

applies.
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treatment of the partnership as the person paying the interests2.

The partnership as  the payer of the interest

As a  "body of persons", the partnership qualifies  as a "person".  It is irrelevant
that the partnership is not a resident of State E, since it is not treated as a
taxable unit under the domestic tax laws of State E, because of the explicit
Statement in Article 11(5) "whether he (the person) is a resident of a Contrac-
ting  State  or  not". In addition, the partnership could be considered as having  a
permanent establishment in State E, since the provision merely refers to a per-
manent establishment which Article 5 defines as a fixed place of business
through which the business of "an enterprise" is carried on. According to Ward
et  al., it might be questioned whether a partnership  that  is not treated  as  a
taxable entity can be considered as having a permanent establishment83. They
argue that the definition of permanent establishment in Article 5(1) as "a fixed
place of business through which the business of an enterprise is carried on"
presumably must be read as "a fixed place of business through which the
business of an enterprise of a Contracting State is carried on". And since "an
enterprise of a Contracting State" is defined in Article 3(1)(c) as an enterprise
carried  on  "by a resident of a Contracting   State",   a  partnership   could   not   be
considered as having a permanent establishment, because a partnership would
not    be a resident    of a Contracting State. This reasoning     can be rejected,
however, on the basis of the aforementioned grounds that i) the definition of
permanent establishment in Article 5(1) does not contain the addition that the
enterprise must be carried on by a resident of a Contracting State, but merely
refers  to a fixed place of business  of an enterprise  and ii) Article 11(5) explicitly
refers to a person, whether a resident or not, having a permanent establishment
in  a Contracting State, thus explicitly recognizing the possibility  o f a person,   not
being a resident, having a permanent establishment in a Contracting State.

In order for the interest to be considered as arising from State E, the debt claim
must have a sufficient economic link with State E. The loan must be contracted
for the requirements of the permanent establishment and the interest must be
borne by that permanent establishment. If the funds obtained under the loan are
used in the business of the partnership that is carried on through its E-perinanent
establishment, the debt claim must be considered to be connected to the
permanent establishment. Furthermore, the interest must be borne by the
permanent establishment. In the Commentary, examples are given of cases in
which the interest is considered to be borne by the permanent establishment. If
the management of the permanent establishment has contracted a loan which it
uses for the specific requirements of the permanent establishment and it shows
the loan among the liabilities and it pays the interest directly to the creditor, tile
interest is borne by the permanent establishment.

82 This issue appears to be overlooked by Diehl, 'Qualifikationskonflikte im Aussensteuerrecht',
FinanzRundrchau 517-526 at 522 (1978).

83 Ward et al. 'The other income article of income tax treaties', Bulletin for Internanonal Fiscal
Documentation 409-424 (1990) at 418.
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If   it is established    that the requirements of Article    11(5)    are   all    met,    the
guaranteed interest payment is qualified as an interest payment arising in State E
and paid to a resident of State P.

The argument that is made here is therefore an entity approach for determining
the source of a guaranteed interest payment. If there is a clear-cut connection
between the loan taken up from the partners and the business carried on through
an E-permanent establishment of the partnership, then the partnership should be
treated as an entity in determining the source of a guaranteed interest payment
and the guaranteed payment should be treated as having an E-source. An entity
approach to determine the source of a guaranteed payment seems justified froin
a conceptual viewpoint (recognition of a valid debt claim) as well as from an
administrative viewpoint. A conduit approach would require the determination
of the portion of each interest payment to be attributed to each of the
partners84.

The commentary to Article 11(5) requires a clear-cut connection between the
debt claim (of the partnership) and the permanent establishment (of the
partnership)85. If the proceeds of the funds are used in different permanent es-
tablishments in different countries, the interest cannot be considered to be borne
by a certain permanent establishment in either Contracting State. In that case,
the interest does not arise in State E, because it is not borne by a permanent
establishment in State E and because it is not paid by a resident of State E,
since the partnership paying the interest      is     not a resident      of     S tate     E.

Consequently, the guaranteed interest payment would not fall within the range
of Article 11, because it is not interest arising in one of the Contracting States.
In that event, either Article 7 or Article 21 would govern the attribution rights
between the Contracting States for taxing the guaranteed interest payment. If
Article 7 is applied, which implies that the guaranteed payment is considered
profits from a business carried on by a resident of State P, the guaranteed
interest payment will only be taxable in State P, since it cannot be considered
effectively connected with the permanent establishment in State E86. The deter-
mination whether the guaranteed payment can be qualified as profits from a
business is determined under the domestic tax laws of the State whose taxation
is involved87. If under the domestic laws of State E or State P, the guaranteed
interest payment was not qualified as profits from a business, that State would
apply Article 21, which again would imply that the interest is taxable only iii

84 Likewise, American Law Institute, FEDERAL INCOME TAX PROJECT - INTER-
NATIONAL TAX ASPECTS at 73-74 (1987).

85 Commentary to Article  11  section  5.

86 If the debt claim was effectively connected to the E-permanent establishment, it would fall

within the range of Article  11(5)  and  have an E-source.

87
See   Article   3(2)   and the commentary to Article 3, section 4, where   it is stated   that   "the
question whether an activity is performed within the framework  of an enterprise  or is deemed
to constitute an enterprise has always been interpreted according to the provisions of the
domestic  laws  of the Contracting States. '
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State P, since the interest is not effectively connected to an E-permanent
establishmentss.

Efectively connected interest payments

If it is established that under the rules of Article  11   (5) the interest payment  has
an E-source, the third step is to determine whether the debt claim is effectively
connected with the permanent establishment of the P-participator in State E as
provided in Article 11(4).
In case of a clear-cut connection between the E-permanent establishment and the
debt claim, it is hard to imagine situations where such clear-cut connections
under Article 11(5) would not also result in an "effective connection" of the
debt   claim    with the E-permanent establishment under Article    11(4).    In    that
event, State E would be entitled to include the guaranteed interest payment in
the taxable profits of the E-permanent establishment of the partners. Under the
E-P treaty, State P should treat the guaranteed payment as effectively connected
with the E-permanent establishment of the participatorsg.
Vogelgo reaches a similar result. His reasoning is based on treating the
enterprise    of the partnership    as the enterprise    of    each    of the partners.     A
guaranteed interest payment can then be considered an interest payment by the
E-permanent establishment to the P-head office. Such an "internal" interest
payment is not deductible in computing the profits allocatable to the E-
permanent establishment under the principles of Article 79'.

Conclusion:   source depends on elTective connection with E-permanent
establishment

The analysis thus far shows that, once it is determined that a guaranteed interest
payment falls within the definition of interest under Article   11(3), the treaty
requires that the source of the interest be determined. Subsequently, an al-
location of the interest, either to the E-permanent establishment or to the P-head

88
See Article 21(2).

89
Likewise, Vogel argues  that the connection that Article 11(5) requires between  the   permaneiit
establishment and the debt claim is similar to the question whether the interest is effectively
connected   with the permanent establishment as required by Article 11(4), DOPPELBE-
STEUERUNGSABKOMMEN at 715 (1983). Piltz, however, denies the possibility that the
debt claim would be effectively connected with the E-permanent establishment, since the
guaranteed payment is not received by the E-entity and is thus not received by the E-permanent
establishment, see Piltz at 174. Also Selent implicitly assumes that a guaranteed interest
payment cannot be considered to be effectively connected with the E-permanent establishment
of the participators for purposes of the E-P treaty, see Selent at  193  and  311-314.

90
VO el, 'Double Tax Treaties and Their Interpretation', 77:e /nternadonal Tar and Business
Lawyer Vol.  4: 1  at  77-78  (1986).

91 It could, however, be argued that under a conduit approach, a guaranteed interest payment to
one of the partners might be considered to be effectively borne and thus paid by the other
partners to the extent their profit shares are accordingly reduced. Consequently, such a
payment to a P-participator could not be treated as an 'internal" payment by the permanent
establishment to its head office to the extent that it is borne by the other partners.
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office (see Article 7(7)) must be made. The source of a guaranteed interest

payment is determined under the rules  laid  down in Article  11(5). The allocation
is governed by the rules laid down in Article 11(4), the key issue being whether
the debt claim is effectively connected with the E-permanent establishment of
the partner. A qualdication of the guaranteed interest payment on the basis of
the domestic tax laws of State P or State E can therefore play a role only if the
guaranteed payment    does    not fall within the range of Article    1 1.    This

qualification under the domestic tax laws would, however, be irrelevant for
purposes of applying the treaty, since the payment would be taxable only in the
residence State  of the recipient under either Article  7 or Article  21.
In this approach, double taxation  of a guaranteed interest payment cannot occur.
Non-taxation of the guaranteed interest payment can occur if State P grants
double taxation relief through the exemption method and if from a treaty
perspective, the interest payment is effectively connected with the E-permanent
establishment, but where under the domestic tax laws of State E, the guaranteed
interest payment would be deductible in computing the profits allocatable to the
E-permanent establishment .
The basis of the reasoning is that in qualifying guaranteed interest payments and
in sourcing guaranteed interest payments, the partnership is treated   as   an   enti ty.
Treatment of the partnership as an entity in this respect is justified, because of
the  reliance  of the definition of interest in Article   11(3)  on the existance   of  a
valid debt claim under civil law and because of the sheer number of unsolvable
practical problems if a conduit approach is followed.

Case 11: The P-partnership / E-corporation conflict

In case II, State P classifies the foreign entity as a partnership, whereas State E
classifies the entity as a corporation. Under the treaty, the entity is a company
and a resident of State E. The interest paid by the entity to the P-partner falls
within the range of Article 11, since  it is interest  paid  by a resident of State  E
to a resident of State P. Again, for the qualification of the payment, the
autonomous definition of Article 11 requires qualification of the guaranteed
interest payment as interest, because the payment is made on a valid debt claim.
Since the payment is made by an E-resident company, the interest clearly has an
E-source. Since for treaty purposes, the partners of State P are considered
shareholders in a company that is a resident of State E, the question cannot arise
of allocation of the payment to a permanent establishment in State E under
Article 11(4). Again, applying  the tax treaty, double taxation and non-taxation
of the guaranteed interest payment cannot occur. State E may levy a 10 percent
tax on the gross amount and State P has to grant double taxation relief for the
E-tax so levied.

92 See chapters IV.2.4.2. and IV.2.4.3. for the tax treatment of a guaranteed payment made by a
US partnership to a foreign partner.

177



Case III: The P-corporation / E-partnership conflict

Case III differs little in its result from case I. For treaty purposes, the entity is a
person, but not a resident. The participators are considered the taxpayers
carrying on a business through a permanent establishment in State E. If the debt
claim is effectively connected with the E-permanent establishment, the
guaranteed interest payment is classified as interest arising in State E and
effectively connected with the E-permanent establishment. Such interest is
therefore taxable in State E under Article 11(4) and Article 7 as profits
allocatable to the E-permanent establishment. This result in applying the treaty
will not be altered if State E allows the guaranteed interest payment as a
deductible item under its domestic tax laws9'.
If the debt claim is not effectively connected with the E-permanent
establishment, the guaranteed interest payment is taxable only in State P under
Article 7 or Article 21 of the treaty.

To summarize, the conclusion that is reached in the analysis is that double
taxation of guaranteed interest payments may be avoided by applying the
autonomuous definition of interest as contained in Article   11(3). This would
mean that as long as loans between the partnership and its partners are treated
as valid debt claims under civil law, the guaranteed interest payments are
qualified as interest under Article 11(3). Furthermore, the conclusion is based
on treating the partnership as an entity when determining the source of a
guaranteed interest payment. The language of the treaty provisions allows for
such reasoning. If the interest payment is effectively connected with an E-
permanent establishment, the interest payment is treated as an interest payment
having its source in State E and effectively connected with the E-permanent
establishment of the participator.

The reasoning that has been developed here is implicitly found in a decision of
the German Bundesfinanzhof  on  May   19,   1989.   In  that  case, a German   (fi rst
tier) limited partnership participated as a limited partner in a (second tier) US
limited partnership. Apparently, the German partnership did not have business
operations of its own, except for the participation in the US limited partnership.
The business of the US limited partnership was carried on in the US. The BFH
argued that the US permanent establishment of the second-tier partnership
should be attributed to the first-tier partnership and therefore also to the
participators in the first-tier partnership. Consequently, it was held that it could
be argued that the guaranteed payment made by the first-tier partnership to tile

93 Debatin argues that the treatment of the guaranteed interest payment by State P (in his exainple,
Germany) should depend on the question whether State E allows the guaranteed payment as a
deduction in computing the profits allocable to the E-permanent establishment of the P-
participator. If State E allows the payment as a deduction, State P should tax the guaratiteect
payment  in the hands  of the participator under article  11(1). If State E includes  the  guaranteed
payment in the profits allocable to the E-permanent establishment, State P should follow this
treatment by including the guaranteed payment in the (exempO profits allocable to the E-per-
manent establishment, see Debatin, 'Aussensteuerrechtliche und international rechtliche
Behandlung von Rechtstragern und daran bestehende Beteiligungen', Der Betrieb, beilage
13/77, 1-8 at 8 (197D. Likewise Piltz at 185.
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participators had a US source and moreover was effectively connected with the
US permanent establishmentgi.

8.3. Guaranteed interest payments in a triangular situation

Complex issues may arise when guaranteed interest payments are made in
triangular situations. The situation to be examined here is the case where an E-
entity    has a permanent establishment in State   S and participators resident    i n
State P. If the funds taken out as a loan from the P-participators are used to
finance the business of the S-permanent establishment, State S could treat a
guaranteed interest payment made by the entity to a P-participator as being
connected        with the S-permanent establishment under Article         11(5)
Consequently, State S will consider the guaranteed interest payment as having
an S-source, regardless of whether the entity is classified under its domestic
laws as a partnership or as a corporation. This could give rise to double taxation
of the interest payment, if State  E  were to classify the entity  as a corporation.
Under the E-P treaty, State E would consider itself as the source State of the
interest payment, since the interest is paid by a resident of State E. Thus State E
would tax the interest payment as well, albeit at a 10 percent rate. Double
taxation of the interest payment should be avoided by tax credits given by State
P to the participators under the E-P treaty and under the S-P treaty. There is,
however, a significant risk that double taxation will not be entirely avoided.
This risk of double taxation is explicitly recognized in the commentary to
Article    11(5)   and   it   must be noted   here that double taxation may   res£Ilt,
regardless of the classification of the E-entity as a partnership or as a
corporation under the laws of State S. This double taxation in effect results from
the source rules of Article 11(5). A solution to the problem of double taxation is
given in the Commentary to the treatygs. It is suggested that the second
sentence of Article  11(5) be amended  in the following  way:

"
Where, however, the person paying the interest, whether he is a resident or

not, has in a State other than that of which he is a resident a permanent

establishment or fixed base in connection with which the indebtedness on
which the interest  is  paid was incurred,  and such interest is borne  by  such
permanent establishment or fixed base, then such interest shall be deemed to
arise in the State in which the permanent establishment or fixed base is
situated. "

By amending Article  11(5)  of the E-P treaty in  this way, State E can no longer
consider itself as the State in which the interest arises, since the amended
version designates State S as the source State. Consequently, the E-P treaty
would prohibit State E from taxing the interest payment made by the E-entity to

94
Bundesfinanzhof   May 19, 1987 BStBl II 5-10 (1988), see Kuspert, 'Sondervergittungen
inliindischer  Personengesellschafter  nach  dem DBA-USA', Recht der internationalen Wirtrchaft
461468 (1988).

95 Commentary to Article 11 section  28.

179



the P-participatorsg6.

The S-pannership / P-corporation conjlict

This amendment, however, does not provide a solution to the presumably more
serious problem of taxation Of the interest payment by State S as well as State P
in the case where State P classifies the entity as a corporation and State S clas-
sifies the entity as a partnership. In that event State P would give double
taxation relief under the S-P treaty by granting a tax credit for the 10 percent
tax to be levied by State S. State S, however, would treat the interest payment
as interest effectively connected to the S-permanent establishment of the P-
participator. The effective tax rate in State S could therefore significantly exceed
the 10 percent rate for which State P would give a credit.

Two approaches to this problem can be imagined. Contracting States may
suppose that such cases will rarely occur in practice and that therefore specific
provisions    in the treaty dealing    with this problem    are not necessary.     I f    the
situation did occur, double taxation arising from it could be made subject to a
mutual agreement procedure between the competent authorities of State S and
State P. It is, however, also imaginable that the language of the treaty could be
amended,  so that double taxation is eliminated  from the outset.   In this approach,
the wording of Article 11(4) could be extended, so that, in the S-partnership/P-
corporation classification conflict, State S would limit its tax to 10 percent under
Article   11(2)  of  the S-P treaty.   Such a solution is preferable   from a practical
viewpoint to introducing for State P the obligation to treat the interest received
by the P-participator as being effectively connected      to an S-permanen t
establishment of the P-participator, since this would imply a major deviation
from principles of double taxation relief as applicable in State P. The actual

wording of such an amendment would, however, be complex and could be
included in the protocol to the treaty. The provision could read as follows:

"Where, however, the recipient of interest arising in one of the Contracting
States is a resident of the other Contracting State and the interest is
considered effectively connected with a permanent establishment of the
recipient in the first mentioned Contracting State by that first mentioned
Contracting State, but where that permanent establishment is attributed by the
other Contracting State to a person other than the recipient of the interest, the
provisions of Article 7 or Article 14 shall not apply. In such a case the
provisions of Article 11 paragraphs  1  and 2 shall apply. "

By limiting the amendment to the situation where the S-permanent establishment
is attributed by State P to a person other than the recipient of the interest, the
proposed amendment is only effective in the situation of the S-partnership / P-
corporation classification conflict. By including such a provision in the S-P

96 If the treaty between State S and State E contains a provision similar to the present Article
11(5), double taxation  by both State  S and State E would  not be avoided, as suggested  by  the
commentary to Article 11 in section 28, since State E could consider the S-E treaty (or Article
11 of that treaty) inapplicable to an interest payment made by the E-entity to a P-participator.
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treaty, the interest  paid  by the E-entity is subject  to a maximum 10 percent  rate
of tax in State S. The combined result of the proposed amendments is that the
interest is taxable in State P, which State has to provide for a tax credit for the
10 percent tax that may be levied by State S.

8.4. Guaranteed royalty payments

No   treaty   source   rule  for   royalties?

The treaty rules for taxing royalties deviate from those for taxing interest  i n   that
royalties are taxable only in the residence State, unless the tangible or intangible
property is effectively connected with a permanent establishment in the source
State. Article 12, however, does not contain a rule for determining the source of
a royalty payment similar to that of Article 11(5) for interest payments97. It
merely refers to royalties arising in a Contracting State. The Commentary does
not refer to the absence of a royalty sourcing rule. This can be explained from
the fact that the taxing right is granted to the State of residence only, So that a
sourcing rule appears to be superfluous'8. If the recipient of the royalty
payment has a permanent establishment in the other Contracting State,
paragraph 3 of Article 12 provides that then the other Contracting State may tax
the royalty payment, provided that the royalty payment arises in that State and
the right or property is effectively connected with such permanent establishment.
Consequently, in determining whether Article 12(3) is applicable, the source of
the  royalties  has  to be determined. However, in combination with Article  21,
the key test is reduced to the question whether the right or property in respect
of which the royalties are paid, is effectively connected with a permanent
establishment in one of the Contracting States, regardless the source of the
royalty payment. Under Article 12(3), royalty payments arising in a Contracting
State and effectively connected with a permanent establishment in that State may
be taxed in that State. Article 21(2) leads to the same result for royalty
payments arising in the other Contracting State and royalty payments arising in
a third State. Therefore, either the right or property is effectively connected
with a permanent establishment in a Contracting State, in which case that State
may tax the royalty payments, or the right or property is not effectively
connected with a permanent establishment in a Contracting State, in which case
the State of residence of the recipient may tax the royalty payment.

Qualijication of guaranteed royalty payments

The term royalty is further defined in paragraph 2 of Article 12. There, no
reference is made to the domestic laws of the Contracting States, but an
autonomous definition is given. Consequently, no room is left for interpretation

97 Belgium has therefore made a reservation to the article so as to apply a rule similar to that of'
Article  11(5)  for sourcing royalty payments, see commentary Article 12 section 32.

98 Under the 1980 model treaty of the United Nations, the source State is granted a limited right
of tax and therefore a sourcing rule for royalty payments is included. This sourcing rule is
similar to Article  11(5)  of the treaty.
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on the basis Of the domestic tax laws of the Contracting States. Qualification of'
a guaranteed royalty payment for treaty purposes as something other than a
royalty payment, on the basis of the domestic tax laws of one of the Contracting
States is therefore not possiblee.

Basically, the reasoning developed above for guaranteed interest payments can
also be applied to guaranteed royalty payments. This would mean that a
payment that would fall within the range of the definition of royalties in Article
12(2) will be qualified as a royalty by the Contracting States. Furthermore, in
determining the source of the guaranteed royalty payment, the partnership is
considered the payor. This results in the royalty payment being taxable only in
the residence State of the recipient, unless the tangible or intangible property for
which the royalty is paid is effectively connected with a permanent
establishment in the other Contracting State. In that event, the source State may
tax the guaranteed royalty payment as business profits and the residence State
must give double taxation relief for profits allocatable to the foreign permanent
establishment of the taxpayer.
In such an approach, double taxation of a guaranteed royalty payment cannot
arise. Non-taxation may arise if a royalty payment is made that, under treaty
principles, is effectively connected with the E-permanent establishment but that
is allowed as a deductible item in computing the profits allocatable to the
permanent establishment under State E's domestic tax laws.

Triangular situations

The situation that will give rise to special problems is again the triangular S-
partnership / P-corporation classification conflict, where the guaranteed royalty
payment is effectively connected with the S-permanent establishment of the E-
entityxoo.

In that event, State S will subject the guaranteed royalty payment to tax as
business profits effectively connected to the S-permanent establishment of the P-
participators. State P will also subject the royalty payment to tax in the hands of
the P-participator without granting double taxation relief for the S-tax, since,
from the perspective of State P, the P-resident participator is a shareholder in an
E-corporation.
The solutions suggested to solve this problem for guaranteed interest payments
can also be applied here for guaranteed royalty payments.

99
Nevertheless, qualification conflicts may arise because of a different interpretation of the treaty
definitions, see Vogel, 'Double Tax Treaties and Their Interpretation', 77;e International Tax
and Business Lawyer, Vol. 4:1 at 65 (1986).

100 See the previous paragraph.
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9. Avoidance of double taxation: summary and some final issues

9.1. The perspective of State  S

When State E classifies the entity as a corporation and State S classifies the
entity as a partnership, the conclusion was reached that the entity may claim the
benefits of the S-E treaty. Business profits of the entity are not taxable in State
S, unless they can be attributed to a permanent establishment in State S. If such
permanent establishment exists, the profits allocatable to the permanent
establishment may be taxed by State S in the hands of the participators,
regardless of their residence.
With regard to dividends, interest and royalties from State S, the entity may
also   claim the benefits   of  the S-E treaty. The reduction   o f the withholding   tax
on dividends to 5 percent if the recipient is a company (other than a partnership)
directly holding a 25 percent interest in the paying corporation would not apply
if the entity is considered a partnership under the civil law of State E. However,
a justification for this rule has not been found and therefore it is proposed that
the wording "other than a partnership" be deleted.
With   regard to participators   that are residents   of a third State (State   P),   the
question arises whether they may claim the benefits of the S-P treaty should this
treaty be more beneficia1101. As a general rule, it is accepted that a tax treaty
between State S and State E cannot have any influence on the relationships
between State S and any third State. Each bilateral tax treaty applies only in the
bilateral relations    of the Contracting States. Therefore,    the S-E treaty    can not
alter the application of the S-P treaty in any way. Consequently, a participator
that is a resident of State P would be entitled to the benefits of the S-P treaty in
the event that such treaty would provide for more beneficial treatment in State
st02. The question is, however, whether the S-P treaty would also be
applicable if State P were to classify the entity as a corporation and thus not tax
the income from State S currently in the hands of the participator. In other
words, would the P-State participator qualify under the S-P treaty as the
recipient of, for example, dividends or interest arising in State S? Since the terin
recipient is not a defined term, the term is to be interpreted on the basis of the
domestic tax laws of the State whose taxation is involved, in this case State
st03. Consequently, it is likely that State S will qualify the P-State participator
as the recipient of the income under the S-P treaty. An alternative approach that
is  proposed in paragraph  VI.5.2.1.   (case II) would  be to apply  the S-E treaty   in
such a case, provided that the income attributable to the P-participator is subject
to tax in State E as income effectively connected to the E-permanent establish-
ment of the P-participator. Such an approach would, however, require an
amendment of the language of the treaty.

101 Or should there be no S-E treaty in force.

102 Vogel, 'Double Tax Treaties and Their Interpretation; 77,e International Tax and Bicsiness
Lawyer, Vol. 4: 1        at       52 (1986). Also Debatin, 'Aussensteuerrechtliche /111(|

internationaIrechtliche Behandlung von Rechtstriigern und daran bestehende Beteiligungen',  Dei
Betn'eb, beilage 13/1977  at 4  (1977).  See  also Rev. Ruling  73-354,   1973  CB  435.

103
See Article 3(2) of the treaty.
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When State E classifies the entity as a partnership, it was argued that for treaty
purposes a flow through treatment should apply, even if State S classifies the
entity as a corporation. Consequently, the participators are entitled to claim the
S-P treaty benefits for income from sources in State S. This, however, does not
prevent State S from taxing the profits attributable to a permanent establishment
of the participators in the hands of the entity, since the entity is treated as a
foreign corporation under State S's domestic tax laws.
When the E-entity receives dividends from a corporation that is a resident of
State     S, the question arises     if    and     when a corporate participator    can     be
considered to directly hold at least 25 percent percent of the capital of the
paying companyto: The key issues are whether it can be said that the
corporate participators are the beneficial owners of the dividends received by the
entity and whether they hold their interest in the S-company directlyi . The
reduction of the dividend withholding tax to 5 percent is based on the argument
that such a reduction is reasonable to avoid recurrent taxation'06 and to
facilitate international investment. The object and purpose of the provisioti
would thus not be against granting the reduction of the dividend withholding tax
to 5 percent in such cases, since the corporate participator will be subject to tax
on the dividends on the basis of its domestic tax laws. A difficult issue could,
however, be to determine whether the 25 percent interest test is met at the level
of the corporate participator. According to the OECD Commentary'07, the
decisive test is whether the corporate recipient would own a 25 percent interest
in the paying corporation, computed on the basis of the par value of the total
outstanding share capital. No account need be taken of differences in voting
rights, as these relate more to the nature of the shareholders' right than to the
extent of his ownership of the capital. The OECD Commentary thus indicates
that the question is not whether the corporate recipient may exercise 25 percent
of the voting control over the paying corporation, but the whether the corporate
recipient   has   a 25 percent "economic" interest   in the paying corporation.    In
other words, the 25 percent interest test would be met, if a corporate
participator were entitled to 25 percent of the dividendstos paid by the com-
pany. Therefore, for a corporate participator, the 5 percent withholding rate
should be applied if, on the basis of the interest the partnership holds in the
paying corporation and the profit allocation rules in the partnership agreement, a
corporate participator is entitled to 25 percent of the dividends distributed by the
company. State S, however, could argue that the participators cannot be

104 For instance, in the case of a 50/50 partnership of two corporate partners, where the
partnership owns 100 percent of the share capital in a company of State S.

105 Vogel, DOPPELBESTEUERUNGSABKOMMEN at 565 argues on the basis of the decision of
the Bundesfinanzhof of April 4, 1974 Bundessteuerblatt Teil II 598-601 (1974) that the 25
percent direct shareholding requirement will not be met from the perspective of Germany as
State S if the shares are held through a partnership.

106 It being understood that recurrent taxation  at  the corporate level is addressed  here.

107
Commentary Article 10 section 15.

108 Including any distributions upon liquidation  o f the company.

184



considered to hold the interests in the S-company directly. This could be based
on the reasoning that since the treaty does not define the term directly,    its
meaning must be established under the domestic tax laws of the State applying
the treaty, unless the context otherwise requires. Under the domestic tax laws of
State S, the participators will be considered to hold the interests in the S-
company indirectly because the E-entity is classified as a corporation. Such a
reasoning is, however, rejected here with the argument that the object and
purpose of the treaty (being part of its context) requires an interpretation in line
with the abovementioned rules where the E-entity is, for treaty purposes,
classified as a fiscally transparent partnership.

9.2. The perspective of State E

When State E classifies the entity as a corporation, the question arises to what
extent State E should provide for double taxation relief for taxes levied by State
S and State P in the situation where both State S and State P classify the entity
as a partnership. It was argued that since the entity is classified as a corporation
by State E, the entity is entitled to the benefits of the S-E treaty. State S will,
however, under its domestic tax laws subject the participators to tax. The key
issue is therefore whether under Article 23 of the S-E treaty, State E is required
to provide for an exemption or tax credit for taxes levied by State S on the
participators. In other words, is State E required to provide for double taxation
relief only for taxes levied by State S on the entity (subject-identity) or is it
sufficient for the application of Article 23 that the income be subject to tax in
State S, albeit   in the hands   of the participators? Article 23 requires    that    the
entity derives income which, in accordance   with the provisions    of the treaty,
may be tared in State S. Consequently, the language of Article 23A/23B does
not contain the requirement of subject-identity. Furthermore, it can be argued
that the meaning and purpose of the treaty (the avoidance of double taxation on
income) would require merely that the income be taxable in State S for State E
to grant double taxation relief. In addition, the commentary on Article 23A
states that State E should give an exemption, whether or not the right to tax is
in effect exercised by State S, the argument being that this method is the most
practical one, since it relieves State E from undertaking investigations of the
actual taxation position in State  S.
Double taxation relief through the exemption method in this case is granted in
the Netherlands and likely also in Germany to  a resident corporation.  For109

US tax purposes, Rev. Ruling 72-197 explicitly  states  that  a  US  corporation  is
not  entitled to credit the foreign taxes  paid  by its shareholders'10.
No tax credit will be available for taxes levied by State P, since the S-E treaty
does not provide for such a credit to be granted by State E.

109 See Ebling, 'Recognition of foreign enterprises as taxable entities', 227-245 at 236, STUDIES
ON INTERNATIONAL FISCAL LAW LXma (1988).

110 Rev. Ruling 72-197, 1972-1 CB 215. The ruling furthermore states that the US shareholders
may credit the taxes paid by them within the limitations of section 904. See IV.2.4.2.
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When State E classifies the entity as a partnership and State S classifies it as a
corporation,   it is argued  that the entity cannot claim the benefits  of  the  S-E
treaty. Instead, the participators are considered the taxpayers for tax treaty
purposes. E-resident participators should be entitled to claim double taxation
relief for taxes paid by the entity in State S, since again the treaty does not
require subject-identity. The Netherlands would grant the exemption to
Netherlands resident participators for profits allocatable to the S-permanent
establishment. Germany would also grant the exemption for profits allocatable
to the S-permanent establishmentill. US individuals can claim a tax credit for
S-taxes paid by the entity in State S under sections 702(a)(6) and 901(b)(5)
IRCm. For US corporate participators, the tax credit can be based on section
702(a)(6) IRC 1,3 .

10. Summary

1.   In   analyzing the treaty   as it applies   to the taxation of partnership income,
first the situation was addressed in which both Contracting States classify the
partnership as fiscally transparent. It was argued that, in that event, based upon
the character preservation rule, the permanent establishment of the partnership
should be attributed to all partners that are considered to earn profits from a
business. It can be said that within the United States and Germany, the
attribution of the partnership's permanent establishment to the partners is tile
common system of interpretation. In the Netherlands, such an approach would
be    in    accordance    with the aggregate approach to partnership taxation.     The
difficulties of taxation of partnership income are then limited to the taxation in
triangular situations and the taxation of guaranteed payments.

2. In triangular situations (an E-partnership that receives income from State S
and that has participators in a third State P), double taxation may occur for the
P-partners that receive S-source income through the E-permanent establishment
of the partnership. Double taxation may occur if State E does not give double
taxation relief to the P-partners for the S-taxes paid on the S-source income
effectively connected to the E-permanent establishment. This problem of double
taxation can be traced back to the general rule that permanent establishments of
non-residents are not entitled to treaty benefits. It is, however, argued that
under Article   24(4)   of   the E-P treaty (non-discrimination), the P-participators
should be entitled to the unilateral measures for the avoidance of double taxation
granted by State E in the no-treaty context to residents of State E.

111 See Ebling, 'Recognition of foreign enterprises as taxable entities', 227-245  at 242, STUDI ES
ON INTERNATIONAL FISCAL LAW LXIIIa (1988).

112 See W 2.4.

113 See III.2.4.2.
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3. A second problem that may arise in the triangular situation is the problem of
the so-called sub-permanent establishment. This relates to the situation where an
E-partnership conducts part of its business in State S in such a way that the ac-
tivities in State S in themselves may constitue a permanent establishment. The
issue is then whether the E-permanent establishment of the P-partners may be
considered the head-office of the partnership's business, so as to make the S-
permanent establishment a sub-permanent establishment of the E-head office, or
whether alternatively, the P-partners are considerd to have two separate
permanent establishments, one in State E and one in State S. The issue is of
crucial importance, since, under the first approach, the profits allocatable to the
S permanent establishment would be subject to tax in State E in the hands of the
P-participators, while under the second approach, these profits (to the extent
allocatable to P-residents) would not be taxable in State E. The latter view is
advocated here. While indeed, under the character preservation rule, the
character of an item of income should be determined at the level of the
partnership, meaning an allocation of all income to the E-head office of the
partnership, such a rule must be rejected in situations like these on the basis of
the conduit approach of partnership taxation. Under the conduit approach, it can
be said that the character of an item of income is determined at the level of the
partnership, unless it would result in taxation contrary to policy considerations
that apply when taxing the partners. When taxing business profits from an
international business, it seems a sound rule to say that the permanent
establishment allocation rule is based on the notion that business profits cannot
be allocated at the same time to two separate permanent establishments of the
same taxpayer. This rule has been explicitly confirmed by the German
Bundesfinanzhof, and certain rules for determining the source of income from
personal property sales in the Internal Revenue Code of the US, combined with
Rev.  Ruling 74-63, point in the same direction.

4.    Regarding con flicts of classification    of partnerships when applying    the    tax
treaty to partnership income, the argument    was    made    that a partnership    i s    a

person for purposes of applying the treaty. Regarding the question whether a

partnership may be qualified as a company, the argument was made that the
term company refers to entities that are treated as taxable corporations. For
purposes of the treaty, it was argued that a partnership should be qualified as a
company if it is treated as a taxable corporation in the Contracting State in
which it is organized. While this treaty classification rule indeed results in an
entity being classified in the same manner by the Contracting States, the basic
problem that arises   in   case   of a classification conflict is income attribution.
Even if both Contracting States classify an entity in the same way for treaty
purposes, double taxation would still arise from the application by each State of
its own income attribution rules. It was argued, however, that the context of the
treaty provisions provides strong arguments to apply the income attribution rules
of the Contracting State in which the entity is organized. In that event,
consistency in entity classification and income attribution is achieved.
Furthermore, the treaty allocation rules will be applied by the Contracting States
in the same way so that double taxation is avoided.
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5.    The classification conflicts   that may arise were first examined    from    tlie

perspective    of the source State    (S). When State S classifies the entity    as    a
transparent partnership, while State E classifies the entity as a taxable
corporation, it is argued that the entity should be entitled to the S-E treaty
benefits for income from sources in State S. Where under the S-E treaty such

income may be taxed in State S, that State would not, however, be prevented
from taxing such income in the hands of the participators. This was based on
the general principle that the income attribution rules for purposes of the treaty
may differ from the income attribution rules under the domestic tax laws of the
Contracting States.

6.  In the situation where the source State classifies the entity  as a corporation,
while State E classifies the entity as a fiscally transparent partnership, the entity
would not be entitled to the benefits of the S-E treaty, since the entity is not a
resident of State E. In this situation it was argued that the S-E treaty benefits
should be available to E-resident participators to the extent that the S-source
income of the entity is taxable in the hands of such participators. In this
situation,    the tax consequences   for the participators   in a third State P require
special consideration. If State P classifies the entity as a fiscally transparent
partnership, application of the S-P treaty to S-source income taxable in the
hands of the P-participators is reasonable and in accordance with the object and
purpose of the S-P treaty. Should, however, State P classify the entity as a
corporation, the (undistributed) income of the entity would not be taxable at
once in the hands of the P-participators. In this case, application of the S-P
treaty would be inappropriate, since the income of the entity would not be
subject to tax in State P. The solution that is proposed here is to grant the S-P
treaty benefits if the entity is classified as a transparent partnership by State P

and, if not, to grant the S-E treaty benefits if the income is taxable in State E as
income effectively connected with an E-permanent establishment of the P-
participators.

7. As a separate issue, Article 10(2)(a) was discussed. According to this
provision, the dividend withholding tax rate for intergroup dividends is reduced
to 5 percent if the recipient of the dividend is a company, other than a
pannership, which directly holds at least 25 percent of the capital of the paying
company. It was concluded that the terms "other than a partnership" are
confusing and superfluous and therefore deletion of these terms in Article
10(2)(a) of the treaty is proposed.

8. From the perspective of the P-participators, two classification conflicts may
arise. State P may classify the E-entity as a transparent partnership, while State
E may classify the entity as a taxable corporation. In this situation, the profits
of the entity are taxable only in State E, unless the entity carries on business in
State P through a P-permanent establishment. The income of the entity may only
be taxed in the hands of the P-participators if such income is distributed as a
dividend. Two additional consequences appear to follow from the classification
conflict. Instead of an exemption with progression for the income of the entity,
the full exemption method will apply. This means that the income of the entity
may not be taken into account when determining the tax rate applicable in State
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P to the other income earned by the P-participators. Likewise, losses realized by
the entity would not be taken into account in determining the taxable income of
the P-participators.

9. The other situation of a classification conflict would be classification of the
E-entity by State P as a taxable corporation and classification by State E as a
transparent partnership. In this situation, the entity would be a person but not a
resident of State E. For treaty purposes, the income of the entity is attributed to
the participators. The income is thus taxable only in State P, unless it can be
allocated to a permanent establishment in State E. It was concluded that in this
situation, the P-participators may obtain a deferral of taxation for the
undistributed income of the entity to the extent that such income is not
allocatable to an E-permanent establishment.

10. Regarding the taxation of guaranteed interest and royalty payments, three
conclusions were reached. First, qualification of guaranteed payments as interest
or royalties should be based  on the autonomuous definitions in Articles  11  and
12. This means that a guaranteed interest or royalty payment will be recognized
as such for treaty purposes, if the contractual relationship on the basis of which
the interest or royalty payment is made is recognized as such under civil law. In
determining the source of a guaranteed payment, it was argued that, the
partnership making the payment should, since it is a person for treaty purposes,
be treated as an entity. In effect this means that the source of a guaranteed
interest or royalty payment depends on whether the payment is effectively con-
nected to a permanent establishment of the partnership. If the payment is
effectively connected with a permanent establishment of the partnership, the
payment has its source in the country where the permanent establishment is
located and consequently may be taxed in that State under Article 7 of the
treaty. If the payment is not effectively connected with a permanent
establishment of the partnership, the payment is taxable only in the residence
State of the recipient/participator. These conclusions apply, regardless of the
treatment of the guaranteed payments under the domestic tax laws of the
Contracting States. Furthermore, this approach results in a clear allocation rule,
avoiding the practical difficulties of a conduit approach, where a single
guaranteed payment may have more than one source, depending on the
residence of the partners.

11. As a special situation, the taxation of guaranteed payments in triangialar
situations was examined. Reference was made to the situation where a P-
resident participator participates in an entity organized under the laws of State
E,  and  where the E-entity  has a permanent establishment in State  S.  If in such  a
fact pattern, the entity makes a guaranteed interest payment to the P-
participator, the interest payment may have a double source. Under the E-P
treaty, the interest will have an E-source if State E treats the entity as a taxable
corporation, since then the interest is paid by a resident of State E. Under the S-
P treaty (Article   11(5)), the interest  will   have an S-source  if  the   debt on which
the interest is paid is effectively connected with the S-permanent establishment
of the entity. A solution to this double source of interest is provided in the
Commentary to Article 11(5). Introduction of an additional clause in Article
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11(5) is proposed, according to which such an interest payment would have a
single source, being State S. It was concluded that this amendment may not
provide for a consistent result when State P classifies the entity as a taxable
corporation and State S classifies the entity as a transparent partnership. In such
a case, State P would give a tax credit for the 10 percent tax on the gross
interest payment, to be levied by State S, while State S would treat the interest
as effectively connected to the S-permanent establishment of the participators.
For this situation, an additional amendment of Article 11 was proposed. This
amendment in effect limits the taxation by State S to a 10 percent tax on the
gross interest payment, for which tax State P should provide a tax credit.

12. Regarding double taxation relief to be provided by State E for taxes levied
by State S, the conclusion was reached that the treaty treaty does not contain the
requirement that State S should tax the same persons as State E for the double
taxation relief in State E to apply. In other words, if State E classifies the entity
as a resident corporation, the entity should be entitled to double taxation relief
under Article 23 of the treaty, even if State S taxes the participators because it
classifies the entity as a transparent partnership. This seems to be the case in the
Netherlands and Germany. The holding of Rev. Ruling 72-197 denying the
foreign tax credit to a US corporation for the S-taxes paid by the US
participators is rejected here.

In the reverse classification conflict (S-corporation/E-partnership),   it was argued
that the E-resident participators should be entitled to double taxation relief for
the S-taxes paid by the entity. In the US, the foreign tax credit is explicitly
provided for in section 702(a)(6) IRC and section 901(b)(5) IRC (for
individuals).
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CHAPTER VII

SELECTED TAX TREATIES OF THE UNITED STATES,

GERMANY AND THE NETHERLANDS

1. Introduction

This chapter analyzes some bilateral tax treaties that contain specific provisions
on partnerships and that have been concluded by the US, Germany and the
Netherlands. The focus will be on the solutions these treaties provide for the
classification problems discussed in chapter VI and for other issues that may
arise typically when applying a tax treaty to partnerships. First, the US model
tax treaty is analyzed, as it reflects the basic tax treaty position of the US and as
it contains specific provisions on partnerships. Secondly, the US - French treaty
is    examined. This treaty contains specific provisions    on the recognition    o f
special allocations of partnership profits between French and US partners. The
analysis is followed by a discussion of the 1989 German - US treaty. This treaty
provides special rules related to tax planning structures where partnerships are
used to obtain tax savings arising from the different classification of entities and
income under US and German tax law. Finally, the Netherlands - Belgian treaty
is examined. This treaty provides residence status for treaty purposes to
Netherlands partnerships that have their place of management in the Nether-
lands.

2. The US Model treaty

2.1.  Introduction

In 1977 the US Treasury published a revised US model treaty, that served as the
starting point for US treaty negotiations. The US model in form and substance
follows the 1977 OECD model to the extent consistent with US tax law and
policy. It does, however, indicate those changes and exceptions that the US
finds necessary to accommodate the OECD model to US policy considerations.
The most notable exceptions are the so-called "savings clause" and the provi-
sions on limitations of benefitst. The US model, however, also contains pro-
visions on partnerships. These will be examined next.

' Regarding the limitations on benefits, it can be said that the 1989 US - German treaty colitains
the latest position of the US in this respect.
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2.2. The residence of partnerships

The US model treaty contains two provisions on partnerships. Article 3(1)(a)
explicitly includes the partnership in the category of "persons" by stating: "the
term "person" includes an individual, a partnership, a company, an estate, a
trust, and any other body of persons". Secondly, Article 4(1)(b) provides that a
partnership can be a resident of a Contracting State. It is provided that:

"in the case of income derived or paid by a partnership [the term resident]
applies only to the extent that the income derived by such partnership is
subject to tax as the income of a resident of that State, either in its hands or
in the hands of the partners."

This provision appears to indicate  two U.S. policy considerations. Firstly,   if  an

entity is classified as a partnership by both the US and the foreign state, the
partnership will be treated as a resident for treaty purposes to the extent that its
income is taxed in the hands of resident partners. In other words, the provision
makes it clear that if, under the domestic laws of the Contracting States, a
conduit approach applies, such conduit approach also applies for treaty pur-
poses. Secondly, the provision appears to provide a solution for a specific
situation of a classification conflict. If the entity is treated as a taxable cor-
poration in its state of residence (State E), whereas the entity is classified as a
partnership by the source state, the entity will be treated as a resident of State E
for purposes of the treaty.

Thus the US model provides some guidance as to the treatment of partnerships
for treaty purposes. The provisions are, however, far from comprehensive. For
instance, Article 4(1)(b) does not indicate which country's tax laws have to be
applied in determining whether an entity is a company or a partnership2.  The
issue is similar to the one discussed in chapter VI with regard to the question
which country's tax laws have to be applied in determining whether an entity
can be classified as a company.

Example VII-l: USP is a partnership organized under the laws of a state of the
US with US resident partners. USP receives income from sources in State S.
Under the domestic classification rules of State    S,    USP is classified    as    a

corporation.

If, for purposes of applying the treaty by the State S, State S applies domestic
classification rules, the entity   is  not a partnership for treaty purposes.   The  enti ty

is, however, also not a resident corporation, since the entity itself is not subject
to tax in the US. Consequently, no treaty benefits can be claimed by USP even
if all of the partners are US residents, unless the reasoning that was developed
in chapter VI is applied here. In other words, the US model fails to define what
a partnership is for treaty purposes.

2     Likewise Pugh, 'Role of tax treaties in characterizing business organizations as partnerships cir

corporations', in REFLECTIONS OFFERTES  A PAUL SmILLE, 758-774  at  773  (1981).
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Another issue is the meaning of the words "in case of income derived or paid
by  a partnership". Presumably the words  "or  paid" are intended to provide  (in
combination with Article   11(4)  of  the US Model)   for a treaty source  rule  when
the payer is a partnership. The rule in effect provides for a conduit approach in
case of payments made by a partnership.

Example VII-2: EP is a foreign partnership, organized under the laws of State
E. EP has a US resident partner and an E-resident partner. Both partners are
entitled to the income of EP on a 50/50 basis. EP pays interest to an E-resident
bank.

Under the treaty sourcing rule, 50 percent of the interest paid by the partnership
would have a US source, and 50 percent would have an E-source, since the
income derived by EP is taxed for 50 percent in the hands of a US resident and
for 50 percent in the hands of an E-resident . In this respect, the treaty Solir-
cing rule deviates from the domestic US sourcing rule according to which the
entire interest payment would have a US source if the partnership is engaged in
a US trade or business. Although this conduit approach is consistent with the
general principles of US partnership taxation, it will not be easy to apply in
practice, in case of special allocations of partnership income, and changes of
partnership interests over time4. The provision can, however, give rise to
double taxation in case of a classification conflict. An example would be an
entity that is taxable as a corporation under the laws of State E, but that is
classified as a partnership under US tax laws. If such an entity were to have US
resident partners, interest paid by the entity would have an E-Source, since State
E   taxes the entity   as a resident corporation, although,    to the extent    that    the
income of the entity is taxable in the hands of US resident partners, income paid
by the entity would have a US source. Such double sourcing of payments could
especially arise under the so-called savings clause, see paragraph 2.3. below.

With regard to the residence of partnerships, Article 4(4) has to be addressed.
There, it is stated that where a person other than an individual or a company is
a resident of both Contracting States, the competent authorities shall endeavour
by mutual agreement to settle the question and determine the mode of ap-
plication of the convention to such person. It is not exactly clear how this
provision should be interpreted with respect to a partnership. If a partnership
were to have a dual residence, because the partnership itself was subject to tax
in both Contracting States such a partnership should be classified as a company
for purposes of the treaty. The problem of dual residence would then be solved
by the provisions applying   to dual residence companiess.    A    partnership    may,

however, have a dual residence under the provisions of Article 4(1)(b). If a
partnership were to have US resident partners and E-resident partners, such a

3    The interest would, however, be entirely US source interest if it were deducted in computing
the profits of a US permanent establishment, see Article  11(4).

4          Loengard,    'Tax treaties, partnerships and partners: exploration   of a relationship',    29    Tux

Lawyer, 31-67 at 60 (1975).

5      The same should quite likely apply to dual resident trusts and other bodies of persons.
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partnership would be a resident of the US to the extent that its income is taxed
in the hands of the US resident partners. Such a partnership, however, would
also be a resident of State E, to the extent its income is taxable in the hands of
the E-resident partners. Consequently, such a partnership would have a dual
residence. This dual residence results from the special treatment of partnerships
under the US model. On the one hand, a partnership is treated as a pass-through
entity for treaty purposes, while on the other hand the partnership is given the
status   of a resident   to the extent   that its income is taxed   in the hands   of   resi -
dents.

2.3. The savings clause

Article   1 (3)   of  the US model provides that notwithstanding any provision   of  the
convention, a Contracting State may tax its residents and citizens as if the
convention had not come into effect. This savings clause effectively means that
the US taxation of US citizens, residents and corporations is not affected by the
treaty. Consequently, the savings clause implies that, with regard to the US
taxation of US residents and citizens, the classification of the entity for treaty
purposes is not binding in taxing US participators in the entity.

Example VII-3: FE is an entity organized under the laws of State E. FE is
classified as a corporation under the laws of State E. FE has US resident
participators and E-resident participators. Under the US classification rules, the
entity is classified as a partnership.

The savings clause has the effect of allowing the US to tax the income of FE in
the hands of the US resident participators to the extent that they are entitled to
such income, whether such income is distributed or not. In other words, even if
the E-State classification of the entity as a corporation would also be considered
binding for the application of the treaty, the classification as a corporation
would have no effect on the taxation of US residents and citizens, due to the
operation of the savings clause. The savings clause can easily thus result in
double taxation to the extent that the E-entity would earn US source income,
since the US resident participators cannot claim a tax credit in the US for the E-
tax paid by the entity on the US source income.

2.4. The mutual agreement procedure

The mutual agreement procedure in the U.S. Model is worded similarly to the
mutual agreement procedure contained in the OECD model. The U.S. Model is,
however, more specific regarding paragraph (3) of Article 25 on the mutual
agreement to resolve difficulties or doubts arising as to the interpretation or
application of the treaty. In the listing of items that may be subject to a mutual
agreement procedure, the U.S. Model notably lists the "characterization of
particular items of income" and the "meaning of a term"6. Both the charac-
terization of items of income, as well as the meaning of terms, play a crucial

6    See U.S. model Articles 250)(c) and 250)(e).
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role in applying the treaty to partnerships. The specific listing of items that may
be subject to a mutual agreement procedure is apparently required because, as
compared to the competent authorities of other States, the U.S. competent
authority has significantly less flexibility under    U. S. domestic laws7. Cross-
reference to Article 25(3) is found in Article 3(2) of the US Model, stating that:

" As regards the application of this Convention by a Contracting State, any
term not defined therein shall, unless the context otherwise requires or the
competent authorities agree to a common meaning pursuant to the pro-
visions of Article 25 (Mutual Agreement Procedure), have the meaning that
it has under the laws of that State concerning the taxes to which this
Convention applies."

According to Patrick, the reference in Article 3(2) to the competent authority
procedure is intended to strengthen the position of the competent authority to
arrive at an agreement on the common use of a term of the treaty, even though
such usage may be contrary to the normal meaning of that term under domestic
laws. Two points should be noted here.

Firstly, the commentary to the OECD model notes that "depending on the law
of the Contracting States, other authorities Bike, for example, courts] have the
right to interpret international treaties and agreements as well as the competent
authority designated in the treaty, and that this is sometimes the exclusive right
of such other authorities." This statement refers   to the question whether   the
mutual agreement between the competent authorities as to the common meaning
of a term is binding for the taxpayer concerned. More specifically, the issue is
whether the mutually agreed upon meaning of a term, if it deviates from the
meaning of that term under the domestic tax laws of the State applying the
treaty, may result in an increase of the tax payable by a resident of one of the
Contracting States as compared to the tax payable if the term was interpreted on
the basis of the domestic tax laws of that Contracting State. Clearly, such a
result of the mutual agreement procedure would require a language of Article
3(2) similar to that of the U.S Model.

Secondly, it can be argued that a mutual agreement procedure establishing the
common meaning of a term or the character of an item of income forms part of
the "context" referred to in Article 3(2). This could be based on Article 31(3) of
the Vienna Convention on the Law of Treaties, stating that in interpreting a
treaty "there shall be taken into account, together with the context: (a) any
subsequent agreement between the parties regarding the interpretation of the

7  See Shannon, 'Das OECD-Musterabkommen zur Vermeidung der Doppel-besteuerung iin
Vergleich mit dem US-Musterabkommen', Recht der Internadonalen Wirtscha#, 271-283 at
282 (1986).

8          See  Patrick, 'A comparison of the United States  and OECD model income tax conventions'.   10
Law and Policy in International Business 613 (1978) at 616.
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treaty or the application of its provisions"9. A subsequent mutual agreement
could be considered as being part of the context referred to in Article 3(2) and
could therefore assist in interpreting a treaty term.
The problem with this argument is, however, whether it can be said that a
mutual agreement between the competent authorities is an agreement benveen
the panies [being the Contracting States] as referred to in the Vienna Conven-
tion. Because of the reference to the competent authorities in Article 3(2) of the
U. S    model,    it    must be assumed    that the competent authorities act under    a
delegation of the Contracting States, so that a mutual agreement between the
competent authorities as to the interpretation of a term of the treaty would be
valid and binding for other authorities, such as courts interpreting that treaty
term. But even then, it is disputed whether such a mutual agreement between
the competent authorities would in all cases be binding for taxpayers as long as
the constitutional procedures for implementing a tax treaty have not been
complied with, with respect to such a mutual agreementl:

2.5. Summary

The analysis has shown that the provisions on partnerships in the US model tend
to clarify the tax treatment of partnerships under the treaty in the case both
Contracting States treat the partnership as a conduit. In that event, the partner-
ship is also treated as a conduit for treaty purposes. The US model achieves this
result by attributing a residence to the partnership on the basis of the residence
of the partners.
This mechanism can, however, easily result in a dual residence of a partnership
albeit for different portions of its income. The dual residence of a partnership
could easily be avoided by not attributing a residence to a partnership if both
Contracting States treat the partnership as a conduit.
Furthermore, the US model requires the source state to treat a partnership as a
resident of the other Contracting State if the partnership is treated as a resident
corporation by that other state. This rule solves the E-corporation/S-partnership
classification conflict as discussed in part VI.3.2.  The US model, however,
does not provide for an explicit solution for the S-corporation/E-partnership
classification conflict.
The US model also contains a sourcing rule for payments made by a partner-
ship. Here again the provision appears to be based on a conduit treatment of
partnerships in both the US and the other Contracting State. The sourcing nile
complicates matters significantly in the case of classification conflicts and then
may result in a dual source of payments made by the partnership.
Regarding the savings clause, it could be argued that its language should be
amended with respect to US resident participators in foreign entities that are
treated as resident corporations by the foreign state, but are classified as
partnerships under US classification rules.

9       See Avery Jones et. al. 'The Interpretation of Tax Treaties with Particular Reference to Article
3(2) of the OECD Model II',  77:e British Tax Review 90-108 at 95-96 (1984).

10 For Germany see Haarman, 'The new double tax treaty between the Federal Republic of
Germany  and  the United  States of America', Intertax, 269-284 at 281 (1989).
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Finally, and presumably the most important deviation from the OECD model is
Article 3(2) of the US model. There, far reaching powers are delegated to the
competent authorities to establish binding interpretations of treaty terms. These
powers could play an important role in setting the rules for applying the treaty
to partnerships, but to date appear to have not resulted in any published state-
ments on these issues.

3. The US - French treaty

3.1. The "French"  and  the "US" corporation

The French - US treaty contains definitions of corporations that avoid the issue
of which country's laws have to be applied to determine whether an entity is
treated as corporation   for tax purposes. The treaty   uses the terms "French
corporation" and "United States corporation". The term "US corporation" is
defined asll:

"a corporation or any entity treated as a corporation for United States tax
purposes which is created or organized under the laws of the United States
or any State thereof and the District of Columbia."

Similarly the term "French corporation" is defined asur

"any body corporate or any entity which is treated as a body corporate
under French tax law which is a resident of France for French tax pur-
poses."

In effect, these definitions refer to the tax laws of the country of residence of
the entity in determining whether an entity is classified as a taxable corporation
or a transparent partnership. Residence of the entity is determined on the basis
of the domestic tax laws of the Contracting States. An entity is a resident of the
US, if it is incorporated under the laws of the US13. If such an entity is taxed
as   a corporation under   the   tax   laws   of  the   US,   then the entity   is   a   US   cor-
poration for purposes of the treaty. According to Article 3(2)(a), a US cor-
poration is a resident of the US for purposes of the treaty.
A French corporation is an entity that is treated as a French resident corporation
under the tax laws of France.

11 Article 2(1)(d)(i)

12 Article 2(1)(d)(ii).

13 Under the US tax laws, such an entity is a domestic partnership or corporation, see secticin

7701(a)(4) IRC.
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Under the French - US treaty, it is therefore clear that, for purposes of applying
the treaty for US tax purposes, an entity that is treated as a French corporation
under the tax laws of France must be treated as a French resident corporation.
For purposes of applying the treaty, such an entity cannot be classified as a
partnership by applying the US corporate characteristics test14 

3.2. Special allocations of partnership profits

3.2.1. Special allocations of business profits

The French - US treaty contains specific provisions on the tax treatment of
partnerships and partners15. These provisions relate to the allocation of busi-
ness profits and income from independent services to partners in a partnership
and to special allocations16.
Article 6 is the article on business profits and contains a wording along the lines
of the OECD model. Article 6(4) contains specific wording on the allocation of
partnership profits. It reads as follows:

"A partner shall be considered to have realized income or incurred deduc-
tions to the extent of his ratable share of profits and losses of the partner-
ship. For this purpose, the character of any item of income or deduction
accruing to a partner shall be determined as if it were realized or incurred
from the same source and in the same manner as realized or incurred by the
partnership. A partner will be considered to have realized or incurred a
proportionate share of each item of income and deduction of the partner-
ship, except to the extent that his share of the profits depends on the source
of income."

This provision basically says three things:
-  it explicitly provides for the character preservation rule for partnership

income for treaty purposes;
-  furthermore, the items of income and deductions are allocated to the

partners on the basis of their proportionate shares in the partnerships'
profits;

-   finally, it appears to say that, contrary to an allocation on the basis of the
proportionate share in the profits, an allocation of partnership profits
between the partners on the basis of the source of income may be applied.
The   article thus allows    for the special allocations of partnership i ncoine
known under US tax law17

14 Likewise, Ault & Kaplan, 'International Developments - Another View; 77:e Journal of
Taxation, Vol. 7 no. 1, 78-82 (1980).

15
Articles 6(4), 14(4) and 23(4).

16 For the concept of special allocations, see IV.2.5.

17 Section 704 IRC, see IV.2.5.
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The basic test for the acceptability of special allocations under US tax law is
that they must have substantial economic effectis. According to the last part of
Article   6(4), a special allocation   on the basis   of the source of income   will   be
recognized for treaty purposes.

To illustrate the difference between an allocation on the basis of the profit split
and an allocation on the basis of the source of income, consider the following

Example  VII-4:  USP  is a partnership organized under  the  laws  of  the  US.   USP
has a French resident partner and a US resident partner. The partnership has
offices in the US and in France. The income and expenses of the partnership in
a given year can be summarized as follows:

Source of income/ expense France US Total

income 100 300 400
expense                            50 200 250

Total                                       50 100 150

If the partnership agreement provides that the French partner and the US partner
are entitled to the partnership profits in a fixed 35:65 ratio, the French partner
is entitled to 52.5 and the US partner is entitled to 97.5.
Once the profit share of each partner is determined, the profit share has to be
split in an amount allocable to the French permanent establishment, and an
amount allocable to the US permanent establishment. The basic rule provides
that this allocation must be made on the basis of the ratio in which each partner
shares in the profits of the partnership. For the French partner, an amount of 35
percent of 50 = 17.5 is profit allocable to his French business. This amount is
therefore taxable only in France. The balance, being 35, would be profit of the
French partner allocable to his US permanent establishment. This income is
therefore taxable in the US and exempt in FranceM. Likewise, for the US
partner, an amount of 32.5 would be allocated to his French permanent es-
tablishment and the balance, being 65, is profit from his US business. This
computation can be summarized as follows:

profit allocable to France US Total

French partner 17.5                35           52.5

US partner 32.5                65           97.5

Total 50.0 100 150.0

I 8 Bell, 'International Developments - Final Regulations Restrict Allocations to Foreign Partners'.
Journal of Partnership Taxation 168, 172-175 (1986).

19
See Article 23(2).
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The   first  part   of the third sentence of Article   6(4) thus provides   that   each   item
of income and deduction is allocated to the partners on the basis of their
proportionate share in the profits.
The second part of the third sentence, however, provides that the proportionate
allocation does not apply if the share in the profits in the partnership depends on
the source of the income.

Example VII-5: Consider the partnership of example VII-4. Instead of dividing
the profits of the partnership on the basis of a fixed 35:65 ratio, the partners
agree to divide them so that 95 percent of the French source income and
deductions are allocated to the French partner and 5 percent to the US partner
and that 95 percent of the US source income and deductions are allocated to the
US partner and 5 percent to the French partner. Consequently, the result would
be as follows:

profit allocable to France US Total

French partner 47.5                           5                     52.5
US partner 2.5                           95                   97.5

Total 50.0 100 150.0

When comparing the two examples, the special allocation has the effect that the
profit allocated to the US permanent establishment of the French partner is
reduced from 35 to 5, whereas the French source profit is increased from 17.5
to 47.5. For the US partner the profit allocable to the French permanent
establishment is reduced from 32.5 to 2.5 whereas his US source profit is
increased   from   65   to 95. Furthermore,   the   tax   take   for the French   and   US
Revenues remains basically the same. The possibility for making a special
allocation therefore gives some flexibility to the partners in a US-French
partnership to optimize the split between their portion of the partnership's
domestic source income and foreign source income, while at the same time, the
total amount of French source income and US source income remains the same.

3.2.2. Income from independent services

Article 14(4), dealing with income from independent personal services reads as
follows:

"Article 6, paragraph (4), shall apply by analogy. In no event, however,
shall that provision result in France exempting under Article 23 more than
50 percent of the earned income from a partnership accruing to a resident
of France. The amount of such a partner's income which is not exempt
under Article 23 solely by reason of the preceding sentence shall reduce the
amount of partnership earned income from sources within France on which
France can tax partners  who are not residents in France."

200



Article    14(4) thus declares Article 6(4) applicable by analogy. Therefore,    for
income from independent personal services as well, the character preservation
rule is applicable for treaty purposes and each item of income or deduction is
allocated to the partners on the basis of either the pro rata share in the profits or
a special allocation related    to the source   o f the income.    For the granti ng    o f

double taxation relief to French resident partners, a reservation is made,
however, with regard to the amount of foreign source profit exempt from
French tax under Article 23 of the treaty. According to Article 14(4), not more
than 50 percent of the French partner's portion of the partnership's profits will
be considered foreign source income exempt from French taxation under Article
23. The effect    of this provision    can    best be demonstrated by referring     to

example VII-4.
In that example, the French resident partner is entitled   to   52.5   of the partner-
ship's profits, consisting of 17.5 French source profits and 35.0 US source

profits. Article 14(4) now provides that the maximum amount of exempt US
source profits  of the French partner  is 50 percent  of  52.5   ,   or 26.25. Conse-

quently, an amount of 8.75 is recharacterized from US source profit into French
source profit. The French source profit of the US partner will, according to
Article 14(4), be reduced by the same amount. For French tax purposes, the
impact of Article 14(4) can then be summarized as follows20:

source of profit France US Total

French partner 26.25 (17.5) 26.25 (35) 52.5

US partner 23.75 (32.5) 73.75 (65) 97.5

Total 50.00 (50.0) 100.00 (100) 150.0

The effect of Article 14(4) thus appears to indicate a preference for France for
collecting taxes from French resident partners instead of collecting from the US
resident partners. This preference may be explained by the operation of the
progressive rate structure of the French income tax. The assumption presumably
is that, in general, the maximum French income tax rate applicable to a French
resident partner will be higher than the maximum French income tax rate
applicable to a US resident partner, because the French resident partner is
subject to French tax on his worldwide income, whereas the US partner is only
be subject to French tax on his French source income. Consequently, by re-
sourcing part of the US source income into French source income, the increase
in revenue to be collected from the French resident partner will in general
exceed the decrease in revenue to be collected from the US resident partneb:

20 The amounts between brackets reflect the initial allocation on the basis of a 35:65 profit split.

2I In the example the re-sourcing of the amount of 8.75 results in an increase of tax at the level ot
the French partner that is equal to an amount of income of 8.75 taxed at the rate ot income tax
applicable to an income of approximately 52.5. The decrease of the tax to be collected from the
US partner can be computed as an amount of income of 8.75 taxed at a rate al,plicable to ali
income of approximately 32.5.
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The recharacterization of US source profits into French source profits will give
rise to double taxation at the level of the French partner (on the recharacterized
amount, which is 8.75 in the example) should the recharacterization not also
apply for US tax purposes. The US tax implications are governed by Article
23(4). This Article reads as follows:

"If for any taxable year, a partnership of which an individual member is a
resident of France so elects, for United States tax purposes,
(a) any income which solely by reason of paragraph (4) of Article 14 is not
exempt from French tax under this Article, shall be considered income from
sources within France; and
(b) the amount of income to which paragraph (a) applies shall reduce (but
not below zero) the amount of partnership earned income from sources
outside the United States which would otherwise be allocated to the partners
who are not residents of France. For this purpose the reduction shall apply
first to income from sources within France and then to other income from
sources outside the United States."

Article 23(4) thus contains the re-sourcing rule for US tax purposes. The
amount of US source income (8.75) that for French tax purposes is re-sourced
into French source income, is, for US tax purposes, likewise re-sourced into
French source income of the French individual partner. Consequently, double
taxation  at the level  of the French partner  on the re-sourced amount is avoided.
Subparagraph (b) provides that for the US partners, the amount of French
source profits is reduced by the same amount.

However, for US tax purposes, the re-sourcing rule applies only if the   pa rtiier-
ship so elects. Consequently, avoidance of the double taxation of the re-sourced
amount at the level of the French resident partner is dependant on an election to
be filed by the partnership. The election at the level of the partnership may
create a conflict of interest between the French and the US resident partners.
For the US resident partners, the French tax payable on their French source
income is reduced in any event by the operation of Article 14(4). In other
words, for the re-sourcing rule to apply in determining the French tax on the
US resident partners, no election need be made by the partnership. Should the
partnership file the election for US tax purposes, the amount of non-US source
income allocable to the US partners is, however, reduced. Consequently, the
ability of the US resident partners to effectively use foreign tax credits would be
reduced accordingly. By filing the partnership election, the US resident partners
might even find themselves in a position of having excess foreign tax credits
that cannot effectively be used because of the election. To summarize, making
the partnership elect for the re-sourcing rule to apply for US tax purposes could
only increase the effective US tax burden of the US resident partners, while the
French tax burden would be unaffected by the election.
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3.3. Summary

By explicitly defining a "French corporation"   and   a "US corporation",   tile
French-US treaty gracefully avoids the definitional questions of the OECD
model on which country's tax laws have to be applied in determining whether
an entity is a "company" for treaty purposes. The treaty also provides clear

guidance on the recognition of special allocations of partnership profits where
these special allocations are based on the source of the income of the partner-
ship. From a practical viewpoint, the treaty seems to limit the use of special
allocations for French resident parmers for income from independent personal
services. To the extent that a special allocation would result in more than 50
percent of the French partner's income having a non-French source, Such
special allocation will not be recognized for French tax purposes. To avoid
double taxation of the reallocated amount, the partnership must file an election
in the US. Filing of such an election may, however, increase the US taxes
payable by the US partners, so that the partial non-recognition of the special
allocation may create a conflict of interest between the French and US partners.

4. The 1989 German - US treaty

4.1.Introduction

In 1989, after lengthy negotiations, the German and US treaty negotiators
reached an agreement for a revised German - US treaty to become generally
effective  as of January   1,   1990.  To a large extent, the treaty is based   on   the
OECD model and the US mode122. The treaty does, however, contain explicit
provisions on conflicts of entity classification and income classification.    From
the wording of these provisions, it can be concluded that the German negotiators
must have taken the initiative to include these provisions in the treaty. These
provisions say basically that in granting double taxation relief to German
residents, the German competent authority may decide to replace the exemption
method by the credit method if an item of income would otherwise remain
untaxed or subject only to inappropriately reduced US taxes23.

4.2. Definitions

Article 3(1)(d) defines the term "person" as follows:

"the term "person" includes but is not limited to an individual and a
company."

22 For the reasons for entering into a new treaty, see Haarman, 'The new double tax treaty
between  the  Federal  Republic  of Germany  and  the  United  States  of America', Intertax 269-284

(1989).

23
See paragraph 20 of the protocol.
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This definition does not explicitly refer to "a body of persons" as being a person
under the treaty. Nevertheless, the definition of the term person is very wide,
because it contains the wording "including  but not limited to". Therefore,   a
partnership might still be a person for treaty purposes, although the definition of
the term person provides no guidance to this question. On the basis of Article
4(1)(b), which defines the cases in which a partnership is a resident for treaty
purposes24, it could be argued, however, that a partnership is a person for
treaty purposes, since a resident is defined as "any person [who is liable to
tax]".

Article 3(2) is identical to the US model treaty in referring to the mutual
agreement procedure where a common meaning of a terms may be es-
tablished,5. Article 25 on the mutual agreement procedure, however, addresses
two unique issues especially relate i to partnerships,  that  may be subject  to  a
competent authority procedure:
i.    the characterization of persons (Article 25(3)(c)(bb)) and
ii. the treatment of income that is assimilated to income from shares by tlie

taxation law of the source State and that is treated as a different class of
income in the other State (Article 25(3)(c)((Id)).

The issue of characterization of persons relates to the classification conflict
whereby under the tax laws of the US, an entity is classified as a corporation
and under the tax laws of Germany, such an entity would be classified as a
partnership. The second category, where income is treated as income from
shares by the source state and as a different class of income by the residence
state, relates to the so-called silent partnership in Germany. Under German tax
law the income of a silent partner may be taxed in the same way as income
from shares, even though the silent partnership itself is not classified as a
taxable corporation.

Serious doubts have been raised whether the delegation to the competent
authority of the power to interpret treaty terms and to levy taxes on the basis of
such interpretations is in conformity with German constitutional law26. A
similar concern is raised in the OECD commentary to Article 25(3)27 There, it
states that one may not lose sight of the fact that, depending on the domestic
laws of the Contracting States, other authoritiefs have the right to interpret
international treaties and agreements in addition to the "competent authority"
designated   in the Convention,    and    that   it is sometimes the exclusive right    o f

24 This provision is the same as article 4(1)(b) of the US model treaty.

25 See VII.2.4.

26 Haarman , 'The new double tax treaty between the Federal Republik of Germany and the
United States of America', Intertax, 269-284 (1989).

27 Commentary to Article 25, section 32.

28 Reference is made to courts.
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such other authorities.

4.3. Source rule for income received by a German resident

Article 23 of the treaty contains the methods for the avoidance of double
taxation. For German residents, the exemption method generally applies. Article
23(2) contains a source rule for determining whether income received by a
German resident has a US source. It provides that :

" ...profits, income or gains   of a resident   of the Federal Republic   of
Germany shall be deemed to arise from sources in the United States if they
are  taxed in the United States in accordance  with this Convention".

This provision closely resembles Article 23(3)(a) of the US model, albeit that in
the US model, income is deemed to arise in the US if such income may be
taxed in the US in accordance with the Convention.
Presumably, the requirement that the income actually be taxed in the US for the
income to have a US source, is directed against tax planning opportunities that
existed by using allocation conflicts arising from a different classification of
entities or a different allocation of guaranteed payments. The provision therefore
denies the German exemption method to a German resident, if under US
domestic laws a certain category of income is not subject to US taxation, even
if, from a German perspective, such income is allocable to a US permanent
establishment. Moreover, a guaranteed payment received by a German partner
in a US partnership would not be exempt from German taxation, if such a
payment is not considered effectively connected to the US trade or business of
the German partner under US tax laws.
The "subject to tax" clause thus considerably reduces the tax planning oppor-
tunities that existed for German investors in the US. The "subject to tax" clause
is, however, unclear as to its exact meaning, the key issue being whether the
exemption from taxation in Germany would apply only on a dollar-for-dollar
basis or whether US taxation of a certain category of income would be suf-
ficient.

Example VII-6: GCo is a German corporation with a US permanent establish-
ment. The US permanent establishment is engaged in the business of leasing
tangible property. Royalties received by GCo for the use of tangible property
outside the US are not subject to US taxation, even if such royalties are al-
locable to the US permanent establishment of GCo.

If the exemption in Germany were to apply only on a dollar-for-dollar basis, the
portion of profits allocable to the US permanent establishment would not be
exempt from German taxation under the treaty. This portion is the profits
resulting from royalty income  for  the  use of tangible property outside   the   US.
Under a "per category" approach, the entire profits of the US permanent
establishment would be exempt from German taxation, since this category of
income received by GCo - profits from a US permanent establishment - is in
principle subject to tax in the US under the domestic US tax laws.
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4.4. Discretionary replacement of exemption method by credit method

The core provision dealing with classification and allocation conflicts is Article
20 of the protocol to the treaty, which reads as follows:

"The Federal Republic of Germany shall avoid double taxation by a tax
credit as provided for in paragraph (2)(b) of Article 23 and not by a tax
exemption under paragraph (2)(a) of Article 23,

a) if in the Contracting States income or capital is placed under differing
provisions of the Convention or attributed to different persons (other than
under Article 9 (Associated Enterprises)) and this conflict cannot be settled
by a procedure pursuant to Article 25 and
aa) if as a result of such placement or attribution the relevant income or
capital would be subject to double taxation; or
bb) if as a result of such placement or attribution the relevant income or
capital would remain untaxed or be subject only to inappropriately reduced
taxation in the United States and remain exempt from tax in the Federal
Republic of Germany; or

b) if the Federal Republic of Germany has, after duly consultation and
subject to the limitations of its internal law, notified the United States
through diplomatic channels of other items of income to which it intends to
apply this Paragraph in order to prevent the exemption of income from
taxation in both Contracting States or other arrangements for the improper
use of the Convention.

In   the  case  of a notification under subparagraph  b), the United States   may,
subject to the notification through diplomatic channels, characterize such
income under the Convention consistently with the characterization of that
income by the Federal Republic of Germany. A notification made under this
Paragraph shall have effect only from the first day of the calender year
following the year in which it was transmitted and any legal prerequisites
under the domestic law of the notifying State for giving it effect have been
fulfilled".

Article 20 of the protocol is thus the core provision in eliminating tax planning
opportunities for German residents that result from the German exemption
method to avoid double taxation. The tax savings realized by planning for
reduced or no US taxes is taken away by replacing the exemption method by the
credit method.
This provision requires Germany to replace the exemption method by the credit
method for two generally defined items of income:
a.  income or capital placed under different provisions of the treaty or at-

tributed to different persons (a classification conflict);
b. other items of income (upon notification).
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a. Classification conflicts
Settlement of the situations under a) must first be subject to a mutual agreement
procedure. If such procedure does not provide for a solution, Germany shall
apply the credit method either to avoid double taxation (aa) or if otherwise the
income were to remain untaxed or subject only to inappropriately reduced
taxation (bb). This author cannot imagine any situation where, by replacing the
exemption method by the credit method, double taxation of income received by
a German resident from US sources would be avoided. The provision might
therefore be intended for situations where otherwise Germany would not give
any double taxation relief, since it considers itself as the State having the sole
taxation rights for a certain item of income. This will be the case, for instance,
where a given entity is classified differently under US and German tax laws.

Example VII-7: If a German corporation receives interest from the US, such
income will be taxable only in Germany. If, however, the German corporation
is classified as a partnership under US tax laws, and such corporation has US
participators, the US will tax part of the interest income directly in the hands of
the US resident participators. Consequently, the interest income will be subject
to double taxation.

In such a situation, double taxation could be avoided if Germany granted the
German corporation a tax credit for the US income taxes paid by the US
resident participators. The language of Article 20 of the protocol does not,
however, seem to provide in such a solution, since the application of the tax
credit method appears to be limited to those situations in which otherwise the
exemption method would be applicable.

The German exemption method will also be replaced by the credit method if, as
a  result  of a different application of treaty provisions   or an allocation   o f i nconie
to different persons, income remains untaxed or subject to an inappropriately
reduced taxation in the United States. It is unclear if and when the German
exemption method could apply to income that remains untaxed in the United
States. According to Article 23(2)(a) of the treaty, the German exemption
method applies only to income from sources within the US. The last sentence of
Article 23(2)(b) provides that for the purposes of Article 23(2), income shall be
deemed to arise from sources in the US if it is taxed in the US in accordance
with the treaty. This appears to indicate that any income that is not taxed in the
US will not have a US source for purposes of applying the German exemption

I method. Consequently, income that is not taxed in the US would never be
exempt from German taxation under Article 23(2) of the treaty. Reference to
such income in Article 20(a)(bb) therefore appears to be superfluous.

To summarize, application of Article 20(a) of the protocol to the treaty appears
to be limited to situations in which:
-   income is placed under different provisions of the treaty or attributed to

different persons; and
-    this conflict cannot be settled by a mutual agreement procedure; and
-   as a result, such income would be subject to an inappropriately reduced

taxation in the US and it would remain exempt from German tax.
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The heart of the matter is therefore that, for German residents, the credit
method will apply if US taxes are inappropriately reduced. It remains unclear
which country's concepts and standards are applicable to determine whether US
taxes are inappropriately reduced. Since it is likely that these special provisions
were proposed by the German negotiators and the structures against which they
are directed make use of general concepts of US tax law, it can be expected that
the "inappropriateness" of a given structure will be measured by German
concepts and standards.

b. The notification procedure.
The credit method shall also replace the German exemption method for other
items of income upon notification of the US through diplomatic channels,
provided:
-   the US has been duly consulted and subject to the limitations of German

internal law and;
-  the replacement is aimed at preventing the exemption of income from

taxation in both States or other arrangements for the improper use of the
treaty.

Following such notification, the US may characterize such income under the
Convention consistently with the characterization of such income by Germany.
Again, the notification procedure is aimed against structures whereby incoine
remains untaxed in both States. To prevent that, Germany will apply the tax
credit method instead of the exemption method.

4.5. Summary

There is no doubt that issues involving partnership taxation were a subject of the
treaty negotiations. The outcome is somewhat disappointing. The treaty does not
contain basic rules as to the classification of entities or income for treaty
purposes. Instead, it relies heavily on the mutual agreement procedure to solve
difficulties following from such classification conflicts. This reliance on the
mutual agreement procedure will create uncertainties, since it is likely that
publication of mutual agreements on partnership issues (if any) will take soille
years and such mutual agreements might relate only to specific cases, as
opposed to a general approach to partnership issues. Furthermore, the emphasis
seems to be on the closing of tax loopholes that are based on the different US
and German concepts of partnership taxation. In this respect, the treaty is
unique in authorizing the German competent authority to replace the exemption
method   with the credit method   in   case US taxes are inappropriately reduced.
Finally, the treaty sourcing rule, pursuant to which income received by a
German resident is deemed to have a US source (and thus may be exempt from
German taxation) if the income is taxed in the US, is a change in policy of
which the outcome is unclear, but which may have a significant impact on
existing structures.
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5. The Netherlands - Belgian treaty

5.1.   Introduction

The Netherlands - Belgian treaty was concluded in 1971. This treaty contains
specific provisions on partnerships,9. Notably, the treaty designates certain
partnerships as resident companies, thus enabling those partnerships to claim the
benefits of the treaty. The special treatment of partnerships under Belgian tax
law was probably the reason for including provisions on partnerships in the
treaty. Under Belgian tax law, the Belgian general partnership3o and limited
partnership31 are, like the Belgian public limited company and private limited
liability company, subject to corporate tax, since they are legal entities under
Belgian company law32. At the time the treaty was concluded, Belgian partner-
ships and the Belgian limited liability company could elect to be treated as a
pass-through entity for tax purposes, so that the income was taxed directly in
the hands of the participators. This ability to elect for transparency was abolish-
ed in 198633.

5.2.  Definitions

Article 3 of the treaty contains the following definitions:

"In this Convention, unless the context otherwise requires:...
2. the term "person" comprises an individual and a company;
3. the term "company" means any body corporate or any entity that in the
State of which it is a resident, is treated as a body corporate for tax pur-
poses,  as  well  as a civil law partnership, general partnership and limited
partnership under  the  laws  of the Netherlands;"

From this definition, it follows that Netherlands partnerships are companies for
purposes of the treaty. In addition, Netherlands partnerships may be residents of
the Netherlands on the basis of Article 4, where the term "resident" is defined
as:

29 Article 3(1)0) and Article 4(1). Similar rules can be found in the Belgian - Gerinan treaty of
1971.

30 Soci6t6 en nom collectif.

31 Soci6td en commandite simple.

32 See Lagae, 'Personenvennootschappen en maatschappen in het Belgisch internationale

belastingrecht', LIBER AMICORUM JEAN VAN HOUTTE 559-593 at 560 (1975) and
Marliere, 'Recognition of foreign enterprises as taxable entities', STUDIES ON INTER-
NATIONAL FISCAL LAW I.Xma at 305 (1988)

33
Claeys  Boildart,   'Recent  Developments  in  Tax Legislation', European Taxcition, 339-341.

(1986).

209



"1. For the purposes of this Convention the term "resident  of a Contracting
State" means any person who, under the laws of that State, is liable to tax
therein by reason of his domicile, residence, place of management or any
other criterion of a similar nature; it means also any civil law partnership,
general partnership and limited partnership under the laws of the Nether-
lands having its place of management within the Netherlands, as well as any
company - not being a company limited by shares - under the laws of
Belgium, that has elected to be taxed on its profits under the individual
income tax".

From these definitions, it follows that a partnership organized under the laws of
the Netherlands and having its place of management within the Netherlands, is a
Netherlands resident company34. Consequently, a Netherlands partnership is
entitled to claim the benefits of the treaty although under Netherlands law, the
partnership is treated as a pass-through entity. The benefits of the treaty apply
regardless the residence of the participators in the partnership, provided its place
of management is located in the Netherlands. The underlying rationale for
requiring that the partnership have its place of management within the Nether-
lands was possibly that, in that event, the portion of partnership income al-
locable to non-Netherlands partners would be subject to tax in the Netherlands
as income effectively connected to a Netherlands permanent establishment of the
non-Netherlands partners. This can be based on Article 5(2)(1) of the treaty,
where it is stated that the term pennanent esmblishment includes especially a
place of manage,nenfs.

The   reason for including   such a provision designating Netherlands partnersh i ps
as Netherlands resident companies presumably was that, under Belgian tax law,
any non-resident entity was treated as a foreign corporation for Belgian tax
purposes . Consequently, if a Netherlands partnership were to receive income
from Belgian sources, Belgian as the source state would not grant the treaty
benefits, since the partnership would not be subject to Netherlands taxation
while, at the same time, the Netherlands resident participators would also not be

34
Literally, the definition states  that  such a partnership  is a resident  of  one   of the Contracti ng
States. The obvious meaning of the definition, however, is that such a partnership is a resident
of the Netherlands.

35 Note,  however,  that  the 1977 Commentary to Article 5 states in section  11  that  it is assit Ined
that the Contracting States will interpret the term a place of management  .. in such a way that
such place constitutes a permanent establishment only if it is a "fixed place of business" as
defined in Article 5(1)

36 See Lagae, 'Personenvennootschappen en maatschappen in het Belgisch internationale
belastingrecht', in LIBER AMICORUM JEAN VAN HOUTTE 559-593 at 572 (1975). With
the Law of December 22, 1989, the tax system applying to non-Belgian entities was amended.
so that now a foreign entity engaged in a business for profit that is a body corporate under me
company laws under which it is incorporated, is a taxable foreign corporation under Belgian tax
law. In addition, a foreign entity that is not a body corporate under the laws under which it is
incorporated, but that closely resembles a Belgian entity that is treated as a body corporate
under Belgium law, is treated as a taxable foreign corporation under Belgian tax law, see
Hinnekens, 'De hervorming van de niet-verblijfhoudersbelasting', Algemeen  Fiscaal  Tijdschiift,
71-94 (1990).
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able to claim the benefits of the treaty since, from the Belgian perspective, they
would not be considered the recipients of the income. Consequently, the treaty
would not apply to Belgian source income received by a Netherlands partner-
ship, even if all the partners were Netherlands resident individuals or cor-
porations.

5.3. Netherlands partner  in a Belgian partnership

5.3.1. Belgian domestic law

The Belgian partnership that is a legal entity under Belgian company law is
taxed as a corporation. Its profits are subject to corporate tax, its dividend
distributions are subject to a withholding tax of 25 percent and income tax in the
hands of the partners. Special rules, however, apply in computing taxable
profits of a partnership and private limited liability company. Guaranteed
interest payments on loans made by a participator to the entity are not tax
deductible and are taxed in the hands of the participator as a dividend. Further-
more, guaranteed salary payments made by the entity to a "working" partner are
tax deductible in computing the partnership's profits, but they are taxed in the
hands of the working partner not as salary income, but as business profits. This
system of taxation applies to both resident as well as non-resident partners of
the Belgian partnership. The Belgian system of taxation of Belgian partnerships
thus clearly reflects the hybrid treatment of the partnership by treating a
"working" partner as a shareholder to the extent that he receives profit distri-
butions, and as an entrepreneur engaged in a business to the extent that lie
receives guaranteed payments for services rendered on behalf of the partnership.

5.3.2. The Belgian - Netherlands tax treaty

Under the treaty, the profits of the Belgian partnership are taxable only in
Belgium, unless they can be attributed to a Netherlands permanent establish-
ment. Dividends paid by the Belgian partnership to a Netherlands resident
partners are subject to a reduced 15 percent withholding tax. The reduced 5
percent withholding tax is not applicable, since the distributing entity is not a
company on shares37. Article V of the protocol to the treaty states that the term
dividends includes income, even if paid as interest, from capital invested by
partners of companies other than companies limited by shares who are residents
of Belgium. Consequently, the typical Belgian tax treatment of guaranteed
interest payments as dividends also applies for purposes of the treaty.
The treaty does not contain special provisions on guaranteed salary payments to
working partners. The position of the Belgian Revenue is that for purposes of
taxing guaranteed salary payments in the hands of non-resident working part-
ners, each such partner is deemed to have a permanent establishment in Belgium
at the place of business of the partnership. This position was rejected, however,
by the Brussels Court of Appeals in its decision of September 19, 1989,
regarding a guaranteed payment to a Netherlands resident "working" share-

37
See Article 10(2)(1).
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holder in a Belgian private limited liability companyn. The Court of Appeals
held that for purposes of the Netherlands-Belgian treaty, the entity that is treated
as a body corporate under Belgian company law and tax law, should be con-
sidered as carrying on the business and earning the business profits thereof.
Consequently, for purposes of the treaty, the business establishment could only
be     attributed     to the entity     and     not     to the participators     in the entity.
Consequently, the Netherlands resident partner could not be said to have a
permanent establishment in Belgium. Furthermore, the Court held that since the
Belgian Revenue did not seek to apply Article 16 on directors' fees, it held
Article 22 (other income) applicable so that the remuneration was not taxable in
Belgium39.

While from the inclusion of specific provisions on the residence of partnerships,
it can be concluded that the issue of partnerships must have been addressed in
the treaty negotiations, Article 24 of the treaty, dealing with double taxation
relief, is silent on issues arising from different classifications of the entity. For
the Netherlands partner in a Belgian general or limited partnership, the key
issue is whether the treatment of the partnership as a company for treaty
purposes implies that the business profits of the partnership cannot be taxed in
the hands of the Netherlands partner, unless they are distributed as a dividend
and with a tax credit for the 15 percent Belgian withholding tax. Alternatively,
the argument could be made that, from the Netherlands perspective, the Nether-
lands partner is considered to be engaged in a trade or business through a
permanent establishment in Belgium, since under Netherlands tax, law the
Belgian general or limited partnership is treated as a transparent entity40. In the
latter approach, the Netherlands grants an exemption with progression for the
Belgian source business profits and Belgian source losses would be currently
deductible for the Netherlands partners. A similar question arises with regard to
a guaranteed interest payment. Should, on the basis of the treaty, the guaranteed
interest payment be taxed as a dividend in the hands of the Netherlands par-
ticipators and with a tax credit for the Belgian withholding tax, or, alternatively,
should the guaranteed interest payment be considered to be effectively connected
to a Belgian permanent establishment of the Netherlands resident partners which
would result in an exemption of the guaranteed interest payment under Article
24(1)(2). In other words, with regard to Belgian partnerships, the treaty does
not explicitly provide that the income attribution rules of Belgium (treating the
partnership as a corporation) must be applied when classifying the entity and
attributing the income therefrom for treaty purposes by the Netherlands as the
residence State.

38
Personenvennootschap met beperkte aansprakelijkheid, P.V.B.A.

39 Court of Appeals, Brussels, September 19, 1989, (Freens) commented on in Fiscol *,g
Internationaal  No. 71 (1989). Apparently, an appeal has been filed by the Belgian revenue.

40 Van Waardenburg raises as a possible third approach the position that, from a Netherlands tax
perspective, the Netherlands resident partner is considered to earn business profits, but that
these cannot be allocated to a Belgian permanent establishment of the partner, since the Belgian
fixed place of business should be attributed to the partnership, 'Het nieuwe verdrag met Belgie:
enige hoofd- en vraagpunten', Maandblad Belastingbeschouwingen 7-15 at 1 (1971).
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5.4. Netherlands partnership with a Belgian permanent establishment

5.4.1. Belgian domestic law

The Netherlands general and limited partnerships are likely to be treated as
foreign taxable corporations. They closely resemble the Belgian general and
limited partnership that are treated as Belgian taxable corporations, since they
are bodies corporate under Belgian company law. The taxation of business
profits attributable to a Belgian permanent establishment follows the same
principles as set out in paragraph 5.3.1. Business profits are subject to tax at the
level of the partnership, guaranteed interest payments are treated as dividend
distributions and guaranteed salary payments are taxable as business profits in
the hands of the (resident and non-residenO participators.

5.4.2. The Belgian - Netherlands treaty

In    this    case, the classification conflict arising    may be designated    as    the    S -
entity/E-partnership classification conflict. The treaty does not rely on a clas-
sification of the entity on the basis of the laws of the Netherlands (State E), but
instead explicitly provides that the partnership is a Netherlands resident com-
pany. One could say that, in effect, the treaty provides for a classification of the
entity on the basis of the laws of Belgium (State S).
Under the treaty, the Netherlands partnership is a Netherlands resident company
with a permanent establishment in Belgium. Consequently, Belgium may tax the
partnership on profits allocable to the Belgian permanent establishment. Guaran-
teed interest payments made by the partnership to the partners are not deductible
in computing the profits allocable to the Belgian permanent establishment, even
if the monies borrowed by the partnership are used to finance business carried
on through the Belgian permanent establishment.

Again, Article   24 on double taxation relief is silent   on the issues involved   for
the Netherlands resident partners. The question arises whether, for purposes of
applying the double taxation relief provisions of the treaty, the Netherlands
resident partners can be considered as carrying on a business through a Belgian
permanent establishment or whether instead the partnership itself, being a
Netherlands resident company for treaty purposes, must be considered as having
a permanent establishment in Belgium. In other words, the treaty is silent on the
question who may claim double taxation relief in the Netherlands, the partner-
ship, being a Netherlands resident company for treaty purposes, or the Nether-
lands resident partners. If the partnership should be considered to be entitled to
double taxation relief, the Netherlands resident partners could not claim exemp-
tion from taxation of profits allocable to a Belgian permanent establishment.
Similarly, guaranteed interest payments in the latter view could not be allocated
to the Belgian permanent establishment of the partners as effectively connected
interest. Consequently, these interest payments would be subject to double
taxation, since they are not deductible in Belgium and they would be fully taxed
in the Netherlands. These questions all focus on the key issue of whether in
applying the treaty double tax relief methods, the treatment of the partnership as
a Netherlands resident company with a Belgian permanent establishment should
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prevail in determining the double taxation relief to be granted to the Netherlands
resident partnersu or whether instead, by applying the Netherlands clas-
sification rules, the partners should be considered as earning Belgian source
business profits allocable to a Belgian permanent establishment.

A similar question is whether a Belgian resident partner that participates in a
Netherlands partnership can be considered to have a Netherlands permanent
establishment, so that his proportion of the partnership's income may be taxed
in the Netherlands. In other words, for purposes of taxing a Belgian partner,
can the Netherlands fixed place of business of a Netherlands partnership be
attributed to the Belgian resident partner or should it be considered the fixed
place of business of the partnership itself, since the partnership is for purposes
of the treaty a Netherlands resident company.
It seems a sound rule to say that, since a Netherlands partnership is not subject
to tax in the Netherlands, granting double taxation relief to the partnership itself
must be considered contradictory to the meaning and purpose of the treaty.  The
designation of a Netherlands partnership as a Netherlands resident company
should therefore only be employed for purposes of the treaty's application by
the source state Belgium. For purposes of treaty application by the residence
state (the Netherlands), the Netherlands classification as a partnership should
prevail, since otherwise, the treaty would not secure double taxation relief for
the Netherlands resident partners and Netherlands taxation of profits allocable to
a Netherlands permanent establishment of a Belgian partner.

5.5. Summary

From the definitional provisions in the Belgian-Netherlands treaty, it can be
concluded that the different classifications of partnerships under Belgian and
Netherlands tax law were the subject of discussions between the treaty negotia-
tors. The treaty does not, however, provide for an overall and complete system
of taxing partnerships. The treaty negotiators have merely provided a solution to
the basic S (Belgium)-corporation / E (Netherlands)-partnership classification
conflict. The treaty solves this problem by explicitly stating that a partnership
organized under the laws of the Netherlands and with its place of management
in the Netherlands is a Netherlands resident company. In determining the tax
liabilities and tax credits of the partners, application of the domestic clas-
sification rule, under which a partnership is treated    as a pass-through entity,
appears, however, to be the only approach providing reasonable solutions.

6. Summary

1.       In this chapter, four different tax treaties were examined   on the subject   o f
partnerships. The analysis started with the US model treaty, which contains
explicit provisions on partnerships, but these provisions were found to be far

41 Which in effect would mean that no double taxation relief would be available, since the Belgian
permanent establishment of the partnership would then not be attributed to the Netherlands
resident partners.
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from comprehensive. The basic principle of the US model is the treatment of
partnerships as conduits, both for income received by a partnership as well as
for income paid by a partnership. Conduit treatment of the partnership is
achieved in a somewhat complicated way, by attributing a residence for treaty
purposes    to a partnership    to the extent    that the income   of the partnership    i s
taxed    in the hands of resident partners. In addition,    the US model treats    a

partnership as a resident of a Contracting State if its income is subject to tax as
the income of a resident of that State in the hands of the partnership itself. In
this respect, the US model is in line with the interpretation of the OECD model
that was defended in chapter VI. The basic uncertainty that remains under the
US model is the question about the rules that must be applied to determine
whether a partnership exists.

2.  The US model deviates from the line of reasoning that was defended in
chapter VI in that, under the US model, a conduit treatment of partnerships is
used when determining the source of guaranteed payments made by the partner-
ships. Under the US model, the source of a guaranteed payment depends on the
residence of the partners. Such a rule may not accurately reflect economic
reality and moreover will be difficult to administer in practice.

3.  The savings clause of the US model requires special attention. Under the
savings clause, the US taxation of US citizens, residents and corporations is not
affected by the treaty. Consequently, in determining the US taxes payable by
such persons participating in a non-US entity, the classification of the entity for
treaty purposes appears to be irrelevant for determining the US taxes payable by
the US participants. For the US taxes payable by the participants, the clas-
sification of the entity under the US classification rules appears to be decisive. It
was argued here that such a literal application of the savings clause should be
rejected. The literal application of the savings clause would mean that the
income of any foreign corporation would be taxable directly in the hands of tile
US participators, as long as the foreign corporation is classified as a partnership
under US classification rules.

4.   An issue not specifically dealing with the taxation of partnerships under the
treaty, but which could have a significant impact on the application of the treaty
to partnerships, is the wide delegation of powers in Article 3(2) of the US
model to the competent authorities of the Contracting States to mutually agree
upon the meaning of treaty terms. On the basis of this provision, the competent
authorities may agree upon a common meaning of a treaty term in a situation iii
which an entity or an item of income is classified differently under the domestic
tax laws of the Contracting States. This delegation of powers to agree upon a
binding interpretation of treaty terms, however, has not been applied yet to
situations involving different classifications of entities.

5.   The US - French treaty resolves the problem of classification of entities for
treaty purposes skillfully by explicitly defining the terms "US corporation" and
"French corporation" and by referring in those definitions to entities that are
treated as taxable corporations under the domestic tax laws of the US and
France, respectively. In effect, this treaty classification rule is the same as the
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line of reasoning that was defended for the OECD Model in chapter VI.

6.  The US - French treaty is quite unique in that it contains a specific charac-
ter preservation rule for partnership income and specific rules on special
allocations of partnership profits. These treaty rules are clearly modelled on the
basis of US tax law. The recognition for treaty purposes of special allocations of
partnership profits on the basis of the source of partnership income provides a
certain degree of certainty to the partners in a US - French partnership.

7.   Article 14(4) of the US - French treaty limits the amount of exempt foreign
source income from independent personal services of a French partner to 50
percent of his share in such income of the partnership. To the extent that the
actual foreign source income of the French partner exceeds 50 percent of his
share in the total income of the partnership, the amount French source incoine
of the partners that are not residents of France is reduced accordingly. This
limitation on the amount of exempt foreign source income of a French resident
partner demonstrates the French preference for collecting taxes from resident
partners as opposed to collecting taxes from non-resident partners. This re-
sourcing of partnership income in the hands of the French resident partners may
result in double taxation for the French resident partners, since, for US tax
purposes, a matching reduction for the US taxes payable by the French partners
does not automatically apply. A matching re-sourcing of income for US tax
purposes only applies if the partnership so elects. Such a partnership election
may, however, be disadvantageous for the US resident partners, as this election
would reduce the amount of non-US source income for those partners, thereby
effectively reducing their ability to claim US foreign tax credits.

8. During the treaty negotiations for the US - German treaty, issues of
partnership taxation were clearly addressed. The ultimate result of those
discussions is somewhat disappointing. The reason for this disappointing
outcome is that the treaty negotiators presumably focused more on counteracting
alleged abuse of the different rules applicable to taxation of partnership income
in the US and Germany and than on developing clear and consistent rules for
applying the treaty to partnerships. The treaty relies heavily on the competent
authority procedure to solve difficulties and issues of double taxation of partner-
ship income. Such a reliance on the competent authority procedure creates a
great amount of uncertainty and will therefore discourage cross-border coopera-
tion of businesses as partnerships, even though such a form would be the most
appropriate one from a business perspective.

9.   The most clear example of treaty language aimed at the alleged abuse of the
different domestic tax rules for partnerships is the discretionary replacement of
the exemption method by the credit method as the method to avoid double
taxation at the level of German resident partners. The replacement of the
exemption method with the credit method applies if the relevant US source
income is subject to double taxation or inappropriately reduced taxation so as to
justify the levying of additional German taxes instead. Therefore, major
uncertainties will exist under this new treaty.
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10. Finally, the US - German treaty contains a new source rule for determining
whether the income of a German resident has a US source. Under Article 23(2)
of the treaty it provides that such income is deemed to have a US source if it 8
taxed in the US in accordance with the treaty. In this major area of tax treaty
rules, the US - German treaty therefore departs from the generally accepted US
model and OECD model treaty provisions that require merely that such income
may be taxed by the source State in accordance with the treaty and thereby
relieving the State of residence from investigations on the actual taxation in the
source State.

11.   As a final example, the Netherlands - Belgium treaty  of  1971 was examin-
ed. In the Netherlands - Belgium context, classification conflicts may arise for
certain partnerships that are taxed as corporations in Belgium and treated as
fiscally transparent partnerships in the Netherlands. The conclusion was that
classification conflicts were acknowledged by the treaty negotiators, but that the
language of the treaty is again far from comprehensive in solving the questions
that may arise from a classification conflict. The treaty designates the Nether-
lands general and limited partnership as Netherlands resident companies, if the
partnership has its place of management in the Netherlands. In this respect, the
treaty solves the S-corporation / E-partnership classification conflict. The
solution for this classification conflict differs from the reasoning defended in
chapter VI insofar as, for treaty benefits to apply to the Belgian source income
of a Netherlands partnership, the place of management of the partnership is
decisive and not the residence of the partners. The rationale for requiring the
place of management of the partnership to be located in the Netherlands was
presumably that in that event, all partnership income will be subject to Nether-
lands taxation, either  in the hands of Netherlands resident partners  or  in  the
hands of non-Netherlands partners as income allocable to a Netherlands per-
manent establishment.

12. The conclusion was reached that for purposes of The Netherlands, as the
residence State of the partners, providing double taxation relief, treatment of the
partnership as a conduit is the only way of achieving a reasonable taxation of
partnership income. In other words, the designation of a Netherlands partnership
as a Netherlands resident company should only be applied by Belgium as the
source State of the partnership income.
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CHAPTER VIII

SUMMARY

1. In this study, an analysis is made of the taxation of partnerships in an
international context. The study focuses especially on the taxation of inter-
national partnerships in the United States, Germany and the Netherlands. As a
starting point, concepts of partnership taxation are examined. Three different
concepts of partnership taxation are found: the partnership as a taxable entity,
the partnership as an accounting entity and the partnership as an aggregation of
the businesses of the partners.

2. Typically, the concept of the partnership as a taxable entity is found both in
the United States and in the Netherlands. Corporate resemblance is the test to be
satisfied for a partnership to be taxable as a corporation. Except for the specific
legislation in the United States on Publicly Traded Partnerships, corporate
resemblance is determined by searching for an established set of corporate
characteristics. Under the regulations, a partnership is classified as an as-
sociation taxable as a corporation if it has three or four of the following
corporate characteristics: continuity     of life, centralization of management,
limited liability and free transferability of interests. The regulations provide for
detailed rules to determine whether these characteristics exist. The regulations
appear to contain a bias against classification of a US partnership as an as-
sociation taxable as a corporation.
In the Netherlands, the rules to determine whether corporate resemblance exists
are not as detailed as in the United States. The sole criterion for corporate
resemblance of partnerships appears to be free transferability of interests. It can
be said that free transferability of partnership interests is found to exist when the
admittance or substitution of partners does not require the consent of all other
partners. When free admission or substitution of partners exists, it can indeed be
said that sufficient corporate resemblance exists to treat a partnership as a
taxable corporation. But if free admission or substitution of partners does not
exist, certain limited partnerships may still resemble taxable corporations to a
large extent. The regulation of November 6, 1986 thus provides for a more
flexible approach to determine whether corporate resemblance exists.     Th is

regulation contains a bias against classification of "public" tax shelter partner-
ships as fiscally transparent partnerships.

3. The partnership as an accounting entity is the general rule in the United
States and Germany. It reflects the concept that the partnership, while not a
body corporate, may still operate to a large extent in a similar way. An impor-
tant characteristic of the partnership as an accounting entity is the character
preservation rule. Under the character preservation rule, the character of an
item of partnership income is determined at the level of the partnership and such
character is retained   when the income is taxed    in the hands   of the partners.
Elections for preferential treatment of certain items of partnership income are
made   by the partnership    and    not    by the partners individually. The character
preservation rule may create difficulties when certain provisions of tax legis-
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lation focus not so much on the character of an item of income, but also on
elements closely related to the partner himself (i.e. whether he is an entre-
preneur or a passive investor or whether he is a controlling partner or share-
holder).   In that event, the elements closely related    to the partner himself   are
sometimes decisive.

4. In the Netherlands, the taxation of partnerships has developed from an
accounting entity approach to an approach where the partnership is seen as the
aggregation of the businesses of the partners. From a conceptual viewpoint, this
system is most in line with the treatment of the partners as the taxpayers for
income tax purposes. The treatment of the partnership as an aggregation of the
individual businesses of the partners (meaning in effect that the financial
accounts    of the partnership    are    of no relevance for income tax purposes),
however, is not consistently applied in the Netherlands in the case of admittance
of partners to the partnership.

5. Treating partnerships as transparent entities allows  for  the  use of partnerships
as tax shelter vehicles whereby the preferential tax treatment of certain items of
partnership income is passed on to the investors in the partnership. The use of
partnerships as tax shelter vehicles is found in all three countries. Several
factors, an important one being the introduction of at risk rules at a relatively
early stage by the Netherlands Hoge Raad, may account for a less prominent
use of tax shelter partnerships in the Netherlands as compared to the United
States and Germany. No doubt that the US regulations on classification of
entities, with their bias against classification of US partnerships as taxable cor-
porations, have been an important factor in contributing to the use in the United
States of partnerships as tax shelter vehicles.

6. In the international area, one of the major issues is the availability of double
taxation relief to a resident taxpayer that participates in a foreign entity. Here,
the impact of classification conflicts is examined. When the foreign entity is
classified  as a transparent partnership under the domestic classification rules,   the
income of the entity will be currently taxable in the hands of resident partners.
It is argued that, if such is the case, the resident partners should be entitled to
credit the foreign income taxes paid by the entity and allocable to their share in
the income of the entity, if the foreign entity is classified as a taxable cor-
poration under local law. This reasoning is based on the general principle that a
resident taxpayer should be entitled to the foreign tax credit if the foreign
income is attributed to him under the domestic classification rules. All three
countries follow this approach, so that this case of a classification conflict would
not affect the availability of double taxation relief.
In the reverse situation, where the entity is classified as a partnership under
local law while the domestic participator is classified as a shareholder in a
foreign corporation, the question is whether the resident participator may claim
a foreign tax credit for the local taxes paid by him and in effect allocable to the
income of the entity. From a conceptual viewpoint, no foreign tax credit is
required since, unless distributions are made by the entity, no double taxation
will occur. This also appears to be the situation in all three countries. Once a
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distribution of income by the foreign entity can be construed, foreign tax credits
may be available within the time limits of the carry forward provisions.

7. An example of a deviation from the character preservation rule is found in
Rev. Ruling 89-72. Here, the IRS held that, for purposes of determining the
foreign base company sales income of a controlled foreign corporation, the
character   of   an   item of income   of the controlled foreign corporation' s distri-
butive share of partnership income includes such attributes of the income as
would make it foreign base company sales income if realized directly by the
controlled foreign corporation. In effect, the ruling requires partner level
characterization if a controlled foreign corporation participates as a partner in a
partnership.

8. When a non-resident individual or corporation participates in a domestic
partnership, the qualification of the income of the non-resident is the key
element in determining his domestic tax liability. In this respect, the character
preservation rule results in a qualification of the income primarily at the level of
the partnership. An example is the imputation of a domestic business of the
partnership to all non-resident partners. In the Netherlands and Germany, such
imputation is subject to the requirement of the partner being classified as an
entrepreneur for income tax purposes. For the classification of the non-resident
as an entrepreneur, again, the primary test follows from the character preser-
vation rule. A non-resident partner in a domestic partnership will only be
considered an entrepreneur     if the partnership itself carries     on a business.
Contrary to Germany, where the principle of the so-called "isolierende Betrach-
tungsweise" requires qualification of the income on the basis of the purely
domestic facts and circumstances, in the Netherlands a non-resident partner may
also be considered as earning income from a business, if the interest in the
partnership is held in a foreign business of the non-resident partner.

9. Another deviation from the character preservation rule is found in the US
source rules. For determining the source of partnership income from sales of
personal property, the US source rules must be applied at the level of the
partner. Presumably,    this   rule was introduced to avoid the creation   of foreign
source income by US resident taxpayers by routing sales of personal property
through fiscally transparent foreign partnerships.

10. Germany and the Netherlands follow a completely different approach than
the United States where the taxation of guaranteed payments is concerned.
Guaranteed payments can be defined as payments by the partnership to a partner
for services or the use of capital or business assets. An example is a loan made
by a partner to the partnership with an interest rate that is not dependant on the
profits of the partnership. While in the United States, a guaranteed payment is
taxed according to its nature (i.e. as interest or a as royalty), in Germany and
the Netherlands, guaranteed payments are reclassified into business profits in the
hands of the partner. This reclassification can be traced back to the underlying
policy consideration of treating a partner in a partnership more as a sole
proprietor than as a shareholder.
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This different approach to the taxation of guaranteed payments has a significant
impact in the international area. A consistent line of reasoning, based on the
entity approach as it is applied in the United States with regard to guaranteed
payments, would imply that a guaranteed payment made by a partnership that is
engaged in a United States trade or business cannot, by definition, be considered
as effectively connected with the trade or business of the partnership that is
imputed to the non-resident partner. Consequently, guaranteed interest and
royalty payments would only be subject to a US withholding tax at source,
provided the payments have a US source. In the Netherlands and Germany,
guaranteed payments are generally classified as business profits and such
payments will be subject to taxation at ordinary rates, if they can be considered
as effectively connected with the domestic business of the foreign partner. This
will generally be the case if the capital or assets are used in the domestic
business of the partnership that is carried on through a domestic permanent
establishment.

11. When a foreign partner participates in a partnership that carries on a
domestic business through a domestic permanent establishment, the foreign
partner will be taxed on his share in the profits of the partnership and al-
locatable to the domestic permanent establishment. The partnership may earn
foreign source income allocatable to a foreign permanent establishment of the
partnership. The question thus arises whether a foreign partner will be taxed on
such income allocatable to a foreign permanent establishment of the partnership.
In Germany, it can be said that, on the basis of case law, such foreign source
income will not be taxable in the hands of the foreign partner, since it is not as
a matter of principle allocatable to the domestic permanent establishment of the
foreign partner. In the United States, source rules in combination with the rules
for allocating foreign source income to a US trade or business of a non-resident
generally achieve a similar result. In the Netherlands, the situation is not
entirely clear,   but   on the basis   of the general principles of partnership taxation,
it can also be argued here that income allocatable to a foreign permanent es-
tablishment of the partnership is not subject to Netherlands income taxes in the
hands of non-resident partners.

12. Regarding the rules to be applied when classifying a foreign entity for
domestic tax purposes, one would expect such rules to be identical with those

applied when classifying a domestic entity. This is generally not found to be the
case. In the United States and Germany, the question whether a foreign entity is
a body corporate under foreign law is not decisive in classifying the entity as a
taxable corporation or as a fiscally transparent partnership. In the United States,
Rev. Ruling 88-8 explicitly provides that all foreign entities should be treated as
unincorporated organizations for purposes of classifying the entity for United
States tax purposes. This is a sound rule, since the underlying foreign policy
considerations for designating a certain entity   as   a body corporate under civil
law may deviate from those applied under domestic civil law. It is further
concluded that while, from a conceptual viewpoint, the German classification
rule that a foreign entity should be classified on the basis of the domestit entity
that it resembles most from a legal and economical viewpoint is sound in

222



theory, it is difficult to apply in practice and creates more uncertainties than the
more detailed classification rules of the United States.

13. The basic inconsistency   in the classification of foreign entities for United
States tax purposes as compared to the classification of domestic entities is the
application of the so-called "single economic interest" theory. Under this theory,
a foreign entity    will   not be classified    as a partnership    if the interests    i n    the
entity are ultimately controlled by the same person, since then free transfera-
bility of interests and continuity of life is deemed to exist. This theory is rejec-
ted on systematical grounds, it introduces uncertainties as to the corporate status
of wholly-owned foreign subsidiaries, and it is likely that it creates a tendency
to introduce somewhat artificially 5 percent third party interests.

14. With the exception of the so-called foreign investment funds, the Nether-
lands has no explicit rules for classifying foreign entities for Netherlands tax
purposes. From case law and the general principles of the Income Tax Act and
the Corporate Tax Act, a set a classification rules is developed. This set of
classification rules provides consistency in the classification for income tax
purposes and corporate tax purposes, as well as for the classification of domes-
tic and foreign entities.

15. In the last two chapters of this study, the application of tax treaties to
partnerships is analyzed. For the 1977 OECD Model, the taxation of partnership
income is first analyzed for the situation that both contracting states classify the
entity as a fiscally transparent partnership. It is argued that on the basis of the
character preservation rule, the permanent establishment of the partnership
should, for treaty purposes, also be imputed to all partners that are considered
as earning business profits. The basic difficulties that arise from a treaty
perspective in the case of a pass-through treatment of the partnership are the
taxation of guaranteed payments and the application of the treaty in triangular
situations.

16. It is argued that the term person includes a partnership. It is found that the
OECD Model treaty is not unambiguous in defining the term company for treaty
purposes. It is argued here that the term should be interpreted as meaning any
entity that is treated as a taxable corporation under the taxation laws of the
country in which it is organized. But even under such an uniform interpretation
of the term company, it is found that double taxation could still occur if each
Contracting State were, for treaty purposes, to apply its own income attribution
rules. Such an application of the domestic income attribution rules could be
based  on the provision on treaty interpretation according to which any undefi ned
term shall have the meaning of that term under the domestic tax laws of the
Contracting State applying the treaty, unless the context requires otherwise. It is
argued that the treaty is only interpreted consistently if, in addition to the clas-
sification of the entity on the basis of the tax laws of the Contracting State
where   it is organized, the income attribution rules   of that State are likewi se   ap-
plied. Such an application of the income attribution rules serves the object and
purpose of the treaty.
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17. The wording of the OECD Model provides strong arguments for treating
guaranteed interest and royalty payments according to their nature, therefore as
interest and royalties. The treaty allocation rules  are then found in Article  11
and Article 12, respectively. It is argued that, for treaty purposes, the source of
a guaranteed payment should be determined by treating the partnership as the
person making the payment. The key test for allocating the right to tax guaran-
teed interest and royalty payments is then the question whether the debt, or
tangible or intangible asset is effectively connected to a permanent establishment
of the partnership in one of the Contracting States. This line of reasoning avoids
double taxation, but may result in non-taxation of a guaranteed payment if the
source state were, under its domestic tax laws, to allow the guaranteed payment
as a deduction in computing the profits allocable to the permanent establishment
in the source state.

18. Regarding double taxation relief  to be provided   by the residence state,   it   is
argued that for the double taxation relief provisions to apply, the treaty does not
require that a certain item of income be attributed to the same person by the
source state and the residence state. Consequently, it is argued that the residence
state of the participators should provide double taxation relief for taxes paid to
the source state by the entity. Likewise, the residence state of the entity should
provide double taxation relief for the taxes on the entity's income paid to the
source state by the participators.

19. The US Model treaty is in line with the interpretation developed here, to the
extent that it also grants treaty benefits to an entity that is classified as a taxable
corporation in its state of residence while it is classified as a fiscally transparent
partnership in the source state. The US model is not in line with the interpreta-
tional rules developed here, to the extent that the savings clause results in the
taxation of undistributed income of a foreign corporation in the hands of the US
resident participators merely because the foreign entity is classified as a partner-
ship under US classification rules. Also, the US model does not treat a partner-
ship as an entity for determining the source of a guaranteed payment.

20. The US - French treaty provides for an elegant solution to the definitional
problem of defining the treaty term co,poration by specifically defining a
United States cotporation and a French cotporation. The treaty also recognizes
special allocations of partnership profits for treaty purposes. This recognition of
special allocations is clearly inspired by US law. The limitation on the exemp-
tion from French taxation for US income from independent services of a French
partner may, however, create a conflict of interests between the US and French
partners.

21. From the wording of the German - US treaty negotiated in 1989, it can be
concluded that partnership issues were discussed during the negotiations. The
solutions provided for interpretational questions involving partnerships, how-
ever, rely heavily on the competent authority procedure, and in this respect, it
resembles the US model. The treaty puts the emphasis not so much on the
avoidance of double taxation, but is more concerned with counteracting the
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"inappropriate" reduction of US taxes payable by German residents.

22. Finally, the Netherlands - Belgium treaty is examined. This treaty is unique
in that it designates Netherlands partnerships as Netherlands resident companies
for treaty purposes. It was concluded that, in the absence of additional treaty
provisions on double taxation relief, the designation of Netherlands partnerships
as Netherlands resident corporations should only be applied for determining the
Belgian taxation in the situation in which Belgium is the source state.
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SAMENVATTING

1. Het onderwerp van deze studie is de belastingheffing van personenvennoot-
schappen in een internationale context. Meer specifiek gaat de aandacht uit naar
de belastingheffing van internationale personenvennootschappen in de Verenigde
Staten, Duitsland en Nederland. De studie vangt aan met een onderzoek naar de
verschillende wijzen waarop personenvennootschappen in de belastingheffing
kunnen worden betrokken. Drie concepties komen naar voren: de personenven-
nootschap als belastbaar subject, de personenvennootschap als subject voor de
winstbepaling ("accounting entity") en de personenvennootschap als samen-

voeging van de afzonderlijke ondememingen van de vennoten.

2. Het concept van de personenvennootschap als belastbaar subject vinden we
zowel in de Verenigde Staten als in Nederland. Indien de personenvennootschap
voldoende gelijkenis vertoont met de aandelenvennootschap ("corporate resem-

blance") wordt zij ook fiscaal aldus behandeld. Afgezien van specifieke wet-
geving voor de Publicly Traded Partnership, wordt in de Verenigde Staten de
voldoende gelijkenis met de aandelenvennootschap vastgesteld aan de hand van
de karakteristieken van de aandelenvennootschap zoals neergelegd in ad-
ministratieve richtlijnen. Op grond van deze richtlijnen wordt een personenven-
nootschap aangemerkt als belastbaar subject indien de personenvennootschap
tenminste drie van de volgende vier karakteristieke kenmerken bezit: onbeperkte
levensduur, centrale leiding, beperkte aansprakelijkheid en vrije overdraagbaar-
heid     van de deelname     in de vennootschap. De administratieve richtlij nen
bevatten gedetailleerde regels om vast te stellen of een personenvennootschap
een of meer van deze karakteristieke kenmerken bezit. Het samenstel van deze
regels leidt ertoe dat een personenvennootschap niet snel als aandelenvennoot-
schap wordt aangemerkt. Deze tendens van de richtlijnen is historisch verklaar-
baar.

Nederland   kent niet dergelijke gedetailleerde richtlij nen. Het enige criterium   dat
Nederland hanteert is vrije overdraagbaarheid van de deelname in de personen-
vennootschap. Vrije overdraagbaarheid is aanwezig indien de toetreding of ver-
vanging van vennoten niet onderworpen is aan de toestemming van alle ven-
noten. Het Nederlandse criterium van vrije overdraagbaarheid is afdoende om
een personenvennootschap aan te merken als belastbaar subject. De resolutie van
6 november 1986 gaat evenwel uit van een meer flexibele benadering van de
commanditaire vennootschap. Deze resolutie is gebaseerd op het uitgangspunt
dat zelfs bij de afwezigheid van vrije overdraagbaarheid, bepaalde comman-
ditaire vennootschappen een zodanige gelijkenis met de aandelenvennootschap-
pen kunnen vertonen, dat het aanmerken van deze commanditaire vennootschap-
pen als belastbaar subject gerechtvaardigd wordt geacht. Op grond van deze
resolutie worden commanditaire vennootschappen, waarin het publiek als
belegger deelneemt, aangemerkt als belastbaar subject. De resolutie past
derhalve, naast het formele wettelijke criterium, een materidle toets toe. Het is
evident dat deze meer materitle benadering meer rechtsonzekerheid schept.
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3. De benadering van de personenvennootschap als subject voor de winst-
bepaling    is de algemene regel    in de Verenigde Staten en Duitsland.    In    deze
benadering komt tot uitdrukking dat, hoewel de personenvennootschap geen
rechtspersoon is, zij in aanzienlijke mate op dezelfde wijze kan optreden in het
economisch verkeer. Een belangrijk kenmerk van de behandeling van de
personenvennootschap als subject voor de winstbepaling is het principe van het
behoud van de kwalificatie van voordelen ("character preservation rule").
Krachtens dit principe vindt de kwalificatie van een voordeel plaats op het
niveau van de vennootschap en het voordeel behoudt deze kwalificatie bij de
belastingheffing van de vennoten. Fiscale keuzerechten (zoals bijvoorbeeld de
vervangingsreserve) worden dan ook uitgeoefend door de personenvennootschap
zelf en niet door de individuele vennoten afzonderlijk. Het principe van de
ongewijzigde kwalificatie kan problemen creeren indien doel en strekking van
bepaalde fiscale regels niet zozeer aanknopen bij het karakter van inkomenbes-
tanddelen maar meer samanhangen met de karakteristieken van het subject (het
subject wordt fiscaal als ondernemer dan wel als passieve belegger aangemerkt;
het subject bezit al of niet een controlerend belang in de vennootschap). In dat
geval geven de karakteristieke fiscale kenmerken van het subject veelal de
doorslag voor de fiscale behandeling van het genoten voordeel.

4. In Nederland heeft de belastingheffing van de personenvennootschap zich
ontwikkeld van de personenvennootschap als subject voor de winstbepaling naar
de benadering waarbij de personenvennootschap wordt gezien als samenvoeging
van de afzonderlijke ondernemingen van de vennoten. Systematisch is deze
benadering consistent met de behandeling van de vennoten als belatbare subjec-
ten. Deze consistentie wordt evenwel doorbroken bij de toe- en uittreding van
vennoten.

5. De behandeling van personenvennootschappen als fiscaal transparant biedt de
mogelijkheid om personenvennootschappen te gebruiken in belastingbesparende
constructies. Het principe is dat door de fiscale transparantie van de personen-
vennootschap in combinatie met de regel van behoud van kwalificatie, fiscale
voordelen die samenhangen met bepaalde inkomensbestanddelen worden
toegerekend aan de vennoten in de vennootschap, terwijl maatschappelijk gezien
die vennoten worden aangemerkt als beleggers. Het gebruik van de personen-
vennootschap in fiscale constructies in Nederland is naar alle waarschijnlijkheid
geringer dan in de Verenigde Staten en Duitsland. De belangrijkste factor is
wellicht het arrest van de Hoge Raad van 3 juni 1970, BNB 1970/152, waarbij
in een relatief vroeg stadium een regel werd vastgesteld die later in de Verenig-
de Staten en Duitsland als zogenaamde "at risk"-regel zijn wettelijke neerslag
vond. In de Verenigde Staten waren de administratieve richtlijnen inzake de
kwalificatie van de personenvennootschappen, met hun tendens tot fiscale
transparantie, een belangrijke factor waaraan de groei van de Amerikaanse "tax
shelter" industrie is toe te schrijven.
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6. Voor inwoners die deelnemen in een buitenlandse vennootschap is de voorko-
ming van dubbele belasting van crucial belang. Voor deze situatie is de invloed
onderzocht die een verschil van kwalificatie van de vennootschap ("classification
conflict") heeft op de voorkoming van dubbele belasting. Indien naar nationaal
belastingrecht de buitenlandse vennootschap wordt gekwalificeerd als fiscaal

transparante personenvennootschap wordt het inkomen van de vennootschap
rechtstreeks belast bij de vennoten. Verdedigd is dat in dat geval de vennoten
gerechtigd zijn tot de voorkoming van dubbele belasting, zelfs indien naar
buitenlands fiscaal recht de vennootschap wordt aangemerkt als belastbaar
subject. Alledrie de landen volgen deze benadering. In de omgekeerde situatie,
waarbij de buitenlandse vennootschap naar locaal (buitenlands) fiscaal recht
wordt gekwalificeerd als fiscaal transparante personenvennootschap terwijl naar
nationaal fiscaal recht de participant wordt aangemerkt als aandeelhouder in een
aandelenvennootschap, rijst de vraag of en zo ja in hoeverre de participant
gerechtigd is tot een belastingvermindering voor de buitenlandse belasting door
hem betaald over inkomen dat naar nationaal belastingrecht wordt toegerekend
aan de buitenlandse vennootschap. Vanuit de systematiek van de regels ter
voorkoming van dubbele belasting zou een belastingvermindering niet vereist
zijn, tenzij de vennootschap uitdelingen doet.
Verdedigbaar is dat, zodra er uitdelingen plaatsvinden, alledrie de landen een
belastingreductie toekennen ter voorkoming van dubbele belasting zij het dat
deze belastingreductie beperkt kan zijn door de gelimiteerde carry forward
periode voor buitenlandse belastingen.

7. Een voorbeeld van een afwijken van het principe van ongewijzigde kwalifi-
catie van inkomen op het internationale vlak is Rev. Ruling 89-72. In deze
ruling wordt voor de vraag of inkomen van een Controlled Foreign Corporation
kwalificeert als foreign base company sales income, de kwalificatie van het
inkomen dat de Controlled Foreign Corporation geniet als winstaandeel in een
personenvennootschap, mede afhandelijk gesteld van de kwalificatie die dit
inkomen zou hebben indien het niet als winstaandeel in een personenvennoot-
schap genoten zou zijn, maar rechtstreeks door de Controlled Foreign Cor-
poration. Deze ruling leidt er uiteindelijk toe dat niet de kwalificatie van het
inkomen op het niveau van de personenvennootschap beslissend is, maar de
kwalificatie van het inkomen op het niveau van de vennoot als ware het inkomen
rechtstreeks door de vennoot genoten.

8. Indien een buitenlandse vennoot deelneemt in een binnenlandse personen-
vennootschap is de kwalificatie van het inkomen van de vennoot van doorslag-
gevend belang voor de binnenlandse belastingheffing. In deze situatie is de
hoofdregel dat het inkomen wordt gekwalificeerd op het niveau van de ven-
nootschap en vervolgens, met behoud van deze kwalificatie wordt toegerekend
aan de buitenlandse vennoot eveneens van toepassing. Een voorbeeld   van   deze
ongewijzigde kwalificatie is de toerekening van een binnenlandse onderneming
aan alle buitenlandse vennoten. In Nederland en Duitsland is deze toerekening
evenwel onderworpen aan de voorwaarde dat de buitenlandse vennoot als
ondernemer kan worden aangemerkt. Deze kwalificatie van de buitenlandse
vennoot als ondememer vindt, in eerste instantie, tevens plaats aan de hand van

229



de aktiviteiten van de personenvennootschap zelf.

In tegenstelling tot Duitsland, waar het principe van de "isolierende Betrach-
tungsweise" de kwalificatie van voordelen uitsluitend plaatsvindt op basis van de
binnenlandse feiten en omstandigheden, kan naar Nederlands belastingrecht de

  buitenlandse vennoot ook winst genieten indien zijn deelname in de personen-
vennootschap deel uitmaakt van een buitenlandse onderneming van de buiten-
landse vennoot.

9. Ook de Amerikaanse "source rules", op basis waarvan wordt vastgesteld of
een bestanddeel van het inkomen een binnenlandse danwel een buitenlandse bron
heeft, kennen een afwijking van de hoofdregel van ongewijzigde kwalificatie.
Indien een personenvennootschap inkomen geniet uit de verkoop van lichame-
lijke goederen (personal property) worden de "source rules" toegepast op het
niveau van iedere vennoot afzonderlijk.

Het lijkt aannemelijk dat deze regel is ontworpen om te voorkomen dat Ameri-
kaanse ondernemingen hun verkopen leiden via buitenlandse fiscaal transparante
personenvennootschappen om zo hun buitenlandse inkomen te vergroten.

10. Het systeem van belastingheffing over vergoedingen die een personenven-
nootschap betaalt aan haar vennoten (bijvoorbeeld rente van schulden, huren en
royalties) wijkt in Duitsland en Nederland sterk af van dat in de Verenigde
Staten. Terwijl in de Verengide Staten deze vergoedingen (aangeduid als
"guaranteed payments") worden gekwalificeerd aan de hand van hun juridische
karakter (rente of huur) worden deze vergoedingen in Duitsland en Nederland
fiscal gekwalificeerd als winst uit onderneming.
Deze herkwalificatie in Duitsland en Nederland is terug te voeren op het streven
om de vennoot in een fiscaal transparante personenvennootschap op gelijke
wijze te behandelen als de ondernemer in de eenmanszaak. Deze wezenlijk
verschillende behandeling heeft belangrijke gevolgen in een internationale
contekst. Vanuit een consistente benadering zou naar Amerikaans recht een
guaranteed payment betaald door een Amerikaanse personenvennootschap aan
een buitenlandse vennoot per definitie niet belast kunnen worden als inkomsten
van die vennoot uit zijn Amerikaanse onderneming. Deze rente en huren zijn
derhalve uitsluitend onderworpen aan een Amerikaanse bronheffing, voorzover
deze vergoedingen worden geacht afkomstig te zijn uit Amerikaanse bronnen. In

  Nederland
en Duitsland zullen deze vergoedingen, indien betaald door een

binnenlandse vennootschap aan een buitenlandse vennoot wordenbelast als winst

/ uit binnenlandse ondememing indien de vermogensbestanddelen waarvoor de
*, vergoeding wordt betaald duurzaam in de binnenlandse onderneming van de
 

vennootschap worden gebruikt.

11. Indien een buitenlandse vennoot deelneemt in een binnenlandse personen-
vennootschap die haar onderneming drijft met behulp van een binnenlandse
vaste inrichting, is het winstaandeel van deze buitenlandse vennoot onderworpen
aan belastingheffing voorzover die winst is toe te rekenen aan de binnenlandse
vaste inrichting van de personenvennootschap. De personenvennootschap kan
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winst behalen met behulp van een buitenlandse vaste inrichting. De vraag die
dan rijst is of bij de belastingheffing van de buitenlandse vennoot, de winstbe-
standdelen die toerekenbaar zijn aan de buitenlandse (onder-) vaste inrichting,
begrepen zijn in de winst van de buitenlandse vennoot die toerekenbaar is aan
de binnenlandse vaste inrichting van de buitenlandse vennoot. In Duitsland is op
grond van rechtspraak, de winst van de buitenlandse (onder-) vaste inrichting
niet toerekenbaar aan de binnenlandse onderneming van een buitenlandse
vennoot. In de Verenigde Staten leiden de "source-rules" in combinatie met de
regel dat inkomen uit buitenlandse bronnen in beginsel niet is toe te rekenen aan
de binnenlandse onderneming van een buitenlandse vennoot in de regel tot
eenzelfde resultaat. In Nederland is het antwoord op deze vraag niet geheel
duidelijk, zij het dat op basis van de algemene systematiek van de belastinghef-
fing van personenvennootschappen (de personenvennootschap als bundeling van
de ondernemingen van de vennoten) verdedigbaar is dat het inkomen dat
toerekenbaar is aan de buitenlandse vaste inrichting van een buitenlandse
vennoot niet tevens bestanddeel kan zijn van het inkomen van een binnenlandse
vaste inrichting van die vennoot.

12. Terzake van de criteria die worden toegepast bij de kwalificatie van buiten-
landse entiteiten zou men verwachten dat deze hetzelfde zijn als de criteria die
worden gehanteerd bij de kwalificatie van binnenlandse entiteiten. Het blijkt
evenwel dat dit in het algemeen niet het geval is. In de Verenigde Staten en in
Duitland is de vraag of een buitenlandse entiteit naar buitenlands recht wordt
aangemerkt als rechtspersoon niet beslissend voor de fiscale kwalificatie van de
entiteit. In de Verenigde Staten stelt Rev. Ruling 88-8 expliciet dat bij de
kwalificatie van buitenlandse entiteiten ten behoeve van de Amerikaanse
belastingheffing, alle buitenlandse entiteiten worden aangemerkt als niet-rechts-
personen ("unincorporated"). Dit uitgangspunt bij de kwalificatie van buiten-
landse entiteiten ten behoeve van nationale belastingheffing is juist, aangezien de
overwegingen van een buitenlandse wetgever om bepaalde entiteiten rechts-
persoonlijkheid te verlenen geenszins hoeven samen te vallen met de overwegin-
gen van de nationale wetgever. De Duitse kwalificatieregel - de buitenlandse
entiteit wordt gekwalificeerd als de binnenlandse rechtsvorm waarmee zij het
meeste overeenstemt - is theoretisch gezien verdedigbaar, zij het dat deze
kwalificatieregel in de praktijk moeilijk toepasbaar is en tot meer onzekerheden

aanleiding kan geven dan de gedetailleerde Amerikaanse kwalificatieregels.

13. De belangrijkste inconsistentie in de Amerikaanse kwalificatieregels is de
toepassing van het zogenaamde "single economic interest"-beginsel. Krachtens
dit beginsel wordt een buitenlandse entiteit niet gekwalificeerd als transparante
personenvennootschap indien Mn persoon (middelijk of onmiddelijk) alle
participaties in de vennootschap beheerst. In dat geval wordt de vennootschap
geacht de karakteristieken van vrije overdraagbaarheid en onbeperkte levensduur
te bezitten. Dit beginsel wordt verworpen om systematische redenen, het creeert
onzekerheid ten aanzien van de fiscale status van buitenlandse 100 procent
dochtermaatschappijen en kan tenslotte leiden tot de kunstmatige introductie van
niet-gelieerde participanten met een belang van 5 procent in de buitenlandse
entiteit.
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14. Met uitzondering van het buitenlandse fonds voor gemene rekening, kent
Nederland geen expliciete regels voor de kwalificatie van buitenlandse entiteiten.
In dez studie zijn aan de hand van de jurisprudentie en de systematiek van de
inkomstenbelasting   en de vennootschapsbelasting kwalificatieregels ontwikkeld.
Deze regels leiden tot consistentie bij de kwalificatie van entiteiten ten behoeve
van de inkomsten- en vennootschapsbelasting en tot consistentie in de kwalifi-
catie van binnenlandse en buitenlandse entiteiten.

15.   In de laatste twee hoofdstukken staan de belastingverdragen centraal. Gestart
wordt met een analyse van het OECD Modelverdrag van 1977 voor de situatie
dat beide Staten de personenvennootschap als fiscaal transparant kwalificeren.
Op grond van de regel dat inkomstenbestanddelen van de fiscaal transparante
personenvennootschap hun kwalificatie behouden bij de belastingheffing op het
niveau   van de vennoten, wordt verdedigd   dat de vaste inrichting   van    de   per-
sonenvennootschap, voor verdragsdoeleinden, toegerekend wordt aan alle
vennoten die worden geacht winst uit onderneming te genieten. De problemen
die zich in deze situaties kunnen voordoen hebben betrekking op de belas-
tingheffing van vergoedingen die de venootschap betaalt aan de vennoten (rente,
huur, royalties) en op de toepassing van het verdrag in driehoeksituaties.

16. Verdedigd wordt dat de term persoon mede omvat de personenven-
nootschap. Het OECD model is niet eenduidig in zijn definities van de term
lichaam. Deze term moet geinterpreteerd worden als iedere entiteit die als
belastbaar subject wordt aangemerkt onder de belastingwetgeving van de staat
onder wiens recht de entiteit is opgericht. De conclusie is dat zelfs bij zo een
uniforme uitleg van de term lichaam, dubbele belastingheffing kan ontstaan
indien ieder de Verdragsluitende Staten, voor de toepassing van het verdrag zijn
eigen regels voor de toerekening van inkomen toepast. Deze toepassing van de
nationale regels voor inkomstentoerekening kan gebaseerd worden op de
bepaling inzake de interpretatie van niet-gedefinieerde verdragsbegrippen.
Krachtens deze bepaling hebben niet-gedefinieerde termen de betekenis van die
term onder de belastingwetgeving van de verdragstoepassende staat, tenzij de
contekst iets anders vereist. Verdedigd wordt dat het verdrag alleen op consis-
tente wijze wordt geinterpreteerd indien, naast de kwalificatie van de entiteit op
basis van het belastingrecht van de Verdragssluitende Staat waar die entiteit is
opgericht, ook de inkomenstoerekeningsregels van die Staat worden toegepast.
Zo'n interpretatie van het verdrag is het meest in overeenstemming met doel en
stekking van het verdrag.

17. Terzake van de belastingheffing over rente, huren en royalties die door de
personenvennootschap worden betaald aan vennoten is vjrdedigd dat deze
vergoedingen voor de verdragstoepassing gekwalificeerd moeten worden naar
hun aard, d.w.z. als rente, huren en royalties. De toewijzigingsregels van het
verdrag vinden we dan in Artikel 11 en Artikel 12. Voor de bepaling uit welk
land deze betalingen voor de toepassing van het verdrag afkomstig zijn, is ver-
dedigd dat de personenvennootschap moet worden aangemerkt als de persoon
die de vergoeding betaalt. De toewijzigingsregels van het verdrag grijpen dan
aan bij de vraag of het vermogensbestanddeel waarvoor de vergoeding wordt
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betaald behoort tot het vermogen van een vaste inrichting van de vennootschap
in een van de Staten. Deze wijze van verdragsinterpretatie vermijdt dubbele
belastingheffing van deze vergoedingen. Volledige vrijstelling van deze ver-
goedingen is wel mogelijk, namelijk indien de Staat waar de vaste inrichting
gevestigd is de vergoeding op grond van zijn nationale wetgeving in aftrek
toelaat bij de bepaling van de aan de vaste inrichting toe te rekenen winst.

18. Voor de toepassing van de regels ter voorkoming van dubbele belastinglief-
fing door de woonstaat is vastgesteld dat het verdrag niet de eis stelt dat de
bronstaat    en de woonstaat het inkomen aan dezel fde personen toerekenen.
Derhalve dient de woonstaat van de participant de regels voor de voorkoming
van dubbele belasting toe te passen op het niveau van de participant, zelfs indien
de bronstaat het inkomen belast op het niveau van de vennootschap. Ook
omgekeerd, dient de staat waar de entiteit fiscaal gevestigd is de regels voor de
voorkoming van dubbele belasting toe te passen op liet niveau van de entiteit,
zelfs indien de bronstaat het inkomen belast bij de participanten.

19. Het Amerikaanse modelverdrag is in overeenstemming met hetgeen in deze
studie wordt verdedigd voorzover dit verdrag de verdragsvoordelen toekent aan
een entiteit die in de vestigingsstaat wordt gekwalificeerd als aandelenven-
nootschap (belastbaar subjectief) terwijl de bronstaat de entiteit als fiscaal
transparante personenvennootschap kwalificeert.

Het Amerikaanse modelverdrag wijkt af van hetgeen in deze studie is verdedigd
voorzover op grond van de zogenaamde savings clause, de niet-uitgedeelde
winst van een buitenlandse vennootschap die naar het recht van de oprich-
tingsstaat als belastbaar subject wordt aangemerkt, wordt belast op het niveau
van de Amerikaanse participant louter op grond van het feit dat naar Ameri-
kaanse fiscale maatstaven de buitenlandse entiteit wordt aangemerkt als fiscaal
transparante personenvennootschap. Tenslotte kent het Amerikaanse model-
verdrag een regeling die afwijkt van de hier verdedigde opvatting dat bij de
bepaling van de bronstaat van een vergoeding betaald door de fiscaal transpa-
rante presoenenvennootschap, de vennootschap zelf als betaler van de ver-
goeding moet worden aangemerkt.

20. Het Amerikaans - Franse verdrag bevat een elegante oplossing voor de
definitring van de verdragsterm lichaam door specifiek de termen Amerikaa,is
lichaam en Frans lichaam te definitren. Dit verdrag erkent in beginsel speci-
fieke winstverdelingsafspraken tussen de vennoten ("special allocations"). De
daarmee in verband staande beperkte vrijstelling van Franse belastingheffing
voor Amerikaans inkomen uit zelfstandige arbeid van een Franse vennoot kan
evenwel tot een belangentegenstelling leiden tussen de Amerikaanse en Franse
vennoten.

21. Uit de bepalingen van het Duits - Amerikaans belastingverdrag van 1989
kan worden afgeleid dat de belastingheffing van het inkomen van personenven-
nootschappen onderwerp van de verdragsonderhandelingen is geweest. De
oplossingen die in dit verdrag worden gegeven voor interpretatieproblemen
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knopen evenwel in hoge mate aan bij de overlegprocedure tussen de bevoegde
autoriteiten, en lijken in dit opzicht dan ook sterk geinspireerd te zijn door het
Amerikaanse modelverdrag. Daarnaast legt dit verdrag, waar het de belasting-
heffing van vennoten betreft, niet zozeer de nadruk op de voorkoming van
dubbele belastingheffing als wel op de voorkoming van het oneigenlijk ("in-
appropriate") reduceren van de Amerikaanse belastingheffing door Duitse
vennoten.

22. Tenslotte is het Nederlands - Belgisch verdrag geanalyseerd. Dit verdrag is
uniek in die zin dat het de Nederlandse fiscaal transparante personenvennoot-
schappen aanmerkt als in Nederland gevestigde lichamen. De conclusie is
evenwel dat, gezien de afwezigheid van specifieke bepalingen terzake van de
voorkoming van dubbele belasting, aan het aanmerken van Nederlandse per-
sonenvennootschappen als lichamen die inwoner van Nederland zijn, uitsluitend
betekenis moet worden toegekend voor de toepassing van het verdrag door
Belgi8 als bronstaat.
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Stellingen bij A.H.M. Daniels:

ISSUES IN INTERNATIONAL PARTNERSHIP TAXATION

1.    De meest trefzekere omschrijving van de commanditaire vennootschap vinden we
bij van Olffen (Gielebundel, 1990) waar hij haar aanduidt als de toverbal der
rechtsvormen.

2.    De herformulering van de definitie van de open commanditaire vennootschap in
artikel 2 lid 3 letter c Algemene wet inzake rijksbelastingen op basis van de
resolutie van 5 december 1918 B 2220, is gebaseerd op de veronderstelling dat de
uitspraak:

"als A t B dan C 0 D- als A=B dan C=D"

juist is.

3.           De  regeling  voor de niet-onderworpen buitenlandse deelneming in artikel   13a  Wet
op de vennootschapsbelasting 1969 leidt tot draconische gevolgen ingeval van een
kwalificatieconflict.

4.    De omschrijving van het open fonds voor gemene rekening in artikel 2 lid 2 Wet
op de vennootschapsbelasting 1969 heeft geleid tot de oprichting van besloten
"open end" beleggingsfundsen.

5.   In het licht van de uitspraak "every nation gets the taxes it deserves" konit de
Amerikaanse giftenaftrek van section 170(c) Internal Revenue   Code   voor   gi ften
aan instellingen "for the prevention of cruelty to children or animals" wat wrang
Over.

6.     Het toekennen van min of meer officitle "MBA"-diploma's bij voltooiing van een
postdoctorale opleiding aan een Nederlandse universiteit duidt op een overwaar-
dering van Amerikaanse universitaire opleidingen en kan leiden tot de invoering
van een "B(een) T(o) A(merica)"-diploma door het Nederlandse hoger beroeps-
onderwijs.

7.    De voorstanders van de invoering van een algemene legitimatieplicht gaan voorbij
aan de problemen bij de invoering van een Nederlands fraudebestendig legitima-
tiebewijs.

8.    Het beleid van de Amsterdamse parkeerdienst om geen wisselgeld te verstrekken
voor parkeermeters duidt op een winstoogmerk.

9. Ernest Zahn's constatering in 'Regenten, rebellen en reformatoren' (1989):

"de Nederlander zit graag in z'n tuintje een beetje in het zonnetje, leest
verhaaltjes in z'n krantje, maakt een wandelingetje, drinkt op het hoekje
van het straatje eventjes een biertje en betaalt netjes met een tientje"

zegt meer over de Nederlanders en hun taal dan de omvangrijkste sociologische
studie.

10.    De hereniging van de beide Duitslanden vertoont trekken van een "leveraged buy-
Out".
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