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Inbrief

The EU’s inter-governmental Code of Conduct Group (Business Taxation) (CoCG)hasputforward
guidance for determining substance when considering whether a tax measure is harmful or ‘fair’. The
guidanceincludeselements of behaviour that Member States must meet and requirementsthatnon-
Member States mustadoptin orderto avoid being included on the so -called blacklist of non-cooperative
non-EU, third countries. The guidance was formally endorsed without further discussion atthe ECOFIN
meetingon22June2018.

The CoCGhas also published the following items relating to itsmandate on harmful tax matters:

e asummary ofthestatusat 31 May 2018 ofthe 92jurisdictionsscreenedin 2017whichresultedin
somebeing listed, others monitored and a few receiving comfort letters

e anoverviewofthe preferentialtax regimes it has examined sinceitscreation in March 1998,and

e aworkprogramme indicating areas where it will focus its attention for the foreseeable future.

Indetail
The CoCG assesses harmful and fair’ tax measures

The EU’s Code of Conduct for Business Taxation was established atan ECOFIN meetingon 1 December
1997.The Code of Conduct is nota legally binding instrument but s a political commitment by Member
Statesto:

e re-examine,amend or abolish existing tax measuresthat constitute harmfultax competition (rollback
process), and

e refrain fromintroducing new measures that constitute harmful tax competition (standstill process).

The CoCGwas set up within the frameworkofthe by ECOFIN on 9 March 1998 to review measures that
wereagreed to constitute the Code.

The CoCG:

e agreesguidance notesforthe ECOFIN to endorse (and regularly reviews implementationby Member
States),and

.
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o prepares ECOFIN conclusions for ECOFIN to adopt.

The avoidance or removal of harmful tax measureswas, and remains, part of that Code. The potentiallyharmful nature of
a country’stax measureis determined accordingto an overarching requirementthatit provides for a significantly lower
effectivelevel of taxation than generally applies in that country (including zero taxation).

Thereare five specific criteria agreed by Member Statesas examples of harmful measures. Theybroadly cover:
e targetingnon-residents

¢ ring-fencing from the national market

¢ non-alignmentwith substance

e transferpricing/ group profit, and

e determinationandlackoftransparency.

The CoCG alsonowaddressestax havens, or more specifically the criteria for assessing whether a non-EU, third countryis
non-cooperativein relationto the so-called blacklist, against which a range of defensive actions is beingagreed and
enhanced. The criteria are splitinto categories covering:

e transparency
e fair taxation, and
e implementation of anti-BEPS measures.

ECOFIN has to decidethe consequencesfor countriesbeingontheblacklist. For such countries, it hasalready denied
access to certain EU funding, It also has agreed thata hallmark for reportingan arrangementwould be metifa deductible
cross-border payment is made by an entity to an associated entity resident in a country onthelist. ECOFINis still
considering other potential sanctions, such as applying withholding taxes and disapplying exemptions. In contrast, whena
regimeofan EU Member Stateis determined to be harmful, the rollback processand/ or standstill process maybe
applied.

Observations: Theincreased transparency requested of the CoCGhasled to the publication and ‘declassification’ of
various materials. Three of fouritems of significant usein determininghowthe CoCG worksin considering harmfulness
and substance areincludedin itsmostrecent six-monthly report to ECOFIN but the fourthitemis largely a standalone
publication. Other declassified materialsnowavailable include the letters to Caribbean countries on which blacklisting
decisionswere deferred, but those letters all followed the previously published template. The Commission is making tax
good governance an instrumental part of trade agreementswith third countriesand the workofthe CoCG may
significantly impact relations with these countries.

Status of ‘potential’ blacklist countries shows criteria commitments are met

The CoCGinitially targeted 92 jurisdictionsbefore they whittled that number down to the blacklist of non-cooperative
countries and a so-called greylist of committed countries. The 92 jurisdictionseach received a formal request to justify
their frameworksforand effective applications of cooperative tax criteria followingthe CoCG’s 'scoreboard of indicators'.

Asaresult of responsesto the formal requests, and with further investigation, the CoCG determined that the countriesfell
into thefollowing categories:

¢ ‘listed’ as non-cooperative (the blacklist)
e ‘undermonitoring’ of their commitments to meet the criteria (the greylist),or
¢ ‘comfort letter’ countries (accepted as cooperative under the current criteria).

The cooperative tax criteria previously agreed by ECOFIN (assetoutwhentheblacklistwaspublished in 5 December 2017
ECOFIN conclusions) are:
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1.1 Commitment to implement the automatic exchange of information, either by signingthe
Multilateral Competent Authority Agreement or through bilateral agreements

1.2 Membershipin the Global Forum on transparency and exchange of information for tax
purposesand satisfactory rating

1.3 Signatory and ratification of the OECD Multilateral Convention on Mutual Administrative
Assistance or networkofagreements coveringall EU Member States

2.1 Existence of harmful tax regimes

2.2 Existence of tax regimes that facilitate offshore structuresthat attract profits withoutreal
economic activity

3. Membership in the Inclusive Framework on BEPS or implementation of BEPS minimum
standards

The CoCGhas nowpublished - as Appendix 3 ofthe progressreport - a status document onits reviews. However, much of
the material had been made available in various places previously. The documentindicates a country’s status on listing
and specifiesa deadline for meetingtheir commitmentsofeither 2018 or2019, asdetermined by the CoCG. In addition,
the documentindicates the number of preferential tax regimesin a countrythat were assessed forharmfulnessin relation
to Item 2.1 and whetherthe CoCGis relyingonthe OECD’s Forum on Harmful Tax Practices (FHTP) assessment or will
carryout itsownreview of them (for more detail on preferential tax regimes see separate section below).

The CoCGhas also indicated whether a country was regarded as a financial centre (FC)andalsoasa:

e LDC: Least Developed Country
¢ LMI: LowMiddle Income Country, or
e UMI: UpperMiddle Income Country.

A recent ECOFIN announcement confirmed that it has accepted the CoCG recommendationto cutthe blacklistto seven
countries, shownonthestatus report as: American Samoa, Guam, Namibia, Palau, Samoa, Trinidad and Tobago, and the
USVirginIslands.

Observations: Thereis a broad spread of criteriathat countries have notyet met acrossthe six different Items.
However, the elimination or adjustmentofa particular tax regime to ensureit is not harmfulis the most prevalent as 37
countries have committed to sucha move. There are 31 countriesthathave not metthe requirement to be part of the
OECD’s BEPS Inclusive Framework (or otherwise committed to the BEPS minimum standards), contributingto the fact
that nearly as manyregimesare beingreviewed by the CoCG as the FHTP.

Substance guidance and ‘scoping’breaks new ground

Scope ofnew interpretations

On fair taxationforthe purposesoftheblacklist, [tem 2.1 coversthe same basic substance issuein relationto a particular
measureas thethird criterion or Criterion 3 of the Code for EU Member States. The focusis on whether a measurein a
Member State provides advantages even without any real economic activity and substantial economic presence within that
State.In addition, blacklist Item 2.2 deals with a further requirement to notfacilitate offshore structuresor arrangements
aimed at attracting profitsthat do not reflect real economic activity in the country.
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The new guidance further developstheinterpretation of Criterion3/Item 2.1 onrealeconomic activity and substantial
economic presence (Appendix 1 ofthe progressreport). The material onItem 2.2 on alignment of profitsandreal
economic activitiesis described as ‘scoping’ (Appendix 4 ofthe progressreport).

On the guidancein Appendix1,the CoCG’sdecision is final. The textis merely to help Member States and third countries
identify regimes more easily: it neither provides a safe harbournoris it prescriptive. Previous determinationsof CoCG
assessments, whether positive or negative, will notbe affected.

However, regimes must be subjectto normal tax audit procedures. Furthermore, a reviewmay be reopened on the basis
that oncethe CoCGhas assessed a particular regime, a continued monitoring processkicks-in. Therefore, information
must be supplied annually on numbers of taxpayers applying for and benefitting from the regime with income, employees
and expenditures (butnormally with respect to taxpayersthat are members of multinational enterprise groups with
annualrevenues in the precedingyear of at least EUR 750m).

Regardingthe scopingin Appendix 4 for Item 2.2 for non-EU jurisdictions, the paper discusses:

» technical elements of commitmentsto be fulfilled by thesejurisdictions on harmfulness and substance (the
Criterion 3 issues, which arereally Item 2.1 but described asrelevantto Item 2.2)

> the coreincome-generating activities required in these jurisdictions (splitbetween IP and non-IP) and
implementation of commitments by these jurisdictions, with the burden of prooflying with the taxpayer

» reviewand monitoring of these jurisdictions - failure of an entity to meet requirementsleadingto rigorous,
effective and dissuasive regulatory penaltiesand automatic exchange ofthat fact with the jurisdiction of residence
ofthe legal orbeneficial owner (or presumably head office); ultimately, where other sanctions produce no results,
this shouldlead to the strikingoffthe register of such an entity,and

» potentialfurther transparency requirements: for spontaneous exchange on specific risk issues, beneficial
ownershipregistersand mandatory disclosure rules.

Observations: The guidance maybe particularly important withregard to:

¢ confirmingthatthe practice ofthe five criteriabeing used asthe sole determinants of whether a regime is harmful (and
not justexamples), assessed ona case-by-case basis, continues to apply

e elaborating onthedistinctionaddressed ata particular measure granted without any real economic activity and
substantial economic presence asin Criterion 3/ Item 2.1and overall within the country facilitating a lackofalignment
of profitswith real economic activity therein Item2.2,and

¢ enhancingsome viewsthatvariousthird countries committed to changing their tax regimes without due consideration
merely toavoid being on the blacklist, as their decisionswere based on brief guidelines “for application by analogy",
while the newguidance only now provides more concrete technical advice on whatneeds tobe done.

The level ofreal economic activity required depends on mobility

The guidance notes thatthe extent of the requirements is likely to differ between:

¢ tangible or immobile activities where substance is not an issue (but nexus mightbe), like manufacturing, production or
business property investment

e particulartypesofactivity that need to be carefully reviewed, giving examples of financial services, intra-group captive
insurance, holding companies (o ther than ‘pure’ equity ones)and coordination centres, and

e regimes thatspecify targeting, are designed to do so or otherwise allowit, thus requiring further reviews of substance.

Observations: The report recognises that pure equity holding companies should require reduced substantial activity
thresholds. Italso acknowledges that usual substance requirements cannot automatically be applied to collective
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investment vehicles, notingthat requirementsin thisregard can parallel EU legislation oninvestment funds, in particular
directive 2011/61/EU onalternative investment fund managers.

Substantial economic presence considersinput factors

The perceived requirements on presence focus on having an adequate number of employees with necessary qualifications
and an adequate amount of operating expenditure with regard to the coreincome-generating activities (with some
examples of the nature of what mightbe considered, including premises costs).

The report clarifiesthat the country requirements in Item 2.2 largely aim to mirror, by analogy, the FHTP requirements
used in relationto assessing whether any particular preferential regime is harmful. Specifically they are to applyto the
same geographically mobile activitiesand to each sector, with effect from 1 January 2019 at thelatest (giving companies
until 1 July 2019 to comply).

Non-EU countries were encouraged, via letters, to put in place appropriate accounting and tax recording/ reporting
requirementsin order to assess and share (with CoCG)therelevant information on substance. Those countries must also
deployappropriate resources to monitor the application ofthe requirements and that there are sanctions for non-
compliance.

The overarchinglow or zero tax criterion is similar to the FHTP’s gateway test accordingto the OECD’s 2017 Progress
Reporton Preferential Regimes. The core income-generating activities then differ for non-IPand IP-based business.

Observations: The assessmentdoes not wholly align withthe FHTP requirements. Note that the guidance states only
that “due consideration could also be given to assessments carried outby the FHTP ofthe regime in question, where
appropriate”. It also states that monitoring should be coordinated withthe FHTP’s parallel monitoring “to the extent that
isrelevant”.

Non-IPregime coreincome-generating activities depend on type

Examples given by the FHTP requirement for core income-generating activities, reproduced from the BEPS A ction 5
Report, referto:

Headquarters regimes — taking relevant management decisions; incurringexpenditures on behalf
of group entities; and co-ordinating group activities.

Distribution and service centre regimes — transporting and storing goods; managing stocksand
takingorders; and providing consultingor other adm inistrative services.

Financing and leasing regimes — agreeing funding terms; identifyingand acquiring assets tobe
leased (in the case of leasing); setting thetermsand duration of any financing or leasing; monitoring
| and revising any agreements; and managing any risks.

Fundmanagement regimes —taking decisions on the holding and selling of i 1nvestments
calculating risksand reserves; taking decisions on currency or interest fluctuations and hedgmg
positions; and preparing relevant re gulatory or other reports for government authorities and investors.

Bankingregimes - raisingfunds; managing risk including credit, currency and interest risk; taking |
hedging positions; providingloans, credit or other financial servicesto custom ers; managing
regulatory capital; and preparing regulatory reports and returns.

Insurance regimes — predicting and calculating risk, insuring or re-insuring against risk, and
[ providing clientservices. |

Shipping regimes — m anagingthe crew (including hiring, paying, and overseeing crewmembers); |
hauling and maintainingships; overseeingand tracking deliveries; determining what goods to or der
| and when to deliver them; and organising and ov erseeing voy ages. |

Holding company regimes with a variety of assets earningdifferent types of income (e.g., interest,
rents, and roy alties), a ctivitiesassociated with the incom e that the h olding com panies earn.
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Observations: Application of these requirements ‘by analogy’ leaves some doubt as to what adjustments, ifany, are
appropriate. In most categories, a direct read across seems fairly straightforward.

IPregime coreincome-generating activities focus on level of control

For IP regimes, the nexus approach on IPderived fromlocal R&D activities could, in the context of non-cooperative third
countries, prohibit genuine commercial activities by failingto recognise other intangible assets and different ways in
whichthose assets canbe created or otherwise exploited through core income-generating activities. So, the paper applies
what it calls a ‘strengthened general substantial activities approach’.

Periodic decisions of non-residentboard membersis unlikely to be sufficient. A company might sometimesbe ableto
provethatit is undertaking core income-generating activities associated with intangible assetincome other than research
& development, marketing and branding. It may have the appropriate staff, premisesand equipment to take strategic
decisionsand manage (as well as bear) the principal risks of developing/ acquiringand exploiting the intangible.
Alternatively, it may carry onthe underlying trading activities through which th e intangibles are exploited and which lead
to the generation of third-party revenue.

Where ‘foreign’ related parties are involved through acquisition, funding, licensing or monetisation, that is regarded as a
high-risk scenario. Inthese circumstances, additional requirements would apply. Significant evidence would havetobe
given astothelevel of control over development, exploitation, maintenance, protection and enhancement (DEMPE)
functions. Thisinformation would also be shared with and reviewed by the entity’s country of residence (or place ofa PE’s
head office).

Observations: The proposed rules seek to be ‘effective and proportionate’whilst addressing the higher riskof artificial
profitshifting posed by income derived from IPassetsin certain s cenarios. However, these conceptsare nebulousand
while the guidance provides a greateridea of the standards required relative to the risk, disagreements likely will continue
to arise.

Potential future transparency requirements may be added

Asnoted above, where an entity failsthe substance test, the CoCG requires enhanced spontaneous exchange of that
information (e.g., toalertthetax administrationthata party is makinga deductible payment to such an entity). The CoCG
suggestspotentially adapting the meansused to provide for exchange of tax rulings.

The CoCGalso suggeststhat, since domestic beneficial ownership repositorieswillneed tobein place, EU Member States
shouldbeableto querythose sourcesdirectly (e.g.,viaan interconnected query platform).

Finally, the CoCG suggests such a third country could have to introduce a mandatory disclosure regime to require
reporting of certainarrangements that the relevant Competent Authority would have to share with various other
countries. The regime would, it states, have to be consistent with the EU’s Directive on mandatory automatic exchange of
informationin thefield of taxation in relationto reportable cross-border arrangements (DAC6) and the OECDwork on
financial account reporting (CRS) avoidance and opaque offshore structures.

Observations: As onlyabroadintention at thisstage, detail of this future workis limited. However, some immediate
and potentially significant questionsarise. For example, presumably consistency with DAC6 would belimited to the
financial account beneficial ownership hallmarks D, with whichit notesthese jurisdictionsshould be familiar;a question
then arisesas to whetherthe quoted OECD similarities would be limited to the CRS element and not include opaque
offshore structures (though both could be intended, as being relevant to beneficial ownership). A further pointarisesas to
reciprocity of reporting with other countries and with which countries’information would have to be shared (DAC6
broadly dealing with all EU Member Statesand the OECD with residence countries of usersto which the information
relates).

Almost halfthe preferential tax regimes reviewed by the CoCG were harmful

The CoCG publishedon 12 June 2018 a list ofthe different preferential tax regimes it has identified and assessed. Thelist
includesalarge number of regimes from EU Member States, assessed since the CoCG’sinceptionin 1998. Italso specifies
the regimes more recently consideredin relationto Item 2.10ftheblacklist criteria.
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The present overviewis organisedin three parts:

Dependentor
associated
Preferential territories of EU Other
regimes of EU Member States - risdictions
Member States to which EU ( rfow coveredby
the EU listing

exercise)

(including treatiesdon't
Gibraltar with apply (as ofthe
regardtothe UK) date of
notification of
the regime)

The COCGhas examined 632 preferential regimes (including 280 in 1998-1999), 251 0f which were deemed harmful and
havebeen(orarebeing) rolledback, i.e., eliminated oramended.

Observations: This statement canbeused in conjunction with thelist of commitments by countriesthat puts themon
the greylistratherthan the blacklist. For example, the commitmentlist shows Uruguay havingthree preferential regimes
underreview. This statementidentifiesthose regimes as ‘free zones’, ‘shared service centres’ and ‘software industry
incentives’.Italso confirmsthat the FHTP is thelead assessor.

Work programme shows where the CoCG will focus in future

Within its existingmandate, the CoCG hassetout in its ‘New multiannual work package’ (in A ppendix 2 of the progress
report) the priorities it agreed atits 31 May 2018 meeting:

T ransparency ofthe CoCG - it will consider greater transparency of its work, in particular concerningthe non-
cooperative blacklist.

Monitoring of ‘standstill’ (n o new benefits) and the implementation of ‘rollback’ (elimination or
am endment) - focusingon patent boxes and notional interest deduction (NID) regimes, with potential guidance on
NIDs.

Linkswith third countries - currently encompassing the 92 countries assessed in relation to the non-cooperative
blacklist (and also it states action to combat tax avoidance/ evasion and measures potentially affectingthelocationof
business activity). Itcould be expanded to more countries. The CoCG will considerrevisingthe scope of Item 2.1
(harmfultaxation)in relation to manufacturing regimes “takinginto accountits relevance forjurisdictionsthatare
linked to the internal market”.

Anti-abuseissues and defensive measures - the CoCGwill turn itsattention to outbound payments more
generally aswell as considering further defensive measures in relation to non-cooperative countries.

Transferpricingissues - potentially revised guidance by theend of 2019 in various BEPS areas.

Implementation of CoCG guidance - the monitoring of previous guidance in various areaswillbe stepped-up
includingthe mostrecent coveringtax privileges related to Special Economic Zones (SEZ).

The CoCGalso agreed to consider proposinga potential update to the 1997 mandate - including a reviewofthe
overarchingloworzero tax criterion, mentioned above.

Observations: There are commentsin the mainbody ofthe progress report which help shed furtherlightonthe new
multiannual work package. While it is committed to greater transparency, confidentiality remains a concernto CoCG
representatives. The CocG’s work is intergovernmental in nature and is not subject to the scrutiny or supervisionofthe
European Parliament (although the COCG agreed voluntarily to send a representative to appear before the TAXE3
committee in due course). NIDregimes currently on standstill while questions/ criteria are finalised include those for
Belgium, Cy prus, Italy, Malta and Portugal.
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The takeaway
The CoCGis increasingly important in EU activity.

Member State regimesare increasingly criticised by the Commission and the Parliament, with pressure added to sethigh
standards. Work on patentboxregimes may almostbe done, so attentionis turning to notional interest deduction
regimes. Inaddition, the CoCG may consider whether there is an effective way to review more generally lowtax rates
despitethe sovereignty of Member Statesin this regard.

The work onnon-EU countrieslikely will continue to expand. Defensive measures against countriesnot meeting the non -
cooperative criteria may intensify. Monitoring will be enforced. There is already discussion ofthe criteria being further
strengthened in future.

The CoCG’s mandate may well be broadened, although greater transparency about its work is expected. Furthermore, the
publication of more materials, like some of those now available, is likely.
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