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Australian Government�s obsession to tighten 
the anti-tax avoidance rules
Recent history has seen the Commissioner of Taxation (�the Commissioner�) lose a 	
number of court cases in which he argued that the general tax avoidance provisions 
(�Part IVA�) of the tax legislation applied. This was notwithstanding the fact that 	
Australia has a robust general anti-avoidance rule which the courts have, over the years 
since its introduction, made much more effective against tax avoidance practices.

As a direct consequence of these losses, the Australian government has introduced new 
legislation which (at the date of writing) is before parliament and is currently being 		
considered by a parliamentary committee which is due to report on the proposed 	
legislation by 14 May 2013.

Since the proposed changes were �rst mooted and the subsequent release of Exposure 
Draft legislation (ED) in November 2012, commentators have put forward arguments in 
support of the view that the changes to Part IVA are not warranted, given the fact that 
the courts have rigorously applied Part IVA and on numerous occasions, in the 	
Commissioner�s favour.

Analysis of the proposed changes
The proposed amendments to Part IVA remain controversial notwithstanding that the 
draft legislation introduced (from a tax law design perspective) is a signi�cant 	
improvement on the ED that was initially released.

The new bill introduced into the House of Representatives, the Tax Laws Amendment 
(Countering Tax Avoidance and Multinational Pro�t Shifting) Bill 2013 shows that the 	
Government seems to have taken on board some of this criticism. The result is a bill 
which is markedly different to the ED. Below is an analysis of the proposed changes and 
the practical implications of the bill for taxpayers.

What has changed?
The most signi�cant difference between the changes proposed in the ED and in the 
bill relates to the formulation of the �alternative postulate� as to whether there is a �tax 
bene�t�.

Broadly, a tax bene�t has been received where, but for the scheme, the taxpayer would 
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not have, or might reasonably be expected to not have, received 
the particular tax advantage obtained under the scheme.

The explanatory memorandum which accompanied the ED (�EM 
to the ED�) stated the ED was intended to cure what it saw as 
a �blurring� of the two limbs of the relevant provisions, being 
concepts which looked at what �would not have� and �might 
reasonably be expected to not have� been received by way of 
a tax advantage under the scheme. The bill now provides that 
these two limbs should be treated as alternatives. However, as 
the ED itself included no speci�c changes to this effect, this has 
led to criticisms that there was a disconnect between the ED 
and the accompanying explanatory memorandum to the bill.

Under the bill, a new provision has been introduced con�rming 
that the two limbs represent alternative bases, upon which the 
existence of a tax bene�t can be demonstrated:
(a)	 the �rst limb, called the �Annihilation Approach�, involves 

considering an alternative postulate which consists solely of 
the events or circumstances that happened or existed other 
than those that formed part of the scheme. This limb will be 
relevant in some cases where the tax bene�t in question is 
a tax deduction or capital loss which would not arise if the 
steps of the scheme were ignored. The explanatory 		
memorandum accompanying the bill (�EM to the bill�) refers 
to two Full Federal Court decisions which dealt with income 
tax deductions and which the EM to the bill says appear to 
have been decided based on the Annihilation Approach

(b) 	the second limb, called the �Reconstruction Approach�, 	
involves considering an alternative postulate which is based 
on a reasonable reconstruction of what the taxpayer might 
have done if the scheme was not entered into.

Under the bill, the intention is clear - each limb needs to be 
considered separately. The EM to the bill points out that no 
court has directly considered the competing constructions 
contained in the current legislation and acknowledges that there 
have been a number of cases where the Annihilation Approach 
and the Reconstruction Approach have been considered as a 
single, composite test, but explains that the bill puts beyond 
doubt that the new provisions should be construed in the way 
preferred by the Government.

The Annihilation Approach would typically be used where the 
scheme in question does not produce any material non-tax 

results for the taxpayer or the scheme shelters economic gains 
already in existence.

The Reconstruction Approach, on the other hand, would be 
used where the scheme achieves substantive non-tax results; 
typically, where the scheme both produces and shelters 	
economic gains. The EM to the bill uses the example of a couple 
borrowing to acquire both a family home and holiday house 
that they plan to rent to holidaymakers. Under the borrowing 
arrangement, the repayments are applied exclusively to the 	
borrowings in relation to the family home, so that the deductible 
interest payments are increased for the holiday home borrowing 
and the non-deductible interest payments for the family home 
are minimised. According to the EM to the bill, annihilating the 
scheme would not leave a sensible result as there would be no 
borrowing at all, so reconstruction is necessary. In this case, the 
EM to the bill suggests that a reasonable alternative could be for 
the couple to take out a separate loan for each house they wish 
to acquire.

It is also worth noting that the EM to the bill recognises the 
Commissioner is entitled to put his case in alternative ways and 
it is expected that the Commissioner will continue his current 
approach of arguing both limbs as alternatives.

The bill now con�rms the �purpose test� as the central concept 
in the application of Part IVA (on the Government�s assumption 
that this had been lost as a result of the way that the courts have 
interpreted Part IVA).

According to EM to the bill, the question of whether Part IVA 
applies to a scheme should not start with a consideration of 
whether a taxpayer has obtained a tax bene�t under a scheme. 
Rather, it should involve a single, holistic inquiry into whether 
a person participated in the scheme with a sole or dominant 
purpose of securing a particular tax bene�t for the taxpayer in 
connection with the scheme.

The bill includes measures designed to ensure that, in 		
constructing an alternative postulate, certain arguments adopted 
by taxpayers in recent Federal Court cases about what is and 
isn�t reasonable are no longer available. In this regard the bill, 
in determining whether a postulate is a reasonable alternative to 
the scheme, provides that:
(i) 	 regard must be had as to the substance of the scheme and 

any result or consequence for the taxpayer that is or would 
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be achieved by the scheme other than a result under the 
Income Tax Assessment Acts. This essentially means that 
the alternative postulate that is formulated must achieve the 
same commercial outcome for the taxpayer as the scheme

(ii) 	the results under the Income Tax Assessment Acts achieved 
by the scheme for any person are disregarded. This means 
taxpayers will not be able to argue that the alternative 	
postulate is not reasonable because of the potential 	
Australian income tax costs of that postulate.

Practical implications of the bill for taxpayers
Some of the practical implications of the bill for taxpayers are as 
follows:
(a) 	for schemes involving income tax deductions or capital 

losses, an application of the �Annihilation Approach� will 
necessarily lead to the identi�cation of a tax bene�t. 	
However, it will still be necessary to take the 		
�Reconstruction Approach� in deduction or capital loss 
cases where the annihilation of the scheme would produce a 
postulate that does not achieve the non-tax results or 	
consequences for the taxpayer achieved by the scheme

(b) 	in a signi�cant number of cases, taxpayers will still need 
to consider whether the scheme in question gave rise to 
a �tax bene�t� by reference to what might reasonably 
have occurred but for the scheme (ie the �Reconstruction 
Approach�). This may not be an easy or straightforward 
exercise. The alternative postulate might not be what is 
most reasonable or realistic because factors that would 	
inevitably impact upon what would or would not occur but 
for the scheme (Australian income tax consequences for the 
taxpayer and both tax and non-tax consequences for others) 
must be ignored

(c) 	in determining whether a postulate is a reasonable 		
alternative to the scheme, taxpayers will need to have 
regard to the �substance of the scheme� and �any result or 
consequence for the taxpayer� of the scheme (other than 
an Australian income tax result). This would seem to add to 
the dif�culty, uncertainty and potential for argument over 
whether or not a particular postulate is a reasonable 	
alternative to the scheme

(d) 	the range of taxpayer defences to an application of Part IVA 
has been narrowed in a limited number of cases. The 	
arguments that proved successful for taxpayers in recent 	
cases, namely, that tax outcomes for the taxpayer and 
non-tax objectives for others are relevant in formulating the 
alternative postulate, will now no longer be available as a 
defence

(e) 	as is currently the case, in most Part IVA cases in which the 
new rules will apply, there will be a scheme and an 	
identi�able tax bene�t. The main focus will be on whether it 
is possible to identify a person who has the sole or dominant 
purpose in entering into the scheme of obtaining the tax 
bene�t for the taxpayer

(f)	 that said, the reasonable alternative postulate to the scheme 
retains an important role in the Part IVA analysis. It will still 
be necessary to determine whether the taxpayer has 	
obtained a tax bene�t in connection with the scheme. In 
most cases this will involve an application of the 		
Reconstruction Approach. As noted above, this may involve 
a dif�cult exercise of identifying a reasonable alternative to 
the scheme having regard to its �substance� and non-tax 
�results� and �consequences� for the taxpayer. As such, 
in many cases it may still be necessary for the taxpayer to 
undertake a detailed forensic exercise to identify the 	
reasonable alternative postulate.

As the current bill before Parliament stands, there are concerns 
that the proposed provisions will give the Commissioner 	
unreasonable powers to apply Part IVA to transactions which, 
up till now, were not considered to amount to tax avoidance.
If enacted, the new provisions in Part IVA will no doubt set off a 
new �ood of litigation, in an area of law which was considered 
to be well settled.

Contributed by
Stephen Rogers, Nexia Court & Co, Australia
srogers@nexiacourt.com.au
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Socially responsible taxation: 
smelling the coffee
The recent release of millions of leaked records and thousands of 
names by the International Consortium of Investigative Journalists 
(ICIJ) exposed the millions of dollars secreted away in offshore tax 
havens. The list of names that have been released so far includes 
politicians, lawyers and business people. The ICIJ documents show 
the degree to which the wealthy will go to protect their assets 	
offshore, utilising secret bank accounts, trusts and complex offshore 
structures designed to preserve anonymity. According to the ICIJ 
website, one of the prominent individuals named in the documents 
is James R. Mellon, a member of the Mellon banking and �nancial 
dynasty. Reached in Italy where he lives part of the year, Mellon 
told ICIJ that, in fact, he used to own �a whole bunch� of offshore 
companies but has disposed of all of them. He said he set up the 
�rms for �tax advantage� and liability reasons, as advised by his 
lawyer. �But I have never broken the tax law.�

As governments worldwide face budgetary pressures and shortfalls, 
new scrutiny is being placed on the erosion of the tax base. The ICIJ 
documents, coupled with daily news reports of economic and 	
�nancial crisis in Europe and elsewhere has turned the spotlight 
back on the participation in tax minimisation schemes, tax 	
avoidance and tax evasion. Increasingly, public perception of tax 
planning has been critical, suggesting that tax avoidance is 	
unethical or immoral if a taxpayer does not shoulder his, her or its 
fair share of the tax burden. What is the basis for this notion of �tax 
morality�? How does it reconcile Canadian tax law and practice? 

Starbucks UK recently announced the voluntary payment of taxes 
beyond their legal obligations. This launched a new debate among 
the tax community: What is the justi�cation for that decision? Could 
there be something such as �fair� or �socially responsible� taxation? 
This article will discuss these issues in the context of current 	
Canadian tax law with respect to tax evasion and tax avoidance. 

The Starbucks affair 
When it was announced that Starbucks UK had paid £8.6 million 
of corporate tax on sales of more than £3 billion between 1998 and 
2012 and that the company had paid no corporate tax in the past 
three years, there was a strong reaction from the public. Starbucks� 
rate of taxation was compared to that of its closest competitor, 

Costa Coffee, which in 2012 paid £15 million in tax for a similar 
volume of sales as Starbucks, in the same period.

Activists quickly organised protests and a boycott of Starbucks. As 
a result, in December 2012, Starbucks announced that it would 
voluntarily pay £31 million in taxes over the next two years. Kris 
Engskov, the company�s managing director who made the 	
announcement, explicitly stated that their decision was going 
�above what is currently required by law�.

In practice, Starbucks agreed that it would not claim tax deductions 
for royalties or payments related to inter-company charges in 2013 
and 2014, regardless of whether the company actually made any 
pro�t.

The language used during the announcement was particularly 
interesting: �These decisions are the right things for us to do. We�ve 
heard that loud and clear from our customers�, �doing the right 
thing is part of the DNA of our company� the most important asset 
we have built and developed with our customers is trust�, �doing 
the right thing at Starbucks doesn�t mean only doing what is right 
by our shareholders. It also means doing the right thing and 	
building trust with our partners, with our customers and for the 
many communities we operate in all across the country� and �We 
have learned that acting responsibly makes good business sense�.

Corporate Social Responsibility
It was not the �rst time a company announced policy changes due 
to a public reaction, but it was the �rst time they were provoked by 
taxation practices. Clearly the vocabulary used repeated terms 	
generally employed to explain Corporate Social Responsibility 
(CSR).

CSR is the idea by which business responsibility is not only to 
maximise immediate pro�t for its shareholders, but also to respond 
to the interests of a broader spectrum of stakeholders, including 
employees, customers and the society in general. 

In general, CSR intends to shift companies� bottom line from 
�pro�ts� to �people, planet and pro�ts� (�the triple bottom line�). 
However, it would be misleading to understand CSR as the 	
encounter of opposing interests (shareholders vs. customers, for 
instance). The underlying idea in CSR is the sustainability of the 
shareholders� interests: protecting the other stakeholders� interests 
will actually protect the interests of the shareholders in the long 
term. A recurring phrase to explain CSR is that doing good (or right) 
can be good for business.

4   TAX Link - May 2013 - Issue 102   

Canada



TAX Link - May 2013 - Issue 102  5

CSR is now widely accepted by the business community in Canada 
and abroad. Many of the world�s top companies have adopted CSR 
policies. Some have CSR departments and some issue CSR reports 
regularly. Recent issues of the magazine of the Canadian Institute of 
Chartered Accountants and the Canadian Lawyer magazine were 
focused on CSR.

Reputational concerns, social trends and policy coherence seem to 
support the addition of taxation to the CSR agenda. Many 	
companies cannot afford to risk their reputation over a tax strategy.

Tax minimisation, tax avoidance and the Canadian tax landscape
Canadian courts have maintained the rights of taxpayers to arrange 
their affairs in a manner that reduces tax, a position �rst set out by 
Lord Tomlin in the UK House of Lords in the Duke of Westminster 
case. Generally stated, the position set out in the Duke decision 
is that absent a sham, the legal form of a transaction cannot be 
re-characterised on the basis that the substance of the transaction 
results in a different economic effect. 

The most signi�cant Canadian tax case dealing with tax 		
avoidance was the Supreme Court of Canada�s (SCC) decision in 
Stubart Investments Ltd. v. R. In Stubart, the taxpayer entered into a 
series of loss utilisation transactions, to which the Minister of 
National Revenue objected on the grounds that there was no 
business purpose to the transactions. The SCC held that there is no 
requirement under the Income Tax Act for a transaction to have 
a business purpose. Making speci�c reference to the principle 
enumerated in Duke, the SCC noted that if the transaction is legally 
effective, there is no need to look to its economic substance. The 
SCC stated as follows: �I think Lord Tomlin�s principle is far too 
deeply entrenched in our tax law for the courts to reject it in the 
absence of clear statutory authority�. 

In 1988, just 4 years after the Stubart decision, the Ministry of 
Finance enacted the general anti-avoidance rule (GAAR) in 	
section 245 of the Act. In general, there are three aspects to a 
GAAR analysis: there must be a tax bene�t, an avoidance 	
transaction and a misuse or abuse of the Act. In Canada, the 
Supreme Court has issued numerous decisions interpreting GAAR 
and it is still subject to commentary and interpretation. Interestingly, 
GAAR has been informally quali�ed by many tax practitioners as 
a �smell test�. Tax planning requires consideration of the potential 
application of GAAR even when all technical tax provisions appear 
to have been complied with.

CSR and socially responsible taxation in Canada
Back in 2004, KPMG had already acknowledged that there was 
reputational risk involved in the formulation of tax strategies: 
�Boards should recognise, when overseeing the design and 	
monitoring of tax strategies and policies, that contemporary debates 
about governance, corporate social responsibility and ethics mean 
that even legal tax-minimisation activity can generate reputational 
liabilities that can destroy shareholder value�.

Critics have also observed the tendency among companies that 
spend resources on CSR projects, which contribute to several social 
causes yet at the same time avoid paying taxes that could have 
�nanced those same social causes. For example, a recent article 
on Apple�s �nancial structure criticises the fact that a community 

college located near Apple�s headquarters has been suffering from 
�nancial dif�culties and that despite Apple�s connection to the 	
college, Apple nevertheless engages in tax avoidance transactions. 

The 2013 Canadian Federal Budget, released on 22 March 2013, 
stated that it had measures to combat tax evasion and aggressive 
tax avoidance were among its objectives: �To help keep taxes low 
and enhance the integrity of the tax system, Economic Action Plan 
2013 proposes a number of measures to close tax loopholes, 	
address aggressive tax planning, clarify tax rules, reduce 		
international aggressive tax avoidance and tax evasion and improve 
tax fairness. In addition, the Canada Revenue Agency will 	
implement changes to its compliance programs to improve 	
identi�cation of tax evasion and to ensure that the honest and 
principled Canadians who pay their fair share of tax do not face a 
higher tax burden as a result of the actions of a few.�

Political leaders have also made public statements on their 	
dissatisfaction with common taxation practices. For example, 
during his keynote address at the Davos World Economic Forum, 
David Cameron, the UK Prime Minister, was unequivocal: 	
�Companies need to wake up and smell the coffee, because the 
customers who buy from them have had enough�.

Contributed by:
Sabina Mexis, Zeifmans LLP, Canada 
szm@zeifmans.ca

	 China

China tax planning for cross-
border service transactions by 
non-resident companies
Many overseas companies that are not registered as legal entities or 
tax residents in China provide services to Chinese clients in 
cross-border transactions. The services provided by such Non-
Resident Companies (NRC) range from consulting and technical 	
services to transportation or design and construction services and 
may be performed both inside and outside of China. No matter 
where a NRC performs the services for a client that is located in 
China, the tax implications of the transaction must be considered. In 
the absence of proper tax planning for cross-border service 
transactions, NRCs may have problems collecting fees from their 
China-based clients or may �nd that they were unaware of taxes that 
must be collected by China tax authorities before the client can pay 
any invoiced fees. Furthermore, when the time period of a 	service 
project or a series of related service projects performed inside China 
exceeds certain limits (often 183 days), the NRC may be considered 
as having a Permanent Establishment in China for Enterprise Income 
Tax (EIT) purposes.



Since implementation of the 2008 EIT law and subsequent 		
promulgation of many implementation rules and clari�cations by the 
State Administration of Taxation (SAT), all NRCs obtaining income 
from the provision of services to clients in China have been and 	
remain subject to taxation on their earnings. The most common 
forms of taxation applicable to these transactions include 		
Withholding Tax (WT), business tax (which is being phased out) and 
more recently, Value-Added Tax (VAT), which now applies to service 
transactions provided to many China locations. While EIT instead of 
WT applies in those situations in which a NRC is deemed to have a 
permanent establishment (PE) in China, payment of the tax is usually 
accomplished through the withholding system. It should be noted 
that before any payment by a Chinese client to a NRC is allowed, the 
Chinese client must show evidence of any required tax payments to 
the bank that handles the payment transaction.

Any NRC providing services to a Chinese client should begin the 
process by negotiating and entering into a service contract with the 
client. Such service contracts must specify the nature and duration of 
the services, the fees charged, payment terms, deadlines and other 
relevant details of the agreement. It is possible to set out fees such 
that the NRC receives a net amount, whereby the Chinese client 	
essentially absorbs relevant taxes. However, with the exception of 
VAT, taxes paid are still formally considered to be paid by the NRC 
service provider and as such, the taxes paid by the client are not 
tax deductible during the client�s own EIT quarterly or yearly �ling 
process. Most Chinese clients thus refuse to bear the 		
withholding tax burden.

Once the terms are agreed and a contract is signed, the Chinese 
client must register the contract with the local tax bureau within 30 
days of signing. At the time of registration of the contract, the tax 
of�cer will usually appoint the client to act as a withholding agent 
and will also instruct the client on which taxes apply, as well as 
the taxable portion of the fees charged by the NRC (usually 100% 
of the service fees). Any NRC that enters into a service agreement 
with a Chinese client should take measures to ensure that the 	
client performs the registration step. Most problems that arise once 
services are completed and invoices are issued to Chinese clients 
are because of non-registration of contracts by the clients. Failure of 
clients to register service contracts can not only cause long delays in 
payments being made to the NRC, but also in severe cases, cause 
the payment to be completely disallowed by local Chinese 	
authorities.

In most cases, the �rst tax applied to a cross-border service 	
transaction is the WT. Such WT is usually a �at 10% rate, based on 
the total service fee. If, however, the service contract demonstrates 
that a portion of the fees charged are direct costs of the service 
provider (for example, costs of equipment or spare parts) which are 
being passed onto the client, those costs may be deductible from the 
taxable portion of the fees, especially if agreed with the tax bureau 
at the time of service contract registration. It should be noted that 
there is no legal means of avoiding the payment of WT. Additionally, 
if the Chinese client fails to withhold and pay the WT as required, 
the client may face severe penalties and �nes and the NRC may face 
dif�culties in doing any future business in China.

In the case where a NRC is deemed to have a PE in China (presence 
in China longer than 183 days in most cases), the law states that the 
NRC must register for EIT payment on the earnings associated with 
the PE. The EIT (25% tax rate) is then paid on an actual basis if the 
NRC maintains accurate accounting records in China, or if accurate 
records are not maintained, the 25% EIT is based on deemed pro�t. 
Deemed pro�ts range from 15% to 50% of the total contract value, 
depending on the service provided. In actual practice, many tax 
bureaus do not allow NRCs to register for EIT �ling and payment on 
their own behalf. The Withholding Agent system is thus more 	
commonly used in these cases and the Chinese client will usually act 
as the Withholding Agent for tax �ling and payment purposes. For 
this reason, many NRCs that are deemed PEs choose not to maintain 
accurate accounting records in China (which would be visible to the 
client) and thus pay 25% EIT on the deemed pro�t basis.

In the past, in addition to WT or EIT, NRCs that provided services 
to Chinese clients were also liable for payment of business tax (BT), 
usually at 5% of the service transaction value. As in the case of WT, 
the client in China acted as Withholding Agent and paid the tax to 
the tax bureau prior to making payment to the NRC service provider. 
However, as China is now transitioning to an all VAT system, such 
BT is being phased out (or has already been phased out) in many 
locations. It should be noted that BT is a turnover tax for which the 
service provider has the sole liability. Thus, when BT applies to a 
transaction, the NRC carries the tax burden and the withholding 
system is used to ensure payment.

VAT is normally borne by the end user of products and services. 
Thus, inside China, a company may credit all VAT paid when buying 
goods and services (Input VAT) against VAT collected when selling 
goods and services (Output VAT). During a tax period, the difference 
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between the Input VAT and Output VAT is the total VAT liability 
of the company for the tax period. VAT not only applies to service 
transactions within China�s borders, but also applies to any services 
that are purchased from an overseas NRC (such services are 	
considered to be imported services).

Therefore, in the case where a Chinese client buys services (imports 
services) from a NRC, VAT shall apply to the transaction. The VAT 
rate is dependent on the type of service provided (ranging from 6% 
to 17%). Because the NRC typically may not be registered as a VAT 
taxpayer in China, the NRC has no means by which to collect the 
applicable VAT from the Chinese client and subsequently pay the tax 
to the China tax bureau. Therefore, as the end user of the service, 
the Chinese client should pay the applicable VAT directly to the tax 
bureau as its own liability, rather than attempting to withhold the tax 
from the payment that is to be made to the NRC. The Chinese client 
may then credit the VAT paid as Input VAT. Unfortunately, many 
Chinese clients may still be accustomed to the previous mandatory 
withholding of BT on imported services and thus still attempt to 
withhold the VAT from their payments to the NRC service provider. 
In order to avoid any potential surprises in this regard, NRC service 
providers are therefore strongly advised to clarify with their Chinese 
clients how the applicable VAT shall be handled in the transaction.

While it would be impossible in a short article such as this to 	
describe every double taxation avoidance treaty China has with 
other countries, in the cases where such treaties do exist, an NRC 
that pays WT in China is usually allowed to claim a foreign tax credit 
in their own country when �ling corporate income tax. It should also 
be noted that some treaties may offer reduced taxation from what 
is described in this article. In all cases where the Chinese client in a 
transaction withholds required tax from invoiced payments, the NRC 
should request copies of the tax payment certi�cates that are issued 
by the China tax bureau as evidence of the tax payment. It may 
otherwise be dif�cult to substantiate the claim for a foreign tax credit 
in the home country.

The description offered above provides a brief overview of what a 
NRC service provider may expect with regards to China taxation 
when transacting with a Chinese client. It is noteworthy that these 
same rules apply when an overseas parent company provides 	
services for fees to its own China subsidiary. It shall also be noted 
that the �nal outcomes in cross-border service transactions may 
depend on many factors, including the speci�c locations of the 	
parties involved, the types of services rendered, the wording of 

service contracts or agreements, the local tax bureau interpretation 
of regulations as related to the service agreements and even the 
Chinese client�s understanding of the transaction process or their 
ability to make payments overseas in foreign currencies. For this 
reason, it is strongly recommended that any NRC planning to 	
provide services to clients in China seek the advice of a 
knowledgeable Chinese tax consultant during the initial planning 
stages of the transaction.

Contributed by
Scott Heidecke and Flora Luo, Nexia TS, Shanghai, China
scott@nexiats.com.cn and �oraluo@nexiats.com.cn

	 France

Taxation of the digital economy: 
the French revolution?
Over the past few months, the French public authorities have 
intensi�ed their pressure on large digital technology companies, 
with a clear willingness to tax internet giants including Google, 
Amazon and Facebook. This is because taxation liabilities have 
been highly disproportionate to the turnover achieved by these 
companies in France.

This situation creates not only a local problem for the French 
State, but one for French companies which cannot achieve such 
�scal optimisation. More widely and at a time of �scal austerity, 
most of the members of the G20, the OECD and the European 
Union are confronted with the same urgency, of �nding 	
solutions to this problem at an international level.

China
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In order to consider a tax system adapted to digital companies, 
the French Ministry of the Economy and Finance ordered a 
report on the digital tax system, made public on 18 January 
2013 under the name of �Colin-Collin Report on the digital tax 
system�. This dense report (200 pages) bears the name of the 
authors Pierre Colin, a State councillor and Nicolas Collin, a tax 
inspector.

This report offers a meticulous and striking vision of the 	
development of the digital economy and stresses the 		
importance of the exploitation of personal data in this business 
sector. The authors note that the tools of the current tax system 
do not address the characteristics of the digital economy and 
that this inadequacy has enabled the companies operating within 
the net economy to set up structures, often lawfully and 	
diverting their pro�ts, most commonly through tax havens. 

The authors of the report thus call on new �scal rules to 	
address this situation, with two key proposals: a tax based on 
the exploitation of personal data and a rede�ning of the concept 
�permanent establishment�.

Context
The authors point out the fact that �scal optimisation existed 
well before the explosion of the digital economy and still exists 
even for companies outside the internet sector. As an example, 
the CAC40 companies (Dow Jones equivalent in France) pay on 
average, 8% corporate tax while the legal rate is 33.33%.

Also, strategies relating to users data collection existed well 	
before Google and Facebook, through quizzes and loyalty cards. 
Therefore, this is not something which is new, except that within 
the networked digital environment, it has become automated, 
systematised and 	 industrialised, resulting in high volumes of 
turnover outside the radars of the tax system, currently being 	
applied.

So, the statement used as the starting point of the report is that 
�even when the digital economy surrounds the intimacy of a 	
billion individuals, its added value escapes us�.

The Colin-Collin Report
This document proposes �rst of all a thorough analysis of the 
particularities of the companies within the digital sector: how 
their businesses model is different from classic models, their way 
of �nancing and �nally their strategies for tax mitigation. 

The report then identi�es possible strategies to return to a fair 
method of taxation, through innovative proposals presented in 3 
parts:
1.	International level: create a legal status for a �permanent 

virtual establishment� to recover the power to tax pro�ts 
realised from the territory

	 Firstly, the authors recommend acting at an international level, 
by rede�ning the OECD concept of �permanent establish-
ment�, a fundamental underlying principle on which all the 
corporate tax systems of the OECD members are based. The 
report suggests including in the new de�nition what is called 
the �free work� of the users who, by supplying their personal 
data, create strategic sources of revenue for the internet 
companies (very often without the users� knowledge). This 
proposal rests upon the fact that the most valuable 

	 commodity for the giants of the net is the data supplied by 
the internet users (their purchases, friends, readings, consulted 
pages etc.). These companies use intelligent tools to collect 
and exploit this data for commercial purposes (targeted 	
products and advertising) and without any monetary 		
compensation.

	
	 Under a new de�nition of a permanent establishment, as 

soon as the relevant companies have access to a territory, or a 
site re�ecting their level of activity and value creation, a 	
�permanent virtual establishment� would be created, based on 
the �data from the regular and systematic follow-up of users� 
activity from this territory�

	 So, the share of pro�ts attached to a State would be based on 
pro�ts stemming from the exploitation of the data provided by 
the State�s users.

2. International level: create a method of taxation based on 
the collection and use of French users� personal data
As the �rst proposal above would not be achievable without 
extensive international negotiations on the tax system within 
and outside the EU, an intermediate taxation phase is 	
proposed. This consists of taxing the pro�ts in France 	
generated by the exploitation of personal data provided by 
French internet users. This method of taxation would, 	
however, only apply beyond a speci�c threshold, expressed in 
terms of numbers of users, yet to be de�ned.

This system of taxation would levy a �at rate per followed 
user, determined according to the positioning of the company 
on a grid of behaviour adopted in the collection, the 	






















