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As a general rule, we agree with the comment in paragraph 85 of 

the discussion draft that CFC rules should be designed to apply 

only to stripping of the base of the parent jurisdiction. 

     CFC rules must also be compatible with EU law and the 

principles established in the Cadbury Schweppes case (C196-04) 

and related jurisprudence which focus on 'wholly artificial 

arrangements' while there should not be a two-tier system 

differentiating the treatment of EU from non-EU territories. 

     Additionally, we consider that a CFC regime must have a broad 

range of exemptions to ensure that CFC rules only apply to real 

cases of artificial diversion of profits from the parent jurisdiction. 

No single approach to establishing whether an entity should be 

exempt from CFC rules is likely to be appropriate. 

     To minimise the compliance burden on taxpayers and ensure 

CFC rules are targeted at only real cases of serious tax avoidance, 

there must be provision for exemptions which can apply to an 

entity as a whole particularly where this is based in a high tax 

country, has only a minimal amount of profits or a low profit 

margin. Newly acquired companies not set up to avoid tax in the 

parent jurisdiction because they were not previously controlled 

from that jurisdiction should also be able to benefit from a 'period 

of grace' from the application of CFC rules. 

     If companies do not meet one of these broad exemptions, then 

the rules should focus on whether the activities that generate the 

CFC's profits are in fact located in the parent jurisdiction so that 

there can be said to be diversion of profits from the parent entity. 

This should not be an all or nothing approach and instead should 

focus on a company's individual profit streams, some of which 

may be good and others potentially bad from a CFC perspective. 

Additionally, there should remain scope for the use of offshore 

finance companies and group insurance vehicles particularly where 

such entities transact only with companies that are themselves 

exempt CFCs and not with the parent entity. In such situations, 

there should not usually be much possibility of artificial diversion 

of profits from the parent jurisdiction subject to certain limitations 

which we consider further in our detailed comments below. 

     Our general comments above and more detailed views 

expressed in the remainder of this document are mainly based on 

our practical experience of the recently introduced UK CFC 

regime which applies to accounting periods beginning on or after 

1 January 2013. During the consultation process for this regime 

which began in 2007, many issues similar to those mentioned in 

the discussion draft were considered at length. For that reason we 

believe that the UK CFC rules represent a suitable example of best 

practice in this area of international taxation. 

     The length of the consultation process for the UK CFC regime 

was approximately six years which highlights the difficulty of this 

area of international tax law and would suggest that the OECD's 

timescale for making recommendations is unrealistic. If such 

recommendations are not fully considered they are likely to be 

unworkable in practice and could in fact lead to loopholes and 

opportunities for tax avoidance. 
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 We therefore suggest that the OECD does not make any detailed 

recommendations but focuses instead on publishing a detailed 

survey of best practices. This information could be obtained by 

the OECD directly from the tax authorities of the relevant 

territories which might include the UK, US and Germany, for 

example. Member countries without comprehensive CFC 

legislation can then understand the options which might be 

available to them to combat tax avoidance through the artificial 

diversion of profits from their jurisdiction. 

Chapter 2: Definition of a CFC 

1. Would any particular practical issues arise from treating 

transparent entities as separate entities in the cases listed 

above? If so, what are they and how could they be dealt with? 

The discussion draft notes that CFC rules should apply to 

transparent entities in two cases: where entities that are not taxable 

in one jurisdiction are subject to tax in the parent jurisdiction and 

where entities that would otherwise not be taxable are owned by 

another CFC. 

     Given that the income of transparent entities is often treated as 

taxable in the hands of the interest holders as opposed to the 

entity itself, we do not consider that such a transparent entity 

should be treated as a CFC. In particular, if such vehicles were 

characterised as CFCs, this could lead to potential double taxation 

if their income were included as CFC income of another entity 

higher in the ownership chain. 

2. Should the recommendations consider any other issues 

related to determining which entities could be considered to 

be CFCs? 

Not all territories apply the same approach to establishing whether 

an entity is transparent or opaque for tax purposes which could 

lead to inconsistency of treatment for CFC purposes. In this 

situation, it may be consistent to apply the entity classification 

approach used by the immediate parent jurisdiction of the relevant 

entity. 

3. Are there any practical problems with either the narrow or 

the broad version of the modified hybrid mismatch rule 

mentioned above? 

It should not be necessary to incorporate specific anti-hybrid 

measures into CFC legislation where such measures already exist 

in calculating the actual profits of the relevant entities under their 

domestic laws, including the parent company of the CFC entity. 

This conclusion assumes that the parent company computes the 

profits of a non-exempt CFC using the normal tax principles 

applying to an entity which is resident for tax purposes in the 

parent company's jurisdiction. 

 

 



  

Chapter 3: Threshold Requirements 

4. What practical problems, if any, arise when applying a 

low-tax threshold based on an effective tax rate calculation? 

Compliance burden 

A low-tax threshold based on an effective tax rate calculation 

could impose a significant compliance burden in terms of having 

to apply the parent company's tax rules to the profits of the CFC, 

particularly if this was to be the only test available of whether an 

entity is a 'bad' CFC. This would be a huge amount of work for 

many groups in all but the most straightforward cases. 

     Where a low-tax threshold is to be used it should apply on a 

company by company basis as this would be a simpler approach 

than a calculation using a country by country approach as not all 

companies in a single jurisdiction may exist with the purpose of 

artificially diverting profits. 

     Therefore, while a low-tax threshold test is one possible test 

that should be used, to mitigate the potential compliance burden, 

it is important for a country's CFC regime to impose alternative 

tests such as a 'black' or 'white' list (with additional safeguards 

which restrict the amount of 'bad' or low tax income of the CFC 

to a negligible amount such as 10%). 

     There may also be grounds for completely excluding foreign 

entities from CFC legislation (subject to an overriding main 

purpose test) which are based in much higher tax jurisdictions 

such as the US, Australia, Canada, France, Germany and Japan as 

with the UK's CFC exemption for excluded territories. Such 

alternative tests may often be simpler to apply in practice yet still 

remain appropriately targeted against artificial diversion of profits. 

Consistency with other BEPS measures 

There is no mention of BEPS Action 6 concerning harmful tax 

practices in the discussion draft other than in the introductory 

section at paragraph 5. There may be merit in linking CFC 

measures with known harmful tax practices either by specifically 

including them on a 'black' list subject to minimum income 

thresholds. However, this may be too narrow an approach as it 

may mean that certain other potentially harmful tax practices not 

already identified do not fall within the ambit of CFC rules. 

     Again, the approach in the UK CFC legislation regarding the 

CFC exemptions known as the tax exemption and excluded 

territories exemption may provide a practical solution in additional 

to a simple low-tax threshold test. The tax exemption is 

specifically prevented from applying in situations where the CFC's 

territory operates designer rate rules which would allow the CFC 

to choose its own effective tax rate so that can meet the 

thresholds of a local tax based CFC exemption in its parent 

company's jurisdiction. 

     The excluded territories exemption does not apply where the 

greater of 10% or £50,000 of a CFC's income is 'bad'. Bad income 

for this purpose includes:  

Å income the tax on which is reduced under investment 

incentives or tax rulings or falls to be repaid to any person 

Å non-local source non trading income (ie 'mobile' income) that 

is offset by notional deductions on equity 

Å profits have not been subject to one-sided transfer pricing 

adjustments 

Å trust or partnership income which is not included in 

accounting profits 

Å income of the above from permanent establishments in third 

territories that are excluded countries and which would fall 

within any of the other 'bad' categories above if the PE were a 

CFC resident in its country of establishment. 

 




