ITPG Meeting, October 2014, Cape Town

How to manage effective place of management challenges on new BEPS
concerns
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Introduction into BEPS
In April 2013 OECD’s initiative on BEPS.
OECD’s Action Plan on BEPS was published in July 2013 with a view to
addressing perceived flaws in international tax rules. The 40 page Action Plan,
which was negotiated and drafted with the active participation of its member
states, contains 15 separate action points or work streams, some of which are
further split into specific actions or outputs.
By far the hottest topic in international tax – triggers almost monthly OECD
action reports. Last OECD report is on Action 2 – Hybrid Mismatches released
on October 10th 2014.
Place of efective management is most relevant in Actions 5 and 6.
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Place of efective management – Action 5
Action 5 - COUNTER
EFFICIENTLY

HARMFUL

TAX

PRACTICES

MORE

‘Substantial activity’ is the touchstone.

Focus is on aligning taxation with the “substance” of transactions
seems to be defined as determining where people are located, and
where the performance of significant people functions takes place.

Determining the location of substantial activity is inevitably a
subjective determination, making objective criteria difficult.
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Effective place of management – Action 6
Action 6 – PREVENTING TREATY ABUSE
Tie-Breaker Rules –Companies (Art. 4(3))
“3.Where by reason of the provisions of paragraph 1 a person other than an individual is a
resident of both Contracting States, then it shall be deemed to be a resident only of the
State in which its place of effective management is situated.” (Article 4(3) OECD Model)

What is effective management?
Tie-Breaker Rules –Companies (Art. 4(3))
“Place where key management and commercial decisions that are necessary for the conduct
of the entity’s business are in substance made.” (Para. 24 OECD Commentary on Art. 4)
Factors:
•
Where key decision making is made in relation to the entity’s actions
•
Must take into account relevant facts and circumstances
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Place of effective management
Meaning of Place of effective management under Direct Taxes Code (‘DTC’) Bill
2010 and 2013:
POEM under DT C 2010

POEM under DT C 2013

The place where the board of directors of the
company or its ex ecutive directors, as the case
may be, make their decisions; or
In a case where the board of directors routinely
approve the commercial and strategic decisions made
by the ex ecutive directors or officers of the company,
the place where such executive directors or officers of
the company perform their functions

The place where key management and
commercial decisions that are necessary for the
conduct of the business of an entity as a whole are
in substance made.

On recommendation of the Standing Committee on Finance, the term
‘executive directors’ and ‘officers’ was removed from the definition under DTC
2013 to make the definition more objective and in line with the internationally
accepted standards.
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Changes occur to the recommendations for new specific anti abuse rules for
other non-treaty shopping strategies including the tie breaker rules for dual
resident companies which now recommends agreement by the competent
authorities but now recognizes some countries may want to apply the
traditional effective place of management rule.
“Where by reason of the provisions of paragraph 1 a person other than an
individual is a resident of both Contracting States, the competent authorities of
the Contracting States shall endeavor to determine by mutual agreement the
Contracting State of which such person shall be deemed to be a resident for the
purposes of the Convention, having regard to its place of effective management,
the place where it is incorporated or otherwise constituted and any other
relevant factors. In the absence of such agreement, such person shall not be
entitled to any relief or exemption from tax provided by this Convention except
to the extent and in such manner as may be agreed upon by the competent
authorities of the Contracting States.” (Proposed amendment to Article 4(3)
under the discussion draft on BEPS Action Plan 6)
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Preventing Treaty Abuse:
Some DTC’s, like the one concluded by Honk Kong and Hungary, stipulate that
in case of dual residence of companies there should imediately be a mutual
agreement procedure, whithout even considering the place of efective
management tye-braker. If no conclusion between authorities can be reached,
the person is not entitled to claim any benefits under the treaty.
This is aparently designed to prevent shareholders from deliberately creating
dual-resident companies for tax planning purposes.
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Effective place of management – practicalities
In practical terms…Tax Residency of Foreign Companies
ü Currently most countries determines tax residency of
companies based on the place of incorporation;
ü New tax residency rules are expected to be based on a “place of
effective management” test:
ü Meetings of the board of directors are usually held;
ü The central management is usually conducted;
ü The main (decision-making) officers of the company carry out
their activities with respect to the company;
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How to manage
1. 3 S approach – Substance, Substance and Substance.

2. Sourcing corporate services providers able to:
ü provide resident directors
ü organize and professionally manage board meetings and board
packs
ü undertake decision making interface functions
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