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Annex B

Typical tax planning structures in integrated business models

The simplified examples below are based on what a number of tax 
administrations have observed. They are intended to provide an 
illustration of ways in which the implementation of business models 
through legal and tax structures may place pressure on the existing 
international tax framework. They are not exhaustive, and do not 
pretend to reflect the full scope of structures that may be used to 
achieve base erosion and profit shifting (BEPS).
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B.1 Online retailer

RCo Group is a multinational enterprise (MNE) engaged in the 
online sale of physical goods and digital products. The websites of the 
Group display the products offered in the markets that they serve in local 
languages and allow customers to acquire these products on line through
credit card payments. Physical products are delivered through independent 
courier services. Digital products are downloaded from one of RCo group’s 
websites to the consumer’s computer. RCo Group collects data on customer 
preferences on the basis of goods purchased, added to a list of “favorites”, or 
browsed by customers. Using sophisticated proprietary software, RCo Group 
analyses the data it collects in order to make recommendations of goods to its 
potential customers and provide personalised advertising.

All intangibles used in operating the RCo Group websites and fulfilling 
orders are developed by employees of RCo, a company resident in State R. 
RCo also remotely co-ordinates the procurement and sale activities of the 
Group to minimise purchasing costs, maintain consistency among the various 
businesses and websites, improve efficiency of inventory management, and 
minimise overhead on the payment processing and back office functions. 
These co-ordination services are generally provided to regional operating 
lower-tier sales subsidiaries in return for a management service fee covering 
related expenses plus a markup.

Rights to existing and future intangibles used in operating the websites 
serving customers in a region that includes, among others, State T and State S
(the State T/S region) are held by RCo Regional Holding, a subsidiary resident 
in State T. RCo Regional Holding acquired the rights through a cost-sharing 
arrangement in which it made a “buy in” payment to RCo equal to the value 
of the existing intangibles and agreed to share the cost of future development 
(to be performed exclusively by RCo personnel in State R) on the basis of 
the anticipated future benefit from the use of the technology in the State T/S 
region. RCo remains the legal owner of the intangibles from the MNE group 
and is responsible for functions pertaining to the registration and defence of 
Intellectual Property, RCo Regional Holdings’ only acquires the rights to 
commercially exploit the Internet Protocol (IP) and not the legal ownership 
of the intangibles. In practice, RCo Regional Holding does not perform any 
supervision of the development activities carried out by RCo in State R. RCo 
Regional Holding acts as an IP manager for the T/S region and sublicenses 
the intangibles necessary for its various subsidiaries to operate their various 
country- or region-targeted websites. RCo Regional Holding also acts as 
a holding company for all subsidiaries in the State T/S region, although in 
practice, most co-ordination services continue to be performed at the level of 
RCo, and RCo Regional Holding’s involvement with the subsidiaries is very 
limited. RCo Regional Holding has only one employee on its payroll, and the 
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premises are limited to an “office hotel” where the company regularly rents 
different offices for the purpose of organising board meetings.

Orders from customers in State S, State T, and the rest of the State T/S 
region are handled by a subsidiary of RCo Regional Holding, RCo Regional 
OpCo, also resident in State T. RCo Regional OpCo is a hybrid entity that 
is treated as a company for tax purposes under the domestic law of State T, 
and as a transparent entity under the domestic law of State R. RCo Regional 
OpCo handles the sales, payment processing and settlement and has legal title 
to the physical and digital products sold on the websites serving customers 
in the State T/S region. Changes and updates to the websites are done from 
State T by employees of RCo Regional OpCo, who have overall responsibility 
for managing the various websites serving customers in the region. These 
functions are performed with minimal skilled personnel. Other functions 
related to the online sale activity rely on automated processes conducted by 
sophisticated Internet-powered software applications regularly upgraded by 
employees of RCo in State R. Orders and sales are concluded electronically 
by customers in State T/S region on the basis of standardised contracts, 
the terms of which are set by RCo, and require no intervention from RCo 
Regional OpCo. Mirrors of the websites are hosted on servers in a number 
of countries in the region. RCo Regional OpCo staff very rarely have any 
contact with customers in the local market jurisdiction.

SCo, a subsidiary of RCo Regional OpCo resident in State S, provides 
services to RCo Regional OpCo in respect of logistics and after sales support 
with respect to orders from customers in State S. Orders for physical goods 
placed by customers in State S via the website managed by RCo Regional 
OpCo, are generally fulfilled from a warehouse located in State S owned and 
operated by SCo. Where products are not available in a State S warehouse, 
the order is generally fulfilled from the closest warehouse to the customer. 
After-sales support is handled by SCo through a call center. Orders for digital 
products placed by State S customers are generally downloaded from servers 
located in State S or in neighbouring countries, depending on network traffic 
at the time of the transaction. These servers are owned and operated by third 
parties through hosting arrangements with RCo Regional OpCo. SCo is 
remunerated on a cost-plus basis by RCo Regional OpCo.

The structure used by the RCo Group can be depicted as shown in 
Figure B.1.

The manner in which RCo Group’s business activity is structured as 
a legal matter has significant consequences for the Group’s worldwide tax 
burden. Due to the contractual arrangements transferring and assigning the 
intangibles for the State T/S region (and related returns) to RCo Regional 
Holding and the lack of taxable presence of RCo Regional Holding in State S, 
most of the taxable income generated by the Group is concentrated in State T. 
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More specifically, the following paragraphs describe the consequences that 
would arise in the different States concerned.

Direct tax consequences in state S
• SCo is allocated minimal taxable income, based on the position that 

SCo’s risk and function profile is limited to routine services provided 
to RCo Regional OpCo.

• All revenues derived from the online sales of products to customers 
in State S are treated as income of RCo Regional OpCo, due to its 
role as the counterparty to the transactions. Because RCo Regional 
OpCo has no physical presence in State S, and SCo has no interaction 
with State S customers, State S does not tax the profits derived 
from these activities either because it has no right to do so under its 
domestic law or because the relevant double tax treaty prevents it 
from doing so in the absence of a permanent establishment (PE) of 
TCo in State S to which the income is attributable.

Figure B.1. Online retailer
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Direct tax consequences in state T
• State T imposes corporate tax on the profits earned by RCo Regional 

Holding. However, by virtue of a preferential regime available in State T 
for income derived from certain intangibles, RCo Regional Holding 
is entitled to a rate substantially less than the generally applicable 
corporate tax rate for the royalties included in its taxable profits.

• State T imposes corporate tax on the profits earned by RCo Regional 
OpCo from its online sale activities. RCo Regional OpCo’s income, 
however, is almost entirely offset by the royalty payments made to 
RCo Regional Holding for the right to use the intangibles necessary 
to operate the regional websites, and the management fees paid to 
RCo for co-ordinating sales and procurement.

• The payments made by RCo Regional OpCo are not subject to 
any withholding since the royalty income is paid to RCo Regional 
Holding, a company resident in State T, and the management fee is 
paid to RCo, a non-resident company whose business profits may not 
be taxed in State T under the relevant tax treaty. No withholding is 
imposed under the relevant double tax treaty on the payments by RCo 
Regional Holding to RCo.

Direct tax consequences in state R
• State R imposes corporate income tax on the profits derived by RCo, 

including the buy-in payment received for the transfer of existing 
intangibles to RCo Regional Holding. However, because of the 
absence of a significant track record of RCo’s performance at the 
time of the transaction, RCo may take the position that the value of 
those intangibles was very low, so that the actual amount of gain 
subject to corporate tax in State R would be very small.

• RCo also receives annual payments from RCo Regional Holding under 
the cost sharing arrangement, which may be at a rate much lower than 
the amount of royalties received by RCo Regional Holding. In addition, 
depending on the domestic law of State R, RCo may be entitled to 
R&D tax credits for a significant fraction of its expenditures, thereby 
significantly reducing its tax liability for corporate tax purposes.

• Under its controlled foreign company (CFC) rules, State R would 
under some circumstances treat royalties received by RCo Regional 
Holding as passive income subject to current taxation in the hands of 
RCo. However, because RCo Regional OpCo is treated as a transparent 
entity for tax purposes in State R, the income of RCo Regional OpCo 
is treated as having been earned directly by RCo Regional Holding and 
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is therefore treated as active income taxable in State R only when paid 
to RCo. This result would also be reached if State R imposed tax only 
on a territorial basis and did not have CFC rules.

VAT consequences
• With respect to value added tax (VAT), the treatment of the business-

to-business (B2B) transactions is relatively straightforward, with the 
VAT levied either through the supplying business charging the tax 
or the recipient business self-assessing it. The input tax levied would 
generally be recoverable by the businesses through the input tax 
credit mechanism.

• The VAT treatment of the supplies to private consumers (business-
to-consumer (B2C)) in State S will generally be different for supplies 
of physical products and supplies of digital products. Supplies by 
RCo Regional OpCo of physical goods stored in SCo’s warehouse to 
consumers in State S would be subject to VAT in State S. State S may 
allow SCo to account for State S VAT on behalf of RCo Regional 
OpCo (e.g. as a fiscal representative). If the physical products would 
be shipped to consumers in State S from abroad, e.g. from State T, 
then these supplies would be zero rated in the exporting state and 
would be subject to VAT at the time of importation into State S. 
Depending on the value of the goods and the thresholds operated by 
State S, they may qualify for a VAT exemption under the relief for 
importations of low value goods. Also the supplies of digital products 
to final consumers in State S should in principle be subject to VAT 
in State S, in accordance with the destination principle. However, 
State S will have considerable difficulty enforcing the payment of 
the VAT on these supplies, as the supplier is not resident in State S
and collecting the tax from the final consumers is ineffectual. While 
certain jurisdictions operate a mechanism requiring non-resident 
suppliers to register and remit the tax on supplies to resident private 
consumers, it is recognised that it is often challenging for tax 
authorities to enforce compliance with such requirements.

B.2 Internet advertising

The RCo Group provides a number of Internet services (e.g. search 
engines) to customers worldwide. Many of these online services are offered 
free of charge to consumers, whose use of the online services provides the RCo 
Group with a substantial amount of data, including location-based data, data 
based on online behaviour, and data based on personal information provided by 
users. Over the course of many years of data collection, refinement, processing, 
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and analysis, the RCo Group has developed a sophisticated algorithm that 
targets advertisements to those users who are most likely to be interested in the 
products advertised. RCo Group derives substantially all of its revenues from 
the sale of advertising through its online platform, for a fee that is generally 
based on the number of users who click on each advertisement.

The technology used in providing the advertisement services, along with 
the various algorithms used to collect and process data in order to target 
potential buyers were developed by staff of RCo, the parent company of 
the Group situated in State R. The rights to exploit this technology in the 
T/S region are owned by a dual resident subsidiary of the group, XCo. The 
latter company is incorporated in State T but effectively managed in State X. 
The technology rights for the T/S region were acquired by XCo under a 
cost-sharing arrangement whereby XCo agreed to make a “buy in” payment 
equal to the value of the existing technology and to share the cost of future 
enhancement of the transferred technology on the basis of the anticipated 
future benefit from the use of the technology in the T/S region. In practice, 
XCo does not actually perform any supervision of the development activities 
carried out by RCo in State R.

XCo licenses all of the rights in the technology used to operate the 
platform to a foreign subsidiary resident in State Y, YCo. The latter then 
sublicenses the technology to TCo, a company organised and resident in 
State T, earning a small “spread” between the royalties it receives and the 
royalties it pays on to XCo. YCo and TCo are hybrid entities that are treated 
as corporations for tax purposes in State Y and State T, but as transparent for 
tax purposes in State R. The physical presence of XCo in State X is minimal, 
both in terms of personnel and tangible assets (equipment, premises, etc.). 
In fact, neither XCo nor YCo has any employees on its payroll, and each 
company’s activities are limited to board meetings taking place in an “office 
hotel” where the company regularly rents different offices.

TCo acts as the regional headquarters for the RCo group’s operations in 
the T/S region, and employs a substantial number of people in managing the 
group’s activities in that region. It operates the websites offering free online 
services to consumers in the T/S region, and serves as the legal counterparty 
for all sales of advertising in the T/S region. However the servers that host 
these websites may be placed throughout the region and/or located in State R
and operated by RCo. Dependent on the time of the day, different members of 
the group may be responsible the maintenance of the website and fixing any 
network issues in the region.

Advertisement services contracts with TCo can be concluded 
electronically through TCo’s websites on the basis of standard agreements, 
the terms of which are generally set by RCo. Advertisers located in the T/S 
region that wish to purchase advertising targeting users of RCo’s products can 
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thus do so directly through a website operated by TCo without having any 
interaction with the personnel located in State T. This advertising is available 
to local businesses in the T/S region, whether they are targeting customers in 
the T/S region or customers elsewhere.

For larger markets and in order to deal with key clients, the group has 
established a number of local subsidiaries. To promote the purchase of such 
advertising by businesses active in the T/S region, TCo has local affiliates, 
such as SCo, a company resident in State S, whose purpose is to promote 
the RCo family of products, including in particular the advertising services 
offered in the region. Local subsidiaries like SCo provide education and 
technical consulting to users and potential advertising clients, as well as 
marketing support in order to generate demand for the RCo advertising 
services. Local staff members have substantial and ongoing one-on-one 
interaction with local businesses, particularly the largest customers in the 
local market, many of which end up purchasing advertising. Compensation 
for the staff is partially based on the number of advertising contracts 

Figure B.2. Internet advertising
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concluded between TCo and customers in State S and the income generated 
by TCo from the clients they support. In consideration for its promotion 
activities and technical support, TCo pays SCo a fee covering its expenses 
plus a mark-up. In general, customers supported by local affiliates such as 
SCo have no interaction with TCo staff.

The structure used by the RCo Group can be depicted as shown in 
Figure B.2.

The manner in which RCo’s business activity is structured has significant 
consequences from a tax perspective. Due to contractual arrangements 
among the different group companies, the bulk of the Group’s income is 
allocated to State X, and only minimal taxable profits are allocated to State S, 
State R, and State T. More specifically, the following paragraphs describe the 
consequences that would arise in the different States concerned.

Direct tax consequences in state S
• SCo is allocated minimal taxable income, based on the position that 

SCo’s functions are limited to those of a service provider.

• All revenues from sales of advertising in State S, including advertising 
purchased by State S residents and other regional customers, are 
treated as the revenues of TCo. The lack of authority for SCo staff to 
legally conclude contracts and the use of standardised contracts and 
on line contract acceptance by TCo result in TCo not being considered 
to have a PE in State S. As a result, State S does not tax the profits 
derived from these activities either because it has no right to do so 
under its domestic law or because the relevant double tax treaty 
prevents it from doing so in the absence of a PE of TCo in State S to 
which the income is attributable.

Direct tax consequences in state T
• State T imposes corporate tax on the profits earned by TCo from its 

various activities in the T/S region. TCo’s income, however, is almost 
entirely offset by the royalty paid to YCo for its sublicense of the 
technology used by TCo to provide Internet services.

• This payment is not subject to withholding under the relevant double 
tax treaty.

• State T does not impose corporate income tax on XCo, due to it not 
being a resident under State T’s domestic legislation.
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Direct tax consequences in state Y
• State Y imposes corporate income tax on the profits of YCo, but 

those profits are limited to a small “spread” between the royalties 
received by YCo and the royalties paid by YCo to XCo.

• State Y does not impose any withholding on the payment of royalties 
under its domestic law.

Direct tax consequences in state X
• State X does not impose a corporate income tax.

Direct tax consequences in state R
• State R imposes corporate income tax on the profits derived by 

RCo, notably the buy-in payment received in consideration for the 
transfer of pre-existing technology to XCo and the annual payments 
received under the cost sharing arrangement. However, because of 
the absence of a significant track record of RCo’s performance at 
the time of the transaction, RCo may take the position that the value 
of those intangibles was very low, so that the actual amount of gain 
subject to corporate tax in State R would be very small. Further, the 
annual payment – compensation for the costs supported by RCo for 
developing the intangibles without any markup – could potentially be 
at a rate much lower than the amount of royalties received by XCo. 
Finally, depending on the domestic law of State R, RCo may be entitled 
to R&D tax credits for a significant fraction of its expenditures, 
thereby further reducing its tax liability for corporate tax purposes.

• Under its controlled foreign company (CFC) rules, State R would 
under some circumstances treat royalties received by XCo as passive 
income subject to current taxation in the hands of RCo. However, 
because YCo and TCo are considered for tax purposes as transparent 
entities in State R, the latter’s CFC rules would disregard the royalty 
transactions concluded between XCo, YCo and TCo. The income of 
YCo and TCo would be considered as having been earned directly by 
XCo, and would be treated as active income that would be taxable in 
State R only when paid to RCo.

VAT consequences
• With respect to VAT, the treatment of the B2B transactions is relatively 

straightforward with the VAT levied either through the supplying 
business charging the tax or the recipient business self-assessing it. 
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The input tax levied would generally be recoverable by the businesses 
through the input tax credit mechanism. The exception would be where 
the business is engaged in making exempt supplies and therefore not 
entitled to recover the tax.

• The online services provided free of charge by TCo to consumers in 
the S/T region have in principle no VAT consequences, unless it is 
considered that TCo is providing consumers with Internet services 
for non-monetary consideration, in which case the customers’ State 
may claim VAT on the fair market value of that consideration.

B.3 Cloud computing

The RCo Group is a developer of software (online games) which it 
operates on servers around the world and makes available to customers 
through various client interfaces in exchange for subscription fees.

The software itself, along with all technology associated with processing 
payment and maintaining security of customer data, was developed 
principally by engineers of RCo, a company resident in State R. In addition, 
RCo remotely co-ordinates marketing and selling activities in the various 
regions to minimise costs, maintain consistency among its various businesses 
and websites, and improve efficiency. Those co-ordination services are 
provided to regional operating lower-tier subsidiaries in return for a 
management service fee covering related expenses plus a markup.

RCo transferred the employees responsible for the management of the 
technology used in operating the client interfaces to PE Y, a foreign branch 
of RCo situated in State Y. RCo provides the rights to use the software and 
knowledge associated with the cloud computing services to various regional 
subsidiaries through licensing and sub-licensing arrangements.

TCo is a regional operating subsidiary of RCo resident in State T. Even 
though State T’s market is small in relation to RCo’s business, TCo employs 
a substantial number of people to operate the websites used to sell access to 
RCo’s hosted software in the T/S region, which includes State S and other 
States. TCo has obtained under a public tender in State S all the licenses 
required to exercise certain regulated activities (online gaming). Contracts 
with customers in State S are concluded electronically through TCo’s 
websites on the basis of standard agreements, the terms of which are set by 
RCo. TCo manages all payment processing and security associated with 
permitting access to the hosted software. Fees paid by the subscribers are 
collected through local bank accounts. In addition, TCo’s personnel perform 
all required localisation of the software for use in markets in the State S. TCo 
operates a “server farm” located in State T, which is used as the primary 
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datacentre to run the software, process customer transactions, and store 
customer data. Mirror servers owned by third parties (ISPs) are also regularly 
used in other locations around the world to ensure the most efficient possible 
access at all times by customers, as well as to decrease the risk of loss of data.

To promote demand for the use of RCo’s hosted software in State S, a 
very significant market for RCo’s business, TCo has a local subsidiary, SCo, 
whose stated purpose is to promote the hosted software services in the region 
and offer online customer’s care services. SCo does this both through local 
advertising and through direct interaction with prospective customers. SCo is 
compensated for its activities via a fee calculated on a cost-plus basis.

The structure used by the RCo Group can be depicted as shown in 
Figure B.3.

The manner in which RCo Group’s business activity is structured as 
a legal matter has significant consequences for the Group’s worldwide tax 
burden. Due to contractual arrangements and allocation of key functions 
most of the profits generated by the Group’s business activity is allocated to 
State Y, thereby ensuring that minimal tax is being paid in States S T and R. 

Figure B.3. Cloud computing
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More specifically, the following paragraphs describe the consequences that 
would arise in the different States concerned.

Direct tax consequences in state S
• SCo is allocated minimal taxable income, based on the position 

that its risk and function profile is limited to routine marketing 
and customer care services. All revenues from sales of cloud 
computing services in State S are treated as income of TCo, due to 
its role as the counterparty to the transactions with local customers 
and administrator of the websites. State S does not tax the profits 
derived from these activities because it has no right to do so under 
its domestic law or because the relevant double tax treaty prevents it 
from doing so in the absence of a PE of TCo in State S to which the 
income is attributable.

Direct tax consequences in state T
• State T imposes corporate income tax on the profits derived by 

TCo from its sales activities but TCo’s income is largely offset by 
the royalty paid to RCo for its license of the technology used in 
providing the cloud computing services to customers, as well as by 
the management fees paid to RCo for its co-ordination services.

• Although the income from the royalties and fees paid by TCo 
is attributed to the PE in State Y, State T does not impose any 
withholding on those royalties and fees under the terms of the 
relevant tax treaty between State T and State R, as it considers the 
payment to be received by RCo, a resident of State R.

Direct tax consequences in state Y
• State Y imposes corporate income tax on the profits attributable to 

PE Y at a low rate. In addition, by virtue of a preferential regime 
available in State Y for income derived from certain intangibles, 
the income attributable to the PE Y is entitled to a rate substantially 
less than the generally applicable corporate tax rate for the royalties 
included in its taxable profits.

Direct tax consequences in state R
• State R imposes corporate tax on the profits derived by RCo on a 

territorial basis. As a result, and in accordance with the relevant 
double tax treaty, all the royalty income and management fees 
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derived by RCo are treated as attributable to PE Y and, as such, 
excluded from RCo’s corporate tax base in State R.The capital gain 
derived by RCo from the transfer of the existing technology to 
PE Yis not taxed in State R under the rules applicable to cross-border 
transfers of assets in the R/Y region. Further, RCo may be entitled to 
R&D tax credits for a significant fraction of its R&D expenditures, 
thereby reducing its tax liability in respect of the management fees.

• State R’s domestic law does not provide for any CFC regime.

VAT consequences
• For VAT purposes, as in the previous examples, the VAT on the B2B 

transactions will be levied either through the supplying business 
charging the tax or the recipient business self-assessing it. The input 
tax levied would generally be recoverable by the businesses through
the input tax credit mechanism. The exception would be where a 
business is engaged in making exempt supplies and therefore not 
entitled to recover the tax.

• In respect of B2C transactions, TCo’s supplies to final consumers 
in State S should in principle be subject to VAT in there. However, 
States S will often have considerable difficulty in enforcing the 
collection of VAT on cloud services acquired from abroad by resident 
final consumers.

B.4 Internet app store

RCo Group is the creator of an operating system for mobile phones and 
other portable devices. It maintains a widely used Internet app store, through
which users of RCo Group’s phones and devices may pay to download 
applications (including both applications developed and owned by RCo Group 
and by third-party developers) that enhance the function of their devices. In 
order to develop and sell applications through RCo Group’s marketplace, 
third-party developers must use software provided by RCo Group in order 
to ensure compatibility with its operating system and consistency with 
standards set by RCo Group. Pricing for third-party applications is set by 
the third-party developers subject to guidelines set by RCo Group, with the 
developer receiving 75% of the revenues from sales through the app store, 
and RCo Group receiving 25%. Third-party developers may choose which 
markets their products will be sold in.

The development of the operating system and the Internet app store, as 
well as self-made applications sold through the app Store, was performed 
substantially by employees of RCo, a company resident in State R. The 
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development of the third-party applications is performed around the world, 
depending on the location of the developers, most of which are individuals or 
small businesses.

Early in the life of the Group, RCo sold its rights to the technology 
used in developing and running its app Store, along with the developing 
tools and other software used to work with third-party developers around 
the world to a subsidiary, TCo, resident in State T, a very small market in 
relation to RCo Group’s business. Simultaneously to the sale agreement, RCo 
concluded a service agreement whereby it continues to upgrade and develop 
the technology used in the app stores for the benefit of TCo in exchange for a 
fee covering its R&D expenses plus a markup. All the risks assumed related 
to the development of the technology were contractually allocated to TCo, 
which employs a substantial number of people to operate the various local 
versions of the application marketplace (tailored and developed by RCo) 
and steer the marketing strategy, but does not perform any supervision of 
the development activities carried out by RCo in State R. The app stores 
are hosted on servers located in State T and owned by TCo or, depending 
on network traffic at the time of the transaction, on third-party servers 
generally located in countries distinct from the country of the customer. TCo 
handles all transaction processing with customers and third party developers 
around the world (including State R). Contracts for purchase of applications 
are concluded electronically, through automated processes, on the basis of 
standardised terms set by TCo.

In larger markets, TCo has established local affiliates to assist the group 
with promoting the RCo operating system and the Internet app store to third-
party developers, sellers and prospective purchasers of mobile devices. These 
local affiliates, such as SCo, a company established in State S, are never 
formally involved in the sales of specific applications and/or negotiation of 
agency agreements with third-party developers, though some face-to-face 
interactions may occur with local customers. The remuneration of these local 
affiliates is generally based on a fee covering their expenses plus a markup.

The structure used by the RCo Group can be depicted as shown in 
Figure B.4.

The manner in which RCo’s business activity is structured as a legal 
matter has significant consequences for the Group’s worldwide tax burden. 
RCo Group takes the position that due to contractual arrangements an 
affiliated company resident in State T, TCo, is entitled to all residual profits 
after compensating the other members of the group for their functions, 
thereby reducing the group’s tax burden to a minimum in the other 
States involved. More specifically, the following paragraphs describe the 
consequences that would arise in the different States concerned.
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Direct tax consequences in state S
• SCo is allocated minimal taxable income, based on the position 

that the function profile of this local affiliate is limited to providing 
routine marketing and promotion services, with no direct selling 
activity to State S customers.

• All revenues from sales of applications in State S and State R are 
treated as income of TCo, due to its role as the counterparty to the 
transactions with local customers and administrator of local app 
stores. State S does not tax the profits derived from these activities 
either because it has no right to do so under its domestic law or 
because the relevant double tax treaty prevents it from doing so in the 
absence of a PE of TCo in State S to which the income is attributable.

Figure B.4. Internet app store
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Direct tax consequences in state T
• State T imposes corporate tax on the significant profits earned by 

TCo, but at a rate which is roughly 50% of the rates of State R and 
State S.

• No withholding is imposed on the various service fees paid by TCo 
to RCo and SCo under the relevant double tax treaty.

Direct tax consequences in state R
• State R imposes corporate income tax on the profits derived by RCo, 

notably the capital gain derived from the sale of the technology to TCo 
and the service fee received for its R&D activities. However, because 
of the absence of a significant track record of RCo’s performance 
at the time of the transaction, RCo may take the position that the 
value of those intangibles was very low, so that the actual amount 
of gain subject to corporate tax in State R would be very small. In 
addition, depending on the domestic law of State R, RCo may be 
entitled to R&D tax credits in State R for a significant fraction of 
its expenditures, thereby reducing its tax liability for corporate tax 
purposes.

• State R imposes corporate tax on a territorial basis and does not have 
any CFC rules. As a result, RCo is exempt from tax both on income 
earned by TCo and on dividends received from TCo.

VAT consequences
• For VAT purposes, as in the previous examples, the VAT on the 

business-to-business transactions will be levied either through the 
supplying business charging the tax or the recipient business self-
assessing it. The input tax levied would generally be recoverable by 
the businesses through the input tax credit mechanism. The exception 
would be where a business is engaged in making exempt supplies and 
therefore not entitled to recover the tax.

• In respect of B2C transactions, TCo will generally be considered as 
the supplier of the applications to the consumers for VAT purposes, 
rather than the third party developers of these applications. The 
transactions between TCo and the third party developers will then 
be treated as business-to-business supplies, although the turn-over of 
many third party developers may remain under the VAT-registration 
threshold, in which case these transactions may effectively not be 
subject to VAT.
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• TCo would be required to collect and remit State T VAT on sales of 
any services to private consumers in State T. Supplies to consumers 
abroad will either be zero-rated in State T or will be subject to 
State T’s (low) VAT rate. Supplies to such final consumers in other 
states should in principle be subject to VAT in these final consumers’ 
state. These consumers’ states, however, will often have considerable 
difficulty enforcing the collection of VAT on supplies of applications 
to consumers within their jurisdiction. This may result in consumers 
in these states being able to acquire the applications free of VAT or 
at a lower (foreign) VAT rate than if they had acquired the product 
domestically.
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