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Abstract

The taxation of income in a certain country possesses an international character when either the
income subject to tax is derived from a foreign source or the person subject to income tax is a
non-resident. The growing presence of multinational enterprises in different countries through
their subsidiaries also brings up issues of international taxation. Such internationalization
broadens the dimension of income taxation in significant ways making the concept of
international taxation complex and subjecting it to profound study worldwide. It however has not
received the attention it deserves in Ethiopian legal education and rather seemed ignored for so

long by Ethiopian tax legislations and the tax administration.

This history however needs to change instantly for the better if Ethiopia is ever going to fulfill its
growing need to attract foreign investment and build a modern and efficient tax administration
capable of raising the revenues generated by the economy and preventing and fighting
international tax avoidance. The recent introduction of the new Federal Income Tax
Proclamation incorporating relatively extensive provisions on international taxation can be seen

as oneimportant leap in this regard.

To do its own humble part, this research paper attempts to bring the concept of international
taxation to the spotlight by focusing on the issue of business income taxation of foreign owned
construction companies in Ethiopia. It first depicts the global understanding of the important
concepts present in international taxation and then reviews the rules of Ethiopia governing the
matter together with their practical application on the ground. Snce most foreign owned
construction companies engage in various activities both in Ethiopia and other countries, the
research specially focuses on issues surrounding the attribution of income from their activities
occurring in different jurisdictions and the allocation of expenses to their Ethiopian businesses.

In so doing, the research shows the important areas where the Ethiopian international taxation
rules and the practical determination of the taxable income of foreign owned construction
companies fall short of. It then concludes that the gaps existing in the rules and the practice are
too significant to be ignored and could lead to failure in realizing Ethiopian tax policy
objectives. The research finally recommends some key solutions in order to fill the gaps already
identified.



Chapter — One
Introduction

1.1Background of the Research

In a country that employs both residence and soasca basis for taxation of income such as
Ethiopia, residents pay income tax on their woridevincome, and non-residents on their in-
country incomé. This brings the concept of international taxatishich has its own sets of

generally recognized norms such as the single naxdpuble taxation), the benefits principle
(that active business income should be taxed piiyratr source, and passive investment income
primarily at residence) and the principle of noscdimination’ A country’s tax policy also has

its own objectives, which in Ethiopia happen toftwging equity, raising revenue or economic

development, attraction of foreign direct investiremd modernization of the tax systém.

Taxation of the Ethiopian source income of nondest businesses thus needs to be prudent
enough to balance between such diverse norms ajedtiobs. This is especially important
nowadays where the country is on a vigorous graawtth transformation path. The advent of
membership to the World Trade Organization alscnepg doors to foreign owned businesses

requiring the existence of a modern and efficiamtdystem.

The government, cognizant of these facts, has tigcezvised the income tax laws of Ethiopia
which necessitated this research as an attempetthe gaps of the newly introduced income tax

laws and the prevailing practices regarding theiabtnation of international taxation.
1.2 Statement of the Problem

The existence of the delicate need to balance lesttree norms of international taxation and the
general tax policy objectives of Ethiopia complesatthe income taxation of foreign owned
businesses, especially that of foreign constructompanies, which are nowadays playing a

significant role in Ethiopia’s economy by engagingarge construction works.

! See Federal Income Tax Proclamation, 2016, ArticlePc. No. 979, Neq. Gazyear 22, no. 104 [hereinafter
Federal Income Tax Proclamation no. 979/2016]

2 Reuven S. Avi-Yonahinternational Tax As International Law: An Analysis Of The International Tax Regime
(Cambridge University Press 2007) 2

® Taddese Lencho, ‘Articulating Ethiopia’s CurreraxTPolicy: Sources and Fundamental Objectives’ 4204
Taddese Lencho and Kyle Logue (eds), The Ethiopiax System: Some Contemporary Issues and Problems,
Ethiopian Business Law Series 5, 14



Although the Federal Income Tax Proclamation hasedted some ills of the previous income
tax law in treating their activities, there stiliders a significant difficulty in the identificain of

the taxable Ethiopian source income of these baseseand proper allocation of their expefises.
This is because these companies derive incomeflmrththe export of construction materials by
the main company abroad and from the provisioreofises in Ethiopia by the PE or subsidiary.
They also incur expenses both in Ethiopia and @&ir tmain companies abroad which may both

be related or unrelated to the operations in Ethiop

Besides these problems, tax treaties broadeninglithension of international taxation rules
coupled with the complexity of anti-avoidance rudesl the concomitant incapacity of Ethiopia’s

tax authorities for their proper application aresgwd as problems on which this research is based.
1.3Research Questions
Accordingly, this research attempts to answer ¢ilewing major research questions:

» What is the concept of international taxation imel, its rules in Ethiopian law and
what are the loopholes therein?

» What are the globally accepted principles in atiiitm of income and deduction of
expenses in international income taxation and uktl@opian law?

» How is income being attributed and deduction ofesges being carried out in practice
regarding foreign owned construction companiesatpey in Ethiopia?

» How far is the practice of attribution of incomedadeduction of expenses regarding
foreign owned construction companies operatingtmdpia in conformity with globally
accepted principles and the Ethiopian Income Téesfu

» What are the major gaps in the international tavslaf Ethiopia and the problems they
pose in enforcement of the laws in practice? Andlly

» What are the possible solutions towards filling th&ps existing in the Ethiopian
international taxation rules and the practice inetimgy the expected objectives of the

rules?

* See for example Income Tax Proclamation, 2002, Article 5(4), Prblm. 286, Neg. Gazyear 8, no. 34 [Now
Repealed] [hereinafter, the previous Income TaxcPNp. 286/2002] where a permanent establishmda} (s
wrongly depicted as a residence concept.



1.4 Research Objectives

The general objective of this research is to bring issue of international taxation to the
spotlight and show the shortcomings of its govegninles and the prevailing practices in
Ethiopia. In so doing, it aims at assessing whetherEthiopian tax authority is collecting the
appropriate income tax from the activities of fgreowned construction companies operating in

the country. Consequently, the specific objectvethe research are:

» Explaining the concept of international income taxaas it applies in Ethiopian law;

» Showing the accepted standards in determinatiotaxaible income and deduction of
expenses for foreign owned businesses operatiagountry and probing their treatment
in Ethiopian law;

» Showing how income is attributed and deductionxgfemses is carried out in practice in
the tax administration and weighing it against @ and international best practices;
and finally

» |dentifying the major gaps in the international taws of Ethiopia and their enforcement

in practice, and pointing to possible ways of inyamment.
1.5.Research Design and Methodology

This research has both doctrinal and non-doctfestiures. Doctrinally, a descriptive inference
is made of the Ethiopian legal fame work regardintgrnational income taxation with a
comparative analysis of global best practiceshénrton-doctrinal path, an empirical endeavor is
made to see how determination of taxable incom&cigally carried out in respect of foreign
owned construction companies on the ground whidhea weighed for conformity against the

Ethiopian laws and global best practices.

Member countries of the OECD (Organization for Emoic Cooperation and Development) are
chosen for analyzing the global best practice @regally having the best experience in taxation.
On the other hand, a couple of foreign owned canstm companies operating in Ethiopia are
chosen for analysis of the practice based on agsurp sampling from the Large Taxpayers
Office (LTO) of the Ethiopian Revenues and Custéughority (ERCA) for enabling to see the

major problems in the area. The data collected thedpractice reviewed as such are then

gualitatively analyzed by accommodating the viewstlme tax authority and concerned

3



governmental organs, the perspectives of the retes@mpanies themselves and renowned audit

and consultancy firms practicing in the country.
1.6.Scope and Limitations of the Research

Although the concept of international taxation ilwes a wide array of specific thematic areas,
this research is only focused on the concept ofcgoas a connecting factor for taxation, and at
that, only the issue of business income taxationtrémted in relation to the Ethiopian
international taxation rules. The research is ertharrowed down to a sector specific analysis
from the perspective of foreign owned constructompanies currently operating in Ethiopia in
the form of permanent establishments and subsediafihe scope is thus narrowed for reasons of
financial, time and mostly, space limitations. Abse of related domestic research on the subject

was also another noteworthy constraint.
1.7 Significance of the Research

This research is believed to contribute to therefd reaching at the much aspired knowledge
based international tax administration in Ethiopidich undoubtedly will contribute to
achievement of the tax policy objectives of thertoy In addition to it serving as one of very
few reading materials written on issues of inteoradl taxation in Ethiopia for anyone interested
in the subject, its contribution to further resdwairc such apparently overlooked area will also be
paramount. But none of these are as important @sahntribution it will make in informing
officials of the tax authority and law makers table them ponder about the problems existing

in their respective areas of expertise and indnemtto come up with relevant solutions.
1.8 0rganization of the Research Paper

This research paper is comprised of five Chapihs.first chapter introduces the research while
the second chapter lays the conceptual foundatiothé understanding of international taxation
in general and the globally accepted principlessaurce country determination of taxable
income. The third chapter analyzes the Ethiopidesren taxation of the business income of
foreign owned construction companies operating timdpia followed by the fourth chapter in

which the practice of determination of their tayaibhicome is examined. The final chapter is

where conclusions are made and relevant recommendagiven.



Chapter — Two

The Concept of International Taxation

2.1.Meaning, Objectives and Problems of Internatioal Taxation

In this thesis, the term “international taxatios’ used, for the sake of simplicity, to connote
international income taxation and not the othereatpof indirect taxation. Although its name
might suggest an international law of some sotgrirational taxation mainly results from

domestic laws of a country dealing with the taxatiof income that has an international
character. It is well known that states have theeszignty to tax income having a sufficient level
of connection with them. Such connection is suéintly created either on the relationship of the
income (tax object) to the taxing state, commonhown as the source principle, or the

relationship of the taxpayer (tax subject) to #erig state based on residence or nationality.

When subjects of a country (i.e. residents) entéo icross-border transactions with non-
residents, or when non-residents enter into crosddp transactions involving that country, a
foreign element exists and international taxatiomes into the picture. International taxation
can therefore be defined as the taxation of incam&ng from cross-border transactions by
residents of a country (i.e. residence taxatiomnl) @nincome of non-residents arising from cross-
border transactions with a country (i.e. sourcetiax)? It is thus simply the income taxation of

cross-border transactions.

One important offshoot of such understanding i¢ ihi@rnational taxation is not only just the
whim of one particular country, but also involvée influence of a plural of them through tax
treaties. This is why one writer defined internaéibtaxation as that regime which comprises the
interaction between the network of tax treaties tieddomestic tax systems of countries in order
to define “the appropriate level of taxation thabgld be levied on income from cross-border

transactions” and “how the resulting revenues atsetdivided among the taxing jurisdictiorfs”.

> Committee of Experts on International CooperationTax Matters, ‘Note on the Revision of the Manta
Negotiation of Bilateral Tax Treaties’ (2011) 9rp4d..1, available at <http://www.un.org/esa/ffd/t&venthsession/
CRP11_Introduction 2011.pdf> last accessed on Ail2016

® Michael Kobetsky,International Taxation Of Permanent Establishments: Principles And Policy (Cambridge
University Press 2011) 12

" Avi-Yonah (n 2) 8



Besides the typically obvious justification of iiaig revenues, the tendency of states to engage in
international taxation has other important objextiguch as facilitation of international trade and

investment and adherence to the principles of aktytiand inter-nation equity.

Neutrality is one objective that states aspirehigirttax policies in order to render investment
decisions made by residents and non-residents basexd on factors other than considerations of
taxation. It takes either of the forms of capitapert neutrality (CEN), requiring residents of a
country to bear the same tax burden no matter winerg choose to invest, or capital import
neutrality (CIN) requiring all investments in a givcountry pay the same rate of tax regardless
of the investor’s residenéeAlthough this objective guides international tales to some extent,

it is too theoretical to be fully applicable by crties®

The objective of inter-nation equity, on the othand, is about the fair or “equitable sharing of
the international tax revenue between two or mamentries from cross-border transactions,”
whether they are developing or developed countfigsgenerally tries to answer the question of
“how to allocate profits [and losses] among muétigtates that might make a claim to tax the

profits of a company resident in another jurisdicti**

In endeavoring to meet the above objectives howewmrnational taxation is beset both by the
problems of tax avoidance that are common to tawatf income in general and those that are
special to its nature arising from the ability nfdrnational enterprises to avoid taxation through
sophisticated tax planning techniques. In additmrax planning, transfer-pricing and double

taxation and double non-taxation are the majorlehgés of international taxation.

8 David A. Weisbach, ‘The Use of Neutralities indmtational Tax Policy’ (2014Foase-Sandor Institute For Law
and Economics Working Thesis No. 697, The University of Chicago 3 available at
<http://www.law.uchicago.edu/Lawecon/index.htmlistlaccessed on August 30, 20%ée for a detailed analysis
of these terms and other forms of neutralities.

® See generally Michael S. Knoll, ‘Reconsidering International Thbeutrality’ (2011) University of Pennsylvania
Law School Faculty Scholarshifhesis 268available at <http://scholarship.law.upenn.edu/faculty schdigas
268> last accessed on August 30, 2016

19 Kobetsky (n 6) 17

' Kim Brooks, ‘Inter-Nation Equity: The Developmeot an Important but Underappreciated Internatiofak
Value’ (2008) in R. Krever and J. Heafhx Reform in the 21st Century (London: Kluwer Law International) 10
available at <http://ssrn.com/abstract=1292370> last accessedkptember 07 2016



Tax planning is generally understood as the armlyssituations or planning of transactions or
other activities in order to reduce tax liabilitg allowed by tax legislatior!. International
enterprises exploit tax benefits in different jdretions in any of the forms of transfer-pricing,
thin capitalization, arranging payments to tax msyedouble-dipping, or treaty shoppitig.
When tax planning is made within the law, the dfisdax avoidance or tax minimization and
does not constitute a criminal offense. But it vibbecome criminal tax evasion when it goes
against the provisions of the law, such as a taeymyailure to disclose income, falsely claiming
deductions or fabricating accourifs.

Transfer-pricing, on the other hand, is normalle thrice at which “related parties” or
“associated enterprises” transfer physical goods iatangible property or provide services
among themselves. Therefore, it does not necessarily involve taxi@amnce™® The problem in
taxation is when transfer-pricing turns to “tramgbeicing manipulation,” which is the
intentional setting of a transfer price for a tracton by related enterprises for the purpose of
reducing the aggregate tax burden of the compamyaaies in question, and as such when the

tax administration considers this to be “mis-prigirfincorrect pricing,” “unjustified pricing” or

non-arm’s length pricing’

Besides the above problems, double taxation isdgpasea problem for international taxation
because of its effect in acting as a barrier terimdtional trade by taking either of the forms of
economic or juridical double taxation. Economic bleutaxation occurs when the same income
is taxed twice in the hands of two different pessowhile juridical double taxation is the
situation where the same amount of income is téwexk in the hands of the same person in two

different jurisdictions® Economic double taxation may be caused by traqsfeing

12 Committee of Experts on International CooperaiiorTax Matters, ‘Note on the Revision of the Mani
Negotiation of Bilateral Tax Treaties’ (2011) pard@4 <http://www.un.org/esa/ffd/tax/seventhsession/
CRP11_Introduction2011.pdf> last accessed on A3il2016

13 For elaboration of each of these techniquis, Richard J. Vann., ‘International Aspects of Incofex’ in
Thuronyi, V. (ed.)Tax Law Design and Drafting, Vol 2, (International Monetary Fund, 1998) 60-80

4 Frans Vanistendael ‘Legal Framework for TaxatiznThuronyi, V. (ed.)Tax Law Design and Drafting, Vol 1,
(International Monetary Fund 1996) 3@ also Kobetsky (n 6) 38-42 for definition of these terms

5 OECD, Transfer-pricing Guidelines for Multinatidrnterprises and Tax Administrations (OECD 2019) dara
11

16 See United Nations, Practical Manual on Transfer-pricfor Developing Countries (United Nations 2013)é2a
1.1.7

7 Ibid; Kobetsky (n 6) 71

18 For examples and situations in which each typdonible taxation may aris8ee Kobetsky (n 6) 44-45



adjustments, while juridical double taxation is sadi by the conflicting operation of the
diversified residence and source rules of countfieSonversely, double non-taxation often
results from calculated tax planning by internagiosnterprises or from pure misinformation on
part of countries. There is also a legal and knawatance for deliberate double non-taxation

based on “tax sparing” agreemeffts.

The problems of tax avoidance are tackled by argielnce and transfer-pricing rules while
double taxation and double non-taxation are usualtkled through the use of tax treaties by
employing mechanisms such as mutual consultatindseachange of information between tax
authorities of countrie§. The next section treats the different rules ofrimational taxation

through which its meaning, problems and objectokescribed above find their statement in law.

2.2.International Taxation Rules

2.2.1. Domestic Law

As international taxation basically emanates frow® $overeignty of states to tax income under
their jurisdiction, the important rules of the nexg are mainly sourced from domestic (tax or
non-tax) laws of countries. All nations of the wbrturrently assert their jurisdiction to tax
income that is sourced in their territories (temiél or source system) and most of them utilize
both the residence and the source principlor this reason, the first issue that any doméeatic
law addresses in respect of international taxatomlemarcating the reach of a state’s tax

jurisdiction by defining the scope of the termgsidence and source.
2.2.1.1.Residence Rules

Whether a person is resident in a particular siatea question of domestic law. The

“physical presence rule” (i.e. physical presenca gtate for a certain period, usually 183 days of

19 1bid

20 see David Holland and Richard J. Varimcome Tax Incentives for Investment’ in Thuronyi, (ed.) Tax Law
Design and Drafting, Vol 2, (International Monetary Fund, 1998)

21 See for example Article 7(3) of the OECD Model Convention With Resp To Taxes On Income And On Capital
(OECD 2014), where it calls for an appropriate atijight to the amount of the tax charged on profits company
by a resident country to the extent necessary itmire@te double taxation when the source country emak
adjustments to the profits of the company basetherarm’s length principle.

2 United Nations, Manual for the Negotiation of Béeal Tax Treaties between Developed and Developing
Countries(United Nations 2003) 10, para 5; Bolivia, CostaeRiEl Salvador, Guatemala, Hong Kong, Kenya,
Malaysia, Nicaragua, Panama, Paraguay, Singapdr&/arguay are jurisdictions that tax on the ba$ihe source
principle alone (i.e. territorial systems).



the year), the “facts-and-circumstances test” (ise of indicators such as location of a person’s
abode, fiscal interests, domicile, citizenship) ated some objective tests are used independently
or together by most states to determine residehodoviduals, while place of incorporation and

place of effective management are used to deterrasidency of companiés.

The United States for example uses the objectisiediedetermining residency for tax purposes
if an individual possesses the right to permanatrygo the US (i.e. a green card) alternative to
the physical presence rule of staying 183 daysarerduring the taxable ye&tIn addition, the
US stands as the only nation that asserts taxdjaotisn based on nationalify. Canada,
Australia, the UK and France also use the phygoasence test and require the staying of an
individual for 183 days, and some for six monthsgether with case-by-case tests, while
countries like the Netherlands, Sweden, Germany dagdan utilize unique facts and

circumstances tests for the determination of resid®f individuals®

With regard to corporations, Australia, Austria,l@em, Denmark, France, Germany, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, S@aid the UK use both tests of incorporation
and place of management or principal head-offid@eM~inland, Greece, Sweden and the US,

use the place of incorporation test as the solerénant of the residence of a corporafion.
2.2.1.2.Source Rules

Source of income is usually determined for tax pags on factors such as the location of the
assets and the activities that generated the inédinedetermining source this way, business
(active) income is usually differentiated from istr@ent (passive) income and net basis taxation
is applied to the former (i.e. deductions are aldwo be made to reach at taxable income) while

gross basis taxation is applied to the latter ythholding tax mechanist.

23 |bid

24dHugh J. Ault and Brian J. Arnol@omparative Income Taxation, A Sructural Analysis (Aspen Publishers 2010
3%ed)431

% |n the past, a few other States, including Bukgakilexico and the Philippines, have also usederiship as a
basis for taxationSee United Nations, Manual for the Negotiation of Bdedl Tax Treaties (n 22) 10, para 8

26 gee Ault and Arnold (n 24) 431-434

2" peter Harris and David Oliveimternational Commercial Tax (Cambridge University Press 2010) 59

% United Nations, Manual for the Negotiation of Béeal Tax Treaties (n 22) 9, para 2

2 Ault and Arnold (n 24) 495; In this sense, investin(passive) income is that which is derived fribv use of

assets, and hence highly mobile, and include alagdtins, interest, dividends, rents and royaltidsereas income
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In applying net basis taxation to active or bussnesome, some countries usually wait until the
activity has a relative permanency (as in havifgermanent establishment”) before taxation,
while others simply tax any activity occurring ihetr jurisdiction. When employing the
permanent establishment concept therefore, by itlefina fixed period of time indicating the
relative permanency of the activity is usually pdad to avoid taxation of intermittent or
discontinuous activitie¥. As such, domestic law usually provides the coadii for the

existence of permanent establishment althoughtbistly appears in treaties.

Accordingly, the US, Canada and France treat basiaetivities occurring in their jurisdictions
with a net basis taxation with their respectiveectsn defining what constitutes a business,
while the existence of a permanent establishmethésimportant factor in the UK (for non-
resident corporations), Japan, Netherlands, Sweaheh Germari® Again, whether only the
income derived through that business or also atieme derived from other undertakings of
the company is to be attributable to it (i.e., ecéoof attraction rule) is another matter governed

by source rule&
2.2.1.3.Relief from Double Taxation

Domestic law also provides the method and mannezlieff from double taxation if there is any.
Such relief is usually granted by a residence aguiotr taxes paid abroad in a source country
through methods like a foreign tax credit, an ex@éonpor a deduction systefd.A deduction
system proceeds by treating a paid amount of fortag as an expense and as such giving a
taxpayer a deduction for the tax paid abroad insthéce country in calculating its worldwide
income in the residence country. An exemption sgssenply excludes foreign source income
(or of a listed type) from the tax base in thedesce country, similar to territorial systems of

taxation>*

from the provision of labor or business (i.e. ati#g) is referred to as activeee Harris and Oliver (n 27) 73 &
Kobetsky (n 6) 22

%0 See the discussion below at section 2.2.3 aboufittons of permanent establishment under the OEGM® N
Model Tax Conventions.

31 Ault and Arnold (n 24) 497-498

%2 |bid

33 Kobetsky (n 6) 43

3 However, an exemption system of relief from douhbation needs to be distinguished from territ@istems of
taxation as it is conditional on the fulfillment oértain factors, unlike the latter, and also affabe taxation of
other income in terms of progressive rates in #se&dence countrygee Vann (n 13) 38
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However, since the deduction method only mitigdtesdoes not relieve double taxation (and
S0, it is against capital export neutrality), ahd exemption method clearly affects the revenue
of the residence country, the third method of dnegiforeign taxes is usually preferred. In the
simplest of scenarios, the foreign tax credit sys{g&TC) first includes the source and the
residence country income of the taxpayer in thecagulation (referred to as “gross-up”) and
then subtracts the tax paid in the source coumtmy fthe tax that would have been paid for the

overall income in the residence country.

Most countries of the world currently employ theva® methods together, with varying degrees
of the mix. The US mostly employs the FTC with mited use of the exemption method and
gives the taxpayer a choice between crediting adlcting foreign taxes, Japan and Sweden
also accord such choice to the taxpayer and useTfe the UK predominantly uses FTC with
an exemption for foreign dividends, Canada and @egruse a balanced combination of the
FTC and the exemption method, the Netherlands pitynases the exemption method in
addition to the FTC, Australia uses FTC for pasgie®me and the exemption method for active
foreign income through PEs and France uniquely albtws foreign taxes to be deductible from

the tax basé®
2.2.1.4. Anti-Avoidance Rules

As noted above, international taxation tends taeiase the possibility of tax avoidance by
broadening the dimension for taxation. In respodsejestic laws usually provide rules that aim
at restricting the ability of international entagas to avoid tax. Such anti-avoidance rules may
be either “specific” that provide a list of prohil techniques, such as transfer-pricing rules and
thin capitalization rules or “general”, that demxpayers any tax benefits from illegitimate tax

avoidance schemes (i.e. “substance over form” pititin).>’

Most countries with developed tax systems have rg¢ed specific anti-avoidance provisions
in their domestic laws that apply both domesticallyl to international transactions. The US has
a general substance over form principle that allthvestax authority to re-characterize certain

transactions when they are motivated by tax miration together with developed special

% See Harris and Oliver (n 27) 266-275 for a detailedlgsia of the three methods with examples.
36 See Ault and Arnold (n 24) 446-452
37 Kobetsky (n 6) 40
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transfer-pricing ruled® France employs general anti-avoidance theoriessaedifically shifts
the burden of proof to the taxpayer to prove thaynpents made to persons in low-tax
jurisdictions are not exaggerated and are bona'fidapan and Sweden are unique in this area in
not having special anti-avoidance rules in therimdonal area apart from those employed in

domestic transactiorf§.
2.2.1.5.Relationship with Tax Treaties

Although it is a matter of constitutional law ofwdries to determine the hierarchy of domestic
law and treaties, it is a common practice to inagstovision granting precedence to tax treaties

41 While France, Canada, Sweden,

over inconsistent domestic law into the domestidaav itsel
Australia, the Netherlands and Japan generally giraredence to treaty obligations over
domestic tax law with some exceptions, the US, Geyrand the UK somewhat place statutory

law and treaties on equal status and open thelplitysior treaty override by domestic laf.
2.2.2. Tax Treaties

Beside domestic law, tax treaties govern mattersw@fnational taxation to a very important
degree. The Vienna Convention on the Law of Treatlefines a treaty as “an international
agreement concluded between states in written famd governed by international
law...whatever its particular designatioh”Accordingly, tax treaties, are essentially bilafér

international agreements between countries sigoedllbcate or divide taxing rights over

taxpayers and items of income (i.e. cross-bordalintgs) between theff.

The main purpose of tax treaties, as seen from tiiginame —double tax treaties,” “double taxation
conventions” or “double taxation agreements” ipitevent double taxation. Secondly, they serve
the important purpose of prevention of tax avoidaand evasion through mutual exchange of

information. Additionally, tax treaties are impantaespecially for developing countries with

22 Ault and Arnold (n 24) 527-535, séar similar experiences of Canada, Germany, UK, tAdlis and Netherlands.
Ibid

0 |bid

“vann (n 13) 10

“2 See Ault and Arnold (n 24) 540-542

3 Vienna Convention on the Law of Treaties of 23 M&%9, United Nationslreaty Series, vol. 1155, art 2(1)(a)

It is submitted that the Nordic agreement invalylDenmark, Finland, Iceland, Norway, Sweden andRderoe

Islands is the only successful multilateral taxatyeSee United Nations, Manual for the Negotiation of Bdedl Tax

Treaties (n 22) 3, para 10

> Kobetsky (n 6) 44
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nascent tax systems) to attract foreign investnmmntshowing investors that the country

subscribes to international norms in taxation, saghon-discriminatioff

The General Rule of Interpretation of treaties irticde 31 of the Vienna Convention that
requires the literal terms of a treaty to be intet@d in the context of its purpose, and Article 32
allowing the use of Supplementary means of Inteégpien are very relevant in tax treaty
interpretation in opening the door for the use adddl Tax Treaties and their accompanying

commentaries in tax treaty interpretatin.
2.2.3. Model Tax Treaties

There are currently thousands of tax treaties atdbe world, whose structure, with even the
numbering of the articles, is largely said to baikir mainly because of being based on certain
“models.”® These are model treaties which are not bindingabetmeant to serve as general
guidelines for countries in negotiating tax tresmtiend facilitating their interpretation and
practical applicatioff’ They were first developed by the efforts of thedyee of Nations in 1928
and pursued in the Organization for European Ecaonofo-operation (OEEC), and
subsequently developed by the OECD and the®USbme developed countries such as the US,
Sweden and the Netherlands also have their own Imoely, while countries like the UK,
Japan, France, Canada and Australia do not haublsiped model treaty and generally follow
the OECD model with the exception of the last twardries whose treaty policy differ from the
OECD model conventiort- This thesis will deal with the OECD and UN ModeixTTreaties.

2.2.3.1.The OECD Model Tax Treaty

The OECD is an international organization composeé®5 developed nations of the world
established in 1961 “in order to contribute to thevelopment of the world economi/It

developed a draft double tax convention in 1963 leequt on publishing updates of a model tax

6 vann (n 13) 8

" Harris and Oliver (n 27) 34%e also Ault and Arnold (n 24) 543-545 for the practicetak treaty interpretation
among selected countries.

“8vann (n 13) 7

9 United NationsUnited Nations Model Tax Convention Between Developed and Developing Countries (United
Nations 2011) ix, para 12

0 Timothy J. Goodspeed and Ann Dryden Witte, ‘Ingional Taxation’ (1999), 261 available at
<http://encyclo.findlaw.com/6080book.pdf> last axsed on August 30, 2016

°1 See Ault and Arnold (n 24) 550-552

%2 See <http://lwww.oecd.org/about/membersandpartners/#&9&378> last accessed on November 14, 2016
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treaty for more than ten times until the presénthe latest version is the 2014 “OECD Model
Tax Convention on Income and on Capitdl. This model has an accompanying detailed
commentary for each article which is an importartenipretation material although it is not a
legally binding instrument.

The OECD model has 31 articles that describe ibpeson persons and taxes covered, define
important terms, set rules to what extent eactheftivo contracting states may tax income and
capital and how international juridical double ttaa is to be eliminated, with special provisions
on mutual arrangements and final provisions onyanto force and termination. This thesis only

treats provisions having direct link with busin@ssome taxation of foreign owned businesses.
A. Scope

The OECD model restricts its application only terpons who are residents of one or both of
the Contracting States” by defining the term “Resit] in Article 4%° Here, as residence is
primarily to be defined by domestic law, a persaghtiend up having double or no residence
because most countries adopt different and multedes of residenc¥.For the problem of dual
residency, the OECD model provides for “tiebreakees” in Article 4(2) (for individuals) and
4(3) (for companies). For individuals, the seriéshe tests of permanent home, the individual’s
vital interests, habitual abode, nationality andafiy mutual agreement of the competent
authorities of the treaty countries are used sdeplsnin a progressive manner if any of the
previous tests does not resolve the issue. Thee phficeffective management is used as a

tiebreaker for companies where there is residamb®th contracting states.
B. Permanent Establishment

Permanent Establishment (PE) is defined in taxiggdor determining if a source country has

taxing rights over business profits derived by \afiis in the source state of an enterprise

%3 See Kobetsky (n 6) 154-159 for a complete history af dECD model.

> OECD, Model Tax Convention on Income and on Capital 2014 (Full Version), (OECD Publishing 2015)
available at <http://dx.doi.org/10.1787/978926428B@n> last accessed on September 18, 2016 [hftezina
OECD, Model Tax Convention of 2014]

> OECD, Model Tax Convention of 2014, Introductipasa 29; Ault and Arnold (n 24) 543; Kobetsky (n16R2-
168

*° OECD, Model Tax Convention of 2014, Article 1 ahd

°" See Harris and Oliver (n 27) 65 for a rare exampl@@ise where an entity ends up with no countrgsifience
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resident in another count?§. The OECD model defines PE under Article 5 as adiplace of
business through which the business of an enterpsiswholly or partly carried on” and
specifically lists some activities as examples ttutthg a PE and some that do not constitute a

PE (also known as preparatory and auxiliary aétis)t®

The phrase “a fixed place of business...” in the a&bgeneral definition is the first test for the
existence of a PE which requires there being ditiasuch as premises, machinery, equipment
or simply a space at a distinct place with a certigree of permanen&However, clear cut
time duration is not set by the commentary. It asthtes the practice of many countries where a
PE is normally deemed to exist only where a busitesl been carried on in a country through a

place of business that was maintained for at Basonths>*

Here, since “a place of business” is understoodngsspace for the carrying out of activities, a
guestion may be raised as to whether a subsidianytdaconstitute a PE of its parent. Article
5(7) of the OECD Model provides in this regard thaparent-subsidiary relationship in itself
does not constitute a PE, even if the busineshefstubsidiary is managed by the pafént.
However, a subsidiary may become a PE of the pamemto situation$? One is under Article
5(1), if a subsidiary provides a space constitutinixed place of business” for the parent and
second is under Article 5(5), if the subsidiary ,hasd habitually exercises, an authority to
conclude contracts in the name of the parent (ariteshe ordinary course of its business as an

independent agent).

A “building site or construction or installationgpect” is the only activity in the definition where
duration of time, of 12 months, is mentioned foe #xistence of a PE. Here, the 12 months
period is counted from the date on which any prajay work is begun, such as “installing a
planning office for the construction,” until the vikas completed or permanently abandoned with
“seasonal or other temporary interruptions” incldi8&Continuous relocation of the activities of

a construction or installation project as the pbjprogresses, which is inherent in such

%8 Kobetsky (n 6) 182

9 OECD, Model Tax Convention of 2014, Article 5

0 OECD, Model Tax Convention of 2014, CommentaryAsticle 5, para 2

1 OECD, Model Tax Convention of 2014, CommentaryAsticle 5, para 6

62 See OECD, Model Tax Convention of 2014, Commentary oticke 5, para 40

%3 See OECD, Model Tax Convention of 2014, Commentary aticke 5, paras 4, 5, 6, 32, 33, 34 and especilly

% OECD, Model Tax Convention of 2014, CommentaryAsticle 5, para 19Here, bad weather and shortage of
materials are respectively cited as examples fas@eal and temporary interruptions.
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activities, as for example when constructing lomgjahce roads, is immaterial regarding the PE

being a single project as far as the project ab@enasts for 12 montHs.
C. Taxation of Income

The OECD model follows a schedular approach insdigag the types of income that are
subject to taxation in the source country. It rasstdifferent rules for allocation of taxing rights
between the treaty countries for income derivedhfseveral categories such as business profits,
dividends, interest, royalties, etc. in its Artglé to 21. Apart from these specific categories of
income, the OECD Model generally allocates taxiigts to the country of residen®&This
emphasis to residence jurisdiction is there bec&@BED countries are developed countries
which are net exporters of capifalThis thesis only considers the categories of ireoegulated

by Articles 7 and 9 of the OECD model which respety regulate business income derived by
a non-resident person directly in the source cqufite. through a PE), and business income
derived through a subsidiary resident in the soacemtry that is owned by a non-resid&ht.

I. Business Profits — through Permanent Establishment

It is submitted that Article 7 of the OECD model buosiness profits is one of the most
controversial provisions there in for several res$0 Its sub-article 1 reads:

Profits of an enterprise of a Contracting Statell dba taxable only in that State
unless the enterprise carries on business in ther @ontracting State through a
permanent establishment situated therein. If theerprise carries on business as
aforesaid, the profits that are attributable to thermanent establishment in
accordance with the provisions of paragraph 2 neataked in that other State.
In this provision, the phrase “enterprise of a Cacting State” is defined in Article 3 of the
OECD Model as “an enterprise carried on by a resgidé a Contracting State,” and the term
“enterprise” applies to “the carrying on of any imess” which makes “enterprise of a
Contracting State” the same with a business caaiebly a residerff This shows the inclination

of the OECD Model in giving exclusive taxation rigio the residence country for a business

5 OECD, Model Tax Convention of 2014, Commentansticle 5, para 20

66 See particularly, OECD, Model Tax Convention of 2014, Article 23 ¢h ‘Other Income’
67 Kobetsky (n 6) 51

% Harris and Oliver (n 27) 120-121

%9 See OECD, Model Tax Convention of 2014, Commentan/Asticle 7, paras 3-7

0 See OECD, Model Tax Convention of 2014, Article 3 (&) & (d)
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carried on by a resident. This exclusive taxatisnhbwever limited when such business
constitutes a PE as understood in the above discuds this case, the Model gives in to a
shared taxation right and permits the source cgual$o to tax the profits attributable to the PE
based on the “separate enterprise approach” emeshim Article 7(2). These profits are the
“profits that [the PE] might be expected to make.itifwere a separate and independent

enterprise engaged in the same or similar activitieder the same or similar conditions’*.”

Correspondingly, the separate and independentpeisierfiction also applies to deductions for
expenses that the PE is expected to have incuraddithbeen a separate and independent
enterprise. In this regard, the OECD Model had @vigion (now deleted Article 7(3)) in its
previous versions before 2010 with a general delilitt test that used to mandatorily allow the
deduction of expenses incurred anywhere “for thp@ses of the PE"? However, this test was
abandoned for the difficulties it entailed in tH&lP update of the Model but is still found in tax

treaties of countries based on the earlier m6tel.

Deductibility of expenses is now solely a mattebédetermined by domestic law as far as there
is no discrimination based on residence, as ensthunder the non-discrimination rule of Article
24(3) of the Model? Absence of discrimination means that a PE deserwkeduction in its own
right for the notional expenses it makes to thedhaféice for use of the latter’s goods and
services just as any other independent companystéta get a deduction for the payments it

makes to get the same goods and services in as Emngth transactiofr.
il. Associated Enterprises — Business Profits throughuBsidiaries

It goes without saying that a source country hasettclusive right to tax the profits of a resident
business that wholly operates in the country baselbloth the residency and source jurisdictions.
Though obvious, this is also provided in the fiiee of Article 7(1) of the OECD Model as
guoted above. A resident business in the sourcetigothat is owned or largely controlled by a

non-resident, i.e. a subsidiary, is a subject térimational taxation for the foreign element it

"L OECD, Model Tax Convention of 2014, Article 7 (2)

2 OECD, Model Tax Convention of 2014, History oniéle 7, para 3

3 See OECD, Model Tax Convention of 2014, CommentaryAoticle 7, para 38 & 40See also Harris and Oliver
(n 27) 159-162 for an analysis of the difficultibgs provision entailed including dual purpose exqitures.

* OECD, Model Tax Convention of 2014, Commentansticle 7, para 30

> See OECD, Model Tax Convention of 2014, CommentanyAnticle 7, paras 31, 33, 34 & 40
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holds (i.e. its non-resident parent). In this regakrticle 9 of the OECD Model treaty entitled
“Associated Enterprises” becomes relevant as itieppvhere “an enterprise of a Contracting
State participates directly or indirectly in themagement, control or capital of an enterprise of

the other Contracting State,” i.e., where ther jigrent-subsidiary relationsHip.

This provision allows the source country to adjhst profits of a subsidiary where the latter has
entered into a transaction with its non-residenepi“on other than arm’s length terms” (i.e.
when the relations are not what would have occubetveen “independent enterprises”) and
hence its accounts do not show the true taxablétpmrising in that stat€. Here, the source
country is not allowed to adjust the profits of subsidiary every time there is a transaction with
an associated enterprise, but only when “speciadlitions have been made or imposed between
the two enterprises’® In other words, no adjustment is allowed where tita@sactions are
normal or on arm’s length basis. In short, whatiodt 9(1) allows is a “transfer-pricing”

adjustment as will be discussed in section 2.3ldvhe

The effect of such adjustment may cause economibldaaxation (i.e. taxation of the same
income in the hands of different persons) to theoeasted parent and subsidiary enterprises in
the subsidiary’s country of residence. This happemsn the profits of the subsidiary are revised
upwards by the residence country and tax is impasedn income over which the parent has
already paid tax in its own country of residefit®hen this happens, Article 9(2) of the OECD
Model provides that the other country shall makeappropriate adjustment so as to relieve the
double taxation after ascertaining that “the figofeadjusted profits correctly reflects what the

profits would have been if the transactions hadmearm'’s length®
2.2.3.2.The UN Model Tax Treaty

The United Nations Model Double Taxation Conventlmtween Developed and Developing
Countrie§' (the UN Model) was developed in 1980 to facilitaenclusion of tax treaties

between developing countries and between develapdddeveloping countries, as the OECD

 OECD, Model Tax Convention of 2014, Article 9(1)

" OECD, Model Tax Convention of 2014, CommentaryAsticle 9, para 1

8 OECD, Model Tax Convention of 2014, Article 9(1)

9 OECD, Model Tax Convention of 2014, CommentaryAoticle 9, para 5

8 OECD, Model Tax Convention of 2014, CommentaryAoticle 9, para 6

81 United NationsUnited Nations Model Tax Convention Between Developed and Developing Countries (United
Nations 2011) [hereinafter UN, Model Tax Conventgdr2011]
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Model represents only the position of developednties®” The UN Model has gone through
several updates since then with the most recestorepublished in 2011.

The UN Model is substantially similar to the OECDodi&l, and is in fact based on the latter,
with most of the provisions of the OECD Model aleproduced in the UN Model with their
accompanying commentari&s. But there are also some divergences betweenatherodels
that make the UN Model of special interest to depiglg countries. Case in point is the fact that
the UN Model generally favors greater source cqutdxing rights as compared to residence
country taxation, unlike the OECD Model as discdsseove® Thus, this section will only treat
such divergences of the UN Model as they relatehto major issues of the study through
comparison with the corresponding provisions of @CD Model, because the similar issues

are extensively dealt in relation to the OECD Madehe previous section.
A. Permanent Establishment

Article 5 of the UN Model defines a PE similarlytviArticle 5 of the OECD Model but contains
several significant differences. Among these, r@t\vo this study are:

i.  There being a 6-month test for a building or cardton site constituting a PE, rather
than the 12-month test under the OECD Model, amutessly extending to “assembly
projects”, and “supervisory activities” in connecti with building sites, construction,
assembly or installation projedsRegarding the time limit, the Commentary to the UN
Model further allows that “in special cases, thenéath period could be reduced in
bilateral negotiations to not less than 3 montfis”.

ii.  Secondly, a PE results in the UN Model from thenilsliing of services by an enterprise
through employees or other personnel where sudhitas continue for a total of more

than 183 days in any 12-month period commencingemding in the fiscal year

82 UN, Model Tax Convention of 2011, vii para®e also Harris and Oliver (n 27) 17

8 See UN, Model Tax Convention of 2011, x para 9

8 UN, Model Tax Convention of 2011, vi para 3 & iarp 12. Also compare, for example, Article 21 af thN
Model on ‘Other Income’ with its OECD counterpanthere the former has an additional sub-article|@wahg
source country taxation unlike the OECD Model whetgct residence taxation is adhered for incomé no
specifically covered by the preceding provisionshef convention.

8 UN, Model Tax Convention of 2011, Article 5(3)(a)

8 UN, Model Tax Convention of 2011, Commentary otidke 5, 107 para 7
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concerned’ This rule does not exist in the OECD Model. Itdes/developing countries
as the provision of services like management amguwtancy in developing countries by
enterprises of industrialized countries can geedeage profit$®

lii.  Third, a delivery activity also results in a PE andhe UN Model, unlike the OECD
Model which includes it in the list of activitie®ihdeemedo constitute a PE, while it is
not similarly mentioned in the UN Mod®.0One result of this inclusion is such that a
“warehouse” used for any purpose, as far as itliaulhe other requirements of Article
5(1) of for example being a fixed place of businest, is a PE® This is one
manifestation of the UN Model being of special impace to developing countries
which often wish to broaden the scope of the PEEephto enable them to tax its income.

B. Business Profits — through Permanent Establishment

Article 7 of the UN Model consists of several pions of Article 7 of the OECD Model with
some additional new provisions. One major depamfitbe UN Model with that of the OECD in
relation to business profits is its incorporatidndat is called a “Limited Force of Attraction
rule” in its Article 7(1). Under the OECD Model, state may tax profits only from business
activities carried on “through” the PE, once a BEestablished. But under the UN Model, a PE
state is also allowed to tax profits attributatesales in the PE state of “goods or merchandise
of the same or similar kind as those sold throdghRE” as well as “other business activities
carried on in the PE state of the same or similad ks those effected through” the PHhis is
suitable for developing countries both for broadgnihe tax base and avoiding administrative

problems involved in delineating the activitiesaoPE.

As explained in the corresponding section aboveQECD Model has deleted its Article 7(3) in
relation to deductions, in effect making every anél payment of a PE to its head-office
deductible for the PE by extending the arm’s lengtinciple. This is the UN Model's another

87 UN, Model Tax Convention of 2011, Article 5(3)(b)

8 UN, Model Tax Convention of 2011, Commentary otidke 5, 108 para 9

89 Compare UN, Model Tax Convention of 2011, Article 5(4)(ajhd OECD, Model Tax Convention of 2014,
Article 5(4)(a) where delivery is included in thater, as not constituting a PE, but not in thenter.

% UN, Model Tax Convention of 2011, Commentary otidke 5, 105 para 4 & 124 para 20-21

L UN, Model Tax Convention of 2011, Article 7(3); UNlodel Tax Convention of 2011, Commentary on Agtic
7, 141 para 4 & 142-143 paras 6Seg also Harris and Oliver (n 27) 157 & Kobetsky (n 6) 19so refer Federal
Income Tax Proclamation no. 979/2016, Article 438 C) to see the inclusion of such a rule inilttting profits
to a PE.
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major departure as it incorporates an Article A{@)ich in principle allows deductions for
ordinary executive and general administrative egpsrincurred anywhere for the purposes of
the PE but goes further and disallows deductiomsafoounts such as interest and royalties

“paid” (other than toward reimbursement of actualenses) by a PE to its head-offiée.

The UN Model also has a room for the use of a FtamguApportionment in determining the
profits attributable to a PE in difference from 2@&14 OECD Model which is solely restricted to
using the arm’s length principfé.Such a method differs from an attribution of pofhased on
the separate enterprise principle under Article),7fit this is allowed only in exceptional
circumstances where it has been customary in teieipshe country concerned to do so and also
results “figures of taxable profit that approximakeclosely as possible to the figures that would

have been produced on a separate accounts Basis”.
C. Associated Enterprises — Business Profits throughuBsidiaries

Article 9 of the UN Model on Associated enterprigey reproduces Article 9 of the OECD
Model as discussed above, except for adding a gardgraph which restricts the application of
Article 9(2) (i.e. which requires a country to make appropriate adjustment to reflect a change
in the transfer price made by a country under Aat8{1)) in cases where there is a final judicial,
administrative or other legal ruling that puts afethe enterprises concerned liable to penalty
with respect to fraud, gross negligence or willfiefault in relation to the adjustment of profits
under Article 9(1)° In this circumstance, there would be no obligationthe other country to

make the correlative adjustment under Article §¢2).

2.3.Determination of Profits in the Permanent Estalishment Concept

2.3.1. Attribution of Income

Articles 7 and 9 of both the OECD and UN Model teeaties provide how income is attributed

to a PE and a foreign controlled subsidiary forrsewcountry taxation purposes. In this regard,

2 UN, Model Tax Convention of 2011, Article 7(3); UNlodel Tax Convention of 2011, Commentary on Agtic
7, 140-141 para 3

% UN, Model Tax Convention of 2011, Article 7(4)

% See UN, Model Tax Convention of 2011, Commentary oniéket 7, 158-160 para 19

% UN, Model Tax Convention of 2011, Article 9(3)

% UN, Model Tax Convention of 2011, Commentary otidke 9, 175 para 8
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the issue of construction works carried on by aifPE& source country is acknowledged as
entailing special problems in attribution of prefitesulting from the fact that materials and
technical services are usually provided to the ®@Ehfother parts of the enterprise abroad. In this
case, the OECD Model advices one to stick to theciple of Article 7(1) that “profits are
attributable to a PE only with respect to actiatearried on by the enterprise through that PE”
and gives, as an example, the situation where gadsupplied by other parts of the enterprise
to the PE. In this case, the profits arising frvat tsupply do not result from the activities catrie
on through the PE and, therefore, are not attriete it>’

In relation to a foreign controlled subsidiary tdlee profits subject to tax are similar to those of
normal resident companies with the caveat thasthuece country is allowed to adjust the profits
into such normality where the subsidiary transaetéti its non-resident parent on other than

arm’s length terms. This leads us to the arm’stleipginciple.

2.3.1.1.Arm’s Length Principle

Both the OECD and UN Models employ the arm’s lergyihciple for allocating profits to a PE.
This involves treating the PE as a separate entttythe rest of the enterprise. A foreign owned
subsidiary is also supposed to make arm’s lengéirdgs with its parent. The major aim of the
arm’s length principle is seeking to make pricinigt@nsactions between related parties to
depend on market forces as it does between indepepdrties. Its main import is, therefore, its
allowance for adjustment of the reported profitad?E and a foreign owned subsidiary into the
profits that they are expected to make had they Isaparate and independent enterprises

transacting with their head-office/parent as indej@mt enterprises.

In this regard, one can notice that there are ti@pssa source country must pass in order to
determine and tax the profits of a PE based omthes length principle. First is identifying the
activities of the PE and the transactions carriedhoough it in order to treat a PE and the rest of
the enterprise as if they were separate but agedcenterprises (i.e. delineating the activities)
and second is determining the arm’s length profits leé PE by quantifying the payments

resulting from such transactions using transfecipg rules, if necessary If the dealings of the

°” OECD, Model Tax Convention of 2014, CommentanyAoticle 7, paras 36 & 37
% Kobetsky (n 6) 287-288; Harris and Oliver (n 2BB4154; OECD, Model Tax Convention of 2014, Comraant
on Article 7, paras 20-22
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PE are with complete outsiders, with which no asgmn exists, only the terms of those
dealings are considered for profit calculation.n&fer-pricing rules are employed only when the

dealings of the PE are either with parts of theesanterprise or with other associated persons.

This is where the Transfer-pricing Guidelines oé tBECD® and the Practical Manual on
Transfer-pricing of the UN" come in handy although “transfer-pricing regimes eeatures of
domestic law™% Once a tax administration recognizes that a taegsypricing is not arm’s
length, it moves to correct this mispricing by campg the price in such controlled transaction
between the associated parties with an uncontrdtiasaction between independent parties.
This comparison is “at the heart of the applicatibthe arm’s length principle” and is known as
a “comparability analysis'®® Rooted in this, the OECD and the UN Transfer-pgoBuidelines
similarly authorize the following methods for edislhing an arm’s length price.

2.3.1.2. Transfer-pricing Methods

The UN Practical Manual on Transfer-pricing of 20fb8uses on the problems and needs of
developing countries and is developed seeking stersty with the 2010 Transfer-pricing
Guidelines of the OECEP* For this reason, both the UN and OECD transfegigi guidelines
similarly authorize 5 methods for establishing am’a length price which are divided into two
categories. The first three, i.e. the comparabtntrolled price method (CUP), the resale price
method (RPM), and the cost plus method (C+ or @®)alled traditional transaction methods,
while the other two, i.e. transactional net mamgiethod (TNMM) and profit split method (PSM)
are called transactional profit methods or profiséd methodS> Each of these methods has its
own strengths and weaknesses and the choice oftiauper method solely depends on the
circumstances of each ca$@.

% See OECD, Model Tax Convention of 2014, Commentary oticke 7, para 24

190 OECD, Transfer-pricing Guidelines for MultinatidnEnterprises and Tax Administrations (OECD 2010)
[hereinafter OECD, Transfer-pricing Guidelines 6f.2]

191 United Nations, Practical Manual on Transfer-prigifor Developing Countries (United Nations 2013)
[hereinafter UN, Transfer-pricing Manual of 2013]

192 YN, Transfer-pricing Manual of 2013, 21, para2.7.

193 OECD, Transfer-pricing Guidelines of 2010, 33,36

104 see UN, Transfer-pricing Manual of 2013, vii

195 UN, Transfer-pricing Manual of 2013, 195, para..1

198 Since the space limitation does not allow suchudision, one is advised to consult UN, Transfecipgi Manual

of 2013, pages 191-257 to fully understand wheartiqular transfer-pricing method is appropriatel dwow it is
used together with its strengths and weaknessdeithiled case examples of use for each method.
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2.3.1.3. Formulary Apportionment

Formulary apportionment is the other alternativetite arm’s length principle for allocating
profits from international transactions in which iaternational enterprise is treated as a unitary
and integrated business and its net profit is atkxt to each jurisdiction it operates in based on a
certain formulary criteria like relative assetsrevenues’’ In the arm’s length principle, a PE
might turn out to make a profit while the overafiterprise is at a loss, or vice versa, which
would not happen in the formulary apportionmentrapph’®®

As noted above, currently only the UN Model has@m for formulary apportionment, and even
that is full of exception&® However, there is a pervasive argument that the transactional
profit methods noted above (i.e. TNMM and PSM) arterm of formulary apportionmemnt?
Formulary apportionment is praised for avoiding th®blems of transfer-pricing and the
separate enterprise fiction, and hence there rewigg academic push towards international tax

reform for its inclusion although it has not yeehdested at an international leve!.
2.3.2. Net Basis Taxation

After attribution of income is completed for taxrpases, deductions for expenses are generally
allowed based on the economic connection betwesmtthibuted income and the expenditures.
As noted above, the UN and the OECD Model tax igeahad similar rules with regard to
allocation of expenses until they departed in 2@hén the OECD abandoned its former Article
7(3) and adopted a new Article 7 in which it relieolely on the general separate enterprise
approach enshrined in Article 7(2) for allocationdeductions based on domestic law and the

principle of non-discrimination (Article 24(33}?

Therefore, in the OECD Model, deduction of expers®s rests on the principle that the PE is

separate with its owner and any transfer of assgpsovision of services by the owner to the PE

197vann (n 13) 61

198 Harris and Oliver (n 27) 153-154

109 5ee Section 2.2.3.2 (B) above.

110 5ee Kobetsky (n 6) 89-9and the citations there in for the argument that the two transactional proithods are
in effect formulary apportionment methods in tregtassociated companies as a unitary business.

11 Kobetsky (n 6) 393See also Commission of the European Communiti€mpany Taxation in the Internal
Market (2001) 27lavailable at <http://ec.europa.eu/transparency/regdoc/rep/2/ENYR-2001-1681-EN-1-
0.Pdf> last accessed on September 4, 2016

112 5ee generally Kobetsky (n 6) 179-237 for comparison of former aesv Articles 7 of the OECD Model
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involving certain expenses would be seen as iPRas being notionally charged for them in an
arm'’s length relation and therefore treated ae#tpense of the PE for which it is entitled to get
deductiong™® Accordingly, a notional rent is for example exgektto be paid by the PE to its
owner where the PE uses the latter's materialss(dene if the dealing was between two arm’s
length entities), or a notional interest is expédtebe paid by the PE to a sum of money injected
by the owner, that ought to be characterized asa't* The OECD illustrates this point in light
of construction works by a PE in a source countiyeng “overhead expenses related to
administrative functions performed by the headesffior the benefit of the PE” will be deducted

as notional charges of the PE.

The UN Model also allows a deduction for expensasemanywhere for the purposes of the PE
including executive and general administrative eggs but specifically prohibits a deduction
for notional payments by the PE to the head-offigavay of royalties, commission or interest,
and also conversely does not attribute such payrenincome to the PE if they are made by the
head-office to the PE?®

However, allowing deductions for expenses madehbyhead-office for the purposes of the PE
is sometimes seen as theoretically inconsistertt thi¢ separate enterprise approach, with the
guestion that “if the PE and the head-office autyttreated as separate taxpayers, why should
the PE be entitled to deduct such an expenSeAlso in reality some countries like the UK
deny a deduction for dual-purpose expendittteBut generally, following treaty practices, the
trend in most countries is that all expenses affelst connected with and borne by a PE,
whether incurred by it or the head-office abroaditsnbehalf are deductible except for those
notional or “self-charged” expenses for internaympants or transfers by the PE to the head-
office such as royalty and interest payments feetsof the head-office used by the PE, and not

actually paid or accrued to third parties.

13 5ee OECD, Model Tax Convention of 2014, CommentanAsticle 7, paras 31, 33, 34 & 40

114 see OECD, Model Tax Convention of 2014, Commentary aticke 7, para 28

5 OECD, Model Tax Convention of 2014, Commentan/eticle 7, para 34

116 UN, Model Tax Convention of 2011, Article 7(3); UNlodel Tax Convention of 2011, Commentary on Aetic
7, 140-141 para 3

"7 Harris and Oliver (n 27) 160

18 Harris and Oliver (n 27) 161

119 gee Ault and Arnold (n 24) 502-505. When the expensesdaal purpose (i.e. both for the purposes ohimd-
office and the PE), they are allocated on a formyubasis based on the appropriate documentatiah hel
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Chapter — Three

Ethiopian Rules of International Taxation and Dedudion of Expenses

Based on the foundations laid by the previous @raftr understanding the concept of
international income taxation, this chapter ex@otiee domestic and treaty rules of Ethiopia
governing the matter with a specific focus on thpeat of determination of the profit of foreign
owned construction companies subject to tax incthentry. In so doing, it seeks to show the

gaps in the laws and their interpretation by thevant authorities.

3.1.Ethiopian International Taxation Rules

3.1.1. Domestic Law

At the time of conducting this study, the income leawv that is in force in Ethiopia is the Federal
Income Tax Proclamation no. 979/2016 (FITP) madecéfe since July 8, 2018° This
proclamation comprises of rules relevant to inteomal taxation better than all its predecessors
both in terms of quality and quantity with inclusiof a separate chapter dedicated for
“International Tax” (Chapter 5 of Part %) This section treats the rules in this proclamatiod

other domestic laws that are specifically relefanthe study.
3.1.1.1.Permanent Establishment

The first rule relevant to international taxationthe FITP is found at the beginning of the
Proclamation where a Permanent Establishment @8gfined in Article 4 in a similar way as
Article 5 of the UN Model Tax Conventidh’ Witnessing such similarities tempts one to
conclude that the definition of a PE in the Prod#don mirrors the definition given to it in the
UN Model. This is true especially when noticing thelusion of some features that are unique to
the UN Model Convention (as opposed to the OECD @&fjoGuch features are: first, “services”

constituting a PE when run for a period of 183 deysny one year period (including when

120 Federal Income Tax Proclamation, 2016, Proc. N8, Sleg. Gaz.year 22, No. 104

121 Although it may be difficult to weigh the qualitf one rule over another, comparing accuracy ofesooncepts
could be a starting point for that purpose. Seesf@mple, Chapter 1 above for instances where rdwepessor of
the new income tax proclamation falls short of hiis tregard, the most manifest being the misundedstg of
Permanent Establishment as a residence concept.

122 Compare Federal Income Tax Proclamation No. 979/2016, Aetit and UN, Model Tax Convention of 2011,
Article 5
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provided by employees of an enterprise (i.e. aeraed-arm rule))>> Second, there being a
more than 183 days test for a building or a corsitn site (including assembly, installation
project and supervisory activities) for constitgtima PEX?* Third is the inclusion of “warehouse”
in the list of activities specifically mentioned esnstituting a PE? Fourthly, the inclusion of a
limited force of attraction rule is another onesoich features as is discussed in the next sub-

section.

Notwithstanding such a striking similarity, the PTHoes not incorporate certain important sub-
articles in the provision defining a PE as a dgtishing feature from both the UN and OECD
Model Treaties. The first absentee is a provishaat tvould specifically list those activities not
deemed to constitute a PE (i.e. auxiliary actigjtf€® This could have been helpful for avoiding
unnecessary quarrel between taxpayers and theitharay over the treatment of some activities
as PEs. The reason why the proclamation avoideld @yrovision is not clear especially when

witnessing that it used to appear in its predecesise repealed Income Tax Proclamatith.

The legal experts at the Ministry of Finance andrieenic Cooperation (MoFEC) who
participated in the drafting of the FITP have diseld that this was made deliberately to broaden
the number and type of activities deemed as PHsthiiopia’®® Ato Birhanu said that as a
developing country, it is in Ethiopia’s best interéo broaden the scope of the term'PHt was
also the view of the legal department of the Etl@iogRevenues and Customs Authority (ERCA)
that even though auxiliary activities are not lisia the FITP, it is not that much difficult to
differentiate activities not constituting a PE bycleision from the definitiot*® Ato Belete
specifically raised an example of a foreign compahyp solely uses its facilities in Ethiopia for

purposes of display of merchandize, as in exhihgtidie rightly indicated that such activity was

123 Federal Income Tax Proclamation No. 979/2016,chaté(2)(c);See also UN, Model Tax Convention of 2011,
Article 5(3)(b) for an almost verbatim provision.
124 Federal Income Tax Proclamation No. 979/2016,chati4(3); See UN, Model Tax Convention of 2011, Article
5(3)(a) for an almost verbatim provision excepttfa time duration being 6-months rather than 18&d
125 Federal Income Tax Proclamation No. 979/2016,cheté4(2)(a); although ‘warehouse’ does not appeahé
same list in the UN Model, a delivery activity résg in a PE for not being mentioned in the listastivities not
deemedo constitute a PE in Article 5(4)(a) of the modarrants the inclusion of a ‘warehouse’ as an dgtiv
constituting a PE in the UN Model. See the disarssi Section 2.2.3.2(A) under Chapter 2 above.
126 5ee UN, Model Tax Convention of 2011, Article 5(4)(a)daOECD, Model Tax Convention of 2014, Article
5(4)(a)
127 See the previous Income Tax Proc. No. 286/2002, Art{@)(b)
Ez Interview with Ato Birhanu Taddese, Senior Legap&rt at MOFEC (MoFEC, December 13, 2016)

Ibid
139 |nterview with Ato Belete Ahmed, Legal Servicesditorate Director at ERCA (ERCA, December 14, 3016
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one of the auxiliary activities in the previousadnte tax proclamatidi, and held that the same
activity would not attract a PE in the FITP asdarthere is no sale by the company of the items
displayed at the exhibition. He added that a salexhibitions is prohibited by Customs law
because goods brought for this purpose are imporgdtemporarily, but if there is still a sale,
that a PE would be attracted and tax will be p&ldwever, he admitted that without the
withholding tax scheme incorporating these ac#egitit would be unfeasible to tax them as they
are not registered as taxpayers and would be vdficutt to identify their income for

taxation®®?

But what the law and the authorities seem to oedérlom this regard is the fact that it is
specifically because it is impracticable, and mangortantly undesirable, to tax such
intermittent activities that the concept of a PE haen developed in the first place for source

country taxation purposes, as noted in chapteio2eb

Secondly, it would have been better if there waslzarticle in Article 4 of the FITP providing

that a parent-subsidiary relationship does not tdos a PE in itself, as the UN and OECD
Models do and as used to appear in the FITP’s pesser:>3 In the absence of such a provision,
there remains a chance for a subsidiary to be keistp taken as a PE of its parent without it

engaging in activities that would make it fall etnormal definition given for a PE.

In this regard, the view of legal experts at MoFEQhat the avoidance of such a provision

might be a drafting problem, but held that it ig ti@at much relevant whether such sub-article is
included or not because first, it is more of théoed and a very rare instance that a subsidiary
becomes a PE, and second, it is easy to diffetenbatween a subsidiary and a PE as a
subsidiary is independent and always an Ethiopaident:** However, differentiating between

a subsidiary and a PE is not as easy as suggeddethe problem has also actually happened in
practice as will be discussed in the next chapfer.

EzSeeArticle 2(9)(b)(i) of the previous Income Tax Proo. 286/2002

Ibid
133 5ee UN, Model Tax Convention of 2011, Article 5(8); OBCModel Tax Convention of 2014, Article 5(7); and
Article 2(9)(e) of the previous Income Tax Proc..I1286/2002
134 Interview with Ato Bochu Sintayehu and Ato Birhafiaddese, Senior Legal Experts at MOFEC (MoFEC,
December 13, 2016)
135 See the discussion under section 2.2.3.1(B) irptéh& above and section 4.2.2 in Chapter 4 below.
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Furthermore, such differentiation is crucial beeatise effects in taxation of income derived
from the two entities are very much different. Qoasequence is the fact that a limited force of
attraction rule is applied when a foreign entegpesagages in a business activity through a PE in
Ethiopia, while that does not apply in case of bhsadiary. This brings a more burdensome tax
liability to a foreign enterprise engaged in a bess through a PE as the income from the
provision of the same or similar goods and servineg will be attributed to the PE even if not

directly made by the latter.
3.1.1.2.Residence and Source Rules

The other important rules of international taxatioand in the FITP are the Residence and
Source rule$*® An individual is Ethiopian resident when he “hadaanicile in Ethiopia,” or “is

a citizen of Ethiopia who is a consular, diplomatic similar official posted abroad,” or *is
present in Ethiopia, continuously or intermittenfigr more than 183 days in a one-year period,”
while incorporation or being formed in Ethiopia lmaiving a place of effective management in
Ethiopia makes a “body” an Ethiopian resid&fit.

Because the tax laws do not afford their own deéiniof “domicile”, consulting the Civil Code
is important in which domicile is understood ase“fhlace where [a] person has established the
principal seat of his business and of his interestgh the intention of living there
permanently.**® So it can be said that both the physical presemt® and the facts-and-

circumstances test for the determination of resideare employed in Ethiopian law.

With regard to source, the FITP in principle mak#gusiness income derived by a resident an
Ethiopian source incon&’ For a non-resident, the business income derivedtsyPE in
Ethiopia is an Ethiopian source income in additionthe income derived from the same or
similar activities as those engaged by such PE #évest made directly by the PE (i.e. a limited
force of attraction rule)?® Legal experts at MOFEC expressed that it is diffidco put the

determination of what is meant by “same or similarthe Proclamation because it needs to be

136 Federal Income Tax Proclamation No. 979/2016,chasi 5 and 6

137 see Federal Income Tax Proclamation No. 979/2016, Aertic

138 gee Civil Code of the Empire of Ethiopia, 1960, Arécl83 - ff, Proclamation No. 165, Neg. Ga¢ear 19, No.
2

139 5ee Federal Income Tax Proclamation No. 979/2016, Aertft2)

140 gee Federal Income Tax Proclamation No. 979/2016, Aet&(3); A limited force of attraction rule is also
feature similar to the UN Model Tax Convention. Seediscussion in Section 2.2.3.2(A) under Chaptaibove.
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determined on a case by case basis, or employiagattivance ruling mechanism newly
incorporated in Part 11 of the Tax Administratiowdamation when appropriaté&:

3.1.1.3.Relief from Double Taxation

Among the three methods of relieving double taxatioted above, the Ethiopian law recognizes
the foreign tax credit (FTC) method as provided amArticle 45 of the FITP. Unlike other
jurisdictions, it is not clear whether the deductend exemption methods are given a residual
place in Ethiopian law for relievingther types of foreign taxes paid which are notnussk

“income tax” under the provision, as the FTC appbaly for “income taxes” paid abroatf.

In addition, the FTC rule in the FITP does not havprovision covering the issue of multiple
foreign taxes paid in different countries, unlike predecessor, which used to incorporate a “per-
country limitation” rule**® The absence of such rule may defeat the limiteditng rule in
Article 45(1) by enabling taxpayers to credit excéwmeign taxes (i.e. greater than the Ethiopian
tax payable on the foreign income) by averagingntlivath another foreign tax which is lesser
than the Ethiopian tax payable in respect of tleifm income. Or it may at least create a ground

for disagreement between taxpayers and the tax@iyth

Business losses incurred in a foreign country &e allowed to be deductible in the FITP, but
only against foreign income, by carrying the loseeward up to 5 years. Here too, there is no
provision, unlike the FITP’s predecesdtthat makes it clear as to whether such foreigs i®s
to be treated with a “per country limitation” rulEhat is, the prohibition placed by Article 46(1)
(especially the Amharic version) is only againstiulgting foreign losses against Ethiopian
source income, and not against foreign income feorather, third, foreign countrylhis is
another gap in the FITP which might breed uncetyaim the tax administration and become a

source for disagreement between the tax authaniytaxpayers.

141 |nterview with Ato Birhanu Taddese, Senior LegapErt at MoFEC (MoFEC, December 13, 2016)

142 5ee the definition given for “foreign income tax” in &eral Income Tax Proclamation No. 979/2016, Article
45(6)(b). But it should be noted that the paymédrtwes other than income tax or recoverable vatiged tax in a
foreign country is not listed as a non-deductibipemse unlike the latter two in Article 27(1)(h)tbke FITP, thus
leaving the door open for its deductibility.

143 5ee Article 7(4) of the previous Income Tax Proc. N862002

144 Federal Income Tax Proclamation No. 979/2016 chetit6(1 - 3)

145 5ee Article 7(3) of the previous Income Tax Proc. 1286/2002
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As regards the absence of a per-country limitatigle in Articles 45 and 46, both experts
interviewed at MOFEC simply admitted that it is pably an overlooked issue and nothing other
than a drafting problerf® However, the head of ERCA's legal services depamtnopined that
the absence of such a rule is not that much obddwhe for Ethiopia mainly because the tax-rate
in Ethiopia is less than most other countries dnd currently rare that an Ethiopian resident

invests in a foreign country let alone in a pluwithem®*’
3.1.1.4.Anti-Avoidance Rules

The first anti-avoidance rule provided in the FliBRhe Thin Capitalization rule of Article 47.
This rule denies the deductibility of an intereayment by a non-financial subsidiary or PE in
Ethiopia having in excess of a 2 to 1 average tiehverage equity ratio in a tax year as far as its
debt exceeds an arm’s length amdldfifThis is to prohibit the paying out of what is aaity a

non-deductible dividend payment in a disguise déductible interest.

The other anti-avoidance rules in the FITP appeairticles 78, 79 and 80. Article 78 prohibits
the splitting of income between related parties enadview of lowering the total tax payable by

either party, with related parties as defined & Tiax Administration Proclamatidfi’

The transfer-pricing rule appearing in Article 1®was the tax authority to adjust any non-arm’s
length transaction between two parties into maliketconditions. There is also an obligation
laid on taxpayers to report details of transactioregle with related persons during a tax year
with their tax declaration, at the pain of a Biffl0]J000 administrative penalty® This provision
together with “a Directive issued by the Ministapplies both for domestic and international
transactions>"

However, the provision not being restricted onlyramsactions made between related persons is

confusing, not only because transfer-pricing isssue innately linked with related parties, but

148 Interview with Ato Bochu Sintayehu and Ato Birhafaddese, Senior Legal Experts at MOFEC (MoFEC,
December 13, 2016)

147 |Interview with Ato Belete Ahmed, Legal Servicesditorate Director at ERCA (ERCA, December 14, 3016

148 See Federal Income Tax Proclamation No. 979/2016, Aetis(1- 3)

149 gee Federal Income Tax Proclamation No. 979/2016, Aetiz cumulatively with Federal Tax Administration
Proclamation, 2016, Article 4, Proc. No. 983, N&gz, year 22, No. 103 [hereinafter Federal Tax Adntiatfon
Proclamation No. 983/2016]

150 Federal Tax Administration Proclamation No. 983/20Article 114(6)

15! 5ee Federal Income Tax Proclamation No. 979/2016, Asid9(2- 4)
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also “when independent parties transact with eadlebrptheir commercial and financial relations
are ordinarily determined by market forcé¥'This can be seen where both the UN and OECD
Model Tax Conventions and even the predecesstreofFkTP allow transfer-pricing adjustments

only for transactions made between related paltes.

In this regard, one legal expert at MOFEC admitked the transfer-pricing issue is indeed linked
with related persons and said that any indicatibervise in Article 79 (1) is a drafting problem
by pointing out those provisions like Article 79@)d (5) where related parties are specifically
mentioned as indications of that fatt.

However, the head of ERCA’s legal services departnhad a different opiniott> For him,
Article 79 deliberately avoided the applicationtbé transfer-pricing provision only for related
persons because the problem of transfer mispriciudd also happen between purely unrelated
persons for other motivations such as avoiding valtiing taxation duties by splitting certain
transactions in to amounts not subject to withmgjdiaxation™>° This is why, according to Ato
Belete, that the Tax Administration Proclamatiocluled a rule for “fair market value,” for the
purposes of the transfer-pricing rule of the FIT®,which fair market value was defined
primarily not in relation to a comparable transactbetween unrelated persons, but in relation to

an ordinary open market value at the time and dlageestion->’

But subjecting unrelated persons to transfer-pgicimes as suggested does not seem to be the
spirit of the FITP. This is because of the inheramderstanding of the transfer-pricing concept as
discussed in chapter 2 above and as incorporatéteitransfer-pricing directive mentioned by

Article 79 of the FITP. This directive was issugdMoFEC and came into force since October

12, 2015, as per Article 29 of the previous Incofe Proclamatiod®® The scope of this

152 OECD, Transfer-pricing Guidelines for Multinatidrianterprises and Tax Administrations (OECD 2010) 1
para 1.2

153 5ee UN, Model Tax Convention of 2011, Article 9; OECBIpdel Tax Convention of 2014, Article 9; and the
previous Income Tax Proc. No. 286/2002, Article 29

154 |nterview with Ato Birhanu Taddese, Senior Legap&rt at MOFEC (MoFEC, December 13, 2016)

155 |nterview with Ato Belete Ahmed, Legal Servicesditorate Director at ERCA (ERCA, December 14, 3016
156 Only the supply, in one transaction, of goods ivig more than 10,000 Birr, and services involvingre than
3,000 Birr are subject to withholding taxation ithiBpia. See Federal Income Tax Proclamation No. 979/2016,
Article 92(1)

157 see Federal Tax Administration Proclamation No. 983&0Article 3

1938 o30S NG, AT TLIATC NTINFANLS P2 79,84 ML T AaPhahA POM avavse ¢1C 43/2007° (Unpublished)
(in Amharic) [hereinafter Transfer-pricing DireatiNo. 43/2007]
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directive is set to be applicable for the pricirigndernational and domestic transactions between
“related” persons (and not any two (independentligs)>° Again, since the directive indicates
that it highly relied on the OECD Transfer-prici@uidelines and even accepts it as a relevant
source of interpretatioff’ it is highly tempting to conclude that the tramgfeicing rule in the
FITP is intended to be applicable only for trangas between related persons. For determining

arm’s length prices, the directive uses the 5 feafsricing methods mentioned in chaptef2.

Other than the above “specific” anti-avoidance sutee FITP also incorporates a “general” anti-
avoidance rule in Article 80 where the tax authyistallowed to conduct a substance-over-form

analysis and reverse any tax-avoidance scheme.
3.1.1.5.Relationship with Tax Treaties

Even though the Ethiopian Constitution equates sta¢us of treaties with proclamatidffs
Article 48 of the FITP makes tax treaties to prewaer the domestic tax law whenever there is

conflict.*®® This is in accordance with international practiassoted in Chapter 2 above.
3.1.2. Tax Treaties

Besides the above domestic rules for the governaricenatters of international taxation,
Ethiopia has signed and is currently negotiatindeqa number of tax treaties, also known as
double taxation agreements (DTAs). Based on tha flam MoFEC, as of 21, January, 2016,
Ethiopia has signed and ratified tax treaties vlihcountries, signed but not yet ratified tax
treaties with another 10 countries, completed nagioh with 7 other countries, is under
negotiation with other 15 countries, and has exghdninterest for negotiation with 8 other
countries-®® But this data of the MoFEC is not up to date anky shows the status of Ethiopian
DTAs until 21, January, 2016. Those DTAs listedhie following table from No. 19 up to 24 are
ratified after such date. At the time of writing tipis research therefore, countries having a

159 Transfer-pricing Directive No. 43/2007, Article 3

160 see Transfer-pricing Directive No. 43/2007, Preambld aticle 18

161 see Transfer-pricing Directive No. 43/2007, Article fidathe discussion in Chapter two under sectiorl 23.
152 The Constitution of the Federal Democratic RefubfiEthiopia, 1995, Article 9(4), Proc. No. 1, N&nz, year
1, No. 1 [hereinafter FDRE Constitution]

163 Federal Income Tax Proclamation No. 979/2016 chatit8(2)

164 Ministry of Finance and Economic Cooperation, DTS&#atus Table, last updated on 21 Jan, 2016 (uisheil)
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signed and ratified DTA with Ethiopia are 24 as ideggl in the following table with their

ratification proclamations.

No. | Country Having a signed and ratified Ethiopian DTA Ratification Proclamation
DTA with Ethiopia Number
1 Kuwait 92/1997
2 Italy 95/1998
3 Russian Federation 223/2000
4 Yemen 296/2002
5 South Africa 479/2005
6 Turkey 480/2005
7 Romania 486/2006
8 Israel 505/2006
9 Algeria 507/2006
10 Tunisia 508/2006
11 French Republic 584/2008
12 Czech Republic 585/2008
13 Sudan 747/2012
14 India 748/2012
15 China 749/2012
16 Egypt 750/2012
17 Seychelles 773/2012
18 | The United Kingdom of Great Britain and 774/2012
Northern Ireland
19 Kingdom of Saudi Arabia 947/2016
20 Portuguese Republic 948/2016
21 People’s Republic of Korea 949/2016
22 Ireland 950/2016
23 United Arab Emirates 951/2016
24 Kingdom of Netherlands 952/2016

Table 1: Countries that Ethiopia has signed and ratied tax treaties with up to Jan, 2017

However, ratification of a treaty in the parliamelttes not in itself make a tax treaty effective
according to a legal expert in MoFEE.He said that practically, it is only when the mstent

of ratification is exchanged with the treaty partrileat the treaty is fully effective in both
countries'®® Accordingly, it is only the tax treaty of Ethiopieith 8 countries, i.e. Italy, Egypt,
India, Sudan, China, French Republic, Turkey and Unmited Kingdom of Great Britain and

185 Interview with Ato Birhanu Taddese, Senior Legap&rt at MOFEC (MoFEC, December 13, 2016)
166 [}
Ibid
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Northern Ireland, that is effective in Ethiopia @s21 January 2016, because exchange of the

ratification instrument is made only with such ctrigs®’

According to the legal expert in charge of treaggatiation in the MOFEC, these tax treaties are
not signed based on a uniform model tax tré3tyAto Bochu said that one cannot find a tax
treaty signed purely based on one model. RatherdBECD model, the UN model, and the
South-African-Development-Community (SADC) and EAfican-Economic-Community
(EAEC) Model Tax Treaties are all used as inputstifie negotiation. He disclosed that the
Ethiopian tax treaty negotiation team always prepaxr model representing Ethiopia’s primary
interests by updating new principles from all aaklié model tax treaties, and therefore, it cannot
be said that Ethiopia subscribes to a particuladehfor negotiating its tax treatié®

However, getting access to the texts of theseiéebdr treatment in this study has proved to be
a difficult task to the researcher. For one, thdication proclamations in Ethiopia themselves
do not incorporate the text of the treaties. SecaFEC as the organ empowered to implement
the treaties by the ratification proclamations @ ready to grant official access to them for an
unofficially stated reason of confidentialit{’ The researcher has however managed, with a
great difficulty, to access copies of Article 7tbé Ethio-Turkish and Ethio-Chinese DTAs from
an anonymous source and confirmed that both DTAsvadeled after an earlier version of the

OECD Model Tax Treaty which is largely similar teetversion discussed above.

But one could not pass without noting that conftagity is a seriously questionable ground for
denial of access to DTAs considering that tax tesadught to have been public documents once
they are ratified by parliament as a manifestatibthe constitutional rule of transparency. This
is one gap in Ethiopian tax administration that mpagclude officers of the tax authority from
fair assessment of the tax liability of taxpayensl ancapacitates taxpayers from asserting their
legal rights incorporated in tax treaties. Thidbéxause the international tax rules found in the
domestic tax laws are themselves overwhelmed hyifgignt gaps and problems which could

really use supplementation by tax treaties.

167 Ministry of Finance and Economic Cooperation, DTS&#atus Table, last updated on 21 Jan, 2016 (uishebl)
188 Interview with Ato Bochu Sintayehu, Senior Legabgrt at MOFEC (MoFEC, December 13, 2016)
169 H

Ibid
170 The double taxation agreement between EthiopiaGhida is found at the official website of ERCA tmnly
the draft version is uploaded.
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3.2.Ethiopian Rules on Deduction of Expenses for Biness Profits

The FITP generally allows deductions for any exptemel “necessarily incurred by the taxpayer
during the year in deriving, securing, and mairitajramounts included in business incorhé.”
The term “necessarily” in this provision is a nesd#ion to the FITP which did not exist in its
predecessar’” Legal experts at MOFEC expressed that this inotusias necessitated because
of past experiences where there used to be cas#siming deductions for expenses not having
a “sine qua non” connection with the busine$& The head of the legal services department at
ERCA also supported this view by saying that threnténecessarily” is a deliberate inclusion
made to enable the tax authority weigh the “releednand the “actual incurrence” of a

particular expense claimed for deduction by a tgepH*

Apart from the above general rule, there are ald@roexpenditures specifically allowed as
deductions by the FITP including interest paymémits loan, donations, depreciation allowance
and business losses subject to specific proceduredimitations.’> For long term contracts, in

which most construction contracts fall in, the FI@IRws taxpayers to claim deductions for their
expenditures based on the percentage of the comwapleted during the year, and in some

cases to carry their losses backward to a previugear-'°

However, the FITP does not put any clear limitdéductions for certain payments made by PEs
or subsidiaries to their foreign affiliates or t@penses incurred by the head office for the
purposes of the PE. One might be disappointedXpeding to find such a limitation in Article
27 of the FITP that provides for non-deductible enges when noticing that most of the
international tax rules in the FITP are similartwthose of the UN Model Convention which
denies deductions for notional payments made bi &yway of interests, royalties and other

payments such as management or commission feessAnticle 7(3)>"”

17! Federal Income Tax Proclamation No. 979/2016 chet22(1)(a)

172 see Article 20 of the previous Income Tax Proc. No. 2862

I3 Interview with Ato Bochu Sintayehu and Ato Birhafaddese, Senior Legal Experts at MOFEC (MoFEC,
December 13, 2016)

1% |nterview with Ato Belete Ahmed, Legal Servicesditorate Director at ERCA (ERCA, December 14, 3016

17> see Federal Income Tax Proclamation No. 979/2016, Asi@2(1)(b - d) & 23 - 26

7% Federal Income Tax Proclamation No. 979/2016 chatB2

177 see section 2.3.2 in chapter 2 above.
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In this regard Ato Birhanu is of the view that tpeneral rule of deduction in Article 22(1)(a) is
limitation enough to disallow deductions to expens®de by the head office or other notional
payments made by the PE to its head-office bectuserovision only allows deductions for
actual expenses made by the PE or subsidiary.tdlhe anti-avoidance rules such as the thin-
capitalization rule discussed above are also lioita to deductibility of expenses. With these

rules in mind, the next chapter assesses theitipahonplementation on the ground.

178 |nterview with Ato Birhanu Taddese, Senior Legap&rt at MOFEC (MoFEC, December 13, 2016)
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Chapter — Four

The Practice in Business Income Taxation of Foreigwned Construction

Entities in Ethiopia

The FITP is a newly enacted income tax law withngigant changes from its predecessor
especially in the international tax regiriié For this reason, this chapter examines the peictic
application of the regime before the coming inffee of the FITP for putting the application of

the FITP in to perspective. Since the study focusetaxation of the business profits of foreign
owned construction entities in Ethiopia, the chajtegins by inspecting the major business
forms in which these companies currently operatdéncountry, for this has its own bearing in
their taxation.

4.1 Forms of Operation of Foreign Owned Construction Etities in Ethiopia

The Ethiopian investment law provides that anyifprer needs to obtain an investment permit
before carrying out business activities in the ¢outf® Such investment may be carried out in
any of the forms including a sole proprietorship aibusiness organization incorporated in
Ethiopia or abroad®* According to a Senior Information Analyst in thénhiBpian Investment
Commission (EIC), foreign owned construction eestiregistered for a permit at the
Commission are only Grade-1 contractors and theamesregistered in the respective regional
states they carry out their business®mBut since all foreign owned construction companies
meet the capital ceiling limitation for a Grade-dntractor status, they are all registered at the
EIC.®

179 see Staff Reporter, Interview with, Wollela Abehodi€etting Acquainted with the New Tax Lawhe Reporter
(Addis Ababa, Jun&8, 2016) <http://archiveenglish.thereporterethaomm/tags/interview?page=10> last accessed
on December 6, 2016

180 |nvestment Proclamation, 2012, Article 12(1), Pido. 769, Neg. Gazyear 18, No. 63 [hereinafter Investment
Proclamation No. 769/2012]

181 Investment Proclamation No. 769/2012, Article 30(1

182 |nterview with Ato Samuel Abebe, Senior Informati@nalyst at EIC (EIC, December 9, 2016)

183 |bid; a foreign investor needs to allocate a minimum te&joif 200,000 USD or 150,000 USD (for investingnjty

with a domestic investor) for a single investmemject. See Investment Proclamation No. 769/2012, Article 10(1)
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In this domain, based on the data organized byElRg there are in total 401 licensed foreign
construction company investments in Ethiopia siN@ch 05, 1993 to October 26, 2086.
Among these, 298 are established in the form efpeilimited companies (PLCs), while 6 are in
the form of share companies (SCs) and the remairfiiigare in the form of sole
proprietorships®® With such business forms, 108 of the investmenésbmanches of foreign
companies incorporated in different countries atbyomhile the other 293 are incorporated in
Ethiopial®® The effort made by the researcher to differentmibsidiaries of foreign parent
companies from among these 293 resident constructmpanies was not fruitful for there was

no data organized in this manner at the EC.

Unlike the above construction businesses operatilighiopia with a relative permanency, there
are foreign construction companies that engageitiqular construction projects in the country
after winning international bids. These companiesret required to obtain investment permits
for that specific project which they carry out thgh establishing project offices by registering in
the Ministry of Trade (MoT), and not at the EI€ However, the data from MoT is general and
only shows all foreign companies winning internaéibbids without sector-wise categorization,
which made it difficult to determine the number @dnstruction companies having PEs in
Ethiopial® But it suffices for the present purpose just towrthat foreign owned construction

companies also operate via project offices in Fiiaio

In the context of this study therefore, one canctate that foreign owned construction
companies operate in Ethiopia in various businesss including project offices, branches and
subsidiaries. The first two are PEs as per therlattegal definition. With this in mind, the next

section treats the practical assessment of thenaad these companies for taxation purposes.

184 E|C, ‘List of Licensed Foreign Construction Compdnvestment Projects Since March 05, 1993 - Oat@ie
128216 G.C’ (unpublished), available from the infotioa desk at EIC, last accessed on December 9, 2016

Ibid
1% |bid
187 |nterview with Ato Samuel Abebe, Senior Informati@nalyst at EIC (EIC, December 9, 2016)
188 |nterview with Ato Abraham Lemma, Service Sectoojécts Facilitation and After Care Team LeadeEkR
(EIC, December 12, 2016)
189 Interview with Ato Mengistu Mergia, Trade Infornmi Collection and Organization Expert at MoT (MoT,
December 9, 2016)
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4.2 Attribution of Income

Determination of the profits of any company for garposes begins by appraising the total
income of the business subject to tax in Ethioplee next sub-sections treat the issues involved

in this process from the practical point of view.
4.2.1. Income Subject to Tax in Ethiopia

Identification of income subject to tax in Ethiops the first task the tax authority does in
attributing income to a PE because the principleenitorial taxation demands it. According to
tax auditors in the tax authority, allocating theame of a PE engaged in construction works has
dual faces which may be seen as simple and contgdicihe first simpler scenario exists when
there is a construction project that only carrie$ the technical part of the construction in
Ethiopia without engaging in the supply of goodedigs inputs in the project. In this case,
identification of the Ethiopian source income ist modifficult job because the construction
companies mostly carry out their works for knowremis such as the government or one of its
organs like the Ethiopian Roads Authorit).An auditor will then simply send a letter to the
owner of the project in request of what they haail po the construction company as a cost for

the project and this will constitute the total inm® of the PE subject to tax in Ethiopia.

Other than this direct payment received for thestmction services carried out by a PE,
however, the existence of a supply (export) of gothét will serve as inputs to the construction
in Ethiopia by the head office of the PE complisaiiee process of identification of incortié.
According to Ato Zeleke, most high profile constian projects carried out in Ethiopia involve
both the supply (export) of the materials usednasits in the project from the PE’s country of
origin and the performance of the actual constomcservices in Ethiopia, which he called
“offshore supply of goods” and “onshore provisiohservices,” respectivel{?® According to

him, the income from both activities is currenttyriauted to the PE over which tax is to be paid.

199 |nterview with Ato Nebiyu Gedle, Tax Audit Teamdder at LTO branch of ERCA (LTO, December 15, 2016)
191 i

Ibid
192 |nterview with Ato Zeleke Jambo, Tax Audit Teamelder at LTO branch of ERCA (LTO, December 16, 2016)
193 (i

Ibid
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For clear understanding of the issue, the incomasaessment of ZTE (H.K) Limited Ethiopian
Branch, which is a Chinese company, engaged instcoction of telecommunication sites &
production of telecommunication equipments” obtagnan investment license from the EIC in
2009 in the form of a PLC was selected from amdwegaxpayers at LTO — ERCA?

Ato Zeleke, as one of the auditors who participatedhe tax assessment of the company,
elaborated the process of identification of incomeZTE's case as follow§” The initial
agreement that gave rise to the issue was theamné&l agreement concluded between Ethio-
Telecom and ZTE Corporation (head quartered in Stem China and specialized in
manufacturing of telecom equipments) both for thevgion of telecom equipments and
installation of telecommunications infrastructureEthiopia. On the other hand, the company
called ZTE - H.K, a subsidiary of ZTE Corporatioasked in Honk-Kong and specialized in
telecom installation services, was the one thatiobtl an investment permit in Ethiopia and was

found actually carrying out the installation seegd¢hrough its branch.

When it came to the income tax assessment, ERCAiree)920 million birr in tax from the
company in Ethiopia, as well as interest and pe&safor both the offshore supply of goods and
the onshore provision of servicE§.According to the auditor in the case, it is theafsl” of the
LTO branch office and ERCA as a whole that any troesion deal involves the supply of
materials plus the provision of services and themo way for a PE in Ethiopia to be treated as
separate from its head-office only for the offsheugply of goods and relieved from paying tax
on the income from such activity’ He said, however, that had there been no reldtiween
the importer and exporter of the goods, i.e., & time supplying the goods and the one carrying
out the construction were purely separate entitiessincome from the export of the goods would
not have been taxed in EthiopfA.

194 see EIC, ‘List of Licensed Foreign Construction Compdnyestment Projects Since March 05, 1993 - October

26, 2016 G.C' (unpublished), available from theomfation desk at EIC, last accessed on Decemr1%,

195 |nterview with Ato Zeleke Jambo, Tax Audit Teamedder at LTO branch of ERCA (LTO, December 16, 2016)

19 Fasika Tadesse, ‘Gov't Considering to Pull ZTE Bffio-telecom DealAddis Fortune, Vol 15 No 760 (Addis

Ababa, November 23, 2014) < http://addisfortundamétles/govt-considering-to-pull-zte-off-ethiokdeom-deal/>

last accessed on December 16, 2016

1:; Interview with Ato Zeleke Jambo, Tax Audit Teamader at LTO branch of ERCA (LTO, December 16, 2016)
Ibid
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Ato Zeleke further disclosed that the tax thus sssg was taken by the taxpayer to the tax
review committee and beyond to the ERCA’s headceffbut the assessment was not reversed.
However, after the case was further taken to astanal level, he said that a decision was
finally given, to the particular case of ZTE andalbsimilar others in the future, not to include
the income from the offshore supply of goods inaaxiting a PE in Ethiopia, only when the
construction contract is a “vendor financing agreeti Ato Zeleke elaborated that a vendor
financing agreement is a construction contract mctv the head-office of the construction
company itself facilitates access to funding froonefgn sources. Such was the type of the
contract in ZTE’s case in which ZTE Corporationiliteted funding for the telecom project
from the National Development Bank of China in alagreemert® ZTE’s tax case was then

finalized by “administrative measures which reduttesltax by nearly half?*°

Only part of this story was however confirmed by tMoFEC’s Legal Service Director.
According to Ato Wasihun, it was indeed the casg ATE’s tax assessment was reduced due to
a decision by the Council of Ministers after invaivent by the Chinese Ambassador of the
time 2! But he said that there was no decision, or any flamthat matter, that allowed the
differential treatment of “vendor-financing agreens as suci® He said that the decision was
limited for ZTE'’s specific case and was made omige& not because the assessment was wrong
but, due to an administrative decision which wasleniam accordance with the power vested to

the government by the Income Tax Proclamation lteve any income from payment of t&X.

Such an approach is however unacceptable for tlaede personnel at the Ethiopian branch of
ZTE H.K Limited. According to its local finance meager, there were two agreements that Ethio-
telecom made, one a framework agreement with ZTEp@&ation incorporating both the
equipment and service aspects, and two with ZTE ¢hK for the installation servicéS? Ato
Habtamu said that what ERCA attributed as incomth¢oPE in Ethiopia from the import of the

equipments is not right because the Ethiopian traloes not have a license to import goods and

199 see Brigitte Read, ‘The Chinese telecommunications \varAfrica’ (March 7, 2013) <http://china-africa-

reporting.co.za/2013/03/the-chinese-telecommurinativar-in-africa-2/> last accessed on Decembe2056

200 gpe Fasika Tadesse, Addis Fortune (n 196)

zz; Interview with Ato Wasihun Abate, Legal Servica@itorate Director at MOFEC (MoFEC, January 25,7301
Ibid

293 pid

204 |Interview with Ato Habtamu Abdisa, Local Financeahdger at ZTE H.K Limited Ethiopian Branch (Addis

Ababa, December 20, 2016)
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even storage space to keep stock. He said thatmerter of all the equipments was Ethio-
telecom and the Ethiopian branch of ZTE just tdak ¢équipments from Ethio-telecom’s storage
and provided the installation service. He said thahake matters worse, deduction for expenses
of the equipments was not even allowed for the dpih branch because the cost of the
equipments was not shown in the branch’s accouststsa accountants believed that the
equipments had nothing to do with the branch basethe second contract made with Ethio-
telecom which only involved installation servic&g8hat caused this problem, according to Ato
Habtamu, is ERCA’s tax auditors going to the cligtthio-telecom, to find out the income of the
taxpayer rather than going directly to the taxpagedetermine the actual income it had made

through its activities, which was really only tmeome from the installation services.

For the external audit firm involved in ZTE's caskso, the cause for the problem was the
Ethiopian branch of ZTE not writing in its accouttie cost of the equipments as its expenses for
the installation service it provided for deductiparpose$® He said that in the case of Yapi
Merkezi PLC Ethiopian branch for instance (whichailso his firm’'s client and the other
construction company selected for analysis in #tigly), the income from both the offshore
supply of equipments and the onshore provisioreofises is aggregated as income of the PE in
Ethiopia in the branch’s accounts and the costhefdquipments is then fully written as the
expense of the branch. This, according to Ato Téhdias a net effect of attribution to the
Ethiopian branch of the income only from the onshprovision of services because the
deduction of the cost of the equipments nullifies attributed income from their impgfY. This

was also confirmed by the chief accountant of Wgikezi PLC Ethiopian brancit®

However, the former tax audit directorate dire@dERCA believes that this net zeroing effect
ultimately hurts the tax revenue of Ethiopia beeaat the inefficiency of Ethiopia’s customs
valuation®®® According to Ato Mengistu, without the actual arss value being determined for

the imported equipments, the attribution to the ¢fBhe income from both the supply of

299 |bid
208 Interview with Ato Tibebe Mengistu, Manager at &lite Mengistu & Co., Chartered Certified Accountghts)
?Or;d Authorized Auditors (Eth) (Addis Ababa, Decemb@, 2016)

Ibid
208 Interview with Ato Henock Tibebe, Chief Accountaatt Yapi Merkezi PLC Ethiopian Branch (Addis Ababa,
December 19, 2016)
209 Interview with Ato Mengistu Balcha, Former Tax AuBirectorate Director at ERCA and a current prévéax
consultant (Addis Ababa, December 21, 2016)
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equipments and provision of services (which heebek is right) and then allowing deduction
for the cost of the equipments will end up enabling company to avoid tax by inflating the

value of the imported equipment and thus the takdions allowed for the PE.

An anonymous consultant at Deloitte Consulting P&l€o disclosed that they advise their
foreign clients wishing to come to Ethiopia for stmction works that it is the stand of
Ethiopia’s tax authority to attribute the incomerfr both the offshore supply of goods and the

onshore provision of services to the PE in Ethidpla

Ato Habtamu, the local finance manager of ZTE Hitaa branch, also disclosed that this is the
accounting system that his company currently egescafter the tax row with ERCA (discussed
above) was concludéd’ They now write the cost of the imported equipmerste€xpenses of the

branch in Ethiopia. But regarding the documentatecessary for expensing the cost of the
equipments, he said that they use the copies ahthert documents of Ethio-telecom because

this is the only alternative as the equipmentsatémported in the branch’s name.

Therefore, the practice currently standing in Bpraoshows that the tax authority deems the
income from an offshore supply of equipments instarction contracts as a profit derived
through a PE in Ethiopia and thus, as an Ethiop@airce income. However, this is inconsistent
with the separate enterprise approach as discussgdpter 2 above unless it is argued that the
attribution was based on a certain version of @didhforce of attraction rule. This is because the
separate enterprise approach included in Articlef 7ax treaties (including the Ethio-Chinese
DTA which is based on the OECD Model) provides thabuntry can only tax the income of an
enterprise derived through, and attributable tBEain that country and that profits made by the
head-office from export to its PE cannot be inctlds profits of the PE. But what is surprising
is that even a limited force of attraction rule lady appeared in the Ethiopian income tax
regime through the recently enacted FITP which m@tsin existence during the tax assessment
of the above case of ZTE and again, the OECD mddé&thio-Chinese DTA does not

incorporate any force of attraction rule.

219 nterview with an anonymous tax consultant at RedaConsulting PLC (Addis Ababa, December 21, 3016
21 Interview with Ato Habtamu Abdisa, Local Financeahdger at ZTE H.K Limited Ethiopian Branch (Addis
Ababa, December 20, 2016)
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As noted above, the tax authority relied for itsemsment only on the contractual agreement
ZTE Corporation had with Ethio-telecom for provisi@f both the offshore and onshore
equipments and services. But such reliance solelgomtractual agreements for tax assessment
purposes without basing on any legal authority, estio or treaty-based, can be seen as one
hazardous gap in the practice as it is againstatkerinciple of legality and may also open the
door very wide for a trouble-free scheme of tax idance by taxpayers through easy

manipulation of the terms of their contract.

Besides, the practice of differentially treatindyocertain construction contracts based on special
administrative decisions could collide head-on wikie principle of non-discrimination in

international tax law and may also put the ceryaiftthe tax system in jeopardy.
4.2.2. The PE — Subsidiary Divide

It was noted in the discussions above that althaudtE and a subsidiary are legally distinct
forms of businesses, there are situations whereidiabies of foreign companies become so
much dependent on their parent companies to thenexbat they serve as PEs by which the
parent company directly engages in a businessghrthem in source countries. In this regard, a
guestion was posed by the researcher to the hedldedkegal department of ERCA for any

experience in which a subsidiary was found to P& af its parent company.

Ato Belete has disclosed one notable case to teeareher in which a certain anonymous
Canadian company had opened an Ethiopian subsidigkfar region by investing less than a 5
million birr capital**? He said that this subsidiary company carried suactivities by securing
all the finance needed for its up-running from @enadian parent company. As an instance, it
carried out its works by employing up to 16 contwes for whom the parent company made all
the payments outside Ethiopia. The subsidiary vikes toffered for sale at the price of 163
million dollars for an Israeli company. When theseacame to ERCA to finalize the sale, it
caused a suspicion as to how a company establigtiedess than a 5 million birr capital could
be sold in such amount while not making any taxlatatons to ERCA. Based on the

investigation carried out, it was later decidedERCA that the Ethiopian company was a PE

22 nterview with Ato Belete Ahmed, Legal Servicesdaitorate Director at ERCA (ERCA, December 14, 3016
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through which the Canadian company was directlydoating its business and that having no

financial independence from its parent was the annmndication of this.

Finally, Ato Belete said that a total of 1.14 liti birr was required in tax from the company
because the activities of the Canadian company degened as a scheme to avoid withholding
and other taxes in Ethiopia. With this, he conctutieat the primary factor for differentiating a
subsidiary from a PE practically in ERCA is thedintial interdependence existing between the
“subsidiary” and the parent companies, and theatakority will always deem a subsidiary as a
PE whenever there are facts pointing to this dimacds described in the above case although

there are no clear and objective rules in theamsf

However, knowing that the primary purpose of essaihg whether or not there is a PE of a
foreign enterprise in a source country is for #@netion of the profits of the entity, it makes one
wonder if it was really necessary in the above ¢asdeem the existence of a PE. The issue of
withholding taxation has arisen in the case ineespf the expenses incurred by the head-office
and not the profits. For this reason, the casedcbale been settled only through the application
of rules of withholding tax and the concept of PiBdd have been left alone because the issue

was not even about taxing the profits of the Etl@ogompany.

4.2.3. Application of Tax Treaties

As has already been noted, issues of internati@xaltion are governed both by domestic tax
laws and tax treaties. But both tax auditbtand the head of the tax audit department at£T0
interviewed for this study have informed the resbkar that they have worked as auditors for
more than 8 years in the tax authority, but hadenewnsulted a tax treaty for determination of
the taxable income of a foreign owned company. €oring the question whether they are
provided with the texts of tax treaties that Etlgopad signed and ratified, they answered that
they understand such issues as “only matters dirthace and economy ministry” and said that
they never had access to a tax treaty becausg teeds$ are not sent to them as are tax related

directives issued by MoFEC. Furthermore, the tatitats disclosed that they had never come

13 |bid

2% Interview with Ato Nebiyu Gedle and Ato Zeleke Json Tax Audit Team Leaders at LTO branch of ERCA
(LTO, December 15 and 16, 2016)

1% Interview with Ato Birhanu Sisay, Tax Audit Workrdzess Coordinator at LTO branch of ERCA (LTO,
December 16, 2016)
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across a taxpayer that requested for a treatyl@geiwhile being audited, even in the auditing of

ZTE's case discussed above.

Regarding taxpayers, the financial manager of ZTE Hmited Ethiopian branch has said that
they have not ever asserted a claim for a privilegeed on the Ethio-China tax treaty for the
business income tax payable in Ethiopia becauseriertheir tax consultant did not provide
them with the necessary knowledge, and second beaHiihe pre-conception that ERCA would

not accept it even if they dfd®

In contrast, the chief accountant of Yapi Merkek{CPEthiopian branch has disclosed that the
company is currently not withholding tax from theyments it makes to foreign technical service
providers based on the privilege provided in thei&T urkish double taxation agreeméhtThe
external audit firm working with the company alsisalbsed that Yapi Merkezi has secured a
letter from MoFEC stating that the Ethiopian bramgfed not withhold tax for the payments it
makes to foreign technical service providers basedthe tax treaty Ethiopia signed with
Turkey?'® An anonymous tax consultant at Deloitte ConsulfiigC also said that tax treaties
are one part of the request that their clients abnoresent for consultation before coming to
Ethiopia and that they provide their consultancyréferring to the relevant tax treaty Ethiopia

signed and ratified*®

The Ethiopian tax authority not having a singleechwer tax treaties is thus another huge gap
witnessed in practice. A taxpayer not knowing wketh has a tax-treaty privilege and not
asserting such to the tax authority should not dvave been a pretext for not basing a tax
assessment on a ratified and effective tax treayRCA because such treaties are in effect parts
of the law of the land. Such practice might everseppolitical and diplomatic risk to the
Ethiopian government as dishonoring a treaty dutyered in to. It might even bring
international arbitral suits to the government ggréeved investors besides its probable effect of

repelling foreign investment.

218 Interview with Ato Habtamu Abdisa, Local Financeahdger at ZTE H.K Limited Ethiopian Branch (Addis
Ababa, December 20, 2016)

27 |Interview with Ato Henock Tibebe, Chief Accountaatt Yapi Merkezi PLC Ethiopian Branch (Addis Ababa,
December 19, 2016)

28 |Interview with Ato Tibebe Mengistu, Manager at dlite Mengistu & Co., Chartered Certified Accountghts)
and Authorized Auditors (Eth) (Addis Ababa, Decemb@, 2016)

219 |nterview with an anonymous tax consultant at RedaConsulting PLC (Addis Ababa, December 21, 3016
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4.3 Allocation and Deduction of Expenses

After the gross income is attributed to a PE, theble business income is determined by the tax
authority by identifying the expenses incurredurtlierance of the business and allocating them
to parts of the business deserving deductions. Mery¢here are some thorny issues relating to
the question of allocating such expenses eithethéo PE or the head-office and allowing

deductions for the PE as discussed in chapter Zealidne practical occurrence of such issues in

Ethiopia is discussed in this section.
4.3.1. Payments made by a PE to its Head-office

The first set of expenses claimed by any businessiéduction is the cost it directly incurred
through payment for goods and services used faringrthe business. The payments thus made
to unrelated persons do not pose special problems their deductiof?° In this case, what an
auditor in ERCA ordinarily does is look at the relace and the actual incurrence of the
expense, as in checking the legality of the resgipesented for the costs, and then directly apply
the deductiorf?*

According to Ato Nebiyu, it is the payments dirgathade by a PE to its head-office that present
special problems in the process of deduction. Hd #@at PEs in Ethiopia mostly bring in
technical personnel from their head-offices to perf certain activities. In this case, the PE in
Ethiopia does not usually make the payments to peckons. Rather, the head-office makes the
payment by issuing what he called “inter-compansoioes” that say “cost receivable from the
Ethiopian branch” and the PE in Ethiopia writestbost in its accounts as “cost payable to the
head-office”. Ato Nebiyu said that such inter-companvoices for which no actual payment is
made by the PE are not acceptable by ERCA andettheations claimed for the expenses will be

rejected. This also relates to the treatment ofife#ice expenses as will be discussed next.

He said that for like payments made by the PE taldxuctible, there has to be a contractual
agreement between the PE and the technical serocgder approved by the relevant authority

and the National Bank for payments made in foreigrrencies. Furthermore, there must be

220 |nterview with Ato Nebiyu Gedle, Tax Audit Teamdder at LTO branch of ERCA (LTO, December 15, 2016)
221 i
Ibid
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actual payment and it is again checked whethesdingice was actually given, together with an
assessment of whether the payment is not excegsifieited and whether or not the service was
not available locally? If these requirements are not fulfilled, the clafor deductions is

rejected or adjusted accordingfy.

One mechanism of checking whether the payment wsiasldy paid is seeing if withholding tax
was withheld by the PE from the payment it madepgting to the tax auditors interview&d.
However, they admitted that the evaluation for tien-inflation of the payments is made
subjectively by an auditor taking his own experef other cases into account, for there are no
objective comparable prices to judge them agassidcially for services). They said that it is to

cure such problems that a transfer-pricing teaesiablished at LTO, as will be discussed later.

In this regard, the local finance manager of ZTK Himited Ethiopian branch said that the
branch is currently deducting as expenses the patgnitedirectly makes to the head-office for
the provision of training services by the latterBmployees of the PE> He said that while

doing this, the branch is withholding the necessatigholding tax from the payments.

On the other hand, regarding the use by a PE dftagtion machineries provided by the head-
office, a tax auditor at ERCA said that no deductis allowed for notional lease payments
claimed as being made by the PE to the head-dfffdde said that the construction machineries

are deemed as properties of the PE and thus ophgdation is calculated.

For a clear understanding of such claim by a PEERGA’s stand, the case of Yapi Merkezi

PLC Ethiopian branch, a PE of a Turkish companyagrd in general construction in Ethiopia,

222 Interview with Ato Birhanu Sisay, Tax Audit Workrdzess Coordinator at LTO branch of ERCA (LTO,
December 16, 2016) and Ato Nebiyu Gedle, Tax Alidam Leader at LTO branch of ERCA (LTO, December 15
2016)

223 |bid

224 |bid

225 |Interview with Ato Habtamu Abdisa, Local Financeahdger at ZTE H.K Limited Ethiopian Branch (Addis
Ababa, December 20, 2016)

228 |nterview with Ato Nebiyu Gedle, Tax Audit Teamdder at LTO branch of ERCA (LTO, December 15, 2016)
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is selected?’ This company entered in to a contract with EtrdapRailways Corporation (ERC)

for the construction of the Awash-Woldiya to Harab®8ya Railway Projeét®

According to the head of the legal services depamtnof ERCA, this company established a
plant for the manufacturing of the steel bars forgnihe railway track by importing the machine
from its head-office abroad® The PE then claimed a deduction for lease payteetite head-

office for the use of such machine by saying thatmachine is the property of the head-office
for the use of which lease is normally expectedb& paid. However, ERCA refused to
acknowledge such claim of the PE by saying thatREecannot claim to make notional lease
payments to what is in effect a company of whicis ibne part and finally decided only for the
calculation of depreciation for the machine butdsmluction for the notional (i.e. not actually

paid) lease paymeht’

The external auditor for Yapi Merkezi PLC Ethiopiaranch, however, said that the one that
claimed for the deduction of the lease paymentHerrailway machine was a sister company of
Yapi Merkezi, known as Yapiray, and that the re¢uess later accepted by MoFEC as a valid
request subject to the two conditions that the nmecshould not be available in Ethiopia and the
lease payment should be an arm’s length anfddnt.

Such subjective stand held by ERCA is thus anagaprone can observe in the practice since it
is not backed by any legal authority. Theoretigaliyere should be no ground to deny any PE the
right to lease equipments from its head-officecasylas the royalty to be paid for the lease is an
arm’s-length amount. This is because, for onePBeand the head-office are treated as separate
entities for tax purposes in both models of taaties discussed above and second, there is a
chance for a PE to substitute the head-office mthaar company as the lessor in order to easily

bypass such unnecessary hurdle. The spirit of uteeaf “taxation of recharged technical fees

227 ee EIC, ‘List of Licensed Foreign Construction Companyestment Projects Since March 05, 1993 - October

26, 2016 G.C’ (unpublished), available from theomfiation desk at EIC, last accessed on Deceml2€1%,

228 Daniel Berhane, ‘Turkish, Chinese sign up for Meke Awash new Rail routeHorn Affairs English (Addis

Ababa, June 29, 2012) < http://hornaffairs.com/@h?2206/29/turkish-chinese-sign-up-for-mekele-awast-rail-

route-ethiopia/> last accessed on December 17, 2016

Zz Interview with Ato Belete Ahmed, Legal Servicesdaitorate Director at ERCA (ERCA, December 14, 2016
Ibid

3! nterview with Ato Tibebe Mengistu, Manager at &lite Mengistu & Co., Chartered Certified Accountghts)

and Authorized Auditors (Eth) (Addis Ababa, Decemb@, 2016)
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and royalties” provided in Article 52 of the FITB also in favour of allowing the lease of

equipment by a PE as clearly indicated in the mion*?

Regarding other types of payments that PEs andidsabes make to their head-offices or
parents, such as interest payments for loans, AtliyM, one of the tax auditors interviewed,
said that he has not come across any PE in Ethibptaborrowed from its head-office in his 8
years experience in ERCA and indicated that thedaly allows a company to borrow from its
shareholder$®® He said however that the thin capitalization ride a subsidiary and the ten
percent tax for repatriated profit by a PE newlgoirporated in the FITP Articles 47 and 62
respectively will serve in the future to controlypgeents made by PEs and subsidiaries to their

head-offices or parents abroad.

The financial heads of the Ethiopian branches o BaE H.K Limited and Yapi Merkezi PLC
also disclosed that they have not ever receivestent bearing loans from their head-offices or

share-holder§®*
4.3.2. Depreciation

Probably due to the above stand by the Ethiopiaratdhority in refusing deduction for lease
payments in favor of depreciation, the calculatibulepreciation for the determination of a PE’s
taxable income is in itself beset with significgmbblems posed by tax avoidance schemes
designed by taxpayers. Ato Nebiyu disclosed thactinstruction machineries imported by most
PEs for construction works in Ethiopia are deteied second hand machineries but with
declared customs values of very high prit@shey do this in order to inflate the book value of
the asset and then claim deduction of high amounftsrm of depreciation every year. He said
that since construction materials are mostly imgmbiduty free as investment incentive, the PE
would not lose anything for declaring huge amouwdsprices of the machines for customs

purposes.

232 ee Article 52 of the FITP where payment for leasedipment by a PE to its head-office is clearly akuiv

233 |nterview with Ato Nebiyu Gedle, Tax Audit Teamdder at LTO branch of ERCA (LTO, December 15, 2016)
234 |Interview with Ato Habtamu Abdisa, Local Financeahdger at ZTE H.K Limited Ethiopian Branch (Addis
Ababa, December 20, 2016) and Ato Henock TibebéefGkccountant at Yapi Merkezi PLC Ethiopian Branch
(Addis Ababa, December 19, 2016)

%% |nterview with Ato Nebiyu Gedle, Tax Audit Teamdder at LTO branch of ERCA (LTO, December 15, 2016)
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He said that the Ethiopian authorities also ladk tlecessary capacity to check the quality of
such machineries and there is no way to checkHeir tactual value as they are mostly re-
exported back when the work in Ethiopia is comple#&to Nebiyu said that these machineries
are imported only for the purpose of deducting dejation from the PEs total income. In order
to carry out the actual construction work, the RHally leases other machineries locally and yet
again claims a deduction for the cost, and ERCA l&vawt have a legal ground to deny

deduction for such costs, according to Ato NeBRju.

To add insult to injury, it is not only these costat are being claimed for deduction by
construction PEs in Ethiopia, but also very higipenses for costs of maintenance and spare-
parts for the deteriorated machineri@sFor Ato Mengistu, this is a terrible gap in thegtice

and second hand machineries that had been usedhelgefor more than two years should not
even be allowed to be imported for the works oEablecause most times PEs in Ethiopia import
a construction machinery that is fully depreciaite@ project at another country as a scheme to
erode their tax base in Ethiopia. For him, the bweakie of such machinery should be zero and
depreciation disallowed because most project offioé foreign construction companies in
Ethiopia declare losses for most tax years andbiowe problem is probably the primary cause
responsible for thi§*®

4.3.3. Head Office and Dual Purpose Expenses

The other set of expenses that raise problemsiprbcess of deduction of expenses for a PE are
those expenses the head-office makes for the pesprfthe PE or both for itself and the PE. All
of the tax-auditors and legal professionals inméd in this study from ERCA and the MoFEC
simply disclosed that expenses incurred by the Joffack are not in any way deductible for the

PE in Ethiopia in practice.

The important reason given for this practice is pinevision of the FITP and its predecessor

allowing deductions only for those expenses inacurby the “taxpayer” itself. Any receipt

236 |
Ibid
57 Interview with Ato Mengistu Balcha, Former Tax AuBirectorate Director at ERCA and a current prévéax
consultant (Addis Ababa, December 21, 2016)
28 pid
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presented by the PE issued in the name of the biad-abroad, therefore, would not fulfill this

criterion, according to all the mentioned intervémg working in the tax authority and MoFEC.

For the former tax audit directorate director ofG&Rhowever, the major cause for the rejection
of head-office expenses by the authority is abs@&fdbe relevant documentation by the head
office showing the allocation base used for allmgpits expenses to the different parts of the
company, for what purpose the expenses were irccamd whether the said service was actually
given for the PE3 He said that most PEs of foreign companies ardlanar not willing to

present such documentation of the head office itnawn reasons.

However, the taxpayers interviewed opined that ékpenses incurred for the PE, wherever
incurred, need to be deductible expenses for theamEthat they are in practice writing such
costs incurred by the head-office as expenseseoPth in their accounts but admitted that they
expect a challenge from ERCA in the futdf®.

But it is important to remember here that the milé¢taxation of recharged technical fees and
royalties” provided in Article 52 of the FITP showsat the new tax law accepts the possibility
for a head-office to incur certain expenses forghegoses of the PE and that there is a prospect
for the deduction of such cost to the BEWith the application of this provision therefoie,
could be difficult for ERCA to deny deductions fexpenses incurred by a head-office for the
purposes of its PE in the future as the provismumasely allows the head-office to recharge such
expenses to the PE. Article 7(3) of the tax temasigned by Ethiopia based on the OECD Model
also mandatorily allows for the deduction of exmEnscurred anywhere for the purposes of a
PE. This is the case with the Ethio-Turkish andidztbhinese DTAs. One can therefore see the
outright denial for deduction of head-office expemgor the purposes of a PE by ERCA as
another significant gap in the practice.

239 H
Ibid
249 Interview with Ato Henock Tibebe, Chief Accountaatt Yapi Merkezi PLC Ethiopian Branch (Addis Ababa,
December 19, 2016)
41 see Federal Income Tax Proclamation No. 979/2016,chats2
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4.3.4. Interaction of Deductions with Withholding Taxation

The FITP imposes a 15 percent tax on a non-resigerincome from rendering of technical
services and lays a duty on the person making dyenpnt to withhold the tax on behalf of the
tax authority’** Although such tax is outside the scope of thislgtthe withholding duty of the
payer has a bearing in deduction of the costziurmed. This is because, one of the preconditions
for deduction of expenses incurred by a PE or aididyy engaged in a construction business in
Ethiopia is fulfilling of this withholding duty fopayments made for technical services rendered
by non-resident$®® Ato Belete said that denying a deduction for sanhexpense is the only

mechanism for securing payment of the withholdaeg t

But regarding its enforcement in practice, the aaxlitors at LTO said that the payment is not
demanded from the withholding agent separately ftben claim for deductions. Rather, an
auditor automatically calculates the withholding that ought to have been withheld from the
payment in addition to penalty and interest for doing so in timé** It is after doing this that

whether the expense is eligible for deduction dridetermined and the deduction is allowed if

the requirements discussed above in relation tonpays made by PEs are fulfilled.
4.3.5. Transactions between Related Persons and Transferriping

As noted above, the major distinguishing featurentérnational taxation from other aspects of
income taxation is the existence of dealings betwetated persons. It is actually for this reason
that a subsidiary is treated differently from othmsident businesses in the country by
application of transfer-pricing rules. Althoughist shown in the above headings that Ethiopia
also has transfer-pricing rules, the tax auditard TO of ERCA disclosed that the transfer-
pricing directive issued by MoFEC was not even aagglied in the determination of income of

foreign owned construction companies in their braoitice **°

242 Federal Income Tax Proclamation No. 979/2016,chesi 51(2)(c) & 89(1)See Article 32(1) of the previous
Income Tax Proc. No. 286/2002 where the same wiithig duty existed except for the rate of the tailg 10%.

243 |nterview with Ato Belete Ahmed, Legal Servicegditorate Director at ERCA (ERCA, December 14, 3016
244 Interview with Ato Nebiyu Gedle and Ato Zeleke Json Tax Audit Team Leaders at LTO branch of ERCA
(LTO, December 15 and 16, 2016)

%% Interview with Ato Birhanu Sisay, Tax Audit Workrdzess Coordinator at LTO branch of ERCA (LTO,
December 16, 2016) and Ato Nebiyu Gedle, Tax Alidam Leader at LTO branch of ERCA (LTO, December 15
2016)
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The head of the legal department of ERCA reiterétésifact®*® The reason for this, according

to Ato Belete, is the complicatedness of the trampficing directive and the transfer-pricing

methods there in, in addition to the difficulty wfentifying transactions made with related

parties. However, he disclosed that not even desmagjuest for legal advice on the directive was
made by auditors of the tax authority to the departt he lead$'’

Presently, the tax authority has officially estabéd a “transfer-pricing audit team” since June
2016 only in its LTO branch, in which most inteipaal companies with annual turnovers of
more than 27 million birr pay their tax€%. According to the leader of this team, Ato Animut
Biyalfew, the name of the team is now changed tatefhational Taxation Unit” and is
composed of five auditors including him as its kd® The head of the tax audit department at
LTO disclosed that this team has begun its worR(1A9 E.C budget year by identifying those
international companies having frequent dealings welated persons and making them fill out
formats prepared for this purpoS8He said that the team is currently auditing twietinational

companies suspected of engaging in transfer misagrf>*

Z‘j Interview with Ato Belete Ahmed, Legal Servicesditorate Director at ERCA (ERCA, December 14, 3016
Ibid

248 |nterview with Ato Animut Biyalfew, Tax Audit Tearheader at LTO branch of ERCA (LTO, December 16,

2016)
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%0 Interview with Ato Birhanu Sisay, Tax Audit Workrdzess Coordinator at LTO branch of ERCA (LTO,
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Chapter — Five

Conclusion and Recommendations

5.1. Conclusion

This research studied the global understandin@p@fdsue of international income taxation and
explored the current Ethiopian rules applicabldusiness income taxation of foreign owned
construction entities and their enforcement in ficac In so doing, it showed the gaps existing in

the Ethiopian rules and the practice as seen frnvennational and practical points of view.

From an international tax law perspective, someomggps were identified while the law and the
practice were tested against the UN and OECD Maédg|Treaties and domestic best practices

of developed countries. Among these, significaat ar

- The non-inclusion of certain important provisiohsttcould have clarified certain concepts
and avoided possible tax disputes in the future;

- The utter lack of knowledge on the understanding amen existence of tax-treaties by
auditors of the tax authority, and tax treaties being given a single place in tax
assessments;

- The determination of the existence of a PE andbatton to a PE of income from offshore
supply of equipments [and deduction of their caserpenses] not being based on a clearly
written law and sometimes even being contrary toesaccepted principles in international
taxation such as non-discrimination, double taxatiod double non-taxation;

- The outright denial of deductibility for head-o#i@xpenses with no sound justification; and

- The door being open for tax avoidance by subsesahirough transfer-pricing manipulations

for lack of understanding and application of trensfer pricing rules by the tax authority.

From a practical point of view, on the other hasmine problems were identified in the drafting
and application of some provisions in the tax |élnet may have an effect of reversing the basic
principle the law itself had set out to uphold &adising a diversified understanding of the same
concept among different parts of the tax admintistma(i.e. MOFEC plus the tax authority) and

between the tax administration and taxpayers. Tiiemgaps identified in this regard are:
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- Participants in the drafting of the FITP havinggsaed views over the reason for existence
or absence of certain provisions and thus difficuitfinding the true intention of the drafter
for interpretation of tax laws;

- Widespread subjectivism being witnessed in incoaxeassessment by tax auditors for not
completely relying on legal authority in their dgons or for lack of tools such as
appropriate comparable prices in testing the vaftsame transactions;

- Some administrative decisions for tax relief beigiyen by channels other than the
established tax dispute settlement machinery cgulisorganized practices not envisaged by
the tax law and thus having its own toll on theaety of the tax system; and

- There being no filter at customs point for detelimgrnthe actual value and appropriate useful
life of deteriorated construction machineries cagsrosion of large tax bases through undue

calculation of depreciation expenses.

The net effect of these problems will cast its avank cloud on Ethiopia’s efforts in meeting its
tax policy objectives by leading to loss of revemiaad creating hindrance for foreign trade and
investment. Besides, efforts at bringing equity amatlernizing the tax system would be unlikely
to be successful with such problems existing. Thaf course in addition to the improbability of
meeting the basic objectives behind taxing intéonal income like avoiding discrimination and
double taxation and adhering to the benefits ppieciunless the problems are controlled in due

time. The following recommendations are forwardesaiew of contributing towards such goal.
5.2. Recommendations

In order to embark on an efficient, fair, predideabnd legal administration of the international
tax regime in Ethiopia and fulfill the policy objaes of taxation in general, the most important

recommendations that the researcher forwards @tetucting this study are:

— For MoFEC to deploy the advance ruling and othexcmanisms envisaged by law aimed at
creating a uniform, harmonized and policy orientadrpretation and application of the tax
laws among itself, ERCA and the latter’s intermadl and audit directorates and branches;

— For the texts of tax treaties ratified by the Egiam parliament to be published officially and
in the meantime, for MoFEC to allow access to thesaties for tax-auditors and the general

public through different means including its webst its archives;
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For tax-auditors and legal personnel of ERCA and~MIG to be given continuous trainings
on the concept of international taxation in genaral of ratified tax treaties in particular and
for tax-treaty privileges to be accorded to relévarpayers even if not claimed by them;

For the issuance of clear rules in subsequentlédigiss by the government clarifying the
problems identified in this research such as thdusion of some provisions and the non-
deductibility of some expenses currently being gblpractically without a clear legal
authority, in order to adhere to the principleadality in taxation;

For every tax assessment notification by tax awslitdh ERCA to be justified by a legal
authority such as clearly justifying the attributiof income to a PE from offshore supply of
equipments either on a limited force of attractikude or other principles provided in
domestic tax law or tax-treaties because Ethiomaisrce based jurisdiction should not be
left at the mercy of a contractual agreement betvgegsons;

For administrative tax reliefs given to selectedptyers by parts of the government other
than the tax-review and the tax-appeal-commissiothée aftermath of a duly served tax
assessment notification be avoided as much ashpedsr maintaining predictability of the
tax system and preventing defiance to the intesnatitax principle of non-discrimination;

For ERCA to strengthen its international-taxationit ufor effective application of the
transfer-pricing and the other anti-avoidance rules

For ERCA to strengthen the customs valuation oktroction machineries and other goods
imported for construction works in Ethiopia to dilt away deteriorated equipments and
prevent the loss of tax revenues through unnecedgareciation allowances;

For MOFEC and ERCA to reconsider their stand agaieductibility of head-office expenses
incurred for purposes of the PE in situations wht#re appropriate documentation is
presented as an adherence to fairness in taxagbeyant rules in tax-treaties and the
country’s general tax policy objective of attragtiimreign investment; and finally

For ERCA and MoFEC to apply the principle of coatele adjustment provided in tax-
treaties and mutually consult with the residencentes of PEs in Ethiopia when transfer-
pricing adjustments are made or income is attribétem the offshore supply of equipments
in order to avoid double taxation and double nowti@an by preventing the residence

country from imposing tax on the same income otimgithe same cost as expenses.
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