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Review of Personal Tax
Work stream 3 — paper outlining legal and policy casiderations around the
(dis)incentivisation of profit retention

Background

1.

The majority of Jersey resident companies are stifjecorporate income tax at 0%9%o
Companies”).

The existence of “0% Companies” together with a 28% of personal income tax creates
two broad incentives amongst Jersey resident iddals:

* Incentive 1: there is an incentive to incorporatding and investment activities,
provided the individual is in a financial situatiéo distribute less than the annual
trading profits/investment income accruing in toenpany

* Incentive 2: for those whose trading/investmenivis have been incorporated,
provided that they are in a financial situatiomtoso, there is an incentive to distribute
less than the annual trading profits/investmenbine accruing in the company

From the introduction of “0% Companies” until 31d@enber 2011 these incentives were
reduced through the application of the “deemeddéind” and “full attribution” rules.

The “deemed dividend” rules applied in the contxirading companiés Broadly they
meant that any Jersey resident individual sharenaelduld be treated (deemed) as having
received a dividend of 60% of their share of thebde profits of the 0% trading company,
on which they would pay income tax personally. &heunt deemed could be reduced by
paying actual, taxable dividends to the shareholdiin a specified time period.

As a consequence of the “deemed dividend” rules @%mpanies” could be used to defer
60% of trading profits for a short-period (depermpom factors such as company accounting
dates) and a maximum of 40% of taxable profitsddonger-period of time. For the
avoidance of doubt, under the “deemed dividendgsubx could only ever be deferred to
a later date; as any untaxed profits would evehtis taxable on the earliest of one of a
number of “trigger events”.

The “full attribution” rules applied in the contexf investment holding companfes
Broadly they meant that where a Jersey residentichaal held shares in a 0% investment
company, for tax purposes the individual was treakereceiving their share of the income
arising in the company directly. For example, MoXned 100% of the shares in Jersey
Co Ltd (an investment company); Jersey Co Ltd oglmsres in ABC Plc on which a
dividend is paid. Under the full attribution rublds X had to include that ABC Plc dividend
income in his personal tax return and pay tax @s if it had arisen to him directly.

As a consequence of the “full attribution” rulesiadividual could only defer investment
income for a short-period (depending on factorsiagccompany accounting dates).

1 The term “trading company” is defined in paragr&mio Schedule Al of the Income Tax (Jersey) La6119
2 Defined as companies other than “trading comp&aied collective investment funds. The full attrilon rules
also specifically applied to personal services canigs.
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In 2010 these rules (both the “deemed dividend”“&mdattribution” rules) were found to
be harmful by the EU under the Code of ConductBosiness Taxation and, under the
good neighbour policy, a decision was taken thatrtihes should be repealed. They were
repealed with effect from 31 December 2011.

. With effect from 1 January 2013 rules have beenothiced which: (i) broaden the
definition of “distribution”; and (ii) ensure th#te distributions made by “0% Companies”
are matched first and foremost against any prafigng in the company and subject to tax
at 096. These rules seek to prevent “0% Companies” foeing used for the avoidance
or inappropriate deferral of Jersey income taxdrgdy resident individual shareholders

10.However Jersey resident individual shareholdef®# Companies” are only subject tax

when they receive a distribution. Where no distiitn is made, there is no taxable amount
for the Jersey resident individual shareholdeetdate on their personal income tax return.

11.Therefore the two incentives outlined in paragrambove continue to exist as at the date

of this paper.

12.Both the incentives identified above primarily riésa deferral of tax (i.e. the individual

does not pay tax on the trading profits/investmecdme in the year they accrue, but in a
later year when they are distributed). Howeves @cknowledged that:

» the period of this deferral is uncertain and wil Betermined in each case by the
financial position and choices made by the “0% Canyl/Jersey resident individual
shareholder; and

» if distributions are deferred until a Year of Ass@ent in which the individual recipient
is not subject to income tax in Jersey (e.g. thexelemigrated from the Island), Jersey
tax on those trading profits/investment income wit be payable

International comparison

13.Jersey is not unusual in maintaining a corporatenme tax rate which is lower than the

rate of personal income tax. Appendix A compdnegap rate of personal income tax with
the standard rate of corporate income tax for ed¢che OECD countries. This analysis
shows that in all but 4 OECD countridbe standard corporate income tax rate is lower
than the top rate of personal incoméftakence the tax systems in the remaining 31 OECD
countriesprima facie create the same incentives as are created inyJerse

14.The largest differential between the top rate ofspeal income tax and the standard

corporate income tax rate is 33% in Slovenia.

3 Under this matching concept any distribution éated first and foremost as having been made arnyoprofits
subject to tax at 0% in the company. Thereforghéoextent that such profits exist, distributiavi be fully
taxable on any Jersey resident individual recipient

4 Furthermore the intermediary services vehicle\*)Jules were introduced with effect from 1 Janp2013 to
prevent any tax advantage accruing through theofipersonal services companies. Up to 31 Dece2bét
such arrangements had been taxed under the “fiib@ton” rules.

5> Per the analysis in Appendix A the Czech RepulSjgain and Switzerland have a higher standardafate
corporate income tax than the top rate of persomtalme tax, whilst in Estonia the standard rateaporate
income tax and the top rate of personal incomeataxhe same.

8 It is further noted that the analysis in Appendixnly captures the central/federal personal tée&sraharged;
the highest personal tax rate actually suffered beincreased by state/local personal income taxes.
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15. Another 5 countries (including the UKhave larger differentials between the top rate of
personal income tax and the standard corporatemniedax rate than the 20% differential
existing in Jersey.

UK differential and anti-avoidance legislation

16.From 1922 onwards the UK has maintained some fofmanti-avoidance legislation
designed to prevent shareholders from obtainirkativantage through the retention of
profits in a closely-controlled compahsather than distributing those profits.

17.From 1965 to 1989 that legislation took the formapportionment to shareholders of a
shortfall in distributions (e.g. similar in natuiethe “deemed dividend”/“full attribution”
rules applicable previously in Jersey). The impafcthat legislation was significantly
reduced in 1980 with the exclusion of trading ineorftom apportionment. The
apportionment provisions were then abolished attowgen 1989.

18.1n place of the apportionment provisions, much morgted anti-avoidance legislation
targeting “close investment-holding companies” weaoduced.

19.There is no requirement for close investment-hgdiompanies to distribute all or any of
their income and the only consequence where a cmynisaa close investment-holding
company is that the small profits rate of corpamatiax is not available to such a company;
furthermore from 1 April 2015 this restriction isa@lemic as there is only one rate of UK
corporation tax for all companies.

20.Hence despite the significant differential betwé#esntop rate of personal income tax and
the standard corporate income tax rate in the Wkces2015 there is no anti-avoidance
legislation that applies to prevent the retentibprofits in closely-controlled companies.

Tax incentives offered in other jurisdictions

21.A number of jurisdictions offer specific tax incems in order to encourage companies to
reinvest profits rather than distribute them tartkeareholders (i.e. they actively encourage
the retention of profits within corporate structjre This is ordinarily achieved in one of
two ways:

* The tax liability of the company itself is redud®gallowing a deduction for the amount
reinvested (or a proportion thereof) from the greofitherwise taxableor

» The shareholder, or parent company, is given ancefaf the tax paid by the local
enterprise up to a stated proportion of the amaeinvested; allowing the refunded tax
to be reinvested either in the original company thade the profits or in some other

qualifying companif

22.These incentives are ordinarily available in thateat of trading companies, rather than
investment companies.

"The UK has already announced its intention to cedbe standard rate of UK corporate income tab78b by
1t April 2020.

8 A company held by a small number of shareholders.

9 Offered for example in Malaysia and Romania.

10 As have been offered for example in China.
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23.Other jurisdictions have at times used “split-tstems” to incentivise the retention or the
distribution of profits by companies. In a sphite system different corporate income tax
rates are applied depending on whether profitsedegned or distributed.

24. A split-rate system was utilised by the UK in thezipd immediately after World War 1l to
encourage the formation of capital within the cogbe sector and restrain personal
consumption by disincentivising distributions byaoting a significantly higher tax rate on
distributed profits than on retained profits. Feamitilised a split-rate system for a similar
purpose between 1989 and 1991.

25.Conversely a split-rate system was utilised by Gerynuntil relatively recently which
sought to encourage the distribution of profitotlgh charging a lower corporate income
tax rate on distributed profits than on retaineafis.

26.Malta has a unigue tax system. Companies in Ma#aubject to corporate income tax at
35%. However Malta offers (subject to certain dbads) tax refunds on distributed
profits which have suffered tax in Malta. In orderqualify for a refund, the profits must
be distributed either to non-resident shareholdets a Maltese holding company wholly
owned by non-residents.

27.The rates of the tax refund are: 6/7 of the Malteesepaid on the distributed profits
(effective tax rate in Malta is only 5% in this es5/7 of the Maltese tax paid when the
dividend is distributed from passive interest gralties; 2/3 of the Maltese tax paid when
the distributed dividend is derived from foreigrusmed income that was relieved from
double taxation. In the context of non-residendérgholders the Maltese tax system
therefore incentives the distribution of profits.

Interaction of corporate income tax and personzbnme tax

28.Depending on the taxation of distributions from @amies (in particular whether a tax
credit is available to the individual recipient the underlying corporate income tax paid
by the company) a jurisdiction’s overall tax systeray discourage: (i) the incorporation
of activities, and (ii) the distribution of corpoegrofits, because the final overall effective
tax rate suffered by the individual recipient maytigher than if they had carried on those
activities personally (i.e. not through a corporstieicture). This is the case in a number
of jurisdictions which operate what is known asctas$sical tax system” which gives no
credit for the underlying corporate income tax paid

29.The United States and the Netherlands have a fcldsx system” in which dividend
income is taxed at the shareholder’s full margipatsonal tax rate. Other countries,
including Australia, have an ‘imputation systenm,which there is an explicit tax credit
against personal income tax on dividend incomedognition of tax paid on the underlying
profits at the corporate level. Many EU countriesjuding the UK, tax dividend income
at lower personal tax rates than other sourcesooine.

Conclusion
30. This international comparison indicates:

» Jersey, in common with most OECD jurisdictions, meins a standard corporate tax
rate that is lower than the top rate of personadine tax.
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There is no globally accepted approach as to wh&lkesystems should encourage the
retention of profits within companies or alternativ encourage the distribution of
profits to shareholders. Different jurisdictionavie adopted different approaches at
different times depending on the specific policysiderations applicable at that time.
Different jurisdictions may also adopt a differeqproach to trading companies than
they adopt to investment companies; particularlgsely-controlled investment
companies.

Despite the larger differential in the UK betwe&e top rate of personal income tax
and the standard corporate income tax rate, sinégril 2015 there are no anti-
avoidance rules operating in the UK to preventrétention of profits in companies.

Policy considerations

Non-Jersey specific considerations

31.In determining a jurisdiction’s corporate incomea tate, policy makers are balancing a
number of competing objectives including (but notited to):

raising the required amount of revenue to fundpifevision of public services in the
jurisdiction;

raising that required amount of revenue from theilable taxation sources in the
jurisdiction;

supporting the economy; and

maintaining the integrity of the overall tax syst@re. not providing opportunities for
taxpayers to reduce their liabilities)

32.When determining corporate income tax rates theh-legel advice from global
institutions/leading economic institutes to poliogkers is that corporate income taxes are
harmful to economic growth.

33.For example the OECD have stated: “Corporate inctares are the most harmful for
growth as they discourage the activities of firrhattare most important for growth:
investment in capital and productivity improvements addition, most corporate tax
systems have a large number of provisions thateta& advantages for specific activities,
typically drawing resources away from the sectarsvhich they can make the greatest
contribution to growth

34.The European Commission have recently stated: rdtibee suggests that corporate and
personal income tax have a strong negative impagrowth while consumption taxes, in
particular recurrent taxes on immovable propertyfaund to be less harmful to growt}.”

11 See http://www.keepeek.com/Digital-Asset-Managementésxation/tax-policy-reform-and-economic-
growth/growth-oriented-tax-policy-reform-recommetidas 9789264091085-3-en#page8

12 See Tax Policies in the European Union - 2016 Surv
(https://ec.europa.eu/taxation customs/business/aoyafax/tax-good-governance/eu-semester/tax-pslicie

european-union-2016-survey )en
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35.Whilst a report of the Institute of Fiscal Studiess stated: “There are two key results in
the economic literature on taxation in small opeon®emies that may be helpful in
understanding recent developments in corporatamedaxation, as the world economy in
general, and financial markets in particular, hbgeome more integrated. The first states
that source-based taxes on income from capita¢delly a small open economy are not
borne by the owners of capital, but are fully gdfbnto relatively immobile workers. The
second states that it is inefficient to impose setrased taxes on income from capital in
small open economies?

36.The Institute of Fiscal Studies report concludesit‘is clear that there is a powerful force
towards lower corporate tax rates applying in opesnomies that is not present in closed
economies, and it is no surprise that corporatedtes should have fallen as economies
have become more open to trade and capital floms,aa capital markets have become
more integrated. There is a coherent argumentcthattries will do better by complying
with these forces than by trying to resist them.”

37.Consistent with this conclusion over the recent pagorate income tax rates across the
globe have generally reduced. Appendix B outliaeslysis showing the standard
corporate tax rates in the OECD countries in 2I@M8 and 2015. Of the 34 OECD
countries listetf, 1 country had the same corporate income taxima?2©€00 and 2015; 2
countries had increased their corporate incomedtx between 2000 and 2015 and the
remaining 31 countries had reduced their corparai@me tax rate.

38.lIt is also of note that the period covered by thalgsis included the financial crisis and the
pressure on public finances that the crisis causathny OECD countries.

39.However the advice to cut corporate income taxsreteaveated by the need to maintain
the integrity of the overall tax system.

40.For example the OECD have stated: “However, lowgerthe corporate tax rate
substantially below the top personal income tag cain jeopardize the integrity of the tax
system as high-income individuals will attempt tbelter their savings within
corporations.*

41.The authors of the Mirrlees Review stated: “Moreeggally, the form and structure of the
corporate income tax should be consistent withftme and structure of the personal
income tax, and with policy choices for the taxatod savings in particular. The system as
a whole should not present individuals with glaropportunities to avoid taxation of their
income from savings simply by holding their weailthcorporate form, nor should it
penalize individuals who choose to save and intlestugh direct holdings of company
shares.*®

42.We can find no evidence in the literature reviewé@ recommended or ideal corporate
distribution ratio (i.e. the amount of corporateoffis that should be distributed to

13 See Corporate Income Taxes and Investment: A Catipa Study
(https://www.ifs.org.uk/docs/bertlesmann.pdf

1 This analysis was produced by the OECD in advasfckatvia becoming a full member of the OECD,
explaining why the analysis in Appendix A coversc®aintries whilst the analysis in Appendix B onbwers 34
countries.

5 See http://www.keepeek.com/Digital-Asset-Managementésxation/tax-policy-reform-and-economic-
growth/growth-oriented-tax-policy-reform-recommetidas 9789264091085-3-en#page8

16 See Taxing Corporate Income Chapter 17 of Tax legidh (final report from the Mirrlees Review)
(https://www.ifs.org.uk/uploads/mirrleesreview/desithl7.pdf
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shareholders on an annual basis); the literaturgewed is silent on this issue.
Correspondingly, as noted above in the internatiooenparison section of this paper,
different jurisdictions have incentivised the distition or the retention of corporate profits
at different points in time.

Jersey specific considerations

43.In determining the Island’s standard corporate mmedax rate, policy makers have been
strongly influenced by the need for the corporat®me tax regime to support the Island’s
economy.

44.In order to support the Island’s economy, Jersegdaeto offer tax neutral corporate
vehicles in an internationally compliant manneheEero/ten regime delivers that offering
in a simple, transparent way and has been foube taternationally compliant.

45, Jersey’s corporate tax regime prior to the zerofegyime, broadly consisting of taxable
companies where there was local ownership and exeonppanies where there was non-
local ownership (positively discriminating in favoof non-residents), although better at
maintaining the integrity of the domestic tax syst@as found to be “harmful” by the EU.
The implications for the Island of maintaining afmful” regime were such that policy
makers determined that a change to the zero/temeegas in the best interests of the
Island.

46.0n the introduction of the zero/ten regime policgkers were aware of both the change in
the burden of taxation (i.e. the shift from corgertaxation to personal taxation) and the
challenge it would pose to the integrity of the mlletax system. To help address the
challenge to the integrity of the overall tax syst¢he “deemed dividend” and “full
attribution” rules were introduced in partnershiphathe zero/ten regime.

47.However when these rules were subsequently fourzk ttharmful” by the EU, policy
makers determined that maintaining the zero/temmegvithout the “deemed dividend”
and “full attribution” rules was the best courseaofion irrespective of the challenge to the
integrity of the overall tax system this created.

48.Subsequent to the removal of the “deemed dividemd! “full attribution” rules, policy
makers have introduced the “distribution rulestrimimise the opportunity for avoidance
and inappropriate deferral on personal income tax.

49. In determining whether any further steps can berta& improve the integrity of the overall
tax system, policy makers are acutely aware ohtedl to maintain the availability of tax
neutral corporate vehicles in an internationallgpnpiant manner.

50.1t is of note that both Guernsey and the Isle ohMave adopted similar policy responses,
initially implementing measures that sought to reim the integrity of the overall tax
system but removing, and not directly replacinggnthwhen those measures were
subsequently found to be “harmful”.
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Legal considerations

51.Under Art 134A of the Income Tax (Jersey) Law 19a@he Comptroller of Taxes has the
power to make assessments/additional assessmetussiders appropriate to prevent the
avoidance or reduction of Jersey income tax.

52. Although each case depends on its own facts (ancelthis cannot be treated as a form of
general clearance) the Comptroller of Taxes woubd ordinarily seek to raise an
assessment/additional assessment under Art 134Aewdnelersey resident individual
incorporates a Jersey resident company; nor whdersey resident company defers the
distribution of profits to a Jersey resident indival shareholder.

17 Article 134A has been reproduced in Appendix C.
Page 8 of 11



WS3 — paper outlining legal and policy consideratiaround the (dis)incentivisation of profit retent

Appendix A

Comparison of corporate income tax rates and pers@ income tax rates — OECD

countries

Table 1 — personal and corporate tax rates in OE@Dtried®

Country Top rate personal | Standard corporate Differential
income tax income tax rate
Australia 45.00% 30.00% 15.00%
Austria 50.00% 25.00% 25.00%
Belgium 50.00% 33.99% 16.01%
Canada 29.00% 26.80% 2.20%
Chile 40.00% 24.00% 16.00%
Czech Republic 15.00% 19.00% (4.00%)
Denmark 23.08% 22.00% 1.08%
Estonia 20.00% 20.00% Nil
Finland 31.75% 20.00% 11.75%
France 45.00% 34.43% 10.57%
Germany 45.00% 30.18% 14.82%
Greece 42.00% 29.00% 13.00%
Hungary 16.00% 19.00% 3.00%
Iceland 31.80% 20.00% 11.80%
Ireland 40.00% 12.50% 27.50%
Israel 50.00% 25.00% 25.00%
Italy 43.00% 31.29% 11.71%
Japan 45.00% 29.97% 15.03%
Korea 38.00% 24.20% 13.80%
Latvia 23.00% 15.00% 8.00%
Luxembourg 40.00% 29.22% 10.78%
Mexico 35.00% 30.00% 5.00%
Netherlands 52.00% 25.00% 27.00%
New Zealand 33.00% 28.00% 5.00%
Norway 25.15% 25.00% 0.15%
Poland 32.00% 19.00% 13.00%
Portugal 48.00% 29.50% 18.50%
Slovak Republic 25.00% 22.00% 3.00%
Slovenia 50.00% 17.00% 33.00%
Spain 22.50% 25.00% (2.50%)
Sweden 25.00% 22.00% 3.00%
Switzerland 13.20% 21.15% (7.95%)
Turkey 35.00% 20.00% 15.00%
United Kingdom 45.00% 20.00% 25.00%
United States 39.60% 38.92% 0.68%

Source: OECD.Sats: Personal tax rates extracted from Table 1.1. Central government
personal income tax rates and thresholds; Corporate tax rates extracted from Table I1.1
Corporate income tax rates (extracted February 2017)

18 Only includes centralffederal tax rates; the tateractually suffered may be increased by statd/loc
personal/corporate income taxes.
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Appendix B
Trends in global corporate tax rates — OECD analysi

Graph 1 — OECD corporate income tax rates (%) sti06®
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19 Seehttp://www.oecd-ilibrary.org/taxation/tax-policyfmm-in-the-oecd-2016_9789264260399-en
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Appendix C
Article 134A of the Income Tax (Jersey) Law 1961

134A Power of Comptroller to make assessment to prent avoidance of income taise4

(1)

(2)

3)

If the Comptroller is of the opinion thdttet main purpose, or one of the main
purposes, of a transaction, or a combination oreseof transactions, is the

avoidance, or reduction, of the liability of anyrgen to income tax, the

Comptroller may, subject as hereinafter providediken such assessment or
additional assessment on that person as the Cdiepironsiders appropriate to

counteract such avoidance or reduction of liahility

Provided that no assessment or additional assesshalh be made under this
Article if the person shows to the satisfactiorired Comptroller either —

(@) that the purpose of avoiding or reducimgpility to income tax was not the
main purpose or one of the main purposes for wttiehtransaction, or the
combination or series of transactions was effeated,;

(b) that the transaction was a bona fide cororaketransaction, or that the
combination or series of transactions was a batedombination or series
of transactions and was not designed for the perpbavoiding or reducing
liability to income taxgss!

The provisions of this Law shall apply toyaassessment or additional assessment
made under this Article as if it had been madeurspance of Part 5.

Without prejudice to the generality of pgnaph (2), any person who is aggrieved
by any assessment or additional assessment matie person under this Article
shall be entitled to appeal to the Commissionergherground that —

(@) the avoidance, or reduction, of the liapitf that person to income tax was
not the main purpose, or one of the main purpadese transaction, or the
combination or series of transactions;

(b)  the transaction was a bona fide commertiahsaction, or that the
combination or series of transactions was a batedombination or series
of transactions and was not designed for the perpbavoiding or reducing
liability to income tax; or

(c) that the person has been overcharged byasisessment or additional
assessment,

and all the provisions of this Law relating to aplseagainst any assessment shall
apply to any appeal made under this Article
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