


Prof. Dr. Gustav M. OBERMAIR, Regensburg 
Prof. Dr. Lorenz JARASS, Wiesbaden 

c/o Dudenstr. 33, D-65193 Wiesbaden, Germany 
mail@JARASS.com, www.JARASS.com, T. +49 611 54101804, Mobil +49 171 3573168 

D:\2015\Steuern\Veröffentlichungen\European Taxation, BEPS - unilateral measures, v1.18, pre-print.docx 

Wiesbaden, 03. November 2015 

page 1 

 

 

 

This is a pre-print version of an article that was published in European Taxation 11/2015, pp. 509-514. 

European Taxation is available online, please visit www.ibfd.org. 

 

 

 

Unilateral Withholding Tax 

to counteract Base Erosion and Profit Shifting 

 

 

 

 

To impede tax evasion via low-tax regimes we propose a withholding tax on all interest and license fee pay-

ments, organised in such way that it can be implemented unilaterally by any individual EU Member State (like 

Germany). This measure does not require EU unanimity, in contrast to the implementation of the EC tax pro-

posals of June 2015. 

The proposed withholding tax (e.g. of 10%) should be levied irrespective of the tax residence of the final ben-

eficiary. In return all withholding taxes paid to foreign tax administrations which have double taxation agree-

ments with Germany should be unconditionally reimbursed to the German payee by the German tax admin-

istration. 

Such a withholding tax concurs with all EU directives and complements the EC tax proposals. It increases 

tendentially the tax revenue of those countries introducing the measures as well as the competitiveness of 

their enterprises and therefore may encourage other EU Member States to take similar actions. 
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1. Taxes should be levied where economic activities and value production take place 

The aim of the recent OECD action plan on Base Erosion and Profit Shifting (BEPS)1, to be finalised by the 

end of 2015, is expressed in these clear words by Secretary General Angel Gurria: "We wanted to avoid double 
taxation, now we have arrived at double non-taxation. ... We want to have a set of laws and regulations, which ensure: taxes are paid, 
where values are created und where the economic activities take place."2 

After all the tax revenue in a modern country serves largely to finance the infrastructure in the widest sense, 

that is the prerequisite for all economic activities in a country. Up to now, however, the practice in Europe, 

going back to the 1920ies, is different, so that an increasing part of the value created can leave the source 

country untaxed towards low-tax regimes (see subsec.1.2 below). 

1.1. Different forms of compensation of capital 

Economists define the total of the proceeds of economic activities in a country as its "value production". What 

tax administrations can actually levy taxes on is clearly not this fictitious entity, but the proceeds of individual 

enterprises, in accordance with the assignment of the different parts of these proceeds. One part is paid as 

compensation for labour (wages, salaries, fringe benefits, pensions). The other part, compensation of capital, 

goes to those who provide the different kinds of capital, external capital and equity3: 

 Compensation of external capital (loans and credits, licenses, patents) is paid as interest, license and pa-

tent fees and other royalties. 

 Compensation of internal capital (equity) is the remaining profit, part of which may be paid to the owners 

as dividends. 

Whereas taxes on profits follow welldefined rules, similar in all relevant countries, by levying taxes at the en-

terprise, the taxation of payments of interest and license fees is regulated in a very complicated and timecon-

suming way when crossborder payments are concerned. Following Gurria´s above motto they ought in any 

case be taxed in the source country before they go abroad. 

1.2. Traditional rules for the taxation of interest and license fees increasingly 

serve as loopholes for tax evasion 

At present most double taxation agreements concerned with cross-border business provide that only compen-

sation of labour and explicit profits are taxed in the source country, whereas interest and license fee payments 

are to be taxed at the beneficiary. Here is the loophole4 that in a global economy allows the so-called tax 

planning, i.e. systematic tax avoidance: If the receiver resides abroad, the national tax administration as a rule 

has no way to know or control whether this part of the earnings of the enterprise is taxed abroad at all or 

possibly taxed only at very low rates.  

Increasingly in the last decades offshore financing from banks and other financial institutions has become one 

of the favorite tax avoidance strategies for multinational enterprises. The part of their earnings paid as interest 

for credits and going out of the source country to creditors abroad is presently exempt from taxation in the 

source country at least in most relevant industrial countries. Once abroad the payments, using the channels 

available for large international enterprises, can easily be transferred to a tax haven; this is Gurria´s double 

non-taxation. 

Payment of license fees is indeed another loophole or rather barndoor, through which multinational enterprises 

can easily tranfer large parts of their earnings, untaxed in the source country, to tax havens5. It is the classic 

example of BEPS and it is the business principle of famous brands like IKEA and many others.  
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Thus obviously at present in many countries a considerable share of value production is allowed to go abroad 

untaxed and remain untaxed also at the final beneficiary. A withholding tax with an adequate tax rate on all 

interest payments, to domestic and likewise to foreign creditors, will obviously impede this type of evasion. 

1.3. OECD and EU action plans are recommendations without binding power 

At their 2014 meeting G20 have again emphasized the reform programme that the OECD and the G20 coun-

tries have begun to pursue: "Profits should be taxed where economic activities deriving the profits are performed and where 
value is created."6 But how can the new policy with respect to taxation of cross-border business, advocated by 

OECD and now also by G20 and the European Commission, be implemented in national tax law? 

The OECD action plan7 gives a rather complete collection of wellfounded proposals for the respective working 

groups which have been organized by OECD and thus in the end for proposals for tax legislation in OECD 

countries (and in all EU member countries). However, neither OECD nor G20 have authority over this legisla-

tion, and EU only insofar as its 28 member countries arrive at unanimous decisions8. Moreover the actual 

collection of taxes remains everywhere in the hands of national tax authorities, that are often reluctant to 

change their traditional practice. 

In December 2013 the European Parliament has passed a resolution demanding binding commitments against 

tax evasion and tax avoidance within the EU9. In July 2015 the European Parliament "stresses that tax avoidance 
by some Multinational Corporations can result in close-to-zero effective tax rates for the profits generated in European jurisdictions, 
highlighting the fact that such Multinational Corporations, while benefiting from various public goods and services where they operate, 
do not pay their fair share, thereby contributing to national tax base erosion"10. 

In June 2015 the European Commission has also published an action plan for "Ensuring effective taxation where 
profits are generated"11. Its implementation would need, however, unanimous support of all 28 EU Member States. 

At least the EU action plan, the OECD action plan and the G20 resolution show clearly, that attempts to fight 

tax avoidance and tax evasion are now watched and supported by the relevant international organisations. 

Now it is up to the parliaments and governments of the Member States to pass the necessary laws.  
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2. A unilateral withholding tax concurs with EU law 

To comply with the OECD action plan on BEPS, the individual countries are admonished to take appropriate 

measures within their tax regimes which ensure taxation at the site of value creation. The European Parliament 

"encourages further action at national level to tackle tax avoidance, within the EU and OECD frameworks"12. It should be empha-

sized that taxing all earnings without deduction for interest and license fee payments in and by the source 

country of these earnings could and should be at the center of any measures against tax avoidance13.  

The relevant EU directive on interest and royalties provides that payments are "subject to tax once in a Member 
State".14 The application of the directive can be refused by Member States, if one of the principal motives is, 

besides tax avoidance or abuse, tax evasion.15 

Many EU countries have themselves developed tax haven status, e.g. by providing some kind of so-called 

´interest, patent and license boxes´ with a very low tax or even zero tax rate for the received proceeds16. Thus 

the guarantee for a one-time taxation at an adequate rate can no longer be given. For direct or indirect pay-

ments to such boxes the provided applications for general withholding tax exemptions are futile since they 

can´t be accompanied by a proof that the final beneficiary (and not only the first receiver of the payment) is 

indeed taxed at an adequate tax rate.  

This development only increases the need for the countries damaged by such unfair tax competition to intro-

duce measures against BEPS that can be taken unilaterally.  

2.1. What is an adequate tax rate? 

Does an effective tax rate in the country of the receiver of slightly above 0% (e.g. 1%) satisfy the directive´s 

requirements? And if such a low tax rate is not sufficient, what is an adequate tax rate? 

 In 2003 when the directive became applicable the minimum nominal corporate tax rate in the EU was 12,5% 

(Ireland)17, in 2014 it was 10% (Bulgaria)18.  

 For the future European Common Consolidated Tax Base (CCTB) the European Parliament has proposed 

the introduction of a minimum tax rate of 7/10 of the EU average corporate tax rate19, resulting in just over 

15%. 

 The German law to prevent international fiscal evasion20 requires corrections in the tax declaration, if the 

foreign taxation ist less than two thirds of the German tax rate21, again resulting in a tax rate above 15%. 

Résumé: If the tax rate of the final beneficiary is clearly below 10%, an effective taxation within the EU is not 

ensured and this evidence of tax evasion entitles every Member State to refuse the application of the EU 

directive. 

2.2. Exemption only on request 

The directive applies only to payments between associated companies with a direct minimum holding of 25%22 

with an option for every Member State to require "an uninterrupted period of at least two years" for the holding23. 

The directive is not applicable for intermediaries24. 

The EU directive provides for an exemption only on request for every contract:  

 For exemption the source state may require for every payment an attestation to substantiate the fulfilment 

of the directive´s requirements25 and the legal justification for the payments (e.g. loan agreement or licens-

ing contract)26. 

 The source state may make it a condition for exemption that it has issued a decision currently granting the 

exemption following the attestation.27 
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 If the paying company or permanent establishment has withheld tax at source to be exempted ... a claim may be 

made for repayment of that tax at source28. 

Résumé: Withholding taxes can be implemented by an individual EU Member State; in very rare cases with-

holding taxes have to be repayed. 

2.3. Withholding taxes can be implemented unilaterally 

An unilateral withholding tax is explicitly allowed with some minor restrictions in the relevant EU directive on 

interest and royalties. In contrast to a common opinion, taxation at source of all earnings produced by an 

enterprise, whether declared as profit or transferred to another enterprise, domestic or abroad, as payment for 

interest or license fees, was and is not generally forbidden by the EU directive on interest and royalty payments. 

Quite the reverse: As clearly stated in the directive its aim was to prevent double taxation29, while guaranteeing 

that all income was indeed taxed once within the EU30. 

In its recent action plan for "A Fair and Efficient Corporate Tax System in the European Union" the European Commission 

plans to "amend the legislation so that Member States are not required to give beneficial treatment to interest and royalty payments 
if there is no effective taxation elsewhere in the EU"31. 

Résumé: Withholding taxes on all interest and license fee payments can be implemented unilaterally by indi-

vidual EU Member States (like Germany) without the need for EU unanimity, which, however, would be re-

quired for the implementation of the EC tax proposals of June 201532. 
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3. Imputation of withholding taxes 

3.1. Direct or indirect imputation of withholding taxes 

Imputation of withholding taxes is implemented according to the following two basic principles: 

 Direct tax credit: Foreign withholding taxes can be set off against domestic tax liability; in this case received 

payment plus tax credit is taxable (standard if a double taxation agreement is applicable).  

 Indirect tax credit: Foreign withholding taxes cannot be set off against domestic tax liability; but in this case 

only received payment is taxable (standard if no double taxation agreement is applicable). 

3.2. Presently complicated conditions apply for the imputation of withholding taxes: 

Example Germany 

In practice these principles are applied with many complicated conditions and limitations, as the following 

examples for Germany show:  

 Withholding taxes can be set off only against tax liabilities arising from income from the respective country; 

this can reduce the effective tax credit considerably.33 

 Withholding taxes cannot be set off against German trade tax liability; again this can reduce the effective 

tax credit considerably34. The indirect tax credit, however, also applies to the German trade tax. This ne-

cessitates complicated and expensive tax planning. 

 Losses resulting from withholding tax credits can be carried forward and may be used later for setting off 

against certain tax liabilities. Again this necessitates complicated and expensive tax planning. 

The following example may further illustrate the complicated practice35: 

 A German company consults a foreign company for 300 €, whereof 100 € are for know-how-transfer. The 

foreign state may impose a withholding tax of 30% on the total amount, i.e. 90 € (= 30% * 300 €), but the 

respective double taxation agreement may allow only 10% for know-how-transfer, i.e. 10 € (= 10% * 100 

€). The German company receives only 210 €, the foreign company transfers 90 € to the foreign tax ad-

ministration. 

 60 € withholding tax result from the consulting fee (excluding know-how-transfer) of 200 € where the double 

taxation agreement does not provide for a withholding tax. Therefore the German company can and has36 

to apply for a refund of 60 € at the foreign tax administration.  

 The other 30 € withholding tax result from the know-how-transfer of 100 €, where the double taxation agree-

ment does provide for a withholding tax of 10%, enabling the German company to get tax credit from the 

German tax administration. For the remaining 20 € the German company can and has to apply for a refund 

at the foreign tax administration.  
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4. Proposal: Unilateral withholding tax on all interest and license fee payments 

4.1. Implementation of an unilateral withholding tax 

(1) Comprehensive withholding tax 

To impede one popular method of tax evasion via low-tax regimes we propose a withholding tax on all interest 

and license fee payments37, organised in such way that it can be implemented unilaterally by any individual 

EU Member State (like Germany). This measure does not require EU unanimity, in contrast to the implemen-

tation of the EC tax proposals of June 2015. 

The proposed withholding tax (e.g. of 10%) should be levied on all interest and license fee payments irrespec-

tive of the tax residence of the final beneficiary of these payments.  

(2) Reimbursement of foreign withholding taxes by Germany 

In return all withholding taxes (up to 10% tax rate) paid to foreign tax administrations which have double taxa-

tion agreements with Germany would be unconditionally reimbursed to the German payee by the German tax 

administration. 

(3) Unilateral implementation 

When discussing the double taxation agreement it is solely up to the foreign country to decide 

 whether it introduces a 10% withholding tax for interest and license fee payments to Germany and 

 whether it reimburses payees located in its country for withholding taxes paid in Germany. 

Compared with the complex, time-consuming and costly present practice for the imputation of withholding 

taxes, this rather radical step towards the practice now will eventually make taxation much simpler and more 

efficient. For the initiation this measure would, however, require those double taxation treaties to be renegoti-

ated which do not allow adequate withholding tax rates. 

4.2. Examples 

Germany introduces 

 a 10%38 withholding tax for interest and license fee payments, which are deducted in Germany for tax 
purposes, 

 and reimburses all foreign withholding taxes (up to 10% tax rate) to the German payee, but only if the 
foreign country has a respective double taxation agreement with Germany. 

For the evaluation of the effects of the measure one should distinguish the case of payments of interest and 

that of payments of license fees. In both cases the effects do depend to a large extent on the tax residence of 

the payer and, respectively, the payee, as will be shown below. 

In the following examples the payer may owe the payee 100 €. 

(1) Case 1: German payer, foreign payee 

Presently, without withholding tax, the payment is exempt from taxation at the payer, because it is assumed to 

be taxed at the payee. With withholding tax the German payer pays the foreign payee 90 € and the German 

tax administration 10 €.  
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Subcase 1a : Reimbursement of the German withholding tax 

The foreign tax administration reimburses the foreign payee for the German withholding tax of 10 € resulting 

in a total income of the foreign payee of 100 €. 

Subcase 1b : No reimbursement of the German withholding tax 

The foreign tax administration does not reimburse the foreign payee for the German withholding tax of 10 € 

resulting in a total income of the foreign payee of 90 €. 

It now depends on the relative negotiating power of payer and payee whether the foreign payee can compen-

sate his lower income by successfully demanding a net payment of 100 € resulting in a price increase from 

100 € to 111 € (100 € net plus German withholding tax of 11 €). This price increase decreases the competi-

tiveness of the foreign payee as the German payer will try to find a payee (creditor or licenser) located in a 

country which reimburses the German withholding tax (e.g. a German supplier). In any case the foreign country 

will come under pressure to reimburse the German withholding tax. 

Example IKEA: IKEA holding gives a license to its local IKEA shops e.g. for a fee of 1 million € per year, which 

presently goes almost untaxed to IKEA holding (which finally is located in a tax haven). After introducing the 

proposed measure, the local IKEA shop has to pay 0,1 million € withholding tax to the German tax administra-

tion, which decreases its unfair competitive advantage over competing local shops. 

(2) Case 2: Foreign payer, German payee 

Again at present, without withholding tax, the payment is exempt from taxation at the payer, because tradition-

ally it is supposed to be taxed at the payee. If the foreign country has introduced a withholding tax, the foreign 

payer pays the German payee 90 € and the foreign tax administration 10 €. 

Subcase 2a : Foreign country has a double taxation agreement with Germany  

The German tax administration reimburses the German payee for the foreign withholding tax of 10 € resulting 

in a total income of the German payee of 100 €. 

Subcase 2b : Foreign country has no double taxation agreement with Germany 

The German tax administration does not reimburse the German payee for the foreign withholding tax of 10 

€ resulting in a total income of the German payee of 90 €. 

Again, it now depends on the relative negotiating power of payer and payee whether the German payee can 

compensate his lower income by successfully demanding a net payment of 100 € resulting in a price increase 

from 100 € to 111 € (100 € net plus foreign withholding tax of 11 €). This price increase decreases the com-

petitiveness of the German payee (creditor or licenser) who will in the future try to find a payer (i.e. a customer) 

located in a country which has a double taxation agreement with Germany. In any case the foreign country will 

come under pressure to negotiate a double taxation agreement with Germany to ensure the reimbursement of 

the foreign withholding tax to the German payee by the German tax administration. 

(3) Case 3: German payer, German payee 

Without withholding tax, German payer pays the German payee 100 €.  

After the introduction of the proposed withholding tax German payer pays the German payee 90 € and the 

German tax administration 10 €. The German tax administration reimburses the German payee for the Ger-

man withholding tax of 10 € resulting in a total income of the German payee of 100 €. 
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4.3. The implementation of withholding taxes requires 

adjustments of double taxation agreements 

(1) Considerably reduced withholding tax rates due to double taxation agreements 

Meanwhile many countries have introduced withholding taxes, in particular with respect to interest and license 

fee payments to related parties.39 In many cases existing double taxation agreements considerably reduce the 

withholding tax rate.40 Within the EU as a rule no withholding taxes are levied, neither for payments between 

related41 nor between unrelated parties. Like many other countries Germany has, however, introduced source 

and withholding taxes to prevent an inadequate use of double taxation agreements42.  

In Germany double taxation agreements with emerging and developing countries do provide withholding taxes: 

With China a withholding tax rate of 10% for interest and license fee payments was agreed43 in 2014, with 

Costa Rica44 5%. The double taxation agreements between Germany and industrialized countries as a rule, 

however, disallow withholding taxes.  

The German Finance Ministry is hesitant to support general withholding taxation, because they are afraid of 

net revenue losses if foreign withholding taxes had to be reimbursed by the German tax administration45. 

Therefore the German principles for negotiating double taxation agreements propose to avoid source taxes for 

interest and license fee payments.46 Accordingly German double taxation agreements usually do not provide 

for withholding taxes and therefore German payers, as a rule, do not have to withhold taxes at source for 

interest and license fee payments. 

(2) Action 15 of the OECD action plan could be used to adjust double taxation agreements 

For a (re)introduction of withholding taxes the double taxation agreements would have to be adapted step by 

step47. Action 15 of the OECD action plan provides a multilateral instrument for a consensus to be achieved 

between the participating countries on a simultaneous change of all respective double taxation agreements.48 

In a first step Germany would have to change its official position49 with respect to double taxation agreements 

(0% withholding tax with industrialized countries up to now). The actual German coalition agreement between 

CDU and SPD provides activities in this direction: "Double Taxation Agreements should not only prevent double taxation, 
but also non taxation. We will try to introduce appropriate provisions and in the meantime we will support this policy by aligning German 
national regulations."50 



OBERMAIR/JARASS, Wiesbaden/Germany Unilateral Withholding Tax to counteract Base Erosion and Profit Shifting 

page 11 

5. Résumé 

The proposed withholding tax increases the tax burden only for those who make use of tax havens or low tax 

regimes. The treasury of a country that enforces such reforms, if necessary unilaterally, will tendentially get 

increased tax revenue. Germany would have an additional net revenue of more than 4 billion € annually, even 

if the foreign withholding tax on payments going into Germany would be completely refunded by the German 

tax administration. 

Even if in the beginning the revenue increase would be less, the reform would counteract the trend of ever 

growing tax avoidance: 

 The growing tendency of double non-taxation would be reversed, the advantage of tax avoidance countries 

would be reduced and tax havens would become less attractive. 

 The tax advantage of multinational enterprises over small and medium enterprises and the resulting unfair 

competition would be reduced. 

Without powerful measures an ever growing share of the earnings of big business will no longer be taxed 

anywhere and countries like Germany will lose more and more revenue in the longer run. Holdings still residing 

in a normal tax country would be forced to move their head quarters (and the respective high paid jobs) to low 

tax countries (Netherlands, Luxembourg, Switzerland etc.). All these tendencies can be reversed with the im-

plementation of the measures sketched above. 

Once a country like Germany takes the initiative for a withholding tax it becomes easier for other countries to 

follow and join the struggle against tax avoidance, thereby enabling, step by step, a de facto international 

harmonisation by an increasing number of countries. 
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