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1) CFC rules and tax treaties – a conflict?

Effect of applying CFC rules vs. principles of tax treaties
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Each taxable company (according 
to the tax laws of the Contracting 
State) is treated as a separate 
taxpayer (for purposes of applying 
domestic tax law and tax treaties) 
and thus shareholders of such
companies are personally taxable 
only on those profits which are 
distributed to them by the company

Attribution of a CFC’s 
profits to its controlling 
shareholders, even 
though such profits 
were not distributed by 
the CFC to them



2) Rationale

� CFC rules are currently in force in 29 countries across the world; in three of 
five BRICS countries (Brazil, China and South Africa), and in other two 
BRICS countries (Russia and India) these rules are proposed to be introduced

� There is no international court or tribunal with ju risdiction to decide 
on the relations between domestic and international tax law

� Especially the case law of Supreme Courts may be useful when deciding 
about the compatibility of CFC rules with tax treaties
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� CFC rules should be strengthened (number 3 of the Action Plan on Base 
Erosion and Profit Shifting)



3) The Finish Supreme Administrative Court’s 
Ruling of 20 March 2002 in the A Oyj Abp case

� Art. 7(1) of the Finnish-Belgium tax treaty (1976) does not prevent the 
taxation of the Finnish parent company A Oyj Abp under the Finnish CFC 
rules on the profits of the Belgian subsidiary, even though the latter did not 
have a permanent establishment in Finland and its effective management 
was based in Belgium – disregarding the wording of Art. 7(1) of the treaty

� Reasoning based primarily on the objective and purpose of the tax treaty 
(prevention of tax avoidance and evasion) and the observations expressed 
in the 1987 OECD Report on Double Taxation Conventions and the Use of 
Conduit Companies and on the Commentary to the OECD Model released 
in 1992

� The Commentary (also of later date than the tax treaty in question) is for 
the Finish tax authorities and courts of exceptionally high value as a tool 
for interpreting tax law

3



4) The French Supreme Administrative Court’s 
ruling of 28 June 2002 in the Schneider case
� Pursuant to Art. 7 (1) of the French-Swiss tax treaty (1966) profits of 

Paramer, a Swiss company established in Geneva and wholly owned by 
Schneider SA – a company resident in France – cannot be taxed in France 
under the French CFC rules, since Paramer did not have a permanent 
establishment in France and its effective management was based in 
Switzerland

� If the French tax treaty itself does not contain the specific provision 
safeguarding the application of the French CFC rules, then the application 
of the French CFC rules violates the Art. 7 of the tax treaty

� Priority must be given to a linguistic interpretation of tax treaties and there 
is not room for interpreting tax treaties by referring to later versions of 
Commentaries 4

� Combating international tax avoidance and evasion cannot, per se, justify 
such a violation of the tax treaty provisions (the Commentary released on 
1977)



5) The Swedish Supreme Administrative Court’s 
ruling in RÅ 2008 case
� The analysis of CFC rules and the Swedish-Swiss tax treaty (1987) was

omitted because in the view of the Court  it was a conflict between two 
equivalent legal acts

� The problem was solved by applying the principle lex posterior derogat 
legi priori
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� Due to fact that the Swedish CFC rules were of later date than the Act of 
incorporation of the treaty, the former prevails



6) The Japanese Supreme Court’s ruling of 29 
October 2009 in the Gyo-Hi case
� The Japanese CFC rules were compatible with Art. 7 (1) of the Japan-

Singapore tax treaty (1995) because their application results in taxing the 
income of the Japanese shareholder, not the income of the Singapore CFC

� The OECD Commentary (2003) on the Art. 7 of the OECD MTC clearly 
states that CFC rules do not violate the OECD MTC and their application is 
widely accepted by the international community
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7) The Brazilian Supreme Court’s ruling of 10 
April  2013 in ADI 258 case (not published yet)
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� The narrowed application of the Brazilian CFC rules only to CFCs 
established in tax havens will generally fulfil international standards of these 
rules (but no the CJEU case law) and may be in line with the OECD 
approach (para. 26 of the Commentary on the Art. 1 of the OECD MTC)

� Brazilian CFC rules are considered to be: 
(i) unconstitutional if their application results in taxation of uncontrolled 

companies located outside tax havens (6 votes in favour of unconstitutionality);
(ii) constitutional if their application results in taxation of controlled companies 

located in tax havens (6 votes in favour of unconstitutionality);
(iii) inconclusive when these rules apply to controlled companies outside tax havens 

(5 votes against and 5 votes in favour of constitutionality); and
(iv) inconclusivewhen these rules apply to uncontrolled companies located in tax 

havens (5 votes against and 5 votes in favour of constitutionality). 

� Two of the justices (Rosa Weber and Teori Zavascki) during the debate on 
tax treaties (extraordinary appeal 541090) stated that applying the Brazilian 
CFC rules are not generally blocked by tax treaties in question (with India 
and China, no tax havens)



8) Conclusions
� The uniform qualification of CFC’s income as  business income of an enterprise

� The question of compatibility of CFC rules with tax treaties becoming more 
uniform in case law of Supreme Courts (only the French Court stated that the 
French CFC rules were incompatible with the French-Swiss tax treaty)
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� The tendency to the  interpretation of tax treaties in the light of effective combating
tax avoidance

� Referring to later versions of the Commentary becoming more a rule than an
exception

Even in the absence of safeguarding clause in a 
tax treaty, it is most likely that Courts would 

confirm the compatibility of CFC rules with tax 
treaties
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