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STUDY OVERVIEW

This report highlights the main findings and conclusions arising from the feasibility study on
a standardised relief at source system implementing the principles of the FISCO
recommendation.

By way of an introduction, Chapter 2 sets the scene for the study and provides sufficient basic
tax theory to enable the interested reader to understand the main issues in the report and put
them into perspective considering the fast-moving international exchange of information
environment.

It provides a high-level description of the double taxation generally arising on cross-border
securities income payments (WHT in the SC followed by another tax charge in the RC) and
the mitigation measures provided for in DTTs (relief at source or refund of WHT by the SC;
exemption or tax credit in the RC).

Chapter 3 provides an overview of the objectives, scope and main assumptions and
constraints. It also presents the structure of the report as well as the reference and applicable
documents, acronyms and definitions that are used in the report. Finally, it presents the
assumptions applying to the study and the selected cases assessed throughout the study:
Cross-Border Scenario, Reversed Cross-Border Scenario and Triangular Scenario.

Chapter 4 describes the governing principles of the two contemplated Models and is aimed at
paving the way for the comparison between them. The AIC Model should be regarded as a
variation of the SC Model, the main differences between these two Models being the
communication channels and other few principles linked to the first one. It ends by describing
the operating Models considering the various flows applicable to each: the TRI flow and the
cash flow (common to both Models) and the exchange of information flows (different
between the two Models).

Chapter 5 details the interactions between the contemplated Models and the EU and
international administrative cooperation framework. The Administrative Cooperation,
Recovery and Savings Directives and other international cooperation instruments are
analysed.

Chapter 6 aims at analysing the European legal tools available for putting the contemplated
Modelsin place within the EU and, if appropriate, with third countries.

Chapter 7 gives an overview of the possible data protection concerns that could arise from the
SC and AIC Models, as both entail the collection and cross-border exchange of personal (tax)
information regarding individuals by financial intermediaries and tax administrations.

Chapter 8 focuses on the effectiveness of the two Models and their ability to ensure tax
compliance by Investors, from both an RC and SC perspective.
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Chapter 9 presents the conclusions of the fraud analysis. Both Models as they currently stand
provide tax administrations of SCs and RCs with the opportunity to combat some of the fraud
risks existing in the current situation.

Chapter 10 presents the IT part of the feasibility study which compares the AIC and SC
Model from an IT architecture perspective.

Chapter 11 identifies the costs and benefits that the SC and AIC Models have compared to the
current situation, and the advantages and disadvantages of one Model compared to the other.
These questions were raised for each stakeholder: M Ss, the financia sector, Investors and the
EU budget.

Chapter 12 develops a high-level implementation plan based on the results from the previous
phases. This implementation plan describes a suggested methodology and the various stages
and phases, as well as provides an estimate in terms of timing for the implementation taking
into account the various interdependencies.

Chapter 13 is the concluding chapter of this study which provides an overview table of the
advantages and disadvantages of both Models.

* *
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CHAPTER 1 INTRODUCTION

This chapter provides an overview of the objectives, scope and main assumptions and
constraints. It also presents the structure of the report as well as the reference and applicable
documents, acronyms and definitions that are used in the report.

* * %
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1.1 DOCUMENT PURPOSE AND SCOPE

This final report presents the findings, conclusions and recommendations of the feasibility
study on a standardised relief at source system that the European Commission’s Directorate-
Genera for Taxation and Customs Union (DG TAXUD) has commissioned to PwC. The
objectiveisto present the main outcomes of the analysis conducted.

1.2 CONTEXT

This final report is part of the work that DG TAXUD decided to carry out to follow up to the
European Commission Recommendation on Withholding Tax Relief Procedures of 19
October 2009 (2). Although we hope that this final report will be helpful to the European
Commission in deciding how to best follow-up to the work in this areg, it has to be stressed
that this final report is without prejudice of any decisions that the European Commission may
take. The European Commission has not decided yet whether or not to launch any initiative in
this area.

1.3 DEVIATION FROM TEMPO

There is no maor deviation from TEMPO (3) in this report. The only deviations were justified
by readability considerations. Some schemas representing the models included in Appendices
4,5, 6 and 7 are available in A3 format as they are not readable under an A4 format. The
complexity of these models as well justified the use of various colours to highlight the
different steps.

1.4 ASSUMPTION AND CONSTRAINTS

This feasibility study compares two Models implementing a standardised relief at source
system: the SC and the AIC Models. The context of the development of these Models and
their structuring principles are set out in the current final report. However, general knowledge
of the EU framework in terms of exchange of information and legal tools and practices is
needed to have a good understanding of the various problems raised. In addition, familiarity
with the FISCO/TRACE work (4) is required to have an in-depth understanding of both
Models and be able to place them in their historical context.

1.5 STRUCTURE

The fina report is made of 13 chapters besides the executive summary and the study
overview. They are organised as follows:

o The present chapter presents the characteristics of the document, including an overview
of its structure;

2 C(2009)7924 of 19.10.2009
See list of abbreviations under heading " Terminology"
4 See Chapter 2

w
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Chapter 2 presents the main concepts in terms of WHT and DTT, and the international
context of the feasibility study;

Chapter 3 presents the scope and an overview of the study, its structure and identifies the
relevant scenarios that will be assessed throughout the study;

Chapter 4 presents the governing principles of both models, highlighting the main
differences between these and provides an operational description of each model including
the various tasks performed by the different stakeholders;

Chapter 5 analyses the interaction of each Model with the administrative cooperation
framework at EU and international level;

Chapter 6 presentsthe legal instruments available to implement one or the other Model;

Chapter 7 presents the data protection analysis and is aimed at highlighting the possible
data protection concerns taking into account the Data Protection Directive;

Chapter 8 analyses both Models looking at their effectiveness and their ability to ensure
tax compliance of the investors;

Chapter 9 analyses the ability of each model to fight against fraud;

Chapter 10 presents the IT anaysis. It evaluates the architecture to support the
information exchange in a standardised relief at source system under both Models,
suggests a way forward to implement the needed IT solution and compares the AIC and
SC Models with aview to identifying the preferred model from an IT perspective;

Chapter 11 presents the costs and benefits analysis, looking at the costs and the benefits
that the SC Model and the AIC Model would have compared with the current situation,
and the advantages and disadvantages of one Model compared with the other;

Chapter 12 develops a high-level implementation plan, suggesting a methodology and
defining the various stages and phases to implement a relief at source system, as well as
provides an estimate of what seems to be redlistic in terms of timing;

Chapter 13 presents the overall conclusions of the feasibility study.

1.6 TERMINOLOGY

This section provides the list of all abbreviations, acronyms and definitions used in the
document.
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1.6.1 ABBREVIATIONSAND ACRONYMS

ABBREVIATIONS/ TERM
ACRONYM

Al Authorised Intermediary

AlIC Authorised Intermediary Country

AlIN Authorised Intermediary Identification Number

AH Account Holder

Art. / Arts. Article/ Articles

BPMN Business Process Modelling Notation

CBA Cost-Benefit Analysis

CCN Common Communication Network between EU MSs' Tax Administrations

CFA Committee on Fiscal Affairs (Organisation for Economic Cooperation and
Development)

Cl Contractual Intermediary

ClvV Collective Investment Vehicle

CoR Certificate of Residence

DAC Directive on Administrative Cooperation (Council Directive 2011/16/EU of 15
February 2011 on administrative cooperation in the field of taxation and repealing
Directive 77/799/EEC)

DAH Direct Account Holder

DG MARKT Directorate General Internal Market and Services (European Commission)

DG TAXUD Directorate General Taxation and Customs Union (European Commission)

DTT Double Tax Treaty

El Excluded Intermediary

EUSD European Union Savings Directive

FATCA Foreign Account Tax Compliance Act (US legidlation)

FDAP Fixed, Determinable, Annual, Periodical

Fl Financial Institution

FFI Foreign Financial Ingtitution

FISCO European Commission’s Clearing and Settlement Fiscal Compliance (“FISCO”)
expert group

FTE Full-Time Equivalent

GDP Gross Domestic Product

IAH Indirect Account Holder

ICG Informal Consultative Group on the Taxation of Collective Investment Vehicles and
Procedures for Tax Relief for Cross-Border Investors (Organisation for Economic
Cooperation and Devel opment)

IEC International Electrotechnical Commission

IF Interface (5)

IMF International Monetary Fund

5  Thisabbreviation will only be used within the IT analysis; it will not be used as a standard abbreviation.
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ABBREVIATIONS/ TERM
ACRONYM
INV Investor
10 Information object (5)
IRS US Internal Revenue Service
ISD Investor Self-Declaration
ISMS Information Security Management System
I1SO International Organisation for Standardisation
ITF IT functionality (5)
KYC Know Y our Customer
LAC Logical application component
LTC Logical technology component
MS Member State
OECD Organisation for Economic Cooperation and Development
PQP Project Quality Plan
PS Platform service
QA Quality Assurance
QC Quiality Control
Ql Qualified Intermediary (US legidlation)
RaS Relief at source (5)
RC Residence Country
RFC Request for clarification (5)
RFI Request for information
RP Reportable Payment
SC Source Country
SCM Standard Cost Model
T-BAG Tax Barriers Business Advisory Group of the European Commission
TA Tax Administration
TEMPO TAXUD Electronic Management of Projects Online
TFEU Treaty on the Functioning of the European Union
TIEA Tax Information Exchange Agreement
TIN Taxpayer |dentification Number
TOGAF The Open Group Architecture Framework
TRACE Treaty Relief and Compliance Enhancement Group of the OECD
TRI Tax Rate Information
uc Use case
UClI Undertakings for Collective Investment
UCITS Undertakings for Collective Investment in Transferable Securities
VAT Value Added Tax
WA Withholding Agent
WAC Withholding Agent Country
WHT Withholding Tax
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Table 1: Abbreviations and Acronyms

1.6.2 DEFINITIONS

TERM DEFINITION
Authorised Any Intermediary that is recognised by the Competent Authority (on a
Intermediary contractual or another legal basis) as an Authorised Intermediary and is

therefore authorised, under certain terms and conditions, to clam WHT relief on
securities income on behalf of its Investors and on a pooled basis.

Account Holder

Any person that is a Direct Account Holder or an Indirect Account Holder and
with respect to which the Al acts as an Authorised Intermediary

Authorised
Intermediary
|dentification
Number

A unique combination of numbers assigned by the Source Country to an
Authorised Intermediary

Contractual
Intermediary

Any Intermediary that is neither an Excluded Intermediary with respect to the
Source Country nor acting as an Authorised Intermediary and with respect to
which the Al has received a valid Intermediary Declaration (original or copy)
for Contractua Intermediaries

o Certifying that the Intermediary is subject to Know Your Customer Rules
(except to the extent that it is an Intermediary only by reason of being a
Fiscally Transparent Entity) with respect to the Account Holders for which
claims are made through the Al;

e Authorising the disclosure of the declaration to relevant tax administrations
in accordance with its terms; and

e Agreeing to specified procedures for the recovery of under-withheld tax.

Competent
Authority

Competent Authority has broadly the same meaning irrespective of the
international exchange of information instrument (e.g. DTT, Directive on
Administrative Cooperation, Joint Council of Europe/OECD Convention on
Mutual Administrative Assistancein Tax Matters):

According to the OECD Modd Tax Convention, the term “Competent
Authority” recognises that in some OECD member countries the execution of
DTTs does not exclusively fall within the competence of the highest tax
authorities, some matters are reserved or may be delegated to other authorities.
Each Contracting State can thus designate one or more authorities as being
competent (Commentaries on Art. 3 of the OECD Model Tax Convention).

For the purposes of the Directive on Administrative Cooperation, the term
"Competent Authority of aMS" means the authority which has been designated
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TERM DEFINITION
as such by that MS (Art. 3.1 of the Directive on Administrative Cooperation).
The same applies in Joint Council of Europe/OECD Convention on Mutua
Administrative Assistance in Tax Matters.

Covered Payment | In genera (6), any payment of dividends or interest arising in the Source
Country received by the Al with respect to an account that has been designated
by the Al in as one for which it is acting in its capacity as an Authorised
Intermediary.

Direct Account | Any person (including another Intermediary) who has an account directly with

Holder an Authorised Intermediary

Excluded An Intermediary that has been designated as such by the Competent Authority

Intermediary

Fiscally An entity or arrangement with respect to which, under applicable tax treaties or

Transparent Entity

the domestic law of the Source Country, the partners, beneficiaries or similar
persons are treated for tax purposes as the owners of the income received by the
entity or arrangement

Indirect Account

Holder

Any person who receives amounts that have been paid through an Authorised
Intermediary but who does not have a direct account relationship with the
Authorised Intermediary.

For example, a person that has an account with aforeign Intermediary which, in
turn, isa Direct Account Holder of the Al isan Indirect Account Holder.

A person is an Indirect Account Holder even if there are multiple tiers of
Intermediaries (each of which would also be a Direct or Indirect Account Holder
of the Authorised Intermediary) between the person and the Authorised
Intermediary.

If a Fiscally Transparent Entity acts as an Intermediary under these Procedures
by making claims on behalf of its partners, beneficiaries, or similar persons,
each such partner, beneficiary or ssimilar person shall be treated as an Account
Holder.

Information object

Any data sets or reports used as input and/or output during a process steps. They
can be generated, used or processed by IT functionalities.

Interface

A tool and concept that refers to a point of interaction between two IT
functionalities or logical components. Interfaces are used to exchange
information objects between IT functionalities or logical components.

6  Except to the extent modified by the agreement concluded by the Al and the SC.
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TERM DEFINITION
Investor Any person that receives a Covered Payment and that is not acting as an
Intermediary with respect to that Covered Payment
Investor Self- | The certification, in one of the forms set out, provided by an Account Holder to
Declaration an Intermediary,

o Certifying that the Account Holder is the beneficial owner of the income to
be paid or credited to the account(s) to which the certification relates;

e Providing certain additional information relevant to determining the
appropriate rate of withholding to be applied to the income to be received;

« Authorising the disclosure of the declaration to relevant tax administrations
in accordance with itsterms; and

o Agreeing to specified procedures for the recovery of under-withheld tax.

IT functionality

A certain functionality provided by an IT system. IT functionalities are used to
describe the software capabilities of alogical application component.

Know Y our

Customer

Customer due diligence and record-keeping requirements relating to the opening
and maintenance of accounts with financia services firms that are based on the
relevant principles established by the Financial Action Task Force, including in
particular Recommendations 4-11 of the 40 Recommendations relating to
measures to prevent money laundering and terrorist financing and the 9 Specia
Recommendations relating to terrorist financing as they relate to financial
institutions (found at www.fatf-gafi.org)

Logical application
component

A product and technology neutral description of an IT component which
resembles a part of an IT system. It provides information objects and IT
functionalities to the user or other IT systems.

Logical technology

A product and technology neutral description of an IT component which

component resembles a part of an IT infrastructure. It provides platform servicesto other IT
systems.
Payer Any person that makes a Covered Payment, directly or indirectly, to an

Authorised Intermediary

Platform service

A certain functionality provided by an IT infrastructure component. Platform
services are used to describe the software capabilities of a logical technology
component.
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TERM DEFINITION
Reportable In general (7), any Covered Payment, but only to the extent that the Covered
Payment Payment

e Is pad directly, or indirectly through one or more Contractua
Intermediaries, to another Authorised Intermediary acting in its capacity as
an Authorised Intermediary; or

e If not so paid, is either:

Paid, directly or indirectly, to a person who is a resident of the Source
Country for tax purposes; or

A payment that qualifies for a reduction or exemption from
withholding tax in accordance with Double Tax Treaties.

Residence Country

(8)

Country where the investor hasits tax residence

Source Country (8) | The country from which dividends and interest payments arise

Standard A unique combination of letters or numbers, however described, assigned by a
Transmission country or other taxing authority to its residents and used to identify the
Format residents in the course of collecting taxes

Tax Rate | Pooled information provided by an Authorised Intermediary to a Payer
Information regarding the withholding rate to be applied to a payment

Withholding Agent

The person who is required, under the laws of the Source Country, to withhold
tax on a Cover Payment and remit it to the Source Country. The term includes
an Authorised Intermediary that has also been authorised to assume withholding
responsibility

Table 2: List of definitions

7 Except to the extent modified by the agreement concluded by the Al and the SC.
8  Notethat these definitions will have to be refined and detailed according to the legal aspects they cover.
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1.7 DocCUMENT CONVENTION

This section provides the details of the convention used in the various flowcharts included in
the report. The flowcharts have been drawn following the Business Process Modelling

Notation.
BPMN NOTATION BPMN DESCRIPTION
ELEMENT
NAME
Pool A pool represents a participant in a process. It acts as a
"graphical container” used for partitioning a set of
activities from other pools.
Q Start Event Event that indicates the start of the process activities.
. End Event Event that indicates the end of the process activities.
Task Indicates atomic activity within the process, i.e. task which
Task | cannot be broken down to afiner level of detail.
Gateway Decision box or gateway, used to control the process flow,
i.e. to decide whether the process flow must follow one
direction or another.
- » Sequence Used to show the order in which activities are performed.
Flow
....... > Association Used to associate information (e.g. a Data Object) to an
_________ Event, an Activity or a Gateway. An Association can be
directional (arrow) or not.
DataObject | Represents a document (spreadsheet, form, reference
Data manual, etc.) or a database.

Table 3: Notation followed in the flowcharts' document

1.8 REFERENCE, APPLICABLE DOCUMENTSAND SPECIFIC STANDARDS

Reference and applicable documents can be found in Appendix 29.

* *
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CHAPTER 2 BACKGROUND

The objective of this chapter is to set the scene of the study and enable the interested reader,
whatever his or her professiona background, to have sufficient basic tax theory to understand
the main issues of this report, and put it into perspective considering the quickly moving
international exchange of information environment. To reach its informative objective, this
chapter is necessarily simplifying and does not claim to be exhaustive.

This chapter starts with a high-level description of the double taxation generally arising upon
cross-border securities income payments (WHT in the SC, followed by another tax charge in
the RC) and the mitigation measures provided for in DTTs (relief at source or refund of WHT
by the SC; tax credit in the RC).

The main principles included in the FISCO Recommendation, which is amed at
“generaising” relief at source, as opposed to refund procedures, and at making these
procedures more efficient are then detailed. In particular, it is recalled that, in order to ensure
proper operation of a generalised relief at source system, exchange of information should be
organised both towards the SC (to ensure correct application of the DTT rates) and towards
the RC (to ensure compliance).

The two different collection and exchange of information paradigms (collection and exchange
of information by the SC or by the AIC) are introduced to the reader for the first time.

These two paradigms are analysed from various angles in the following chapters of this
report. At this stage, however, it is important to include the question of the application of
DTT reliefs and the correlative exchange of information between countries in a broader
context. To this end, this chapter covers a range of cross-border exchange of information
initiatives: the QI regime, the Savings Directive regime, the OECD work (including the ICG
Report), FATCA, the Directive on Administrative Cooperation, Art. 26 of the OECD Model
Tax Convention, the OECD/Council of Europe Multilateral Convention on Mutual Assistance
in Tax Matters, and the Rubik agreements..

0120454/1/039949PRM.LSE Page 24 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 2 BACKGROUND

2.1 WITHHOLDING TAX AND DOUBLE TAX TREATIES

1. Withholding Tax around the World. The vast mgority of countries around the world
apply WHT on securities income (basicaly dividends and interest). The WHT is deducted
either by the Issuer of the securities or by a Financial Intermediary (FI) that isinvolved in the
payment of the income, a so-called Withholding Agent (WA).

In many cases taxing rights are shared between the SC and the RC pursuant to aDTT. In most
of the DTTs, the SC (i.e. the country where the Issuer of the securities is established) is
entitled to tax part of the movable income paid (dividends or interest). This taxation normally
takes the form of a WHT. On the other hand, the RC (i.e. the country where the Investor is
established/resident) keepsits right to tax the income collected by the Investor according to its
local income tax rules.

In order to mitigate, as much as possible, the double taxation (a first taxation in the SC, a
second taxation in the RC), most of the DTTs provide for two mechanisms, being one in the
SC and the other in the RC.

o Itisgenerally provided that the SC will cap the WHT it applies to the income paid (i.e. a
maximum rate). In theory, the SC can either provide for arelief at source (i.e. a reduction
of the WHT rate directly upon payment of the movable income to the Investor) or arefund
method (i.e. where the Investor is entitled to a refund equal to the difference between the
tax rate provided for in the internal tax legidlation of the SC and the DTT rate);

« In the RC, the double taxation is in principle mitigated by applying a tax credit with
respect to the income collected by the Investor.

Non-resident Investors may often be entitled to alower WHT rate or even an exemption from
tax in the SC, compared to the tax rate provided for in the internal tax legislation of the SC.

In practice, the application of such reduced WHT rate or exemption often takes the form of a
so-caled “refund procedure”, whereby the WHT is first applied and then refunded. The
timing for the refund can be very long and the procedures very burdensome, which leads to
inefficiencies (the beneficial owner of the income bearing the cost of the timing difference to
the benefit of the SC).

In addition, the procedures to claim treaty benefits are often complicated and vary
considerably among countries so that most portfolio Investors just cannot afford to seek the
application of the rights they are in principle entitled to.

2. The Giovannini Group and the FISCO Group. The Giovannini Group of financial
market experts identified 15 barriers to the integration of EU securities post-trading systems
in a report of 2001, “Cross-border clearing and settlement arrangements in the European
Union” , and 2003, “ Second Report on EU Clearing and Settlement” (o).

9  http://ec.europa.eu/economy_finance/eu/integrating/giovanni_group/index_en.htm
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The second Giovannini Report recommended, inter alia, that all financial intermediaries
established within the EU should be allowed to offer withholding agent services in all of the
MSsto ensure alevel playing field between local and foreign intermediaries (Barrier 11).

The EU Clearing and Settlement Fiscal Compliance Experts Group (“FISCO”) that was
created in March 2005 following the Communication “Clearing and Settlement in the
European Union — The way forward” had as one of its key objectives the resolution of
Giovannini Barrier 11 (10).

The FISCO Group published two reports: “Fact-Finding Sudy on Fiscal Compliance
Procedures Related to Clearing and Settlement within the EU” was issued in 2006 and
“ Solutions to Fiscal Compliance Barriers Related to Post-Trading within the EU” was issued
in 2007.

As indicated in those reports, the granting of WHT relief at source rather than through a
refund procedure would be amajor step towards simplification of WHT procedures.

3. The FISCO Recommendation. On 19 October 2009, further to the work of the FISCO
Group, the European Commission adopted a Recommendation on Withholding Tax Relief
Procedures (11). The aim of the FISCO Recommendation, which was a joint initiative of the
Directorate Generals for Taxation and Customs Union and for Internal Market Services, isto
make it easier for an Investor that is resident in one EU MSto claim WHT relief on securities
income received from another MS. In broad terms, the FISCO Recommendation formulates
proposals for improving the way tax administrations could grant relief from WHTSs at source
rather than apply refund procedures.

The suggested approach isto use an Al system whereby MS allow (foreign) Flsto claim relief
from WHT on behalf of their Investors and on a pooled basis (Information Agent - I1A). MSs
are also encouraged to allow IAs, if they wish to do so, to take primary withholding
responsibility (i.e. effectively collect the WHT and pay it to the SC) therefore acting as
Withholding Agents (WA).

To counter-balance the risk of tax fraud/evasion arising from the pooling of information, Als
would be required, under this system, to report investors detailed information to the SC.
Moreover, this information is expected to be provided aso to the RC. In such a way the SC
would be in a position to check whether the WHT relief has been correctly granted and the
RC would be able to confirm to the SC whether an investor who purported to be tax resident
in that country is effectively resident therein for tax purpose. Moreover, this would enable the
RC to check whether that investor has declared and paid the tax due in his’her RC on cross-
border securities income that are subject to reporting.

Under this simplified system, Als would clam WHT relief based on an Investor-Self
Declaration (1SD) which would replace Certificates of Residence (CoR).

10  http://ec.europa.eu/internal_market/financial-markets/clearing/compliance_en.htm
11 C(2009)7924 of 19.10.2009. More information can be found at the following link:
http://ec.europa.eu/taxation_customs/taxation/personal _tax/taxation_securities/index_en.htm
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It should be noted that the Model outlined in the Recommendation is not described in details
and is limited to a number of basic principles broadly corresponding to the approach being
taken by the OECD in its TRACE work, which is exhaustively defined in the Implementation
Package. The latter isinspired broadly by the QI system implemented by the US.

More in details, the Commission’s Recommendation encouraged Source (Member) States to
implement some simplification elements in order to ease the application of the DTT WHT
rates (either in the framework of a refund or of a relief at source). These elements can be
summarised as follows:

Relief at Source (Paragraph 3). Application of reliefs at source instead of refund
procedures;

Standardised and Quick Refund Procedures (Paragraph 4). Where, in exceptional
cases, tax relief at source is not feasible, source M Ss are invited to set up standardised and
quick refund procedures:

Authorisation of Fls to submit refund claims on behalf of their Investors;

Use of asingle contact point for the introduction and handling of all the refund claims
and publication of the relevant information on refund procedures on a website, in at
least one language customary in the sphere of international finance;

Use of common formats for refund clams which would be able to be filed
electronically;

Refunding in a reasonable period of time and normally, at least, within 6 months of
receipt of the refund clam by the relevant tax administration, provided that all
necessary information is available;

Role of Information and Withholding Agents (Paragraph 5). Where there is a custody
chain involving severa Fls:

The Reporting Agent closest to the Investor should verify whether the Investor is
entitled to tax relief and should store the documentation received,

The Reporting Agent closest to the Investor should report Investor specific
information to the source M S either on an annual basis or upon request;

Each Reporting Agent in the custody chain should pass pooled WHT rate information
to the next Reporting Agent in the chain so as to reach the WA; and

The WA should apply WHT relief at source on the basis of the pooled WHT rate
information received;

Conditions for Financial Intermediaries (Paragraph 6). Source MSs are invited to lay
down proportionate and non-discriminatory conditions and obligations in order for a
Financial Intermediary to be authorised to act as a Reporting Agent or even WA;
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4.

Documentation Proving Entitlement to Tax Relief (Paragraph 7). Source MSs are
invited to allow aternative proofs of the Investor's entitlement to tax relief to Certificates
of Residence issued by the residence M S (e.g. self-certification by the beneficia owner);

Information and Documentation in Electronic Format (Paragraph 8). Source MSs are
invited to allow Reporting Agents and WAs to transmit and archive information and
documentation by electronic means;

Supervision (Paragraph 9). MSs are invited to set up procedures to investigate the
compliance of Reporting Agents and WASs with obligations created in accordance with
this Recommendation. This could include single or joint audits by the tax administration
of the source MS and/or the tax administration of the MS where the information or
Withholding Agent is located/established or audits by Independent Reviewers;

New Communication Channels (Paragraph 10). In addition, to ensure proper operation
of this system and the validity of the information exchanged, the Recommendation
suggests that new channels of communication should be created and/or existing channels
adapted where appropriate. For instance, it might be envisaged to leverage on aready
existing EU communication channels, such as those set in place further to the
implementation of the Savings Directive.

Follow-up to the FISCO Recommendation. To follow-up on the FISCO

recommendation, the European Commission has set up two working groups:

5.

The FISCALIS Project Group. This group, which has been set up by DG TAXUD
under the FISCALIS programme, is made up of representatives of a limited number of
MSs which volunteered to participate (12) (the “ FISCALIS Project Group”). Its mandate
iIs to work on concrete ways to implement the principles outlined in the FISCO
Recommendation. The FISCALIS Project Group was also responsible for cooperating
with PwC in carrying out the feasibility study;

The T-BAG. The Tax Barriers Business Advisory Group (“ T-BAG” ) has been established
by DG MARKT and includes representatives from business. Its mandate is to update the
European Commission on the current state of WHT relief procedures in the MSs as well
as to advise it on how to implement in practice the principles outlined in the FISCO
Recommendation from a business perspective.

The OECD TRACE Work. The principles outlined in the FISCO Recommendation

largely correspond to the approach being taken by the OECD in the "Treaty Relief and
Compliance Enhancement” — TRACE project (13). This work led to the release, in February
2010, of draft documentation to be used for cross-border tax clams (the "Implementation
Package") (14). As far as information reporting/exchange is concerned, the Implementation

12

13
14

The MSs participating in the Project Group are as follows: Austria, Belgium, the Czech Republic, Germany,
Greece, Ireland, Italy, Malta, the Netherlands, Spain and the United Kingdom.
http://www.oecd.org/ctp/taxtreati es/aboutthetracegroup.htm

http://www.oecd.org/tax/taxtreati es/oecdrel easesdraftdocumentati onforcross-bordertaxclaims.htm
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Package requires an Al that wants to claim benefits not just to pass pooled information up the
chain of intermediaries, but also to report, directly to the SC, on an annual basis, investor-
specific information regarding the beneficial owner of the income. The SC would, once it
receives the information, be expected to provide it to the investor's RC via automatic
exchange of information programmes. Idedlly, the RC would notify the SC reasonably soon
thereafter if the investor who purports to be a resident of the RC is, in fact, not so. The Al
would also be required to provide to the SC information on its clients who are residents
therein and are not, therefore, claming DTT relief.

2.2 INTERNATIONAL CONTEXT

6. The Need for (Exchange of) Information. The question of the application of DTT
reliefs and the correlative exchange of information between countries must be included in a
broader context.

“In today’s globalised economy [...] effective information exchange is essential for countries
to maintain sovereignty over the application and enforcement of their tax laws and to ensure
the correct application of [DTTs]. Given that an increasing number of taxpayers are
engaging in cross border activity, tax authorities need an effective legal mechanism for
obtaining information from their treaty partners to ensure compliance with the tax laws.
While taxpayers can operate in a global world relatively unconstrained by national borders,
tax authorities must respect these borders in carrying out their functions. Exchange of
information provisions offer a legal framework for co-operating across borders without
violating the sovereignty of other countries or the rights of taxpayers’ (1s).

In this respect, most countries started to take into account the loss of earnings resulting from
the tax fraud/evasion and the poor exchange of information between them as from 2000.

7. Exchange of Information v. Anonymous WHT. It appears nowadays that there is a
broad consensus about the fact that Fls should, where appropriate, play a role of tax
intermediaries in cross-border transactions (16). There are basically two ways in which

15 http://www.oecd.org/tax/oecdrel easesnewprovisi onsforexchangeofinformationbetweentaxauthorities.htm

16 Beyond FATCA: An Evolutionary Moment for the International Tax System, Itai Grinberg, Draft of
January 27, 2012, Abstract: “ The international tax system is in the midst of a novel contest between
information reporting and anonymous withholding models for ensuring that states have the ability to tax
offshore accounts. (...) Four incongruent initiatives of the European Union, the OECD, Switzerland, and the
United States together represent an emerging international regime in which financial ingtitutions act to
facilitate countries' ability to tax their residents offshore accounts. The growing consensus that financial
institutions should act as “ tax intermediaries’ cross-border represents a remarkable shift in international
norms that has yet to be recognized in the literature. What remains is a contest as to how financial
institutions should serve as tax intermediaries cross-border, and for which countries. (...) The eventual
triumph of an information reporting model over an anonymous withholding model is key to (1) allowing for
the taxation of principal, (2) ensuring that most countries are included in the benefit of financial institutions
serving as tax intermediaries cross-border, and (3) encouraging taxpayer engagement with the polity and
supporting sovereign policy flexibility, especially in emerging and developing economies.” The author is
Associate Professor, Georgetown University Law Center. Until the summer of 2011, the author served in
the Office of International Tax Counsel at the United States Department of the Treasury. In that capacity he
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(domestic and/or foreign) Fls could play such role: either as (foreign) WA or as (foreign)
Reporting Agents:

« WHT. When aFl actsasaWA, it generaly collects the tax on behalf of the SC (“classic”
WHT) but it can also be the case that taxes are collected, by way of an anonymous WHT,
on behalf of the RC (e.g. in the framework of the Savings Directive, during a transitional
period and in lieu of automatic information exchange; in the framework of the Rubik
project — cf. Appendix 1). The latter system is often applied in countries where some
restrictions still exist (e.g. within the EU in Austria and Luxembourg, outside the EU in
Switzerland);

« Exchange of Information. When a Fl acts as a Reporting Agent, its main duty is to
collect the relevant elements of information required by the taxing authority. Again, such
taxing authority can either be the SC (e.g. the QI regime) or the RC (e.g. the Savings
Directive asit is commonly applied).

The current trend is towards more exchange of information across borders, athough some
specific projects/agreements still provide for anonymous WHT. In this respect, Appendix 1
briefly presents the various initiatives taken in Europe, in the US and at the OECD level
(including, but not limited to, the QI regime, the Savings Directive, some OECD works,
FATCA and Rubik agreements).

In the framework of this study, the main question is "how", in the context of a smplified
WHT relief at source system, the international exchange of information should be organised
both towards the SC (to ensure correct application of the DTT rates) and towards the RC (to
ensure correct income tax treatment) with specific consideration to the channels used in this

respect.

In this regard, the study covers the assessment of two main Models that, in the remainder of
this document, are referred to as the “AIC Model” and the “SC Model”. In a nutshell, these
two Models can be described as follows:

« AIC Mode. The Al closest to the beneficial owner reports the information to the MS
where it is established, which then passes the information automatically to both source
and residence M Ss (called the “AIC Model” as the cross-border information flows passes
through the AIC);

« SC Modd. The Al closest to the beneficia owner reports the information to the source
MS, which then provides this information automatically to the residence MSs (called the
“SC Model”).

was substantially involved in FATCA from its inception, and also represented the United States at the
OECD and at the Global Forum on Transparency and Exchange of Information for Tax Purposes.
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CHAPTER 3 SCOPE, OVERVIEW AND ASSUMPTIONS OF
THE STUDY

This chapter first presents the overall scope of the study, being the comparison between the
AIC Modd and the SC Model from various perspectives. tax compliance, fraud, interactions
with EU legal framework and DTTS, legal, IT and Cost Benefit.

The second section of this chapter describes the assumptions applying to the study and the
third section highlights the relevant scenarios that will be assessed through the study.

* % %
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3.1 Scope AND OVERVIEW

8. Assessment of Two M odels. With respect to the flow of the Investor-specific information
to the tax administrations of the source and residence MSs, many different approaches could
have been explored.

Nevertheless, the European Commission has decided, for practical reasons, to limit the scope
of this study to the assessment of two most likely Models that, in the remainder of this
document, are referred to as the “SC Model” and the “AlIC Model”. In a nutshell and limiting
the description to the information communication channels, these two Models can be
described as follows:

« SC Modd. The Al closest to the beneficial owner reports the information to the source
MS, which then provides this information automatically to the residence MSs. It is the
result of the OECD works described above, in particular the ICG report and the draft
Implementation Package.

« AIC Model. The Al closest to the beneficial owner reports the information to the MS
where it is established, which then passes the information automatically to both source
and residence M Ss. The AIC Model was initially inspired by the FISCO Recommendation
and by the Savings Directive routing system for information reporting/exchange.
Considering that no detailed description of the “AIC Model” existed at the beginning of
the study (the exchange of information via the AIC being the only existing feature), it has
been developed from scratch. In doing so we have worked on the assumption that the AIC
Model would be broadly based on the same governing principles as the SC Model, unless
the adoption of different communication channels for information reporting/exchange as
well as the fact that it would be applied in an EU context would justify or require some
further variations. It should be noted that the AIC Model has been defined only for the
purpose of conducting this feasibility study. No definitive decision has been taken by the
European Commission in this respect.

9. Multifold Comparison — Overview of the Study. The comparison between the SC
Model and the AIC Model considers severa aspects. . The comparison encompasses. an
analysis in terms of interaction with the EU and International Administrative Cooperation
framework; an anaysis from a legal perspective (i.e. legal tools available in the EU to
implement the proposed system and data protection issues); an analysis of tax compliance,
fraud (i.e. including an assessment of the risks of tax fraud and the identification/eval uation of
mitigation measures to tackle identified risks), effectiveness and simplification. The Study
also looks at the IT issues linked to the implementation of the proposed system and includes a
cost/benefit analysis. Findly, it provides guidelines for a high-level implementation plan.
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3.2 ASSUMPTIONS

10. Preliminary remark. The study is based on the following simplifying assumptions.
These assumptions have been chosen taking into account the objective of the study, which is
to assess the feasibility of the contemplated Models (SC Model and AIC Model).

11. Focus on Information Flows. The key factor differentiating the Models is the
information flow scheme. The study therefore takes as a starting point, and essentially focuses
on, the information flows provided for in both Models.

This notion includes al information flows between Fls (i.e. the pooled information), between
Fls and MSs tax administrations (i.e. information reporting) and between MSsS tax
administrations (i.e. information exchange). It also includes the transmission of validations
and correction reports as well as the transmission of feedback reports between M Ss.

The study, however, also formulates some recommendations on other aspects as far as the
analysis demonstrates that the adoption of the AIC Model for information reporting would
require/justify changes to other elements of the system as described in the Implementation
Package.

12. The OECD Model Tax Convention as a Starting Point. When referring to DTTSs, the
study only considers the OECD Model Tax Convention.

This pragmatic approach has been agreed upon given the fact that the assessment of a wide
range of DTTs would probably not have influenced the choice between the AIC Model and
the SC Model. A particularity in a given DTT would indeed most probably have the same
consequences (in terms of checks, exceptions, etc. to be put in place) regardless of the Model

applied.

Before any of the two Models is implemented, each DTT should in principle be submitted to
an analysis that considers both countriesin turn as SC and RC. Such analysis should cover the
treaty rates (interest and dividends) and any conditional exemptions, but it could also cover
the following issues, which might all be relevant when applying for, and checking the
application of, a reduced WHT rate: definition of person (Arts. 1-3 of the OECD Model Tax
Convention); definition of resident (Art. 4); definition of permanent establishment; definition
of beneficial owner; Triangular Scenario (payment of income by an establishment); definition
of dividend/interest; possible application of anti-abuse provisions such as limitation on
benefits clause, etc.

As regards the OECD Model Tax Convention, a choice had to be made as to the most
appropriate version, considering the DTTs currently in force (as the OECD Model Tax
Convention and its commentaries have evolved over time). Considering the limited changes
in the relevant Articles of the OECD Model Tax Convention itself, the analysis is based on
the last OECD Model Tax Convention available and its commentaries (July 2010) with,
however, some reservations as regards the tax treatment of CIVs mentioned in these
commentaries.
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13. No Analysis of Recovery Measures. The study does not analyse in depth the possible
recovery processes in cases of tax fraud/evasion and/or mistakes (wrong application to be
corrected by means of a recovery measure) nor the Recovery Directive (apart from the
interactions between each Model and said Directive and the vaue/importance of this
Directive for the functioning of the system).

14. No In-Depth Tax Analysis of the Existing Situation. The existing situation in the SCs
in general is deemed inefficient and too burdensome for portfolio Investors to be able to seek
the application of the rights they are in principle entitled to pursuant to the applicable DTTs.
As a result, the study essentially focuses on the assessment and the comparison of the AIC
and SC Models, without analysing the existing situation in detail.

The existing situation is nevertheless assessed, in the framework of the cost-benefit anaysis
(Chapter 11), from a high-level perspective as far asit is necessary to identify the benefits and
the constraints that the various actors, and especiadly the tax administrations of the MSs,
would face if one, none or both Models were implemented.

15. Only Double Tax Treaty Relief. The Recommendation suggests possible ways for MSs
to improve their procedures for granting WHT relief on cross-border securities income earned
by EU Investors pursuant to DTTs and domestic law.

The study nevertheless only covers the application of WHT relief based on DTTSs, keeping in
mind that domestic law WHT reliefs could aso be applied to any of both Models provided
that the domestic law requirements can indeed be fulfilled with the elements of information
expected to be exchanged (e.g. domestic WHT exemption subject to a mere residence
criterion).

16. Treatment of CIVs. The treatment of ClIVsis complex and variesfrom DTT to DTT and
country to country (treaty access or not, transparency or not) and most DTTs do not (yet) lay
down specific regimes with respect to CIVs. Nevertheless, CIVs are major Investors/operators
in the European market and thus cannot be left aside in this study.

Assuming the study should not analyse in depth the different tax treatments that MSs could
apply to CIVs and should be limited to an assessment of how the standardised relief at source
system could work when investments are made via CIVs, a pragmatic approach has been
followed based on two of the four aternatives proposed by the OECD (bearing in mind that
the treatment of CIVs could basically be the same under both the AIC Model and the SC
Modél):

« If aCIV (irrespective of itslegal form e.g. company, pension fund, partnership, trust, etc.)
is entitled to treaty benefitsin its own right, then it should be able to complete an ISD on
its own behalf and provide it to the FI that holds securities on behalf of the CIV;

« Those entities that are not entitled to treaty benefits in their own right would be included
in the definition of "intermediary”. Accordingly, provided that such entities are authorised
by the relevant SC, it could be treated as an Al and make claims on behalf of each of its
individual Investors on a pooled basis. Of course, the SC could choose not to enter into
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such an agreement, in which case the entity would be required to provide, to the payer,
ISDsrelating to each of its beneficiaries.

17. Treatment of Insurance Companies. The assumption has been taken that, in the
countries covered by the study, life insurance products (e.g. unit-linked and non-unit linked
life insurance products) are not considered transparent from a tax perspective. In other words,
insurance companies are considered as the beneficial owners of the income arising from their
portfolio investments, irrespective of whether or not the investments in question relate to
representative assets, and will thus be entitled to complete an 1SD on their own behalf and
provide it to the FI that holds the securities.

18. Definition and Level of Information Required. As the main focus of the study is the
analysis of the channels of information used to exchange information towards the RCs and the
SCs, the definition and level of information required are out of scope. These elements have
indeed aready been considered in the Implementation Package and both the AIC Model and
the SC Model are similar on that point.

The level of information described in the Implementation Package is thus used as a basis for
the study. The study therefore considers the following elements of information as a minimum
that has to be exchanged:

« Thename, address and Authorised Intermediary Identification Number (AlIN);

« The name, address and Taxpayer Identification Number (TIN) of the Account Holder (or
other form of information or combination of information (e.g. address and date of birth)
used by a country or other taxing authority to identify its residents for the purposes of
collecting taxes) and country of residence in the case of an Account Holder that is not an
Al; and

« Information regarding the amount of a Reportable Payment, the date on which it was paid
or credited to the Account Holder, details of the securities in respect of which the payment
was made, and amount of tax withheld from the Reportable Payment.

Nevertheless, in the framework of the fraud analysis, the study addresses the question whether
other elements of information could be relevant for the fight against fraud and tax evasion. In
this perspective, the level of information exchanged in the context of the Savings Directive is
also analysed.

19. No Statistical Study. A dstatistical analysis has not been performed as it would have
required the participation of alarge sample of Investors and representatives from the financial
sector.

3.3 SELECTION OF THE RELEVANT SCENARIOS

20. Four Assumptions. Appendix 2 presents four assumptions aimed at simplifying the
identification of relevant cases for the study. These assumptions disregard the following
elementg/situations:
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« Involvement of Cls;

« Situations where WAs are not located in the SCs,

« Situations where SCs and RCs are located outside the EU (17); and
o Purely internal situations.

21. Twelve Cases. The application of the ssimplifying assumptions has narrowed down the
number of possible cases to twelve. The remaining cases are described below in order of
complexity:

o Cross-Border Scenario;
o Reversed Cross-Border Scenario;
« Triangular Scenario.

3.3.1 CROSS-BORDER SCENARIO

22. AIC is RC. In the first selected kind of scenarios, the Issuer is located in the same
country as the WA, namely X being located either inside or outside the EU, whereas the Al is
located in the same country as the Investor, namely Y being located either inside or outside
the EU. This situation is called the “ Cross-Border Scenario”.

Thisis probably the most classic case of cross-border investments, i.e. ataxpayer investing in
foreign securities through its local bank.

3.3.2 REVERSED CROSS-BORDER SCENARIO

23. WA and Al in SC. In the second kind of scenarios, it has been taken into account that the
Issuer, the WA and the Al could be located in the same country, namely X being located
either inside or outside the EU. The Investor would still be located in a different country,
namely Y being located either inside or outside the EU. This situation is called the “ Reversed
Cross-Border Scenario” as the Al is established in the same country as the Issuer of the
security.

For example, this situation could occur in the case of ataxpayer who used to live in a country
X (with local investments made through a local bank) and moved to a country Y (while
remaining client of the same bank).

3.3.3 TRIANGULAR SCENARIO

24. WA in SC. In the third selected kind of scenarios, the Issuer is considered to be located in
the same country as the WA (either inside or outside the EU), while the Al and the Investor

17 As mentioned above, the situation where SCs and RCS are located outside the EU is excluded from the
scope of the current study. However, the study explores how to extend the withholding relief at source
system to third countries so that they could also participate in the system.

0120454/1/039949PRM.LSE Page 36 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 3 SCOPE, OVERVIEW AND ASSUMPTIONS OF THE STUDY

are located in different countries. This situation is caled the “Triangular Scenario” as three
countries are involved in the routing of information.

Hence, the first kind of scenarios in scope is as follows. As mentioned above, the Issuer and
the WA are always located in the same country, namely X being located either inside or
outside the EU. The Al is not located in the same country as the Issuer and the WA. In this
case, the Al has been placed in country Y, being located either inside or outside the EU. The
Investor is located neither in the same country as the Al nor in the same country as the I ssuer
and the WA.. In this case, the Investor has been placed in the country Z, being located either
inside or outside the EU.

This situation could arise, for example, in the case of ataxpayer who used to live in a country
X (with local and foreign investments made through a local bank) and moved to a country Y
(while remaining client of the same bank).

This scenario is the most complex one (and in some instances, cover the difficulties of the two
other scenarios) but it nevertheless occurs frequently in practice since it covers the situation of
a taxpayer investing in a portfolio of securities from various origins in a bank account held
abroad, which is a situation typically sensitive in terms of tax fraud and tax compliance.

* *
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CHAPTER 4 GOVERNING PRINCIPLESAND DESCRIPTION
OF THE OPERATING MODEL S

This chapter describes the governing principles of the two Models under examination, as they
are currently defined. The AIC Model is based on the principles of the SC Model, which are
outlined in the Implementation Package, with one mgjor difference, being the communication
channels to be used to report information to the SC and the RC.

However, in our view, the use of different communication channels as well as the fact that the
AIC Model would be applied in an EU context, would require some additional variations to
its governing principles, in order to ensure the coherence of this Model. It includes the
implementation of the AIC Model via common binding rules, the recognition process and
effects and, the involvement of the AIC in the audit procedure.

Each principleis an aternative to asimilar principle of the SC Model that should be analysed.
These alternatives are highlighted and explained in this section.

The AIC Model, as defined in this section, is therefore a variation of the SC Model analysed
in the study, given that it is based on the SC Model, but presents some differences in terms of
communication channels and other related elements. It has to be stressed that the AIC Model
has been defined only for the purposes of conducting this study. Therefore its main governing
principles, as outlined in this study, are still subject to change, should the European
Commission decide to table any proposal in this area.

The first section includes a short description of the various persons/entities identified
according to their functionality in one or both Models.

The following sections then describe the governing principles of both Models. The principles
covered relate to the Al (recognition, audit and liability), the routing (outward flows, feedback
loops and cooperation between countries), the reporting (content and timing), the Investor
identification and adjustments of under- and over-withholding.

The final section presents a description of the operating models. It considers the various flows
applicable to each: the TRI flow and the cash flow (common to both Models) and the
exchange of information flows (different between the two Models).

The activities are very much similar from one Model to another as these Models are both
based on the OECD work and on the Implementation Package.

* % %
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4.1 INTRODUCTION

25. Introduction. This section gives a broad overview of the main relevant governing
principles applicable to both the SC Model and the AIC Model, taking into account their
twofold objectives: granting relief at source in the SC and ensuring compliance in the RC via
exchange of information.

26. Definition of the AIC Model. Unlike the SC Model, whose governing principles are
described in details in the Implementation Package, the AIC Model was not fully defined
when we started working on this feasibility study. Therefore, in order to conduct the
feasibility study, and solely for this purpose, we had to develop it. The starting point was that
the AIC Model is based on the SC Model, with a mgor variation represented by the
communication channels to be used to report information to the SC and the RC. In particular,
under the AIC Model, Als would report investors information to the tax administrations of
the MS where they are established, which would, in turn, exchange this information with both
the SC and the RC. This principle concerning the routing of information is based on the
current Savings Directive (each Al communicates with its own tax administration) and is also
mentioned in the FISCO Recommendation (1s).

This difference requires, in our view, some additional variations, which have been defined for
the purposes of conducting this feasibility study. They are as follows:

« Implementation of the AIC Model viacommon binding rules;
« Recognition process and effects; and,
« Involvement of the AIC in the audit procedure.

The AIC Model, as defined in this section, is therefore a variation of the SC Model analysed
in the study, given that it is based on the SC Model, but presents some differences in terms of
communication channels and other related elements. It has to be stressed that the AIC Model
has been defined only for the purposes of conducting this study. Therefore its main governing
principles, as outlined in this study, are still subject to change, should the European
Commission decide to table any proposal in this area.

18 Paragraph 10(2) of the FISCO Recommendation invites MSs to explore the scope offered by the
Recommendation itself for implementing new, non-burdensome, channels of information exchange aimed
at providing both the source MSs and the residence M Ss with investor-specific information and states that
this could be modelled on procedures drawn up under Community legidation, particularly Directive
2003/48/EC.
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27. Functional Entities. In order to describe the principles governing the AIC and SC
Models, the following persong/entities can be differentiated according to their functionality in

one or both Models.

Most of the below definitions are simplified definitions of those listed in the Implementation
Package.

ENTITIES

DESCRIPTION

Any person (19) that receives a Covered Payment (20) and that is not
acting as an Intermediary with respect to that Covered Payment

Authorised
Intermediary

Any Intermediary that is treated as an Al and acts in its capacity as
an Al (21)

Withholding
Agent

Entity having the primary withholding responsibilities

Issuer of the security and debtor of the movable income (generaly
interest and dividends)

Referred to below as “Source Country” (SC), “Residence Country”

Tax (RC) or “Authorised Intermediary’s Country” (AlC), as the case may
administration be
of a given
countrv
Any Intermediary that is neither an Excluded Intermediary nor acting
as an Al and with respect to which the Al has received a valid
Contractual Intermediary Declaration for Contractual Intermediaries,
Intermediary

o Certifying that the Intermediary is subject to Know Your

19

20

21

As mentioned in the assumptions, the purpose of the study is not to address specific questions around the
definitions of the terms “person” (Articles 1-3 of the OECD Model Tax Convention), “resident” (Article 4)
or “beneficial owner”. We will thus consider the investor as being treaty entitled and being the beneficial
owner of the movable income payments.

Meaning, here, any payment of dividends or interest arising in the SC received by the Al with respect to an
account that has been designated by the Al as one for which it isacting in its capacity asan Al.

In the present case, acting as Reporting Agent only (not as a Withholding Agent).
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ENTITIES DESCRIPTION

Customer Rules (except to the extent that it is an Intermediary
only by reason of being a Fiscally Transparent Entity) with
respect to the Account Holders for which clams are made
through the Al;

« Authorising the disclosure of the declaration to relevant tax
administrations in accordance with its terms; and

o Agreeing to specified procedures for the recovery of under-
withheld tax.

(This entity is not mentioned in the FISCO Recommendation but is
included in the Implementation Package)

An Intermediary that has been designated as such by the Competent
Excluded Agthority (This entity is not mentioned in the Recommendation but
Intermediary isincluded in the Implementation Package)

Table 4: Functional entities
4.2 AUTHORISED INTERMEDIARY
421 RECOGNITION

28. Authorised Intermediary. Both Models are based on the concept of “Authorised
Intermediary”, i.e. a Fl that is authorised by the SC, under certain terms and conditions, to
apply for treaty relief at source (or arefund) on behalf of its clients and on a pooled basis.

« SC Modd: Contractual (Bilateral Agreement). The intermediary has the opportunity to
participate in the system or to remain outside. If the intermediary decides to participate, it
will do so on a“bilateral basis’ by entering into contracts with each of the respective SCs
in which it wants to act as an “Authorised” Intermediary. The template of contract
provided for in the Implementation Package |eaves some room for negotiation as regards
its content and the SC keeps the possibility to modify some of its elements;

« AIC Modd: Authorisation (Multilateral Recognition). The intermediary has also the
opportunity to participate in the system or to remain outside. However, if an intermediary
decides to participate in the relief at source Model provided by the EU framework, it will
benefit from the Al status and bear the Al requirements for all the MSs (*al or nothing”
approach). The intermediary willing to participate in the relief at source system and
benefit from the Al status should therefore enter into the framework of the EU regulation
multilaterally negotiated between MSs. The criteria to become an Al would be common
across the EU (inserted in a specific piece of legislation) and the recognition would be
given by the AIC through an administrative procedure. Another possibility could be to
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also involve the SC in the recognition process (e.g. by providing that it may/should
cooperate with the AIC).

422 AUDIT

29.

SC Model. The ICG Report and the Implementation Package describe the principles

applicable in order to ensure compliance of the FIs with their obligations under the SC Model.
These principles cover three main areas:

30.

The independent reviewer’ s report;

The oversight rights of the Competent Authorities;
The designation as an El.

Independent Reviewer’s Report.

Independent Reviewers. According to the Implementation Package, to the extent
possible under their laws, governments should develop a process by which at least initial
fact-finding would be conducted by an approved independent reviewer.

Reviews Already Undertaken. The work of the independent reviewer should build, when
relevant, on reviews already undertaken for other regulatory purposes, in order to avoid
duplication of effort.

Compliance Reviews. Compliance reviews should focus on:
— Whether the intermediary hasin place appropriate training and procedures,
— The processing of Covered Payments (including application of WHT));

— The documentation provided by the Investor to support the claim in a representative
sample of accounts;

— Thereporting to the SC;

Access to Information. The Independent Reviewer shall have access to all relevant
records of the Al for purposes of completing its Report, including information regarding
specific Account Holders receiving Covered Payments.

Standardisation. The independent reviewers could provide to multiple SCs a single
report based upon agreed procedures. Such an arrangement would alleviate the prospect of
intermediaries having to deal with multiple reviews, standardise compliance arrangements
and minimise costs (as a single review would cover multiple SCs).

Consolidated Review. A consolidated review of the Al is possible, so long as:

— The members of the group making up the Al operate with uniform practices and
procedures and shared systems for performing the functions being reviewed; and
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Those practices and procedures and shared systems are subject to uniform monitoring
and control.

« Designation of the Independent Reviewer:

Proposition by the Al. The Al shal propose to the Competent Authority an initial
Independent Reviewer that is subject to laws, regulations or rules that impose
sanctions for failure to exercise its independence and to perform the review
competently;

Approval by the Competent Authority. The Competent Authority may, however,
revoke its acceptance of the Independent Reviewer proposed if it reasonably believes
that the reviewer designated is not independent or cannot perform an effective review.
The Al shall then propose a substitute, which will be approved or rejected by the
Competent Authority.

« Timing and Filing of Independent Reviewer’s Report. An independent reviewer's
report would be issued in the following circumstances and according to the following
timing:

First Full Calendar Year of Al Status. For the first full calendar year that the Al
has in effect an agreement with any country pursuant to which it actsasan Al;

Upon Request:

o At Most Every Three Years. Thereafter, only upon request by any Competent
Authority under any such agreement, which shall be no more often than every
three years;

o Upon Request for Good Cause. Unless a Competent Authority has good cause
for requesting a more frequent Independent Review, including:

> that a prior review of the Al has indicated a significant failure by the Al to
meet its obligations; and/or

> therisk of default;

Under-Withholding: Mandatory Intermediate Years Review. If the Independent
Reviewer's Report identifies material failures by the Al to meet its obligations, the
years between the last reviewed year and the year subject to the Independent
Reviewer's Report shall also be subject to review, but only if the Al would be liable
for any claim for under-withholding by the Competent Authority with respect to such
year.

31. Competent Authority’s Oversight Rights.

o Access to Al's Documentation. Governments should not give up their right to see
information held by intermediaries regarding beneficial owners. In particular,
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governments would have the right to review Investor-specific beneficial ownership
information to the extent necessary to confirm the results of the initial fact-finding report;

— Spot Checks. The Competent Authority can request information regarding a certain
percentage or number of Account Holders receiving a specific Covered Payment. At
the same time, other information held by the Al with respect to the relevant Account
Holders could also be examined, such as KY C rules information, and information on
the underlying transaction on the basis of which the Account Holder has acquired the
relevant securities (22);

— Expansive Reviews. The Competent Authority may also pursue a more expansive
examination of the Al's operations and procedures;

o Access to Independent Reviewer’'s Work Papers and Reports. The Competent
Authority shall have access to the Independent Reviewer's work papers and reports,

« On Site Review. Reviews may take place at the offices of the Al, subject to any required
consent obtained from the AIC's Competent Authority and in accordance with any
bilateral or other agreements between the two countries.

32. Designation as an Excluded Intermediary. The Competent Authority (of an SC) may, at
its discretion, determine that information provided by a specific Intermediary is by definition
unreliable.

Such determination should be based on:

« Objective evidence that information provided by the Intermediary in connection with
these Procedures (whether with respect to the SC or another country) has repeatedly been
unreliable or incorrect and that such information has resulted in material under-
withholding of tax that has not been promptly corrected, or paid by the Intermediary; or

« Inthecaseof aCl, the Intermediary’s failure to fulfil significant procedural obligations.

Upon making such determination, the Competent Authority shall designate the Intermediary
as an El and shall add such Intermediary to the list maintained by the Competent Authority.
Such designation shall take effect immediately and the Intermediary so designated shall
immediately cease to make any claims for reductions in the rate of WHT to be applied to
Covered Payments. The Intermediary shall remain on such list unless it becomes an Al,
subject to these Procedures, with respect to the SC, or unless the Competent Authority
otherwise determines that the Intermediary should be removed from the list.

Such designation shall, at the request of the Al, be treated as an event of default to which the
resolution process applies. However, in such case, the initial meeting generally will take place
within 15 days of such designation:

22 For instance, spot checks could cover the anti-abuse clause contained in DTTs (limitation on benefits
clause, anti-treaty-shopping clauses, etc.), the qualification of the income, specific conditions, etc.
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If a satisfactory resolution is reached, the Competent Authority may suspend the
designation so long as the Al complies with the terms of such resolution;

If a satisfactory solution is not reached or the Al fails to comply with such resolution, the
designation of the Al as an El shall become effective.

In addition, if the Competent Authority terminates the agreement for cause in accordance with
the resolution process, the Al shall thereafter be treated as an El for a period of five years,
unless the Competent Authority earlier agrees,

That an Al may treat it asaCl; or

That the Intermediary may act asan Al.

33. AIC Modd. The AIC Model follows the SC Model, yet with the following differences:

Designation of the Independent Reviewer. The criteria for the designation of an
independent reviewer would be common across the EU (inserted in a specific piece of
legidation) and a single independent reviewer would be designated for agiven Al;

Independent Reviewer’s Report: Every Three Years. An independent reviewer’ s report
would be issued every three years,

Competent Authority’s Oversight Rights: Joint Audits. Controls of the Al could be
initiated by the AIC, on its own initiative or upon request of the SC and/or RC.
Simultaneous controls, presence in administrative offices, participation in administrative
enquiries by foreign agents (e.g. official of the SC and the RC) and, more in genera, the
use of all administrative cooperation tools offered by the Directive on Administrative
Cooperation would be favoured (in order to avoid duplicative audits for the same Al).
When a tax administration of a given country would express the wish that a given Al is
audited, the tax administrations of the other countries concerned (SCs, RCs and/or AIC)
would be invited to join the audit process. The results of the audits so carried out would be
valid for the tax administrations of the countries having participated in the joint audit, but
also against tax administrations of the countries not having participated in the joint audit
(whatever their capacity as SCs, RCsor AIC for agiven Al);

Designation as an Excluded Intermediary. The Competent Authority (of the AIC or of
an SC (23)) may, at its discretion, determine that information provided by a specific
intermediary is by definition unreliable under the same conditions as in the SC Moddl. If
the decision came from an SC, then the designation as an EI would only apply to income
sourced in such SC; if the decision came from the AIC (probably in more severe cases),
then the designation as an El would apply to every SC. Asin the SC Model, a resolution

23

If a RC has reasons to believe that an Al is not compliant with the requirements of the AIC Model, it could
also decide to sanction this Al. However, the only sanction being to terminate the agreement between the
RC and the Al, the RC would therefore act as a SC. So, the RC is not mentioned asit will have to act as SC
to sanction the Al (and terminate the agreement of the Al).
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process would apply leading either to suspension of the designation as an El or to an
effective designation as an El for five years.

4.2.3 LIABILITY

34. Liability of the Al v. the SC. In the case of the proposed Models, the intermediary that is
closest to the beneficia owner is in the best position to determine whether the information
that has been provided by the Investor is correct, and therefore whether the Investor in fact is
entitled to treaty benefits.

As aresult, both Models (24) (the AIC Modél following the SC Model on that point) provide
that the Al isliable for any under-withholding for any Account Holder which isa DAH or an
IAH holding its securities via one or more CIs, unless one of these intermediaries is an Al
acting as such. The liability of the Al will remain, even if the Al complied with all the
procedures and guidelines defined in the Model.

The various procedures impose on the Al some specific checks and at the same time authorise
the Al to rely on some sources (e.g. it is considered that the Al can rely on the information
provided by a CI unless the Al should be considered to know or, based on industry standards,
to have reasons to know that such information is unreliable or incorrect). However, the
purpose of all these procedures is to improve the security of the system and decrease the risk
of under-withholding, but not to decrease the liability of the Al.

As a result, if an Al having applied all the required procedures is deemed to have under-
withheld (the Al acting as a WA) or to have caused under-withholding (other cases) on a
securitiesincome, it will be liable for the tax amount to be assessed by the SC.

Afterwards, it is up to the Al to take all the relevant actions to recover this amount from its
counterpart (DAH or FI being not an Al). It is up to the Al to include this liability in the
contractual relations with its clients.

35. Liability of Other Intermediaries v. the SC. Accordingly, other intermediaries more
remote from the Investor in the chain of intermediaries should in most cases not be held liable
for errors made by the intermediary closest to the Investor with respect to that Investor’'s
eligibility for treaty benefits. Since the function of those intermediaries is essentially limited
to accurately passing on TRI provided by lower-tier intermediaries, their liability should be
limited, as a practical matter, to errors that they themselves make with respect to such
processing.

36. Contractual Liability v. Tax Liability. The type of liability the Al has to bear (basically
a contractual liability or something different) is not clearly defined in the ICG report and the
draft Implementation Package as, according to the Implementation Package, each SC will
need to consider how best to achieve that result in the context of its own legal framework. For

24 We refer in this respect to the agreement called “procedures regarding the operation of the Financial
Intermediary asan Al” as currently existing in the draft |mplementation Package.
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example, some countries may need to provide that the annual reporting forms constitute a “tax
return” under the SC's domestic law.

As aresult, although the chain of liabilities is clearly defined, the nature of the liability to be
borne by the Al vis-&visthe SC isnot adefined principle.

37. Liability of the Al v. the RC. Moreover, both Models being initially focused on the
possibility to have relief at source according to the DTTs on a pooled basis, they do not
address the question of the liability of the Al vis-a-visthe RC.

As a result, the nature of the liability to be borne by the Al vis-avis the RC, if any, is not a
defined principle.

4.3 INFORMATION CHANNELS (ROUTING)
4.3.1 OUTWARD FLOWS

38. Three Main Flows. The application of the relief at source and exchange of information
according to both the SC Model and the AIC Model is based on three main flows:

o Cash Flow. A cash flow (from the Issuer to the Investor and the SC);

« Pooled Information (TRI) (25). A flow of information required to apply the treaty relief
at source (it concerns the flows of information between all the Fis in the chain from the
Investor till the WA);

« Detailed Information. Exchange of information flows enabling (1) the SC to check the
correct application of the WHT pursuant to the relevant DTTs and (2) the RC to ensure
the correct application of the income tax legislation applicable to the Investor.

39. Detailed v. Pooled Information (26). As you can see, there are two different flows of
information in each of the two Models.

40. Pooled Information. On the one hand, Als are allowed to claim, on behalf of their clients
that are portfolio Investors, the application of treaty relief at source in the SC (reduction or
exemption of WHT) based on “pooled” information, i.e. information that does not identify
specific Investors by name but characterises a group of Investors as having attributes that
entitle them to a particular treaty rate. This pooled information needs to be available to the
WA to alow the WA to withhold the proper amount of tax.

Businesswise, the main benefit from providing pooled information regarding the beneficial
owner of the income (Investor) is that Investor-specific information is maintained by the Al
with the most direct account relationship with the beneficial owner and not passed up the
chain of intermediaries (the Al acts as a filter of information towards the chain of
intermediaries). This way, the Al does not pass any proprietary customer information to

25 Tax Rate Information (as opposed to the detailed or Investor-specific information)
26 Implementation Package, p. 10 and pp. 152-153
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potential competitors (i.e. the other intermediaries, including the WA). As a result, the WA
can of course only pass pooled information to the SC.

The flow of information required to apply the treaty relief at source and the cash flow can be
illustrated as follows:

Source Country

—
<
—
Q
=l
B

Withholding

Authorised

Details Pooled

N

e

Required Information for DTT Relief

Intermediary

Agent

 Gross

Figure 1: Required Information for DTT Relief at Source and Cash Flow

41. Detailed Information (Routing). However, any SC willing to grant WHT relief at source
based on the pooled information will require in exchange to be provided with Investor-
specific information to check whether such relief was appropriate.

Both the SC and AIC Models tend to allow the SC to confirm that the treaty benefits provided
were actually owed, while allowing the RC of the Investor to double-check the amount of
movable income mentioned in the Investor’s tax return.

The method used by both Models to reach these objectives is different, however. As a resullt,
the third flow mentioned above (provision of Investor-specific information to the tax
administrations of the SC and of the RC) is the main difference between the two Models and
the main subject of this study.
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42. SC Model Exchange of Information Flows. The SC Model provides that the Al should
provide the detailed information directly to the tax administrations of the SC (27). The SC
should then pass that information to the tax administrations of the various RCs. This can be
illustrated as follows.

Residence Details .

Al's Country

Authorised
Intermediary

Figure 2: Routing SC Model Exchange of Information Flows

43. AIC Model Exchange of Information Flows. On the other hand, the AIC Model
provides that the Al should provide the Investor-specific information to the tax
administrations of the country in which it is established (AIC). The AIC should then pass that
information to the different SCs, but also to the different RCs. This can be illustrated as
follows.

27 Notethat, according to the Implementation Package, this provision of information to the SC would not only
be applicable in case of DTT application, but also when the Investor resides in the SC (i.e. situations where
SC = RC). Thissituation isillustrated later on in the report under Chapter 7 (Data Protection Analysis).
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Residence

Country Source Country

<

Al's Country

Authorised

Intermediary

Information exchange

Figure 3: Routing AIC Model Exchange of Information Flows

SC Mode v. AIC Model. Based on the above, both Models can be illustrated as follows
(including the three types of flows, i.e. required information for DTT relief at source, cash
flow and information exchange). We refer to the section 4.7 below for a high-level description
of the operating models.

Residence
Country

{ AT’s Country )

-]
Q
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=3
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Authorised ‘Withholding
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Required Information for DTT Relief

Intermediary

Information exchange

Figure 4: SC Model
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Figure 5: AIC Modéel

4.3.2 RETURN FLoOwsS: FEEDBACK LOOP

44. Feedback Loop. The outward flow of Investor-specific information provides a level of
control but needs to be strengthened by a “feedback loop” to be effective. The feedback loop
means the possibility for the RC or the SC having received the reporting to communicate, to
the various Als and the other M Ss impacted, about the information that is considered as being
wrong, incomplete or missing, and to obtain correction of such erroneous data.

The feedback loop relies on three different communication tools:
« TheRequest For Information (RFI) sent by M Ss to request some data to be amended,;

« The Change Notification integrating the changes pursuant to the RFI and sent to the other
M Ss impacted;

o The Request for Clarification; sent if a MS or the Al does not understand the request
included in the RFI; and

o Thereply message from the Al.
The feedback loop will differ in the SC and AIC Models as the routing is different.

45. Request for Information (RFI). The RFI is the electronic form that will support the
communication between the MSs, and between MSs and the Als, in the context of the
feedback loop.
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Since the feedback tool has not yet been developed, it is suggested that both Models should
rely on the RFI. The RFI should be built on the same structure as the reporting itself and be
mandatory in both Models. It contains all the data considered by the SC/RC as being (2s):

« Wrong (e.g. the postcode in the address does not exist);

« Incoherent (e.g. the postcode is valid but is not the postcode of the city mentioned in the
address);

« Incomplete (e.g. the postcode is valid but incomplete, a letter should be added to identify
the city);

« Missing (e.g. the postcode is missing in the address).

For each data item included in the RFI, a free text box allows the tax administration of the
SC/RC to explain why the information is not right from their perspective.

Moreover, the RFI will alow sorting the information by field or type of data. The main
advantage of this functionality is that it should be easy to identify recurrent errors from a
specific Al or errors having an important impact in terms of taxation (e.g. a SC will be able to
immediately identify in a RFI the Investors that are not recognised as tax residents by aRC).

46. Types of Feedback. The two Models share the same vision on the information that
should be included in the feedback loop.

« Mandatory Feedback. Mandatory feedback from the RC confirming whether the
Investors included in the reporting are indeed tax residents of the RC;

« Optional Feedback. Optional feedback, including a list of information considered by the
RC or the SC as unclear or wrong.

Hence, the RFI could be used in both Models as the communication tool for the feedback
loop.

47. SC Feedback Loop. The SC Model organises the exchange of information from the Al to
the SC and, subsequently, from the SC to the RC. The feedback loop will use the same logic.
Being in direct contact with the Al, the SC is alowed to contact the Al directly, while the RC
has to send its feedback to the SC (1) and the SC will then forward the request to the Al (2).
The reply from the Al will follow the same flow, providing its reply to the SC (3), and the SC
has to forward the reply message to the RC (4) if it is the RC that generated the original
request.

The feedback loop (generated by the RC (29)) under the SC Model isillustrated below.

28 It could also be envisaged that the RC use the RFI to positively confirm the residency status of the Investor.
29 Needlessto say, if the feedback came from the SC, the flows of information between the RC and SC would

not apply.
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Residence Source Country
Country 4 Reply Message

AT’s Country

Authorised
Intermediary

Request for Information (RFI)

Reply Message

Figure 6: SC Model Feedback Loop

48. AIC Feedback Loop. Asfor the exchange of information flow, the key stakeholder in the
AIC feedback loop is the AIC. If a RC wants to send feedback, it will be sent to the AIC (1),
and the AIC will send the feedback to the Al (2) as well as to the other RC and/or SC
impacted (3). Feedback from a SC should follow the same flow, from the SC to the AIC, and
from the AIC to the Al and to the SC and/or RC impacted. The reply message from the Al
will take the opposite way, from the Al to the AIC (4), and then the AIC will send the reply to
the originator of the request (5) aswell asto the other RC and/or SC impacted (6).

The feedback loop (generated by the RC) under the AIC Moddl isillustrated below.
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Figure 7: AIC Model Feedback Loop

4.3.3 COOPERATION BETWEEN COUNTRIES

49. Cooperation. The international cooperation between countries has to be organised. This
can be done either bilaterally (between two countries) or multilateraly (between more than
two countries).

« SC Moddl. To be effective, the cooperation has to be organised between the SC and the
RC in abilateral way (even if the SC could take the initiative to provide information to the
RC unilaterally, without any prior request). In the SC Model, participating countries are
expected to sign a memorandum of understanding to their double tax agreements, which
determines what information the SC and the RC will have to exchange and when.

— Relief at Source in SC. The objective of an efficient relief at source system is
achieved by the SC without any cooperation between countries (where the SC signs
an agreement with the Al without any involvement of the AIC, cf. below);

— Compliancein RC. On the other hand, the compliance in the RC necessarily depends
on information received from the SC;

« AIC Modd. To be effective, the cooperation has to be organised between SC, RC and
AIC inamultilateral way. Indeed;

— Rdief at Sourcein SC. The objective of an efficient relief at source system depends
on information received from the AIC;
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— Compliance in RC. On the other hand, the compliance in the RC aso necessarily
depends on information received from the AIC.

50. Binding v. Non-binding Cooper ation.

« AIC Modd. In the approach adopted in the AIC Model, the relief at source and the
exchange of information would probably have to be achieved through a single multilateral
instrument, such as European legislation that is binding on all MSs. As a consequence, in
this Model, the AIC would be under an obligation to exchange information with both the
SC and the RC (30);

« SC Moddl. In the approach adopted in the SC Model, the SC would exchange information
with the relevant RCs through “ normal exchange of information programs (z1), thereby
allowing residence countries to apply effective matching programs to ensure taxation of
that income” (32).

51. Automatic Exchange of Information. Whatever the Model applied, the exchange of
information flows (outward and return) must be organised in an automatic way so as to ensure
compliance in both the SC and the RC (33) (34).

4.4 ADJIUSTMENT OF UNDER- AND OVER-WITHHOLDING

52. Under- and Over-Withholding. The generalisation of the standardised relief at source
system will not remove the risk of errors in tax rate applied. Two types of error can be
distinguished:

« Theunder-withholding situation occurs when the tax amount withheld by the WA islower
than the amount that should have been applied, resulting in aloss for the SC;

30 A priori, one could consider that AIC has no direct interest in participating in the relief and exchange of
information system under the AIC Model. It explains the reason for having an obligation imposed on AIC.
On the other hand, AIC has a real interest in the system as it will also endorse the role of SC and RC in
other cases.

31 Read " automatic exchange of information programmes’ as mentioned in the I mplementation Package.

32 Atthisstage, it isnot yet clear how these “normal/automatic exchange of information programmes’ will be
put in place (via protocolsto DTTsto be agreed bilaterally or otherwise) nor whether such programmes will
be conditional upon the application of an effective relief at source system (under the SC Model or
otherwise) in each of the Contracting States (i.e. effectively reciprocal).

33 In this respect, we concur with Itai Grinberg when he writes that achieving information exchange upon
request is not adequate to combat offshore tax evasion. This is because, “in order to receive information
upon request, a tax administration is generally required to name the taxpayer, know which jurisdiction to
ask for information, know at which financial institution a taxpayer may hold its account and have a credible
suspicion of tax evasion. Otherwise, the request may be denied as a “fishing expedition”. Thus, the
requirement that a requesting tax administration have such specific and detailed information severely limits
the effectiveness of information exchange upon request as a means to systematically combat offshore
evasion” . Beyond FATCA: An Evolutionary Moment for the International Tax System, Itai Grinberg, Draft
of January 27, 2012, p. 8.

34 “The OECD’s approach to tax transparency requires information to be exchanged with other jurisdictions
only on request. In other words, you must know what you are looking for before you request it. This is
shockingly inadequate. We need the automatic exchange of tax information between jurisdictions and all
developing countries must be included.” 1bid, pp. 8-9.
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« The over-withholding situation occurs when the tax amount withheld by the WA is higher
than the amount that should have been applied, resulting in aloss for the Investor.

Both Models include a possibility to adjust the under- and over-withholding that could be
identified by Als. This adjustment could be made at different times.

53. Adjustment by Al before the Annual Reporting. The SC and AIC Models offer the
possibility to process certain adjustments before the annual reporting is sent out.

The Implementation Package distinguishes different procedures for under- and over-
withholding.

« Over-Withholding. In the event of over-withholding, two possibilities are available: the
reimbursement procedure and the set-off procedure;

— Reimbursement Procedure. Once the error is identified, the Al may ask the WA or
the next Fl in the chain to repay the amount over-withheld,;

— Set-off Procedure. This procedure concerns an agreement between the Al and the
WA or the previous FI in the chain to apply the amount over-withheld to any other
Covered Payment that might have been subject to WHT;

o Under-Withholding. In the event of under-withholding, the Implementation Package
specifies that the Al should notify the WA or the previous Fl in the chain as soon as the
error isidentified. However, for transfer of the tax amount under-withheld, the SC Model
is fairly flexible and leaves it up to the stakeholders impacted to choose the most
appropriate corrective action (e.g. withhold the under-withheld amount from a future
payment credited to the same account).

54. Adjustment by Al with the Annual Reporting. The SC and the AIC Models offer the
same possibility to process to some adjustments via the annual reporting.

The annual reporting includes a year-end summary with a summary overview of the amount
paid by income. If the Al identifies an error when compiling this overview, it can correct the
error in the reporting. In the case of under-withholding, the Al must transfer the additional tax
amount to the Competent Authority when filing the reporting. In the case of over-
withholding, the SC will transfer the cash amount according to its own procedures and timing.

55. Adjustments by Al after the Annual Reporting is Filed. When an Al identifies an error
after the filing of the annual reporting, both Models offer the possibility to correct the tax rate
wrongly applied.

In the case of over-withholding, the Al that generated the TRI including the wrong
information must send a claim for refund. This claim will follow the specific guidelines that
could be included in the contractual agreement between the Al and the SC, for the SC Moddl,
and the general refund procedures in the context of the AIC Model.
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In the case of under-withholding, the Al must correct any error if it is detected within the
period established in the agreement between the Al and the SC in the context of the SC
Model, or within the period established in the EU relevant regulation in the context of the
AIC Modd.

If the Al has to correct the error according to the specified deadlines, the Al should send an
amended reporting and pay the additional tax due to the Competent Authority as soon as
possible and no later than 30 days after the error is detected.

56. Adjustments Originating with the Competent Authority. If a SC finds out that an Al
has withheld a lower tax amount than it should have and if the SC identifies the Al as being
liable for the under-withholding, the SC should notify the issue to the Al before contacting
any other Financia Intermediary or WA. The Al has 30 days to either demonstrate to the SC
that the tax amount was not under-withheld or pay the tax amount to the SC.

If the SC has not received the cash within 30 days and it till considers the tax amount as
having been under-withheld, the SC will have the possibility to act against any party having
liabilities.

45 REPORTING
451 CONTENT

57. Two Reports. To benefit from a standardised relief at source, an Al must send every year
specific data on the Reportable Payments to the SC (SC Model) or to the AIC (AIC Moddl).
Two reports make up this annual reporting:

o Theyear-end summary; and
o Theannua information report.
For both reports, atemplate of the form is provided by the Implementation Package.

In both reports, the data exchanged concerns Reportable Payments. The Implementation
Package provides a definition of the Reportable Payments and a list of the information to be
included in each report.

58. Reportable Payments. According to the Implementation Package (35), a “Reportable
Payment” means, “ any payment of dividends or interest (ss) arising in the Source Country
received by the Al with respect to an account that has been designated by the Al as one for
which it is acting in its capacity as an Authorised Intermediary [i.e. Covered Payments], but
only to the extent that it,

35 Implementation Package - Appendix B: Procedures Regarding the Operation of a Financial Intermediary as
Authorised Intermediary — Section |11 — Definitions.

36 This definition only mentions dividends or interest while, in the reporting, the type of income offers the
possibility to mention a capital gain or “other income”. This definition could potentially be too restrictive
compared to what isincluded in the reporting.
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« ispaid directly, or indirectly through one or more Contractual Intermediaries, to another
Authorised Intermediary acting in its capacity as an Authorised Intermediary, or

o if not so paid, iseither

— paid, directly or indirectly, to a person who is a resident of the Source Country for
tax purposes or

— a payment that qualifies for a reduction or exemption from withholding tax in
accordance with Paragraph 6 of the Agreement”

59. The Year-End Summary. According to the Implementation Package (37), the year-end
summary contains a summary of the data mentioned in the annual information report.

Al ldentification. Thefirst part includes generic information in order to identify the Al:
« Name of the intermediary,
o Address,
o AIIN:
— For SC (context of the SC Model); or
— For EU (context of the AIC Modd!).

Income Summary. The second part contains a summary of each income, mentioning the
aggregated amount of Covered Payments in the currency of the SC and including:

1. Grossamount of Covered Payments received;

2. Gross amount of Reportable Payments paid, directly or indirectly through one or more
Cls, to other Als acting in their capacity as Als;

3. Gross amount of Reportable Payments, not included in line 2 and paid, directly or
indirectly through one or more Cls, to residents of the SC;

4. Gross amount of Reportable Payments not included in lines 2 and 3, on which areduction
of or exemption from withholding was applied;

5. Gross amount of Covered Payments paid to Account Holders that are not included in lines
2t0 4,

6. Aggregate tax withheld by Al on Reportable Payments;
7. Aggregate tax withheld on Reportable Payments by WA, if different from Al.

37 Implementation Package — Appendix B: Procedures Regarding the Operation of a Financial Intermediary as
Authorised Intermediary — Annex 1: Y ear-End Summary of Covered Payments.
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This year-end summary is relevant for the SC while the RC will not find relevant information
to ensure tax compliance of its tax resident. In the SC Model, the SC receives the report
directly from the various Als across the EU. Hence, when the information is passed on to the
RC, the year-end summary will be likely not to be included in the report split by RC.

The same approach could be adopted in the case of the AIC Model. The AIC will receive an
exhaustive reporting from the Als located in its territory, including the year-end summary.
However, this year-end summary will only be forwarded to the SC asit is of no interest to the
RC.

60. The Annual Information Report. The annual information report includes detailed
information on all Reportable Payments and related beneficial owners. It comprises the
following four parts.

Al Identification. A first part will provide details to allow a clear identification of the Al, as
in the year-end summary.

« Name of the intermediary,

o Address,

o AIlIN:
— For SC (context of the SC Model); or
— For EU (context of the AIC Modd!).

Investor Identification. A second part will include the information identifying the beneficial
owner, which can be an individual or another entity:

« Information required for individuals:
— Full name of the Investor;
— Place of birth;
— Dateof birth;
— Address;
— Country of residence for tax purposes,
— TIN;
« Information required for Investors other than individuals:
— Name of the Investor;

— Typeof Investor (lega statusin its country of residence);
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— Place of incorporation;

— Date of incorporation;

— Address,

— Country of residence for tax purposes,
— TIN.

Reportable Payments Identification. The third part mentions the information on al the
Reportable Payments that should be included in the reporting according to the “Reportable
Payments’ definition:

o Type of payment;

« Date of payment;

o Issuer of security;

«  Security number;

o SC currency;

« Gross amount of payment (in SC currency);

« Tax rate applied to payment;

o Typeof relief at source applied (domestic law v. DTT);
« Amount of tax withheld by Al;

« Amount of tax withheld by WA (if different);

« Proportion of payment qualifying for a reduced rate (if applicable for CIV, trust,
partnerships etc.);

« Method applied to calculate this proportion (for widely held CIV).

This information has to be provided for each Reportable Payments that is credited to aclient’s
account.

Intermediary Identification. The last part contains information to identify the CI to which
the Investor provided an ISD and information to identify other Cls through which the Al
received the Investor’ s 1SD:

« Name of the intermediary;
o Address;

» Country of residence for tax purposes;
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TIN.

The same type of reporting will be required for Reportable Payments paid to an Al:

Name of the intermediary;

Address,

AlIN:

— For SC (context of the SC Model); or

— For EU (context of the AIC Modd!).

61. Correction of the Annual Reporting. If an Al finds out that there is wrong, incomplete
or missing information in the reporting sent to the tax administration, it must send a corrective
reporting as soon as possible and no later than 30 days after it detected the error.

452 TIMING

62. Timing of the Reporting. The timing of the reporting could be similar but implementing
the AIC Model viaa Directive could lead to some minor differences.

Timing for the SC Model. The Implementation Package specifies that the Al must send
its reporting on or before 30 April for al the Reportable Payments received by the Al
acting as an Al during the previous calendar year.

Once the SC has received the reporting from the various Als, it is expected that it will
send the information to the relevant RC. However, no timing has yet been defined for this
exchange (38). The Implementation Package specifies that this automated exchange should
take place in a timely fashion and that the exact timing should be laid down in a
memorandum (39). So, currently, it is difficult to know when the RC will receive the
information or if thistiming will be defined.

Timing of the AIC Model. The timing of the AIC Model has not been defined and could
be based on the timing of the SC Model. However, the timing for the exchange of
information must be included in the common rules and not in a Memorandum of
Understanding.

With this in mind and in order to ensure consistency with the Savings Directive, the
timing of the AIC Model could be modelled on the timing of the exchange of information
organised by the Savings Directive (although other forms of timing could be explored).

38

39

The OECD is currently working on a draft memorandum according to which, inter alia, the content and the
timing for the exchange of information will be agreed on a bilateral basis.

I mplementation Package — I ntroduction to the | mplementation Package — Outline of the Streamlined System
for Claiming Reduced Withholding.
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The Al would have to send the reporting to its AIC according to the timing prescribed by
its internal legidlation for all Reportable Payments received by the Al acting as an Al
during the previous tax year (40);

In a second instance, the AIC would automatically send the information, within six
months following the end of the AIC’ stax year, for all Reportable Payments made during
that year (41).

4.6 IDENTIFICATION (INVESTOR SELF DECLARATION V. CERTIFICATE OF
RESIDENCE)

63. Investor Self Declaration v. Certificate of Residence.

Currently, it is common practice for a WA or atax administration to request a Certificate of
Residence. The authorities of the MSs generally consider this document as necessary but
sufficient evidence to attest the tax residency of an Investor and grant a reduced tax rate.
However, more and more stakeholders express their scepticism about the Certificates of
Residence. Three reasons are commonly argued (non-exhaustive list):

« Thelack of Reliability. Each MS has developed its own procedures and its own criteria
for issuing a Certificate of Residence. In some cases, it is based on the current legal
residence, in others, an Investor having submitted atax return during the last fiscal year is
considered a tax resident. So the criteria applied by the SC and the RC will often differ,
creating alack of reliability for the Certificate of Residence;

« The Shift of the Cost. The verification of the tax residency of an Investor is a check
needed by the SC. It isin its own interest to make sure that the Investors are really entitled
to a reduced tax rate under a DTT between the SC and the RC. However, with the
issuance of a Certificate of Residence, the cost is shifted from the SC to the RC.
Moreover, as the RC will often charge the Investor for the issuance of this administrative
document, the cost is finally shifted from the SC (viathe RC) to the Investor;

« The Timing of the Process. Certificates of Residence are usually paper documents.
Between the initial request from an Al and the receipt of the document by the WA or the
tax administrations, there is a delay that is hardly compatible with the short processing
window of arelief at source procedure.

For these reasons, in the framework of the OECD TRACE Project, participating stakeholders
have discussed the possibility that the new system would no longer rely on Certificates of
Residence but would be based on the ISD.

The I1SD includes al the data required to identify the Investor and the appropriate tax rate that
should be applied to the relevant cross-border securities income. With this document, the
Investor would certify that he is the beneficia owner of the income to be credited to his

40 Thetax year applicablein agiven AIC usually corresponds to the calendar year.
41 Asprovided in Article 9(2) of the Savings Directive.
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account and would authorise his Fl to disclose the information mentioned in the I1SD to the tax
administrations.

Under the SC Model, the ISD will be filled in by the Investor and will expire (42) on the last
day of the fifth calendar year following the year in which the ISD is signed. It is up to the
Investor to inform the Al of any change in the information included in the ISD. However, the
Al will advise the Investor of his duty both at the time the account is being opened and
periodically thereafter. The AIC Model would, in principle, follow the same rule in this

respect.

The Al is adlowed to rely on the information provided by the Investor unless it knows or,
based on industry standards, has reasons to know that the ISD provided by an Investor is
unreliable or incorrect, as described in the Implementation Package (43).

47 HIGH-LEVEL DESCRIPTION OF THE OPERATING M ODELS

64. There arefour different flows (three of them being information flows):
o TheTRI flow

o Thecash flow

« Theexchange of information flow under the SC Model

« Theexchange of information flow under the AIC Model.

Each of these flows will be documented using a flowchart and a narrative description (cf.
Appendices 3 to 7). The flows are split into high-level phases as shown below and will be
described in more detail in the narrative sections.

65. TRI. The TRI flow, corresponding to the communication of the applicable tax rate:
1. Notification of an income by the Issuer

2. ldentification of the entitlement and generation of the TRI by an Authorised Intermediary
(44)

3. ldentification of the entitlement and generation of the report including beneficial owner
details by aCl

4. Identification of the entitlement and generation of the TRI by an Al (45)

42 It will, however, remain valid indefinitely if provided by a government (including a central bank of issue,
agency or instrumentality) or an international organisation.

43 Cf. Implementation Package — Procedures regarding the Operation of a Financial Intermediary as an
Authorised Intermediary — Section V.

44 “Authorised Intermediary” designs an Al that is not in direct contact with the WA (Phase 2). So this
Authorised Intermediary will have to go through another Al (Phase 4) in order to provide its TRI to the
appropriate WA.
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5. Processing of the TRI by the WA.

66. Cash Flow. The cash flow, which corresponds to the effective payment of the income:
1. Payment of the income by the Issuer

2. Processing of the income by the WA

3. Processing of the income by the Al

4. Processing of the income by the SC (46)

67. Exchange of Information Flow SC. The exchange of information flow under the SC
Model, including validation, correction and feedback:

1. Report generation by the Al
2. Treatment of the reporting by SC and sorting out of the information by RC;
3. Anaysisof the information by the SC:
— analysis of the data
— elaboration of a RFI
4. Anaysis of the reporting by the RC:
— anaysisof the data
— elaboration of a RFI
Treatment of a RFI by the SC
Treatment of aRFI by the Al

Treatment by the SC of areply message received from the Al

o N o v

Receipt of areply message by the RC.

68. Exchange of Information Flow AlC. The exchange of information flow under the AIC
Model, including validation, correction and feedback:

1. Report generation by the Al
2. Treatment of the reporting by the AIC:

45 |bid.
46 The SC receives the cash from the WA and reconciles that amount with the amount and the tax rates
included in the TRI. Once reconciled, the cash amount can be recorded in the books of the SC.
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— receipt of the reports from the AIC
— sorting out of data by SC and RC
— sending of reportsto the SC and the RC
3. Anaysisof the information by the AIC acting as SC or RC:
— anaysis of the data
— elaboration of a RFI
4. Analysisof the information by the SC:
— anaysisof the data
— elaboration of a RFI
5. Anaysisof the information by the RC:
— anaysis of the data
— elaboration of a RFI
Treatment by the AIC of a RFI generated by the SC or the RC
Treatment of a RFI by the Al

Treatment by the AIC of areply message received from the Al

© © N o©

Receipt of areply message by the SC or the RC.

69. Two Different Exchange of Information Flows. Both Models are based on the
Implementation Package, which describes in detaill a standardised relief at source system
coupled with information reporting/exchange between Financia Intermediaries and tax
administrations of both SCs and RCs. In that context, the two first flows (i.e. the TRI and cash
flows) are common to both Models. The AIC Mode differs from the SC Model when
considering the channels used to provide Investor information to the SC and RC. This is why
the exchange of information flows are distinguished according to the AIC Model and the SC
Mode.

70. Operational Description. The AIC and SC Models were not defined at an operational
level at the start of the current study. Since such a definition is a prerequisite to carry out a
feasibility study and a relevant comparative analysis, it was agreed that PwC would define
these operating models for the sake of this study. The definition of these operating Models
consists of a description of the various tasks to be performed by the various stakeholders in
the context of the standardised relief at source system. This chapter is to be seen and therefore
read from an operational perspective.
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4.8 DETAILED DESCRIPTION OF THE OPERATING M ODELS

71. A detailed description of the operating models is available in Appendix 3. It considers
the various flows within the Models. Each of these flows is documented using aso a
flowchart (cf. Appendices 4 to 7).
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CHAPTER 5 INTERACTIONSWITH THE EU AND
INTERNATIONAL ADMINISTRATIVE COOPERATION
FRAMEWORK

Three Directives are examined in this chapter: the Directive on Administrative Cooperation,
the Recovery Directive, and the Savings Directive. Each Directive is first briefly summarised.
Interactions between each Directive and the contemplated Models are then detailed. Findly,
other international cooperation instruments, bilateral and multilateral, are briefly covered.

The first section comprises an analysis of the Directive on Administrative Cooperation,
essentially from the angle of the routing of information. From that angle, the Cross-border and
Reversed Cross-border Scenarios are left out as they are considered mere simplifications of
the more complex Triangular Scenario. The SC Model and the AIC Model are analysed
separately at that stage as their routing is fundamentally different. Subsequently, other
interactions between the Directive on Administrative Cooperation and the Models are
examined.

An analysis of the Directive on Administrative Cooperation shows that the mandatory
exchange of information system it provides for in its Art. 8.1 is not applicable, irrespective of
the Model used (as it is clear that dividend and interest payments have been explicitly
excluded from its scope). However, one should bear in mind that Art. 8.8 of the DAC in any
case permits Competent Authorities of the MSs to agree to automatically and
bilaterally/multilaterally exchange information on such categories of income.

In the framework of the SC Model, Investor-specific information received by the SC from the
Al would in principle have to be transmitted from the SC to the RC pursuant to Art. 9.1 (b), of
the Directive (spontaneous exchange of information). However, given the fact that such
exchange of information would not be automatic and sufficiently automated, it will not be
efficient. The SC Model would therefore require additional legal instruments between the SCs
and the RCs to ensure an effective exchange of information.

The AIC Model would aso require additional legal instruments between participating
countries to ensure an effective exchange of information. Indeed, even if the exchange of
information on request and the spontaneous exchange of information could be used, such
exchanges of information would have to be automatic and sufficiently automated to be
efficient, which is, here again, not the case.

The Recovery Directive is analysed in the second section of this chapter, essentially from the
angle of the cross-border enforcement possibilities it creates for the RC. The cross-border
enforcement is analysed at the level of the investor and at the level of the Al. Other
interactions (some of which are similar to those described in the Directive on Administrative
Cooperation) are then examined.
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It results from the analysis that, irrespective of the Model, the SC could potentially have
recourse to the Recovery Directive in order to enforce payment by the Investor in the case of
an under-withholding.

The EUR 1500 threshold could however, constitute an important limitation. Specia
arrangements between Competent Authorities would probably resolve this issue.

On the other hand, in order to make sure the Recovery Directive could be used with respect to
the Al, it would be necessary to ensure that its liability is defined so that it falls within the
scope of the Directive.

The Savings Directive as it currently stands is detailed in the third section. Selected relevant
lessons taken from the Savings Directive are then summarised, and the main interactions
between the Directive and the contemplated Models briefly addressed.

Considering its goal, the Savings Directive as it currently stands is not directly suitable to
enable the application of a relief at source Model, and the coexistence of the Savings
Directive with the contemplated relief at source models (SC Model or AIC Model) would
only lead to limited duplications in terms of information exchanged. It nevertheless includes
elements that can be leveraged on to apply a relief at source Model, such as the minimum
standards in terms of identification procedure. Besides, the Savings Directive has aready
created a practical environment that could be leveraged on, as shown in the second report
from the European Commission on the operation of the Savings Directive.

The bilateral instruments described in the fourth section are the OECD Model Tax
Convention (both its exchange of information and recovery provisions), the Model Agreement
on Exchange of Information on Tax Matters and the Memorandum of Understanding between
Competent Authorities on the Automatic Exchange of Information for Tax Purposes. The
multilateral instrument briefly touched upon is the Convention on Mutual Administrative
Assistancein Tax Matters.

Such cooperation instruments are subject to greater limitations than the Directive on
Administrative Cooperation and the Recovery Directive and can therefore not be considered
as effectively sustaining the application of the contemplated models. They nevertheless offer a
substitutive legidative framework opening the way to the application of the contemplated
Models between M Ss and third countries.
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5.1 DIRECTIVE ON ADMINISTRATIVE COOPERATION

72. Introduction. Given the scope of the Directive on Administrative Cooperation (a high-
level summary of which is provided in subsection 5.1.1), its main interactions with the
contemplated Models can be found at the level of the routing of information (where some
differences can appear depending on the selected scenarios). For the sake of the explanation,
the SC Model and the AIC Model are analysed separately on this point.

Other interactions of the Directive on Administrative Cooperation with both Models are
briefly described in Appendix 8.

511 SUMMARY (47)

73. Scope. This Directive repeas Directive 77/799/EEC and establishes new rules and
procedures for the cooperation between MSs with a view to exchanging information that is
relevant to the administration and enforcement of national laws in the field of taxation
(Art. 1).

It appliesto all taxes (48) except the following (Art. 2):

o Vaue added tax (VAT) and customs duties, or excise duties covered by other EU
legislation on administrative cooperation between M Ss;

« Compulsory socia security contributions payable to the MS;
o Fees, such asfor certificates and other documents issued by public authorities;
« Duesof acontractua nature, such as consideration for public utilities.

74. Three Exchange of Information Types. Three different types of exchange of
information are foreseen by the Directive.

« Exchange of Information on Request (Art. 5). The requested authority must, a the
reguest of the requesting authority, communicate any relevant information that it hasin its
possession or that it obtains from administrative enquiries. In order to obtain the requested
information or to conduct the administrative enquiry requested, the requested authority
must follow the same procedures as it would when acting on its own initiative or at the
request of another authority in its own MS. MSs may not refuse to supply information
solely because thisinformation is held by a bank or other type of Fl.

The requested authority must confirm receipt of the request within seven working days
and must then provide the information as quickly as possible, and no later than six months

47 This section reproduces the summary of the Directive as provided by the European Commission on its
website, which can be retrieved at the following address:
http://europa.eu/legidation_summaries/taxation/fi0006_en.htm.

48 Given Article 2.1 of the Directive provides that it shall apply to all taxes of any kind levied by, or on behalf
of, aMS, WHTsfall within the scope of the Directive.
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after receipt of the request. If, however, the requested authority already possesses the
information, it must be provided within two months of that date;

« Mandatory Automatic Exchange of Information (Art. 8). Each competent national
authority must send to the Competent Authority of any other MS, by automatic exchange,
available information concerning taxable periods as from 1 January 2014 relating to
residents in that other M Ss on the following categories of income and capital:

— Income from employment;
— Director’sfees,

— Life insurance products not covered by other EU lega instruments on exchange of
information and other such measures,

— Pensions;
— Ownership of and income from immovable property.

« Spontaneous Exchange of Information (Art. 9). Each competent national authority must
communicate information to the Competent Authority of any other MS in the following
situations:

— The Competent Authority of one M S has reason to suppose that there may be aloss of
tax in the other M S;

— A person liable to tax obtains a reduction in, or an exemption from, tax in one MS
which would give riseto an increase in tax or to liability to tax in the other MS;

— Business dealings between two persons liable to tax in different MSs are conducted
through one or more countries in such away that a saving in tax may result in either
or both of the MSs;

— The Competent Authority of one MS has grounds for supposing that a saving of tax
may result from artificia transfers of profits within groups of enterprises;

— Information forwarded to one M S by another MS's Competent Authority has enabled
information to be obtained which may be relevant in assessing liability to tax in the
latter M S.
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5.1.2 LINKWITH THE SELECTED SCENARIOS

75. Cooperation. As mentioned above (cf. subsection 4.3.3 above), the internationd
cooperation between countries is organised in different ways depending on the Model:

« SC Model. To be effective, the cooperation has to be organised between the SC and the
RC in a bilatera way (even if the SC could “from its own initiative’ (49) provide
information unilaterally to the RC without prior request), for the following reasons:

— Relief at Source in SC. The objective of an efficient relief at source system is
organised by the SC without any cooperation between countries (s0) (where the SC
signs an agreement with the Al without any involvement of the AIC);

— Compliancein RC. On the other hand, compliance in the RC necessarily depends on
information received from the SC;

« AIC Modd. To be effective, the cooperation has to be organised between the SC, the RC
and the AIC in amultilateral way, for the following reasons:

— Rélief at Sourcein SC. The objective of an efficient relief at source system depends
on information received from the AIC (51);

— Compliance in RC. On the other hand, compliance in the RC also necessarily
depends on information received from the AIC.

76. Link with the Selected Scenarios. The above description actually explains the situation
in the so-called “Triangular” Scenario (e.g. an Investor resident in Country A holds securities
issued by an Issuer established in Country B in a securities account held with a Fl established
in Country C).

The Cross-Border Scenario and Reversed Cross-Border Scenario actually represent
simplifications of that case. Their differences compared with the Triangular Scenario are
highlighted below:

o Cross-Border Scenario. As mentioned above (cf. subsection 3.3.1), this situation
concerns cases where the Al is established in the same country as the Investor (e.g. an
Investor resident in Country A holds securities issued by an Issuer established in Country
B in asecurities account held with aFl established in Country A);

— SC Modd. In this case, compliance in RC does in principle not depend on
information received from the SC (as the RC should, at least in theory, have sufficient

49  Aswe will see, such behaviour might be “favoured” by the current EU legidlative framework, the Directive
2011/16/EU in particular.

50 Infirst instance at least, i.e. to check that the Al applied the right TRI based on the elements of information
at itsdisposal. It isonly in second instance, i.e. where the SC wants to double-check the residence status of
the investors, that it will have to rely on information from the RC.

51 Information coming in first instance directly from the AIC, and in second instance indirectly from the RC.
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investigative powers with respect to the Financial Intermediaries established in its
territory to collect the relevant Investor specific information (s2));

— AIC Modd. Here again, compliance in the RC does in principle not depend on
information received from another country.

RC Independent from any other Country. In this scenario, whichever the Model
applied, the RC should be enabled to ensure tax compliance of its resident Investors.

 Reversed Cross-Border Scenario. This situation (cf. subsection 3.3.2) concerns cases
where the Al is established in the SC (e.g. an Investor resident in Country A holds
securities issued by an Issuer established in Country B in a securities account held with a
FI established in Country B);

— SC Modd. This dtuation is similar to the Triangular Scenario (the SC collects
information directly with the Al, and the RC needs information from the SC);

— AIC Model. Considering the fact that the SC is also the AIC, the Reversed Cross-
Border Scenario under the AIC Model shows the same interactions as under the SC
Model (the SC/AIC collects information directly with the Al, and the RC needs
information from the SC/AIC).

RC Dependent on SC/AIC. In this scenario, both Models actually operate in the same
way as far as the routing is concerned. In both Models, the RC is dependent on the
SC/AIC to ensure tax compliance of its resident Investors.

77. Only Triangular Scenarios. Since the Cross-Border Scenario and the Reversed Cross-
Border Scenario are simplifications of the Triangular Scenario, only the Triangular Scenario
is covered in the remainder of this section.

5.1.3 ROUTING AND SC M ODEL

78. Information Flow between the Al and the SC: No Interactions. Art. 1 of the DAC
provides for cooperation between M Ss (in practice between Competent Authorities of M Ss).

o Asthe SC Modd provides that the Al directly transmits the information to the (Competent
Authority) of the SC, it does not interact with the Directive at thislevel;

« However, the SC Moddl interacts with the Directive at the level of the information flow
between the SC and the RC once the SC has received such information from the Al.

52 In practice, however, thisis not always the case. However, thisis more a question of internal tax legislation
of the RC, which is out of scope of the study. Example, Belgium considered as RC: until recently, the
Belgian WHT retained by Belgian banks in case of foreign movable income paid to a Belgian individual
investor was anonymous and considered as the final tax (with no obligation on the investor to report that
type of income in his annual income tax return) so that the Belgian tax administrations did neither receive
nor collect any information when a Belgian FI was involved in the payment.
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To implement the latter aspect of the SC Model, advantage can be taken of severa provisions
that are available in the Directive and the underlying principles of which therefore have
already been approved by the M Ss.

79. Information Flow from the SC to the RC: Automatic Exchange of Information. First
of al, it isinteresting to have alook at Art. 8.1 of the DAC, which provides for a mandatory
automatic exchange of information. Automatic exchange of information is indeed the most
appropriate way to exchange information.

Art. 8.1 of the DAC provides that the Competent Authority of each MS shall, by automatic
exchange, communicate to the Competent Authority of any other MS, information that is
available concerning residents in that other MS, on very specific categories of income and
capita as they are to be understood under the national legidation of the MS that
communicates the information.

80. For the time being, interest and dividends are not included in these categories so that Art.
8.1 is not applicable (s3).

« Dividends. Asregards dividends, it could, however, potentialy be applied in the future as
Art. 8.5 provides that the list of categories could be extended to include dividends.

Indeed, the Directive provides that, before 1 July 2017, the European Commission shall
submit a report providing an overview and an assessment of the statistics and information
received and, “if appropriate”, it shal make a proposal to the Council inter alia
regarding the possible inclusion of dividends, capital gains and royalties in the scope of
automatic exchange of information in view of “ further strengthening of the efficiency and
functioning of the automatic exchange of information and raising the standard thereof” .

We can thus infer from the above that, until July 2017, dividends are not in scope of the
automatic exchange of information, and that no political agreement has been reached so
far in this respect, so that a consensus would still have to be found,;

o Interest. As regards interest, the Directive remains silent. This is due to the aready
existing Savings Directive on taxation of savings income in the form of interest payments
(the “Savings Directive’), whose principal purpose is the automatic exchange of
information as regards interest payments.

The Directive on Administrative Cooperation is indeed specifically drafted so as to avoid
overlaps with the mandatory automatic exchange of information already provided in the
Savings Directive (or that will be provided further to its recast) (s4);

53 Of course, a revision of the Directive on Administrative Cooperation with a view to including these
categories of income would offer a solid legal framework for the exchange of information that is required
under the system.

54 In this respect, we refer to the category “life insurance products’ with respect to which it is stated that the
mandatory automatic exchange of information provided in Directive 2011/16/EU does not apply to these
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« Information Available. Moreover, the mandatory automatic exchange of information is
currently subject to information being available in the respective MSs (Art. 8.1). In this
respect, the MSs must inform the European Commission before 1 January 2014 of the
categories currently in scope (cf. above) in respect of which “they have information
available” (s5). In other words, even with respect to the categories currently in scope of
the automatic exchange of information, there is not yet any certainty as regards whether or
not there will be an effective exchange of information. In addition, thereis currently alack
of consistency from MS to MS as the categories of information available are potentially
different from one MS to the other and these categories can evolve over time. It is aso
interesting to note that the Directive on Administrative Cooperation provides for some
rules so as to improve the cooperation between MSs whereby a MS not providing any
information could in turn not receive any information either (ss).

As a result, the mandatory automatic exchange of information provided by Art. 8.1 of the
DAC does not appear to be suitable in the present case.

It should nevertheless be pointed out that, even if the “mandatory” automatic exchange of
information provided by Art. 8.1 is not directly applicable, Art. 8.8 of the DAC will in any
case enable (57) Competent Authorities of M Ss to agree on automatic exchange of information
with respect to dividend and interest payments. This could be of particular importance in
practice as far as the implementation of the respective relief at source models is concerned:
the Competent Authorities of two or several MSs could agree on exchanging information
automatically and bilaterally/multilaterally for income not covered by Art. 8.1 without having
recourse to the signature of new treaties (ss).

Other provisions of the Directive on Administrative Cooperation might nevertheless be of
interest.

81. Information from the SC to the RC: Spontaneous Exchange of Information. Art. 3.10
of the DAC defines “spontaneous exchange” as the non-systematic communication, at any
time and without prior request, of information to another MS. The various cases where
spontaneous exchange of information applies are defined in Art. 9.1.

products if they are covered by another Union legal instrument on exchange of information and other
similar measures.

55 According to Article 3.9 of the Directive, available information refers to “ information in the tax files of the
Member State communicating the information, which is retrievable in accordance with the procedures for
gathering and processing information in that Member State” .

56 More precisely, Article 8.3 of the DAC provides that “ a Member State may be considered as not wishing to
receive information in accordance with paragraph 1, if it does not inform the Commission of any single
category in respect of which it has information available” .

57 Just as Article 3 of the Council Directive 77/799/EEC of 19 December 1977 concerning mutual assistance
by the Competent Authorities of the MSsin the field of direct taxation and taxation of insurance premiums
currently does.

58 It is useful to note in this respect that it is already foreseen that the formats under developments will
comprise as many income as possible to alow MSs to exchange information in a uniform manner under
Article 8.8 on those income not quoted in Article 8.1 (e.g. income from independent employment, interest,
dividends, royalties, etc.).
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Art. 9.1(b) of the DAC is potentially interesting with respect to the flow of information
between the SC and the RC as set forth in the SC Model. It reads as follows:

1. The competent authority of each Member State shall communicate the information
referred to in Article 1(1) to the competent authority of any other Member Sate
concerned, in any of the following circumstances: [...] (b) a person liable to tax obtains a
reduction in, or an exemption from, tax in one Member State which would giveriseto an
increasein tax or to liability to tax in the other Member State.

According to this provision, a spontaneous exchange of information is required when the two
following cumulative conditions are met:

« There should be a reduction in/an exemption from tax in the SC.

By definition, any relief at source system (in the present study, the SC Model or the AIC
Model) exists to permit Investors (i.e. persons liable to tax in the SC) to benefit from a
reduction in or exemption from tax in the SC (in practice, a lower WHT rate than
normally provided in the internal tax legidation of the SC);

« Such reduction in/exemption from tax in the SC should increase the tax or liability to
tax in the RC.

Furthermore the tax regime of the Investor in the RC will in principle depend on the tax
treatment of the income in the SC (the taxation in the RC depends on the effective tax rate
suffered in the SC). Most countries apply the tax credit method (the RC taxes the gross
amount but credits the foreign taxes paid/suffered against the local tax). Other countries
can apply other methods (e.g. the RC taxes only the net frontier income), but the taxes
due in the RC will in principle generally be linked to the taxes due in the SC. The lower
the taxation in the SC, the higher the taxation should be in the RC.

Exchange of information about the application of a DTT is therefore “foreseeably
relevant” to the administration and enforcement of the domestic laws of the RC in the
meaning of Art. 1.1. of the DAC;

As aresult, it can be argued that a reduction in or exemption from tax in the SC will giverise
to an increase in tax or to liability to tax in the RC and thus Art. 9.1(b) of the DAC should be
considered applicable.

In terms of timing, Art. 10 of the DAC provides that the information shall be forwarded as
quickly as possible, and no later than one month after it becomes available.

In the framework of the SC Model (according to which information will be provided to the
SC by the Al on aregular basis), the fact that the conditions for the application of Art. 9.1(b)
are met combined with the time limit provided for in Art. 10 could thus, in theory, render the
application of an exchange of information towards the RC mandatory.
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This element of information would allow the RC to check whether the Investor that benefited
from the relief at source declared his foreign income in his local income tax return. Art. 9 of
the DAC would therefore ensure taxation in the RC. This aspect would of course be key to
ensure tax compliance in the RC (cf. section 8.2 below).

However, it is already important to note at this stage that the theoretical analysis according to
which an exchange of information must apply is in practice undermined considering the way
the spontaneous exchange of information actually works. This is because the spontaneous
exchange of information, not being “automated” (contrary to the automatic exchange of
information), would require a sizeable level of human intervention (filling of specific forms
each time, etc.) so that it would impair the efficiency of the whole system.

82. Information from the RC to the SC: Spontaneous Exchange of Information and
Exchange of Information on Request. Information received by the RC (in the framework of
the spontaneous exchange of information or otherwise) could enable the RC to check whether
a given person is indeed tax resident (the Investor could be unknown by the RC, or although
known, information in his respect might not be correct/up-to-date and therefore need
correcting).

This is important as the SC could also require or have an interest in receiving information
from the RC. Indeed, for the SC to make sure that it granted the treaty benefits on correct
grounds, it would ultimately need confirmation from the RC as regards the residency status of
the Investor to whom it granted the relief at source.

Such provision of information by the RC to the SC could, till in theory, be covered by two
Articles of the Directive on Administrative Cooperation, namely Art. 9.1 (e) and/or Art. 5.

« Spontaneous Exchange of Information. Art. 9.1 (e) of the DAC provides for another
specific case of “mandatory” spontaneous exchange of information when information
forwarded to one MS by the other M'S has enabled information to be obtained that may be
relevant in assessing liability to tax in the latter MS (the information also has to be
forwarded in the month after it becomes available according to Art. 10 of the DAC).

« Exchange of Information on Request. Besides, when providing information to the RC,
the SC could also rely on Art. 5 of the DAC to make arequest for information (5s9).

Indeed, arequest for information from the SC the purpose of which would be to check the
residency status in the assumed RC for given taxpayers to whom treaty benefits have been
granted could, in our view, be considered as a valid request for information: the request,
although covering many taxpayers, would only concern specific cases; the requested
information would be relevant to the tax affairs of the taxpayers in the SC and the
information requested (basically, whether or not a given taxpayer is resident in the
assumed RC) is “foreseeably relevant” (in the meaning of Art. 1.1 and recital number nine

59 Defined in Article 3.8 of the Directive as the exchange of information based on the request made by the
requesting M S to the requested M S in a specific case.
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of the DAC (e0)) to the administration and enforcement of the domestic laws of the MSs
(the SCs). Considering the fact that the limitations provided in Art. 17 of the DAC do not
apply (cf. Appendix 9), the information would then in principle have to be provided
within six months from the date of receipt of the request (Art. 7.2 of the DAC).

Acquiring knowledge about the residency status of the Investor would permit the SC to make
sure that it granted the treaty relief at source on correct grounds. This aspect would be key to
ensure tax compliance in the SC (cf. section 8.2 below).

However, for the same reasons as those mentioned above, the theoretical analysis according to
which an exchange of information (spontaneous or upon request) from the RC to the SC could
possibly apply would in practice be inefficient if applied on alarge scale.

83. Need for Additional Legal Instruments. It results from the above that the SC Model
would currently require additional legal instruments between the SCs and the RCs to ensure
an effective and automatic exchange of information.

Indeed, the analysis shows that a Source MS granting a relief at source must exchange
information towards the various Residence M Ss concerned (via the spontaneous exchange of
information) and that a Residence MS could also, in return, be obliged to exchange
information towards the Source MS (via the spontaneous exchange of information possibly
combined with the exchange of information on request). An exchange of information should
therefore occur, which isimportant from atax compliance perspective.

However, in order to be efficient, such exchanges of information would have to be automatic
and sufficiently automated, which is not the case. Should a Source MS want to apply the SC
Model in an efficient way, it would have to enter into memorandums of understanding
between Competent Authorities on the automatic exchange of information for tax purposes
(based on Art. 8.8 of the DAC or other similar provisions) with potentially each and every MS
(considering the fact that the Investors could be resident in any MS).

60 Article 5 provides that, at the request of the requesting authority, the requested authority shall communicate
to the requesting authority any information referred to in Article 1.1 (information “ foreseeably relevant” to
the administration and enforcement of the domestic laws of the MS) that it has in its position or that it
obtains as aresult of administrative enquiries. In this respect, recital number nine of the Directive provides
that “ The standard of ‘foreseeable relevance’ is intended to provide for exchange of information in tax
matters to the widest possible extent and, at the same time, to clarify that Member States are not at liberty
to engage in ‘fishing expeditions’ or to request information that is unlikely to be relevant to the tax affairs
of a given taxpayer.”
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5.1.4 ROUTING AND AIC MODEL

84. Information Flow between the Al and the AIC: No Interactions. Asin the SC Moddl,
the AIC Model provides that the Al directly transmits the information to a Competent
Authority of a MS (AIC this time). As a result, the AIC Model does not interact with the
Directive on Administrative Cooperation at this level (no exchange of information between
Competent Authorities but only between the Al and a Competent Authority).

However, the AIC Model interacts with the Directive on Administrative Cooperation at the
level of the information flow between the AIC and the SC and the RC, respectively, once the
AIC has received such information from the Al.

To implement this aspect of the AIC Model, it could also possibly be taken advantage of
several provisions available in the Directive, the underlying principles of which having
already been approved by the M Ss.

85. Information from the AIC to the SC and RC: Automatic Exchange of Information.
As for the SC Model, the mandatory automatic exchange of information provided by the
Directive on Administrative Cooperation in its Art. 8.1 is not applicable for the time being. In
this respect reference is made to the comments above.

Of course, as for the SC Model, Art. 8.8 of the DAC will in any case enable Competent
Authorities of MSs to bilaterally/multilaterally agree on automatic exchange of information
with respect to dividend and interest payments without having recourse to the signature of
new tregties.

86. Information from the AIC to the SC and RC: Exchange of Information upon
Request. As aready mentioned above, Art. 3.8 of the DAC defines the exchange of
information on request as the exchange of information based on the request made by the
requesting M S to the requested MS “in a specific case” (it should be relevant to the tax affairs
of agiven taxpayer).

The need for a specific case excludes mere “fishing expeditions’. In other words, the
requesting M'S should aready have some elements of information to be able to send a request
to another MS.

However, in the AIC Model, neither the SC nor the RC has initialy sufficient information to
be able to identify specific cases with respect to the application of the DTTs. Thisis because,
in afirst instance, the SC has only the pooled information (received from the WAS), which
could possibly be considered by a requested M S as not sufficient to have a specific case, and
the RC is not yet aware of the treaty application.

Besides, if either the SC or the RC had to actually request information from the AIC, the
Model would lose efficiency.
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The other way round, the AIC has of course sufficient elements of information (received from
the Als) to issue requests for information to the respective SCs (e.g. to check whether the
detailed information received matches the pooled information provided to the respective SCs)
and RCs (e.g. to check the residency status of the respective investors).

87. Information from the AIC to the SC and RC: Spontaneous Exchange of
Information. Considering the cooperative nature of the AIC Model (which could not be put
in place by a single MS, unlike the SC Model), the question here is essentially to assess
whether a spontaneous exchange of information from the AIC to the two other MSs could

apply.

In this respect, Art. 9.2 of the DAC provides that a MS may communicate, by spontaneous
exchange, to the Competent Authorities of the other MSs any information of which they are
aware and which may be useful to the Competent Authorities of the other MSs (without any
mandatory timeframe being included in the Directive, however).

The exchange of information from the AIC to the SC and the RC could thus be organised
based on the framework of the spontaneous exchange of information provisions, athough the
nature of such type of information exchange would not be efficient (sizeable level of human
intervention; administrative burden).

88. Need for Specific Legidation. It results from the above that the AIC Model would
currently require additional legal instruments between participating countries to ensure an
effective and automatic exchange of information.

Thisis because, even if the exchange of information on request and the spontaneous exchange
of information could be used, such exchanges of information would have to be automatic and
sufficiently automated to be efficient, which is not the case. Should MSs want to apply the
AIC Modsd in an efficient way, they would have to enter into memorandums of understanding
between Competent Authorities on the automatic exchange of information for tax purposes
(based on Art. 8.8 of the DAC or other similar provisions) with potentially each and every MS
(considering the fact that the Investors could be resident in any MS and any MS could
potentially be an SC as well).

89. Interactions with Third Countries: Wider Cooperation and Most-Favoured Nation
Clause. In this respect, it is aso interesting to have alook at FATCA (s1) and, in particular, at
the Model Intergovernmental Agreement to Improve Tax Compliance and to Implement
FATCA (e2). These recent developments clearly push towards enhanced administrative
cooperation in the form of automatic exchange of information via the AIC. They could open
the door to closer international cooperation between MSs based on a similar routing
mechanism.

61 http://www.irs.gov/Businesses/Corporations/Foreign-Account-Tax-Compliance-Act-(FATCA)
62 http://www.treasury.gov/press-center/press-rel eases/Pages/tg1653.aspx
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« Context Change. Following a Joint Statement issued by the US with France, Germany,
Italy, Spain and the United Kingdom, on 8 February 2012 (e3), regarding an
Intergovernmental Approach to Improving International Tax Compliance and
Implementing FATCA, these countries developed a Model Agreement (Model 1) to be
used by countries that are interested in implementing FATCA through a government-to-
government approach (cf. Appendix 1 for more information including on latest
developmentsin this area).

The United Kingdom has been the first country to sign an agreement with the US along
the lines of Modédl 1 (s64). Other EU M Ss have done so after the UK (i.e. Denmark, Spain,
Ireland) and others are expected to do so in the coming months. The key learning in this
respect is that, in the near future, a large number of MSs (if not al) and aso third
countries will agree to actively participate in automatic exchanges of information with the
US, based on information provided to them by their financia institutions. In other words,
in those countries that will sign aModel 1 agreement with the US, FIs would be required
to report investors information to their own tax administrations instead of directly to a
foreign tax administration (similarly to the routing provided in the Savings Directive and
to the routing provided in the AIC Modd!).

« Impacts within the EU. Besides, the result of the above Intergovernmental Agreements
will be that some MSs will enter into a “wider cooperation” as regards exchange of
information with the US in the meaning of Art. 19 of the DAC (es).

This could have important consequences within the EU as such wider cooperation could
have to be extended to other MSs wishing to enter into such an agreement (so-called
"most-favoured-nation” clause). Art. 19 of the DAC indeed states that: “ Where a Member
Sate provides a wider cooperation to a third country than that provided for under this
Directive, that Member State may not refuse to provide such wider cooperation to any
other Member State wishing to enter into such mutual wider cooperation with that
Member State.” (e6)

63 http://www.treasury.gov/press-center/press-
releases/Documents/020712%20T reasury%20l RS%620FA T CA%20Joi nt%20Statement. pdf

64  http://www.treasury.gov/press-center/press-rel eases/Pages/tgl711.aspx

65 Thelegal instrument providing for such wider cooperation is not relevant, the key element is the existence
of awider cooperation between a MS and a third country. In this respect, the Joint Statement refers to the
existing DTTs, another option could be to rely on Article 6 of the Convention on Mutual Administrative
Assistancein Tax Matters.
According to Revised Explanatory Report to the Convention on Mutual Administrative Assistance in Tax
Matters, automatic exchange of information “requires a preliminary agreement between the competent
authorities on the procedure to be adopted and on the items covered. [...] Agreement on the items to be
exchanged and the procedure to be adopted is a prerequisite’. The OECD Model Memorandum of
Understanding on Automatic Exchange of Information for Tax Purposes could serve as a basis for these
types of agreements.

66 See adso recital number 22 of the Directive: “ It should also be made clear that where a Member State
provides a wider cooperation to a third country than is provided for under this Directive, it should not
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It thus opens the way to an increased level of cooperation between MSs (67) where the
local Flswould also report to their own tax administrations.

It could even potentially lead to a pan-EU automatic exchange of information system (es) :

— For instance, considering the fact that the MSs having signed an agreement with the
US, aong the lines of the above-mentioned Model Agreement, will have to
implement the legal provisions and to put in place the relevant procedures to collect
from their local Fls information about US persons and to exchange it with the US,
they would be in a position to do the same with respect to residents of other MSs.

— Besides, Art. 19 of the DAC could enable some of them (or any other MS) to even
force similar exchange of information, subject to a condition of reciprocity (the MS
requesting a wider cooperation as the one provided under the Model Agreement
should endeavour to provide the same level of information).

5.1.5 CONCLUSION

90. Mandatory Automatic Exchange of Information. The Directive on Administrative
Cooperation is not immediately applicable to interest and dividend payments (irrespective of
the Model used). From a political perspective, it is clear that these dividend and interest
payments have been explicitly excluded from the scope of the Directive on Administrative
Cooperation as far as mandatory automatic exchange of information provided for in Art. 8.1
of the DAC is concerned.

« Dividends. Dividends are not in scope of the automatic exchange of information, and a
politica agreement would in addition still have to be reached should dividends be
included therein;

o Interest. With respect to interest payments, already another Directive is applicable (the
Savings Directive — cf. section 5.3 below), the objective of which is to ensure compliance
in the RC irrespective of whether or not a DTT is applied (i.e. irrespective of the
application of aWHT, and potentially thus of aWHT relief at source in the SC) (e9). More
importantly, the Directive on Administrative Cooperation is specifically drafted so as to

refuse to provide such wider cooperation to other Member States wishing to enter into such mutual wider
cooperation.”

67 Whichisfavoured in recital number 21 of the Directive according to which it “ contains minimum rules and
should therefore not affect Member States’ right to enter into wider cooperation with other Member Sates
under their national legidlation or in the framework of bilateral or multilateral agreements concluded with
other Member Sates'.

68 Besides, this automatic exchange of information could take place even on income with respect of which a
reduced WHT rate based on aDTT is not requested.

69 The fact that the Savings Directive does not consider the tax treatment in the SC (i.e. does not organise
WHT relief at source/refund in the SC) might not constitute such a big issue in practice since there isin
many MSs no WHT on interest income on widely held debt securities (internal tax laws often providing
exemptions in this respect or a WHT rate equivalent to the maximum DTT rate), while it is much less often
the case for dividend payments.
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avoid overlaps with the automatic exchange of information aready provided in the
Savings Directive (or that will be provided further to its recast).

As a consequence, automatic exchange provided for in the Directive (as it currently
stands) will never apply to interest payments.

However, one should bear in mind that Art. 8.8 of the DAC in any case permits Competent
Authorities of the MSs to agree to automatically and bilaterally/multilaterally exchange
information on such categories of income.

91. Other Typesof Exchange of I nformation. The reasoning differs according to the Model
chosen (SC Model or AIC Modél):

« SC Modd. In the framework of the SC Model (according to which information will be
provided to the SC by the Al on a regular basis), the fact that the conditions for the
application of the spontaneous exchange of information would be met combined with the
time limit provided for in this respect obliges Source M Ss wishing to apply the SC Model
to proceed to an exchange of information towards the various RCs. In other words, the
Investor-specific information received by the SC from the Al would have to be
transmitted from the SC to the RC pursuant to Art. 9.1 (b) of the DAC. Besides, the
Residence MSs would aso be obliged to exchange information towards the Source MSs
(either applying the spontaneous exchange of information provided in Art. 9.1 (e) or
replying to a request for information). This aspect would of course be key to ensure tax
compliance in the RC and in the SC.

However, in order to be efficient, such exchanges of information would have to be
automatic and sufficiently automated, which is not the case when not included in the
framework of an automatic exchange of information. The SC Model would therefore
currently require additional legal instruments between the SCs and the RCs to ensure an
effective exchange of information.

« AIC Model. The AIC Model would also currently require additional legal instruments
between participating countries to ensure an effective exchange of information.

Indeed, even if the exchange of information on request and the spontaneous exchange of
information could be used, such exchanges of information would have to be automatic
and sufficiently automated to be efficient, which is, here again, not the case when not
included in the framework of an automatic exchange of information.

92. Other Elements. Other provisions of the Directive on Administrative Cooperation might
nevertheless be of interest, whichever the Model used (SC Model or AIC Model) and
whatever the legal instrument that will be adopted, if any (cf. Chapter 6 below), to implement
the selected Model.
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5.2 RECOVERY DIRECTIVE (70)
521 SUMMARY

93. Introduction. Most tax claims (or debts) due to national treasuries are collected promptly
through spontaneous payment by the debtor. When the clams are not settled promptly,
national tax administrations can resort to a range of powers to recover the clam. In the worst-
case scenario, the claim can be recovered through the seizure and sale of the debtor's property
by the tax administration ("enforcement™).

The origina Community arrangements for mutual assistance between M Ss were put in place
because it was recognised that it was increasingly likely that the debtor, or recoverable assets
belonging to the debtor, were within the jurisdiction of another MS. Arrangements at
Community level were necessary to ensure that taxpayers did not successfully evade their
obligations in this way. These arrangements (Council Directive 76/308/EEC), though
originally developed to cover agricultural levies and customs duties as sources of Community
revenue (traditional own resources), were later extended to VAT (Council Directive
79/1071/EEC), excise duties (Council Directive 92/108/EEC), taxes on income and capital
and taxes on insurance premiums (Council Directive 2001/44/EC).

A codified version of this legislation was adopted on 26 May 2008 (Council Directive
2008/55/EC). Detailed implementation arrangements were to be found in Commission
Regulation (EC) 1179/2008. This Regulation dealt with matters such as the details of the
electronic communication system, deadlines for responses, administrative procedures and
reimbursement arrangements for costs linked to recovery of debts.

94. Recovery Directive and Commission Regulation (EU) 1189/2011. On 16 March 2010,
the Council adopted a new Directive on mutual assistance for the recovery of taxes: the new
Recovery Directive. The aim is to extend the scope to al taxes and duties levied by MSs and
by their territorial or administrative subdivisions. The creation of a European instrument
permitting enforcement in another MS and the reinforcement of the possibility to take
precautionary measures in another MS are two elements that should improve the capacity of
MSs in cross-border collection of taxes. The EU MSs have to apply this new Directive as
from 1 January 2012.

The European Commission adopted on 18 November 2011 Commission Regulation (EU)
1189/2011 laying down detailed provisions to implement the Recovery Directive. It contains
tools alowing better cross-border recovery of tax debts by MS. These tools include, in
particular, a uniform instrument to allow debt recovery decisions to be enforced. Theaim isto
avoid problems of translation and recognition of foreign legal and procedural instruments.

70 The below high-level summary of the Recovery Directive is based on the following elements of
information/sources:
http://ec.europa.eu/taxation_customs/taxation/tax_cooperation/tax_recovery/index_en.htm
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Another concrete tool is a uniform notification form that will enable taxpayers in other MSs
to be notified of official documents and decisions. These measures are necessary to facilitate
and accelerate cooperation between MSs tax administrations, leading to more efficient
revenue collection.

5.2.2 |INTERACTIONSIN TERMSOF RECOVERY

95. Cross-Border Enforcement. As mentioned in the introduction, in many cases, taxing
rights are shared between the SC and the RC pursuant to aDTT. In most of the DTTs, the SC
is entitled to tax part of the movable income paid (dividends or interest). This taxation
normally takes the form of a WHT. On the other hand, the RC keeps the right to tax the
income collected by the Investor according to its local income tax rules. Both the SC and the
RC can thus levy taxes on a given payment.

When the tax amount due has not been paid by the person or entity liable to pay such tax, in
violation of the local rules applicable, then the taxing authority can enforce the payment (i.e.
the tax administration can take the necessary actions for the amount due to be paid). The fact
that the taxing authority is “in a position to” enforce payment is generally sufficient for the
person liable to pay the tax.

When the person or entity liable to pay the tax is in another MS than the MS of the taxing
authority, the latter can rely on the Recovery Directive (other interactions of this Directive
with the contemplated Models are briefly described in Appendix 10).

96. Cross-Border Enforcement Requested by the SC (SC as Applicant Authority). In
principle, depending on the circumstances, both the SC and the RC could have recourse to the
Recovery Directive.

However, the mgjority of the assets potentialy subject to enforcement measures being, by
assumption, located in the RC, cases where the RC would have to initiate cross-border
enforcement under the Recovery Directive should be very rare (i.e. cases where the Investor
does not have enough assets in the RC to pay the taxes due in the RC).

Asaresult, only cross-border enforcements by the SC are further commented here (7).

97. Cross-Border Enforcement Performed by RC or AIC (RC or AIC as Requested
Authority). By definition, the SC will seek cross-border recovery if the WHT dueis not paid,
i.e. in the case of under-withholding (e.g. an Investor has benefited from a treaty relief at
source while he was actually not entitled to it).

In this respect, the ICG report (72) mentions that “ as a policy matter, the question (of the
liabilities) seems to be very basic. That is, if an investor has made a claim for relief that is

71 The AIC should not be entitled to request enforcement with the investor as AIC does in principle not levy
WHT (unless in the Reversed Cross-border situation where AIC is aso the SC). As a result, the SC Model
and the AIC Model are similar on this point.

72 1CG Report, 8§ 107 — 109, p. 29.
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inappropriate, who should bear the cost of that mistake — the government, the intermediaries,
or the investor? (...) The investor, of course, should not benefit from his inappropriate claim. The
goal, therefore, should be to increase the ability of governmentsto collect the under-withheld tax from
the investor (...) there may still be circumstances in which a government may be interested in
pursuing an intermediary with respect to such under-withheld tax” .

In the case of under-withholding, both the SC Model and the AIC Model provide two
cumulative options (73):

« The SC can enforce recovery with the Investor, hence the need to involve the RC in the
recovery process (whichever the selected scenario: Cross-Border, Reversed Cross-Border
or Triangular) and/or;

« The SC can enforce the payment with the Al, hence the possible need to involve the AIC
in the process (only in Cross-Border and Triangular Scenarios (74)).

98. Recovery and Liability. The question of the interactions between the relief at source
Model to be put in place and the Recovery Directive is closely linked to the question of the
liabilities of the various stakeholders.

« Investor’s Liability. By definition, the Investor is liable to tax in the SC. When the SC
seeks recovery with the Investor, SC therefore recovers “taxes’ (more precisely, the WHT
due by the Investor in the SC);

o Al's Liability. However, as mentioned above (cf. subsection 4.2.3 above), the type of
liability the Al has to bear is not clearly defined in the ICG report and the draft
Implementation Package, it is just mentioned that the Al is liable for any under-
withholding. However, such responsibility of the Al could be of a contractual nature or of
another nature. Such other nature would still have to be defined. For instance the Al could
be liable to tax in the SC (75), but the Al could aso be liable to a kind of administrative
indemnity/penalty in the SC. This could be important should the SC want to be able to
refer to the Recovery Directive to recover amounts from the Al.

99. Scope of the Recovery Directive. To understand this point, it is first necessary to have a
look at the scope of the Recovery Directive.

73 Asmentioned in the governing principles (liabilities), other intermediaries more remote from the investor in
the chain of intermediaries should in most cases not be held liable for errors made by the intermediary
closest to the investor (the Al) with respect to that investor's eligibility for treaty benefits. Since the
function of those intermediariesis essentially limited to accurately passing on tax rate information provided
by lower-tier intermediaries, their liability should be limited, as a practical matter, to errors that they
themselves make with respect to such processing. The recovery questions relating to higher-tier
intermediaries are basically the same as those relating to lower-tier intermediaries (i.e. intermediaries acting
asAls).

74 In the Reversed Cross-border situation, the recovery with the Al can indeed be carried out without relying
on the Recovery Directive.

75 In this sense, the Implementation Package mentions that “ some countries may need to provide that the
annual reporting forms congtitute a “ tax return” under the source country’s domestic law” .
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According to recital number five of the Recovery Directive, this Directive is amed at making
it possible “to take account of all forms that claims of the public authorities relating to taxes,
duties, levies, refunds and interventions may take, including all pecuniary claims against the
taxpayer concerned or against athird party which substitute the original claim.”

« Art. 2.1(a) of the Recovery Directive mentions that it shall apply to claims relating to “ all
taxes and duties of any kind levied by or on behalf of a Member Sate or its territorial or
administrative subdivisions, including the local authorities, or on behalf of the Union™ ;

« Inaddition, Art. 2.2(a) of the Recovery Directive mentions that its scope shall also include
“administrative penalties, fines, fees and surcharges relating to the claims for which
mutual assistance may be requested in accordance with paragraph 1, imposed by the
administrative authorities that are competent to levy the taxes or duties concerned or
carry out administrative enquiries with regard to them, or confirmed by administrative or
judicial bodies at the request of those administrative authorities’;

o On the other hand, Art. 2.3(c) and (d) of the Recovery Directive state that it shall not
apply to “ dues of a contractual nature (and) criminal penalties imposed on the basis of a
public prosecution or other criminal penalties not covered by paragraph 2(a)” .

We can infer from the above that, in the case of under-withholding:

« Recovery with the Investor. The SC could have recourse to the Recovery Directive in
order to enforce payment by the Investor;

« Recovery with the Al. On the other hand, in order to ensure the possibility to have
recourse to the Recovery Directive with respect to the Al, it would be necessary to ensure
that its liability is defined in such a way that it falls within the scope of the Directive. An
option in this respect would be to provide that the Al is liable for an administrative
penalty in the case of under-withholding or would be considered as being jointly liable
with the Investor for any under-withholding (7s).

As aresult, it should be possible for the SC to appea to the Recovery Directive to enforce
payment by either the Investor or the Al.

76 If the liability of the Al was to be considered as "income tax", then the question would arise whether the
DTT concluded between the AIC and the SC would not prevent the SC from collecting such atax. Indeed,
the Al isin principle only liable for tax in the SC if it has a permanent establishment in the SC through
which it carries out its business (Article 7 of the OECD Modd Tax Convention) or when it is the
beneficiary of the movable income in question (cf. Articles 10 and 11 of the OECD Model Tax Convention
for dividends and interest, respectively).
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100.Limits to the Requested Authority's Obligations. Art. 18 of the Recovery Directive
sets out some cases where the cross-border enforcement is not required in the requested MS
(the requested M S having to inform the applicant M S of the grounds for refusing a request for
assistance):

Serious Economic or Social Difficulties. The requested M S shall not be obliged to apply
recovery or precautionary measures if recovery of the clam would, because of the
situation of the debtor, create serious economic or socia difficulties in the requested M S,
in so far as the laws, regulations and administrative practices in force in that MS allow
such exception for nationa claims;

Five-Year Prescription Period. The requested MS shall not be obliged to grant
assistance under the Directive if the initial request for assistance is made in respect of
clams which are more than 5 years old, dating from the due date of the clam in the
applicant MSto the date of the initial request for assistance (77);

EUR 1.500 Threshold. A MS shall not be obliged to grant assistance if the total amount
of the claims covered by the Directive, for which assistance is requested, is less than EUR
1.500.

The main concern with respect to the above limitations is the EUR 1.500 threshold.

101. Recovery with the Investor. As mentioned above, there is alimit of EUR 1.500 under
which a MS is not obliged to grant the assistance to another MS. This limit can have an
important impact when assessing the possibility to use the Recovery Directive to enforce
cross-border recovery with the Investor.

7

However, in cases where the claim or the initia instrument permitting enforcement in the applicant MSis
contested, the 5-year period shall be deemed to begin from the moment when it is established in the
applicant MS that the clam or the instrument permitting enforcement may no longer be contested.
Moreover, in cases where a postponement of the payment or instalment plan is granted by the Competent
Authorities of the applicant MS, the 5-year period shall be deemed to begin from the moment when the
entire payment period has come to its end. However, in those cases the requested authority shall not be
obliged to grant the assistance in respect of claims which are more than 10 years old, dating from the due
date of the claim in the applicant MS.
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For example, assuming alocal WHT rate on dividends of 25% in the SC, a maximum WHT
rate on dividends of 15% according to the DTT concluded between the SC and the RC and a
return on equity of 4%, the RC could potentially refuse to provide assistance to the SC unless
the Investor has an investment in shares of companies established in the SC of at least
EUR 375.000 (7s):

o Investment: EUR 375.000;

« Return on Equity: 4% = EUR 15.000;

o Loca WHT Rate: 25% = EUR 3.750;

o Reduced DTT WHT Rate: 15% = EUR 2.250;

o WHT Reduction according to DTT: 25% - 15% = 10% = EUR 1.500.

It is therefore likely that the EUR 1.500 threshold will be effective for the mgjority of retail
Investors (79).

Moreover, the risk of non-application of the Recovery Directive increases with the number of
SCs (s0). Indeed, in the above example, the minimum investment of EUR 375.000 is to be
considered per SC.

It should be noticed that this issue exists regardless of the Model applied (SC Moddl or AIC
Model) as the position of the SC is the same in both cases.

Moreover, Art. 18 of the Recovery Directive provides only for limitations to the requested
authority’s obligations. MSs could thus specifically agree either not to apply any threshold in
the framework of DTT relief at source application or to apply lower thresholds.

102. Recovery with the Al. If the recovery can be enforced with the Al (irrespective of the
number of Investors), then the EUR 1.500 threshold should not apply so that enforcement
with the Al according to the Recovery Directive would be effective.

78 The Recovery Directive, although per definition a juridical instrument agreed upon multilaterally,
essentially appliesin a hilateral context, i.e. one country (SC) seeking recovery with another country (RC)
of claims against a given taxpayer. It isimportant to note in this respect that the number of claims against a
given taxpayer should beirrelevant (in so far asthey are not statute-barred). This point of view is based on a
strict reading of Article 18.3 of the Recovery Directive according to which the EUR 1.500 threshold applies
to "claims’ covered by the Directive, and is based on the motives of the Directive, which are to make
assistance more efficient and effective. Efficiency would not be achieved if the EUR 1.500 threshold had to
be applied "per claim”.

79 However, it has to be noted that this EUR 1.500 threshold can cover atogether various types of taxes (e.g.:
VAT claims, income tax claims, etc) spread over a plurdity of years. Theoretically speaking, it could
therefore be possible to wait a few years so as to have a sufficient number of tax claims to reach the EUR
1.500 threshold and obtain assistance based on the Recovery Directive (but such threshold has still to be
computed per investor).

80 It will most probably be an issue for retail investors since these are generally opting for a balanced and
diversified portfolio, in terms of industry, geographic location and types of financial instruments.
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103.Procedures. Provided that the claims against the Al fal within the scope of the
Recovery Directive (which will depend on the way the relief at source Model is transposed
into national legidation/arranged with Financia Intermediaries), then the procedural
provisions of the Recovery Directive (briefly summarised in Appendix 10) provide for a
suitable framework to enforce recovery, whenever needed, with the Al (or more generaly,
with a Financial Intermediary responsible for the errors).

5.2.3 CONCLUSION

104. Conclusion. In the case of under-withholding, the SC could potentially have recourse to
the Recovery Directive in order to enforce payment by the Investor. The EUR 1.500 threshold
could, however, constitute an important limitation. Special arrangements between Competent
Authorities (s1) could probably solve thisissue.

On the other hand, in order to ensure the possibility to have recourse to the Recovery
Directive with respect to the Al, it would be necessary to ensure that its liability is defined in
such away that it falls within the scope of the Directive.

Other provisions of the Directive might nevertheless be of interest (regardiess of whether
cross-border enforcement is actually applicable).

5.3 SAVINGSDIRECTIVE

105. Introduction. The present section starts with a summary of the lessons from the current
Directive on taxation of savings income in the form of interest payments (hereafter “the
Savings Directive’, a summary of which can be found in Appendix 11) identified in the two
review reports issued by the European Commission in accordance with Art. 18 of the Savings
Directive. It then examines how the Savings Directive interacts with the contemplated relief at
source Models (the SC Model or AIC Modd!).

5.3.1 LESSONSFROM THE SAVINGSDIRECTIVE

106.Reports from the European Commission (s2). In accordance with Art. 18 of the
Savings Directive, every three years, the European Commission issues a report to the Council
on the operation of this Directive. On the basis of these reports, the European Commission
can, where appropriate, propose to the Council any amendments to the Directive that prove
necessary in order to better ensure effective taxation of savings income and to remove
undesirable distortions of competition. The reviews carried out are summarised as follows by
the European Commission:

81 Asprovided for in Article 24 of the Recovery Directive.
82 Report from the Commission to the Council in accordance with Article 18 of Council Directive 2003/48/EC
on taxation of savingsincome in the form of interest payments, 2 March 2012

0120454/1/039949PRM.LSE Page 89 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 5INTERACTIONSWITH THE EU AND INTERNATIONAL ADMINISTRATIVE
COOPERATION FRAMEWORK

First Review (2008 Report). The report for the first review was prepared in 2008 and
covered “the transposition and implementation of the Directive, summing up the economic
evaluation and the Commission's advice on the need for changes. The necessary changes
identified in the 2008 Report were primarily meant to clarify certain interpretational
issues and to close existing loopholes. To that end, the Commission adopted an amending
proposal on 13 November 2008 to the Directive with a view to closing existing loopholes
and better preventing tax evasion” ;

Second Review (2012 Report). The second report primarily covers “ the functioning and
an economic evaluation of the Directive. The main findings of this document, i.e. the
widespread use of offshore jurisdictions for intermediary entities and the growth in key
markets that provide products comparable to debt claims reinforce the arguments for
extending the scope of the Directive and the relevant agreements concluded in accordance
with Article 17 of the Directive. These findings are also consistent with the political
commitment expressed by the G20 to promote compliance with international tax and
financial information exchange standards and to use all the countermeasures available to
combat tax havens and non-cooperative jurisdictions that do not comply with these
standards’ .

107.Evaluation of the Effects of the Savings Directive (s3). A questionnaire was sent in
July 2011 by the European Commission to M Ss experts in the Administrative Cooperation in
Direct Taxation regarding the use of the data provided by the Directive by MSs. The
guestionnaire covered the fiscal years 2007 till 2009. Below are presented some extracts of
the European Commission staff working document that could be relevant in the framework of
this study:

Audits. “ The majority of Member States use the information obtained from the Directive
in order to perform specific audits on taxpayers. However, the extent of these audits
varies between Member Sates’;

Organisation in Each MS. “The structure set up by Member Sates to use the data
exchanged under the Directive will naturally depend on the resources available and the
amount of data they receive under the Directive. (...) From the replies, it would appear
that a structured process of the dissemination of data from the receiving unit to the tax
collections services in the Member State, and the latter's service feedback on the use of
data, could improve the efficiency of the use of data to target specific taxpayers’;

Integration of the Data Received in Local Databases. “ Some Member States have
confirmed that they import the received data directly into their national tax databases for
verification purposes. The integration of a savings directive database with the national
tax database can lead to a more efficient processing and monitoring system to ensure that

83

Commission Staff Working Document presenting an evaluation for the second review of the effects of the
Council Directive 2003/48/EC accompanying the document Report from the Commission to the Council in
accordance with Article 18 of Council Directive 2003/48/EC on taxation of savings income in the form of
interest payments.
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the beneficial owners are correctly registered as taxpayers and to determine whether their
savings income has been correctly declared” ;

o Quality of Data. “There is a wide variation reported by Member Sates of data that
cannot be used due to its poor quality. Further investigation on this variation is needed
but the possibility of a better registration of the Tax identification number (TIN) with
which to identify the taxpayer has been highlighted by Member Sates as a major factor
for improving the quality of the data received. (...) If these essential elements are not
properly reported by paying agents, Member Sates face difficulties in identifying the
beneficial owners’ .

“For the period under review, the Member States have highlighted a clear improvement
in the quality of data received under the Directive that they attribute to the structured
format and common rules of procedures under which the data are reported. By
comparison with exchange of information under bilateral treaties, the quality of the data
received under the Directive is significantly higher” ;

« Feedback. Most Member States did not report any specific Member Sate from which they
receive a high percentage of files which could not be processed due to the poor quality of
data and stated that this varied from year to year and from Member State to Member
Sate. Furthermore, most Member Sates have not contacted the corresponding Member
Sate as a result of the poor quality of data received. These replies would tend to indicate
the need for more regular bilateral follow-up between Member States which could be
undertaken to improve the quality of data received;

o Checks by State of Establishment of the Paying Agent. Around half of the Member
Sates conduct checks on the content of the information received from paying agents. Such
checks should be made systematically, bearing in mind that many Member States
indicated that they prefer to receive incomplete records rather than no records at all as
this would in any case allow them to try to match these records with their own national
database;

« Investigations on the Source of the Funds. “Most Member Sates have not used the
information received under the Directive for the purpose of conducting investigations on
the sources of the underlying funds (even where the income tax on the interest payment
concerned was not substantial or the income thereof was exempt) or are not aware of the
results given that it is part of the general audit process of taxpayers’ ;

o Compliance Results. “Although most Member Sates have not yet undertaken a
quantitative assessment (of whether or not a better compliance by their taxpayers in the
recording of interest payments resulted from the application of the Savings Directive),
those that have carried out an assessment have indicated positive compliance results. It
appears nevertheless that the collection/control systems of Member States may not be able
to provide them with information that is specific enough for income amounts falling under
the Directive to gauge increased compliance” .
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5.3.2 INTERACTIONS

108. Different Objectives. The link between the Savings Directive and the AIC Model as
analysed in the present study relates to the routing used in order to exchange the detailed
Investor information between the various stakeholders (in particular, the FIs are in touch only
with their own tax administrations and the cross-border exchange of information is done
between Competent Authorities of the participating countries — AIC, RC (=SC as the case

may be)).

However, the objectives of the Savings Directive and of the AIC Model (or even the SC
Model) are different:

« The Savings Directive aims to ensure compliance in the RC irrespective of the application
of aDTT (i.e. irrespective of the application of a WHT, and potentially thus of a WHT
relief at source in the SC);

o« The AIC Mode (and SC Model) aims to ensure application of an improved relief at
source system in the SC coupled with an exchange of information system towards the RC
to ensure better compliance in the latter country.

109. Savings Directive Not Directly Suitable. Obviously, considering its goal, the Savings
Directive as it currently stands is not directly suitable to enable the application of a relief at
source Model, especialy for the following reasons:

o The WHT relief at source part of the Model is not legally provided for in the Directive
(84);

« Dividends are not covered;

« Interest is defined more broadly than in the OECD Model Tax Convention (leading to the
obligation to differentiate between the various categories of interest for the purpose of
applying the WHT relief at source under the AIC Model or SC Model);

« The notion of beneficial owner in the Savings Directive only includes individuals. It
differs from the notion of beneficial owner under the OECD Model Tax Convention as it
will also include other beneficiaries (e.g. companies) (es).

It results from the above that the coexistence of the Savings Directive with the contemplated
relief at source models (SC Model or AIC Model) would only lead to limited duplications in
terms of information exchanged.

84 In particular, the rules for an Al to passthe TRI up the chain of intermediaries to the WA are not provided.

85 Besides, in case of doubt on the residency status of a given beneficial owner, the Savings Directive tends to
favour tax residence in the EU compared to tax residence outside the EU (in a third country). This biasis
the result of the objective and territorial scope of the Savings Directive, which is to ensure compliance in
EU MSs as RCs (for which it is better to have redundant reporting than to have insufficient reporting), not
to define the tax residence of a taxpayer with aview to applyingaDTT.
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It nevertheless also includes elements that can be leveraged on to apply a relief at source
Model, such as the minimum standards in terms of identification procedure.

110.Practical Environment. Nevertheless, the Savings Directive has dready created a
practical environment. As shown in the second report from the European Commission on the
operation of the Savings Directive,

o« MSsare dready used to participating in a multilateral automatic exchange of information
programme, both as State of establishment of the paying agent and as RC of the beneficial
owner;

— As State of establishment of the paying agent, MSs are aready used to receiving
information from FI and to passing that information to other MSs (RCs);

— AsRC of the beneficial owner, MSs are aready used to receiving information from
other M Ss,

« The multilateral character of the Savings Directive implies that all MSs are expected to
cooperate in the system (yet with some exceptions). It therefore avoids the issues linked to
the presence of non-participating MSs,

« Many other aspects such as the use of the CCN, the ongoing improvement process, the
lessons aready learned from the 7 years of experience with applying the Savings
Directive, etc. are elements that facilitate setting up an efficient exchange of information
Model.

5.4 OTHER INTERNATIONAL ADMINISTRATIVE COOPERATION FRAMEWORK

541 OECD MoDEL TAX CONVENTION, MODEL AGREEMENT ON EXCHANGE OF
INFORMATION ON TAX MATTERS AND MEMORANDUM OF UNDERSTANDING
BETWEEN COMPETENT AUTHORITIES ON THE AUTOMATIC EXCHANGE OF
INFORMATION FOR TAX PURPOSES

111.Introduction. As mentioned in the assumptions, when referring to DTTS, the study only
considers the OECD Model Tax Convention. This pragmatic approach has been agreed upon
since the assessment of a wide range of DTTs would probably not have influenced the choice
between the AIC Model and the SC Model as a particularity in a given DTT would most
probably have the same consequences (in terms of checks, exceptions, etc. to be put in place)
regardless of the Model applied.

Before implementing any of the two Models, each DTT should in principle be submitted to an
analysis that considers both treaty partners in turn as SC and RC (and even as AIC). Such
analysis should cover the treaty rates (interest and dividends) and any conditional exemptions,
but it could also cover the following issues, which might all be relevant when applying for,
and checking the application of, a reduced WHT rate: definition of person (Arts. 1-3 of the
OECD Model Tax Convention); definition of resident (Art. 4); definition of permanent
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establishment; definition of beneficial owner; Triangular Scenario (payment of income by an
establishment); definition of dividend/interest; possible application of anti-abuse provisions
such as limitation on benefits clause, etc.

Assuming that all these issues are solved or, at least, lead to the same concerns in both
Models, the remaining interactions between the DTT and the contemplated Models are to be
found in two specific provisions:

o Art. 26: Exchange of information (complemented with the OECD Model Agreement on
Exchange of Information on Tax Matters, which covers additional means of assistance
between Contracting States (ss));

o Art. 27: Assistance in the collection of taxes.

112.Interactions between EU/International Cooperation Instruments. It is worthwhile
pointing out that, where international cooperation in tax matters is concerned, the possibilities
of assistance provided by one lega instrument do in principle not limit, nor are they in
principle limited by, those contained in other international agreements or other arrangements.
This is for instance especially stated in the Directive on Administrative Cooperation, the
Recovery Directive, the OECD Model Agreement on Exchange of Information on Tax
Matters and the Convention on Mutual Administrative Assistance in Tax Matters.

54.1.1 ARTICLE 26

113. Three Types of Exchange of Information. Art. 26 of the OECD Model Tax Convention
enables the same three types of exchange of information as the Directive on Administrative
Cooperation:

« On request, i.e. with a specia case in mind, it being understood that the regular sources
of information available under the internal taxation procedure should be relied upon in the
first place before arequest for information is made to the other State;

« Automatic, when information about one or various categories of income having their
source in one Contracting State and received in the other Contracting State is transmitted
systematically to the other State. In such case, the DTT in question has to be
complemented with a memorandum of understanding between Competent Authorities on
the automatic exchange of information for tax purposes,

86 The main limitation of such agreement in the framework of the present study is the absence of any
automatic exchange of information provisions, its relevance being basically limited to exchange of
information upon request and the other forms of administrative assistance linked thereto. “ In the context of
the development of the 2002 Model Agreement on Exchange of Information in Tax Matters, it was agreed
that for purposes of implementing the commitments made by jurisdictions identified as tax havens in 2000,
exchange of information on request would be sufficient” . The global forum on transparency and exchange
of information for tax purposes, frequently asked questions, question n°27,
www.oecd.org/dataoecd/35/16/46615395.pdf .
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« Spontaneous, for example in the case of a State having acquired, through certain
investigations, information which it supposes to be of interest to the other State.

114.Main Principles. The main principles governing the exchange of information, the limits
and obligations are also similar asin the Directive, yet with slightly wider limitations:

« Information Foreseeably Relevant. As in the Directive, the exchange only concerns
information that is “ foreseeably relevant” (for carrying out the provisions of the DTT or)
to the administration or enforcement of the domestic laws concerning taxes of every kind
imposed on behalf of the Contracting States. The exchange of information is not limited to
residents of the Contracting States but may include particulars about non-residents as
well. The exchange of information is, however, only permitted insofar as the taxation that
would follow the exchange of information is not contrary to the DTT;

o Other Forms of Administrative Cooperation. Although not precluding them, other
forms of administrative cooperation such as presence in administrative offices,
participation in administrative enquiries and simultaneous controls are not explicitly
governed in the OECD Model Tax Convention. These forms of administrative cooperation
are, however, provided in the OECD Model Agreement on Exchange of Information on
Tax Matters,

« Disclosure of Information. As in the Directive, information received is covered by the
obligation of official secrecy. It can, however, only be disclosed to persons or authorities
(including courts and administrative bodies) concerned with the assessment or collection
of, the enforcement or prosecution in respect of, the determination of appealsin relation to
the taxes mentioned in the DTT, or the oversight of the above. Besides, such persons or
authorities can use the information only for such purposes (unless otherwise mentioned in
the DTT (s7)). They may also disclose the information in public court proceedings or in
judicia decisions;

o Transmission of Information to a Third Country (ss). Moreover, the information
received by a Contracting State may not be disclosed to a third country unless there is an
express provision in the DTT alowing such disclosure (s9);

« Contradiction to Legidation or Administrative Practice. While the Directive does not
impose any obligation upon a requested MS to carry out administrative measures or to
supply information if it would be contrary to its legislation to do so for its own purposes,
the OECD Model Tax Convention is more limitative as administrative practices can aso
be invoked to refuse to provide assistance,

« Reciprocity. Besides, where, according to the Directive, the Competent Authority of a
requested MS may refuse to provide information where the requesting MS is unable, for

87 Thishas not been provided for in the OECD Model Tax Convention as such.
88 Read here, not a Contracting State.
89 This has not been provided for in the OECD Model Tax Convention as such.
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legal reasons, to provide similar information, the OECD Model Tax Convention is also
more limitative as the administrative practices of the requesting State can aso be invoked
by the requested State to refuse to provide assistance (%);

Public Palicy. As in the Directive, the provision of information may be refused where it
would lead to the disclosure of a commercial, industrial or professional secret or of a
commercial process, or of information whose disclosure would be contrary to public

policy;

Bank Secrecy. Asinthe Directive, Art. 26 of the OECD Model Tax Convention prohibits
refusal to supply information only because this information is held by a bank, other Fl,
nominee or person acting in an agency or a fiduciary capacity or because it relates to
ownership interestsin a person;

Own Tax Purposes. Finally, asin the Directive, the requested State has the obligation to
provide the information even if the requested information is useless for its own tax
puUrposes,

Usual Source of Information Exhausted. Where the Directive provides that a requested
authority in one MS shall provide a requesting authority in another M'S with the requested
information provided that the requesting authority has “ exhausted the usual sources of
information which it could have used in the circumstances for obtaining the information
requested, without running the risk of jeopardising the achievement of its objectives’ , Art.
26 subjects (91) the exchange of information to the requesting State having “ pursued all
domestic means to access the requested information except those that would give rise to
disproportionate difficulties’ .

115.Need for Memorandum. Given the slightly more limited scope of Art. 26 of the OECD
Model Tax Convention (and of the OECD Model Agreement on Exchange of Information on
Tax Matters), an effective enforcement of an automatic exchange of information would at first
sight be | ess effective than with the Directive on Administrative Cooperation.

However, considering the fact that the relevant double tax convention could be complemented
with a memorandum of understanding between Competent Authorities on the automatic
exchange of information for tax purposes, this issue could be solved.

90

91

According to the Commentaries to the OECD Model Tax Convention, “a State may refuse to provide
information where the requesting State would be precluded by law from obtaining or providing the
information or where the requesting Sate’'s administrative practices (e.g. failure to provide sufficient
administrative resources) result in a lack of reciprocity” athough “ reciprocity should be interpreted in a
broad and pragmatic manner.”

Although not specifically mentioned in the official commentaries to Article 26 of the OECD Model Tax
Convention, such statement appears on the OECD’ s official website, just asin Article 5.5 (g) of the Model
Agreement on Exchange of Information on Tax Matters.
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54.1.2 ARTICLE 27

116. Generalities. Art. 27 of the OECD Model Tax Convention provides for assistance in the
collection of revenue claims, i.e. amounts owed in respect of taxes of very kind. In a nutshell,
Art. 27 contains general provisions with respect to enforcement, conservancy measures,
prescription periods, and suspension or withdrawal of requests for recovery. The mode of
application of this Article is then to be mutually agreed upon between Competent Authorities
of the Contracting States.

117.Limitations. This Article provides some specific limitations according to which a
Contracting State is not obliged to:

« Carry out administrative measures at variance with the laws and administrative practice of
that or the other Contracting State;

« Carry out measures that would be contrary to public policy (“I’ ordre public”);

« Provide assistance if the other Contracting State has not pursued all reasonable measures
of collection or conservancy, as the case may be, available under its laws or administrative
practice;

» Provide assistance in those cases where the administrative burden for that State is clearly
disproportionate to the benefit to be derived by the other Contracting State.

These limitations are dslightly different to those in the Recovery Directive of 16 March 2010
concerning mutual assistance for the recovery of claims relating to taxes, duties and other
measures, but they should normally have similar effects.

In particular, the fourth limitation mentioned above could lead to the application of a
threshold asin the Directive.

5.4.2 CONVENTION ON MUTUAL ADMINISTRATIVE ASSISTANCE IN TAX MATTERS

118.Introduction. The Convention provides for al possible forms of administrative
cooperation between states in the assessment and collection of taxes, in particular with aview
to combating tax avoidance and evasion. This cooperation ranges from exchange of
information, including automatic exchanges, to therecovery of foreign tax clams. It aso
provides a framework for other administrative assistance such as the participation in
administrative enquiries and simultaneous controls.
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119. Multilateral Automatic Exchange of Information. Just as Art. 26 of the OECD Model
Tax Convention, Art. 6 of the Convention enables Competent Authorities to agree on an
automatic exchange of information. In this respect, the added value of the Convention is its
multilateral character: more than two Competent Authorities can agree to automatically
exchange the information (92).

92 Asitisin principle aready the case within the EU based on the Directive on Administrative Cooperation.
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CHAPTER 6 EUROPEAN LEGAL TOOLSAVAILABLE

Where the previous chapter analyses the interactions between the contemplated Models and
the existing administrative cooperation framework, this chapter is aimed at analysing which
type of legal tool would be the most suitable in order to put in place the contemplated Models
within the EU and, as the case may be, with third countries.

The first section comprises a description of the most relevant legal tools, multilateral and
bilateral, available within the EU. It covers EU secondary legislation (including enhanced
cooperation as a specific legidative procedure), EU international agreements, and
international agreements amongst MSs and between MSs and third countries. The second
section analyses which type of tool would be the most suitable in order to put in place the
contemplated Models.

It concludes that a Directive would be the most appropriate binding form of legislation to
implement the contemplated Models across the EU. If a Directive were gone for, it would
have to be sufficiently detailed in order to ensure, within the EU, the uniformity required for a
relief at source and exchange of information system to be efficient.

However, a Directive could only be adopted with unanimity amongst the M Ss, and experience
shows that the negotiations could take some time and lead to compromises between M Ss, thus
limiting the efficiency of the overall system.

Nevertheless, various factors (the side effects, within the EU, of the Intergovernmental
Agreements MSs are going to sign with the US to improve tax compliance and to implement
FATCA; the possibility for MSs to set up enhanced cooperation between themselves; and
considerations about non-participating MSs) are likely to push towards faster agreement
between M Ss.

When dealing with a third country, an agreement will have to be signed with that specific
country and the more third countries enter into the system, the more agreements will have to
be signed. In terms of agreements with a MS, for most cases (Cross-Border and Reversed
Cross-Border Scenarios), thisis feasible as the AIC would either be the RC or the SC. In the
Triangular Scenario, the three actors (SC, RC and AIC) would have to contract on a bilateral
basis, but a specific clause could automatically provide for a financial institution established
in one of the countries to act as Al when the other two countries act as SC and RC. This
clause should be provided for a the very beginning and ideally in the common rules
governing the interactions between EU M Ss and third countries.

* * %
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6.1 LEGAL TOOLSAVAILABLE

120. Introduction. In the below subsections, we go through the various lega tools available
to MSsto put in place the contemplated Models within the EU and, as the case may be, with
third countries. In this framework, we analyse the following options:

o EU Secondary Legidation (in particular, Directives which are binding for the 27 M Ss);

« International agreements of the EU (binding for the 27 MSs and for the third country(ies)
involved);

o Agreements amongst MSs and between MSs and third countries (binding for the
contracting parties).

In the context of the analysis on EU Secondary Legidlation, we also examine the possibility
for MSs to have recourse to "Enhanced Cooperation”, insofar as this specific legidlative
procedure provided by the TEU enables the adoption of a Directive without the participation
of the 27 M Ss.

121. EU Framework. The EU institutions can act in severa different ways (93). Laws adopted
by EU institutions through exercising the powers conferred on them by the EU Treaties is
referred to as “secondary legisation”, the second important source of EU law after the EU
founding Tresties.

As binding legal acts, the measures that can be adopted include both general and abstract
legal provisions on the one hand and specific, individual measures on the other in the form of
Directives or Regulations. The EU institutions also have the power to issue non-binding
statements such as Communications and Recommendations. Many other acts do not fit into
specific categories. These include resolutions, declarations, action programmes or white and
green papers.

« Unanimity. Asfar as direct taxes are concerned, which is of particular interest here, Art.
115 of the TFEU provides for the Council, acting unanimously in accordance with a
specia legidative procedure and after consulting the European Parliament and the
Economic and Socia Committee, to issue Directives for the approximation of laws,
regulations or administrative provisions of the MSs which directly affect the
establishment or functioning of the internal market. Art. 115 of the TFEU is effectively
the only means of legidating in the direct tax area. Therefore, the only possibility for the
European institutions to legislate in this respect is to adopt a Directive in accordance with
the special legidative procedure, i.e. by reaching unanimity through consensus.

93 The most important of these are listed and defined in Article 288 of the TFEU.
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Directives and Recommendations. At first glance, two EU instruments could be used so
as to implement (part of) the contemplated Models (the first one having aready been
used):

— Recommendation. Recommendations have no binding force. The party to whom
they are addressed is called on, but not placed under any legal obligation, to behavein
aparticular way;

— Directive. A Directive is binding, as to the result to be achieved, upon each MS to
which it is addressed (it cannot be applied incompletely, selectively or partialy) but
leaves to the national authorities the choice of form and methods. Once adopted at
European level, the Directive has to be transposed by MSs into their internal law by a
given deadline (and is in principle not applicable in a given MS before its
transposition).

Enhanced Cooperation. Art. 20 of the TEU provides for special procedures alowing
those countries of the Union that wish to work more closely together to do so, while
respecting the legal framework of the Union. The M Ss concerned can thus move forward
at adifferent speed to the other MS and/or towards different goals (94).

Enhanced cooperation nevertheless requires the fulfilment of a number of conditions and
is subject to anumber of limits which are briefly explained below (s):

— No Exclusive Competence of the EU. Enhanced cooperation may not be applied to
areas that fall within the exclusive competence of the Union (ge);

— Pertain to an Area Covered by the Treaties. Enhanced cooperation does not alow
extension of the powers as laid down by the Treaties, nor can it be used in order to
create reserves and exceptions to Union acts or to amend existing instruments. It has
to cover afield which is sufficiently broad to constitute an "area’;

— Aimto Further the Objectives of the Union, Protect its Interest and Reinforceits
Integration Process - Comply with the Treaties and Union Law. Enhanced
cooperation must be aimed at ensuring one or more of the Union objectives and must
respect EU primary and secondary law;

94

95

96

Enhanced cooperation is governed by Article 20 of the TFEU, Articles 326-334 of the TFEU and Article 3
of Protocol (No 36) on transitional provisions and Declaration (No 40) on Article 329 of the TFEU.

An important precedent in tax matters is currently being developed in the framework of the EU Financial
Transactions Tax where the Commissioner Semeta announced on 9 October 2012 that sufficient MSs are
willing to participate in the enhanced cooperation process. Cf. Statement by Commissioner Semeta on an
EU Financial Transactions Tax — ECOFIN Council, 9 October 2012, MEMO/12/762.

In this respect, one could query whether it would be legaly possible to have recourse to enhance
cooperation at least for the part of the proposed system that concerns information exchange. In fact, given
that information exchange is already covered by EU legisation (notably the Directive on Administrative
Cooperation and the Savings Directive), it may be argued that this pertains to an area where there is, now,
an exclusive competence of the EU.
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— Last Resort. Enhanced cooperation may be undertaken only as a “last resort”, when
it has been found within the Council that the objectives in question cannot be attained
within a reasonable period by the Union as a whole. To this end, after such afinding
within the Council, the M Ss wishing to initiate enhanced cooperation must address a
request to the European Commission, specifying the scope and objectives of the
enhanced cooperation proposed. It is only after such a request that the European
Commission may submit a proposal to the Council to authorise proceeding with the
envisaged enhanced cooperation, after obtaining the consent of the European
Parliament (97); the authorisation to proceed is then granted by the Council, on a
proposal from the European Commission and after obtaining the consent of the
European Parliament);

— At Least 9 MSs but Open to the Others. In principle, at least nine MSs must be
involved in enhanced cooperation. However, it has to be open to any other MS that
wish to participate from the beginning or that wish to join at alater stage (any time);

— Binding for Participating M Ss. Any acts that are adopted within the framework of
such cooperation are binding only on the participating MSs and do not constitute a
part of the EU acquis,

— Not undermine the internal market or economic, social and territorial cohesion,
nor constitute a barrier to or discrimination in trade between MS, nor distort
competition between them;

— Respectful of Non-Participating MSs. It must respect the competences, rights and
obligations of those M Ss which do not participatein it;

— Reinforce Integration. It must further the objectives, protect the interests and
reinforce the integration process of the Union.

Although, based on a quick examination of the above-mentioned list, it would appear that
nothing would prevent the MSs from using the "Enhanced Cooperation” to implement a
standardised relief at source system, we are not in a position to make a complete and in-
depth assessment in this respect.

122.International Agreements of the EU. Another source of EU law is connected with the
EU’srole at the international level. As one of the focal points of the world, Europe concerns
itself with economic, socia and political relations with the world outside. The EU therefore
concludes agreements in international law with non-member countries (“third countries’) and
with other international organisations

97 It should be noted that the European Commission is not obliged to make a proposal for enhanced
cooperation. However, it seems to us that the European Commission could not simply ignore such a request
and should give proper consideration to it.
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An important precedent in direct tax matters are the Agreements between the EU and certain
third countries (respectively Switzerland, Andorra, Liechtenstein, Monaco and San Marino) in
the framework of the Savings Directive (9s).

123. Agreement Amongst MSs. Finally, MSs could implement the proposed system by
signing bilateral agreements between themselves and even with third countries.. MSs are free
to conclude agreements on whatever subject they wish but such agreements must not include
any aspects which overlap with areas in which common action by the EU has been taken or is
envisaged Given that, under the current state of EU law, direct taxation still falls essentially
within the competence of MSs, they are, in principle, free to sign agreements with each other
to share their taxation rights. The only limitation to their fiscal sovereignty lies in the fact that,
in the exercise of their respective competencies, MSs must respect their EU Treaty
obligations. Thus, they are not allowed to discriminate on the basis of nationality or to apply
unjustified restrictions to the exercise of the freedoms guaranteed by the TFEU.

In the context of this study, besides Conventions and Treaties, the Directive on
Administrative Cooperation, DTTs and/or the Convention on Mutual Administrative
Assistance in tax matters enable Competent Authorities to enter into memorandums of
understanding (MoUs) on the automatic exchange of information for tax purposes. This could
have an important impact on the implementation of the contemplated Models as, as we have
seen in the previous chapter, it will be necessary to organise between MSs such automatic
exchange of information (regardless of the Model ultimately applied).

124. Agreements between M Ss and Third Countries. Moreover, and it is important in a
global context, such types of agreements between Competent Authorities are not limited to
MSs as they can aso be concluded with third countries in the framework of DTTs and/or the
Convention on Mutual Administrative Assistance in tax matters.

However, it should be noted that the negotiation/conclusion of information exchange
agreements between M Ss and third countries may raise issues of competence between MSs
and the EU. Given that the EU has enacted secondary legidation in that area (which also
includes agreements between the EU and certain third countries), the agreements should not
cover areas that are aready covered by EU law and should not adversely affect or modifies
the scope of existing EU legidation on tax cooperation (99). The situation seems to be
different in cases where the EU has not even initiated negotiations for the conclusion of a tax
cooperation and information exchange agreement with a particular third country. In this case
MSs are still competent, provided that the agreements they sign are not incompatible with the
principles and rules already laid down in the EU legidlation.

98 Agreements concluded based on Article 218 of the TFEU (former Article 300 of the TEC). We refer to
Appendix 1 for asummary of the key features of the Savings Directive.

99 An example of issues of competence between MSs and the EU can be found in the so-called Rubik
agreements (cf. Appendix 1 for a short summary in this respect).
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6.2 LEGAL TOOL TOBE USED TO IMPLEMENT THE CONTEMPLATED MODELS

125. L egidative Instrument(s) Required for Both Models. As aready mentioned, the
complete and efficient working of both the SC Model and the AIC Mode relies on an
increased international cooperation between countries.

As we have seen in Chapter 5 dealing with the interactions between some existing EU
legidlative instruments and the contemplated Models, this increased international cooperation
between countries is definitely required in terms of exchange of information and recovery of
claims as there are some missing links in the current EU framework (and obviously, when
considering interactions with third countries) that could fundamentally impair the working of
the Models.

However, the need for international cooperation is not limited to these elements. This is
because the more the system will be coordinated between MSs (and third countries, as the
case may be) the more the system applied will be efficient. Moreover, a uniform legislation
or, a least, a coordinated approach could be necessary, within the EU, in order to ensure a
level playing field and avoid discrimination of financial institutions and investors based on
the place where they are established/their place of residence. Idedlly, provided a politica
agreement can be achieved in a reasonable timeframe, such coordination should be applied to
the various governing principles listed in Chapter 4 (recognition process and effects; uniform
rules and conditions that FIs have to comply with in order to become Als; uniform rules on
audit; etc.).

Both Models therefore require legislative instrument(s) that can ensure cooperation between
countries.

126.Coexistence of Various Models. For obvious reasons linked to efficiency and
standardisation, a single Model should ideally be applied for treaty relief and for exchange of
information, and this worldwide or at least within the EU.

The implementation of the Model that would ultimately be selected would require the
agreement of participating countries on a common definition of the Model (i.e. the governing
principles and the practical details) and the legal instruments that would enact it.

Should some MSs nevertheless want both Models to coexist, which we certainly do not
recommend at EU level, they would have to duplicate the work so as to enforce local
legislations permitting to do so.

Besides, if we consider third countries, it will be most probably difficult to avoid having to
manage interactions between different systems and different routing of information. This is
especially true considering that not only the SC Model and the AIC Moddl are at stake, but
also other systems such as QI and FATCA. It is therefore highly advisable to design a system
that, to the extent possible, takes into account any developmentsin these areas.

The interactions between the two contemplated Models analysed in the present study will be
further addressed in the IT and cost-benefit analyses.
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127. Recommendations. Non-binding instruments such as the European recommendation of
19 October 2009 on WHT relief at source procedures (COM(2009)7924 final), although
useful (100), could hardly lead to the level of harmonisation of the MSs’ legislation required to
effectively implement an efficient relief at source and exchange of information Model
(irrespective of whether the Model should be more like the SC Model or the AIC Model).
Ideally, abinding legal instrument should therefore be adopted.

128. Directive. A Directive seems therefore the most appropriate binding legidative way to
implement the contemplated Models across the EU. It would leave the MSs some
transposition margin but would still force them to produce a specific result, regardless of their
respective different approaches. Of course such Directive would have to be sufficiently
detailed in order to ensure the uniformity required for such a system to be efficient.

It should be noted, however, that unanimity should be reached in order to adopt such a
Directive, as direct tax policies require the special legislative procedure, which will most
certainly need a lot of debate and negotiations. The experience shows that such kind of
negotiations could take a very long time and lead to compromises between M Ss limiting the
efficiency of the overall system (101).

129.International Context. Nevertheless, various factors push towards a faster agreement
between M Ss. Such faster agreement could potentialy go far beyond what would in principle
be necessary to effectively apply the SC Model or the AIC Model. These factors are the
following:

« The side effects in the EU of the agreements that MSs are going to sign with the US to
enhance tax compliance and to implement FATCA, aong the lines of the Model
Intergovernmental Agreement developed by the US (“wider cooperation” according to
Art. 19 of the DAC);

« Thepossibility to set up enhanced cooperation between some MSs;
« The spontaneous exchange of information required towards non-participating M Ss.
These points are further described below.

130. Agreements between MSs and the US on FATCA and Wider Cooperation. As
already mentioned, the fact that several MSs are going to sign bilateral agreements with the
US on FATCA means that these countries will enter into a “wider cooperation” as regards

100 MSs indeed report having aready implemented some of the elements mentioned in the FISCO
Recommendation of 19 October 2009.

101 The experience from the Savings Directive shows that, in order to have a Directive efficiently ensuring
compliance in the RC, compromises on critical elements should be avoided as far as possible. For instance,
the Savings Directive alows the M Ss to restrict the minimum amount of information to be provided by the
paying agents to the total amount of interest or income and to the total amount of the proceeds from sale,
redemption or refund. Most MSs have used this option to restrict the exchange of information between
them. Logically, if MSs have the possibility to opt for less constraining options, most M Ss will do.

0120454/1/039949PRM.LSE Page 105 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 6 EUROPEAN LEGAL TOOLSAVAILABLE

exchange of information with the US, as provided under Art. 19 of the DAC (102). As aresult,
such wider cooperation could have to be extended to other EU countries wishing to enter into
such mutual wider cooperation (so-called "most-favoured nation” - MFN clause).

This provision of the Directive on Administrative Cooperation is subject to interpretation. The
main question is how far this wider cooperation should extend. This question could basically
be assessed at two levels: at the level of the objective pursued by such wider cooperation or at
the level of the content of information exchanged.

« Objectives. One of the main objectives of FATCA is to ensure that all Fls (including
European ones), wherever based, collect and report certain information to the IRS so as to
enable the US to impose its tax laws on US persons who could otherwise use foreign
investments and foreign accounts to hide their income and assets abroad, and thus
potentialy evade their US tax filing and payment obligations.

Where such information was initially expected to be provided directly by European FFls
to the IRS, the Model 1 Agreement basicaly provides that the participating MSs of
establishment of the FFIs would collect such information from their local FIs and provide
it to the IRS on an automatic basis.

The objective of FATCA described above is therefore endorsed by the participating M Ss:
they basically committed to collect (viatheir financial institutions) and report to the IRS
information aimed at enabling the US to imposeits tax laws on US persons.

From this point of view, any MS “X” could require a MSs participating in a FATCA
agreement with the USi.e. MS*“P’, to provide the same level of cooperation to MS “X”
S0 asto enable MS “X” to impose its tax laws on persons resident in MS “X” (or even on
its nationals) who could otherwise use foreign investments and foreign accounts to hide
their income and assets abroad, and thus potentially evade their MS “X” tax filing and
payment obligations.

Moreover, from this angle, Art. 19 of the DAC provides that the extension of such wider
cooperation to EU M Ss has to be “mutual”, meaning that MS“P” could aso require MS
” X" to collect and report information aimed at enabling MS “P” to impose its tax laws on
persons resident in MS “P” (or even on its nationals) who could otherwise use foreign
investments and foreign accounts to hide their income and assets abroad, and thus
potentially evade their MS*P” tax filing and payment obligations.

« Content. Another point of view could be to assess the wider cooperation from the content
of the information exchanged.

Without entering into the details, FATCA basically requires the reporting of the following
elements of information to the IRS, al defined under the US legidlative framework:

102 Wider cooperation which, by the way, already exists between some MSs and third countries (the US in
particular). The impact of such wider cooperation was therefore aready a topical question before the Joint
Statement. The reasoning we describe in the following paragraphs could therefore apply, mutatis mutandis,
to these cases as well.
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— For accounts held by specified US persons: the name, address and TIN; the account
number; the account balance or value of the account; the payments made with respect
to the account during the calendar year (dividends, interest etc.); other information as
is otherwise required to be reported under the regulations,

— For accounts held by US owned foreign entities. the name, address and TIN of the US
owner foreign entity; the name, address and TIN of each substantial US owner of
such entity; the account number; the account balance or value; the payments made
with respect to the account during the calendar year (dividends, interest etc.).

Where such specific elements of information were initially expected to be provided
directly by European Fls, the Model 1 Agreement basically provides that the participating
MSs of establishment of the FIs would try to collect such elements of information from
their local Fls and providing it to the US.

From this angle, the extension of such wider cooperation would be limited to a mutual
exchange of the elements of information provided in the FATCA legidation (103)
irrespective of whether or not these particular elements are suitable for the respective MSs
to impose their tax laws on their own residents.

In our view, this second interpretation, where the content of the reporting would not be
tailored to the tax environment of the M Ss concerned, can hardly be sustained as it would
not enable Art. 19 of the DAC to be effective.

As mentioned above, the wider cooperation provision of the Directive on Administrative
Cooperation is far-reaching as it could potentialy lead to a pan-EU automatic exchange of
information system (104).

However, the wider cooperation provision of the Directive on Administrative Cooperation
being by nature “bilaterally-minded” (in the sense that it each time applies to the relationship
between only two M Ss) could lead to an uncoordinated devel opment of automatic information
exchange with the EU (different types of exchange of information agreements could arise
throughout the EU, each time on a reciprocal basis but nevertheless with the risk of
comprising fundamental differences between each other). It therefore pushes towards an EU
coordinated solution.

131. Enhanced Cooperation. It is important to note that five important MSs aready took a
position further to the Joint Statement of 8 February 2012: France, Germany, Italy, Spain and

103 Pushed to its limits, the interpretation based on the content could even lead to exchange of information on
US persons between MSs — which is of course not the purpose of the Directive on Administrative
Cooperation.

104 Note that we could even wonder whether the Joint Statement of 8 February 2012 could not lead to
generalisation, amongst the participating MSs (as SCs) of relief at source under the DTTs concluded with
the US (this could indeed be considered as part of a mutual cooperation between Contracting States).
Provided it can also be considered as part of a “wider cooperation” in the meaning of the Directive on
Administrative Cooperation, it could also be required by other M Ss.
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the United Kingdom, while several other M Ss have announced that they will follow the same
route.

As aresult, regardless of the “actual use” of Art. 19 of the DAC, wider cooperation with the
US could aso open the door to its preventive recast, leading to a more effective and far-
reaching automatic exchange of information (Art. 8). The M Ss participating in the exchange
of information with the US under FATCA have indeed already agreed in this sense with a
third country. Hence there would normally be no objective reason why these MSs would
refuse to participate in a similar cooperation throughout the EU (besides the fact that they
could even be obliged to do so, should a MS want to apply the most-favoured nation clause of
the Directive on Administrative Cooperation).

Moreover, even if unanimity could not be achieved within a “reasonable period by the Union
as a whole” (to be defined, in our view, according to the current moving international
context), the possibility to have recourse to "Enhanced Cooperation” could be explored. A
necessary condition in such case would be to have at least nine participating M Ss.

Besides, it should be pointed out that the AIC Model could also possibly be achieved based
on bilateral agreements only, provided that the relevant clauses are provided for in those
agreements. This point is further described in section 6.3 below where we touch upon the
integration of third countries to the AIC Model as it would be developed in the EU.

132. Spontaneous Exchange of Information and Non-Participating MSs. As mentioned
above the fact that the conditions for applying the spontaneous exchange of information
would be met combined with the time limit provided for in this respect would oblige Source
MSs wishing to apply the SC Model to proceed to an exchange of information towards the
various RCs.

The application of arelief at source system on alarge scale as provided in the SC Model (105)
by only some M Sswould lead to important consequences.

o Participating MSs (as SCs):

— The participating MSs would grant relief at source under the DTTs concluded with
non-participating MSs (as RCs); and

— The participating MSs would in addition have to exchange information with such
non-participating MSs (as RCs), helping them ensure compliance of their own tax
resident Investors; while,

105 The same reasoning could apply to the “relief branch” of the AIC Model (SC granting relief at source).
Indeed, even if the AIC was not exchanging information with the RC, then the SC would nevertheless have
to exchange such information with the RC spontaneously. The Models could potentially be amended to
avoid thisissue.
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o Participating MSs (as RCs):

— The non-participating MSs (as SCs) would, by assumption, not grant relief at source
on such alarge scale to Investors from participating M Ss (as RCs); and

— The non-participating MSs (as SCs) would, by assumption, not be required (pursuant
to Art. 9.1 of the DAC (106)) to exchange information with the participating MSs (as
RCs).

6.3 INTEGRATION OF THIRD COUNTRIES

133.Extension of the AIC Model to Third Countries. Obviously, as aready mentioned
above, the agreements providing for extension to third countries of a standardised relief at
source system applied within the EU should cover the various governing principles listed in
Chapter 4 (authorisation of the Al rather than bilateral contracts; uniform rules and conditions
that FIs have to comply with in order to become Als; uniform rules on audit; etc.).

Assuming the AIC Model were applied within the EU based on a Directive (for simplicity’s
sake, the hypothetical Directive is called the “AIC Model Directive’) (107) it is interesting to
analyse the consequences that bilateral or multilateral agreements concluded by MSs with
third countries (108) could have in light of the selected scenarios detailed in Chapter 3 (109) in
order to assess whether the AIC Model can be extended to third countries, and under what
conditions.

In the remainder of this paragraph, we focus only on the exchange of information. The
analysis should apply mutatis mutandis to the other aspects of the AIC Model as well.

o Cross-Border Scenario (only casesinvolving third countries)

| SSUER WA Al INVESTOR SCENARIO
EU X EU X Non-EUY |Non-EUY SC= WA; Country
AIC=RC
Non-EUX |Non-EUX |EUY EUY

Table 5: Interaction with Third Countries — Cross-Border Scenario

106 Not taking into account the potential application of an agreement/memorandum of understanding between
Competent Authorities on the automatic exchange of information on tax matters.

107 In such a case, the most-favoured nation clause provided in the Directive on Administrative Cooperation
would not de facto be relevant (the 27 M Ss already participate in the system). If the AIC Model were based
on enhanced cooperation, other MSs could decide to enter the system in any case. It is only if the AIC
Model were based on different agreements between M Ss on the one hand and third countries on the other
hand, that the most-favoured nation clause could apply.

108 Another option would be for the EU to sign an agreement with third countries. Of course, this option would
be less flexible and therefore much more complex to implement.

109 Werefer to Appendix 2 for more details with respect to the process for selecting these scenarios.
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In such cases, a bilateral agreement between a MS and a third country should be sufficient to
give that third country access to the AIC Model. The key factor here is that AIC is also the
RC, so that cooperation between the tax administrations of the contracting parties (SC and
AIC/RC) is sufficient to effectively apply the AIC Model.

« Reversed Cross-Border Scenario (only casesinvolving third countries)

ISSUER WA Al INVESTOR SCENARIO
EU X EU X EU X NonEUY
SC=WA’sCountry = AIC
Non-EU X |Non-EU X |Non-EU X |EUY

Table 6: Interaction with Third Countries — Reversed Cross-Border Scenario

The same analysis applies in the Reversed Cross-Border Scenario: in such cases, a bilateral
agreement between a MS and a third country should also be sufficient to give that third
country access to the AIC Model. The key factor here is that AIC is also the SC, so that
cooperation between the tax administrations of the contracting parties (SC/AIC and RC) is
sufficient to effectively apply the AIC Model.

« Triangular Scenario (only casesinvolving third countries)

CAseENO. | ISSUER WA Al INVESTOR SCENARIO

1 EU X EU X EUY Non-EU Z

2 EU X EU X Non-EU Y |[EU Z

3 EU X EU X Non-EU Y [Non-EU Z

SC = WA’s Country

4 Non-EU X |Non-EU X |EU Y EU Z

5 Non-EU X [Non-EU X [Non-EU Y |EUZ

6 (110) Non-EU X [Non-EU X [EU Y Non-EU Z

Table 7: Interaction with Third Countries — Triangular Scenario

The Triangular Scenario is obviously more complex given that, to work properly, the AIC
Model requires agreements on its application at least between the AIC and both the SC and
the RC.

We use Case 4 (which is closely linked to Case 1) above to illustrate the problems created by
the Triangular Scenario, but also the possible remedies. The reasoning can be extended to the
other cases as well.

110 Although the situation where the SC and RC are outside the EU was initially excluded from the selected
scenarios (as there is no budgetary impact within the EU in such cases), it is nevertheless interesting for this
part of the analysis.
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Example (Case 4): Assuming AIC (EU Y) has a bilateral agreement with athird country SC
(Non-EU X). Such agreement could be sufficient for the AIC Model to be applied to residents
of RC (EU Z). The reason for thisisthat AIC would be in a position to exchange information
with SC based on the bilateral agreement (between AIC and SC) and AIC would be in a
position to exchange information with RC based on the AIC Model Directive.

In order to achieve this, certain prerequisites are required:

o The third country SC (Non-EU X) should agree in the bilatera agreement to apply the
relief at source not only to residents of AIC (EU Y) (111) but also to the residents of RC
(EU Z and, by extension, residents of any Residence MS) with which it has a double tax
treaty.

o The AIC Modéd Directive should provide that RC (EU Z and, by extension, any RC MS)
has to apply the AIC Model if AIC (EU Y) has entered into an agreement with a third
country SC (Non-EU X).

However, it might well be that such prerequisites are beyond reach (for instance, if the third
country wants full reciprocity when acting as RC instead of SC (Case 1), it might fear that the
other M Ss than the one with which it entered into a bilateral agreement would refuse to apply
the relief at source in such cases; after al, the other MSs are not party to the bilateral
agreement with the third country).

In other words, it might be very difficult to achieve clauses (in the AIC Model Directive or in
bilateral agreements) entailing automatic extension of the AIC Model to other countries as
soon as a single participating country agrees to extend the Model, even if those other
countries already have agreements in place to apply, and do already actually apply, the AIC
Model in other situations.

The application of the AIC Model to Case 4 could nevertheless be achieved if RC (EU Z) also
signed a bilateral agreement with the third country SC (Non-EU X). In that case, the three
countries involved would have bilaterally agreed to apply the AIC Model in their bilateral
relationships.

One clause would then nevertheless be mandatory (in both the AIC Model Directive and in
the bilateral agreements) in order to apply the AIC Modél in triangular relationships:

« If acountry (C1) applies the AIC Model with another country (C2);
« If that other country (C2) appliesthe AIC Model with yet another country (C3);
« If that other country (C3) appliesthe AIC Model with the first country (C1);

« Then a clause should automatically allow a financial intermediary established in one of
the countries to act as Al when the two other countries act as SC and RC.

111 Otherwise, only the Cross-Border Scenario would be applicable.
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This clause would in our view constitute the keystone for a wide-ranging extension of the
AIC Modd.
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CHAPTER 7 DATA PROTECTION ANALYSIS

This chapter gives an overview of the possible data protection concerns that could arise from
the SC and AIC Models as both entail the collection and cross-border exchange of personal
(tax) information regarding individuals by financial intermediaries and tax administrations.

This chapter highlights the main data flows under the contemplated Models and presents the
main actors involved in these exchanges of information flows. It aso explains the scope of
application of the EU Data Protection Directive and the criteria for lawful personal data
processing.

The last section addresses the critical question of the transfer of information to third countries
under both envisaged Models.

The data protection issues are mainly related to (i) the identification of the entity or country
ultimately liable for the compliance with the data protection requirements under the Data
Protection Directive and (ii) the legitimatising ground based upon which the different data
processing operations required under both models can take place.

Not surprisingly, the interactions with third countries add a layer of complexity in the
resolution of these issues.

From a data protection perspective, the AIC Model seems to offer more safeguards than the
SC Model as al processing operations from the Investor to the various MSs acting as AIC,
SC and RC would be based on a single legitimising ground being the need to comply with a
legal obligation (although other legitimising grounds would be applicable to the SC Model).
The legal tool used to implement the system and creating such legal obligations for al the
actors involved (which should ideally be a Directive) could also be used to establish a precise
and complete data protection framework. Moreover, the information transferred to third
countries would be better protected because al transfer of information under the AIC Model
would take place via tax administrations (while, under the SC Model, the first transfer of
information is carried out between an Al and the SC). In particular, the direct transfer of
information from a Financia Intermediary to third countries, outside the scope of DTTS,
raises some concerns if an adequate level of protection in the meaning of Art. 25 (2) of the
Data Protection Directive is not guaranteed in such third countries.

At this stage, the most appropriate way forward would be to create an appropriate legal basis
(Directive or other binding legal instrument) setting a clear legal framework on how personal
data could legally and validly be exchanged between Als and countries participating in the
WHT relief at source system in a way that is able to reconcile the needs of this system with
the basic human rights of the data subjects involved (i.e. the Investors) in terms of personal
data protection.
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7.1 INTRODUCTION

134.Introduction. The two WHT relief models are compared in this study from different
perspectives, one of which is their interaction with the EU legal framework on the protection
of personal data. Both models indeed implicitly entail the collection and cross-border
exchange of persona (tax) information regarding private individuals by financial
intermediaries and tax administrations.

The main question is whether the cross-border exchange of such information can be
legitimately done under both models, and if so, under which conditions. Our first findings in
this respect are further described in this chapter.

As agreed with the European Commission, the objective of this chapter isto give an overview
of the possible data protection concerns arising from the models under examination, taking
into account the EU Data Protection Directive (94/46) (as defined below) but not to conduct a
full analysisin this respect at this stage.

135.Main Information Collection and Information Flows under Both Models — Recall.
As arecal, the main exchange of information flows of the SC Model and the AIC Model can
be summarised as follows (we refer to subsection 3.3.1 above for more details in this respect):

« SC Mode: the Financia Intermediary authorised to apply for treaty relief with a
particular SC (the Al) closest to the beneficial owner of the income (Investor) reports the
personal information directly to the relevant SC, which then provides this information
automatically to the relevant RC.

« AIC Model: The Al closest to the Investor reports the personal information to the MSin
which it is established (Al country or "AIC"), which then passes the information
automatically to both the relevant SC and RC.

Under both models, personal datawill need to be exchanged between the Investor, the Al, the
WA and M Ss (112) acting in their capacity of either SC, RC or — under the AIC Model —AIC.

The personal data flows (113) under both Models are further described below.

136.SC Model — Scenario 1 (SC # RC). Under the SC Model, the persona data to be
exchanged will originally be collected directly from the Investor by the Al, via an Investor
Self-Declaration (1SD) signed by the Investor and returned to the Al. The purpose of such

112 To keep this first legal analysis from a personal data perspective as simple as possible, we have assumed —
at this stage — that the information exchanges taking place under both models are limited to countries which
are MSs. A high-level analysis on the legitimacy of the possible transfer of personal data to third countries
is made under subsection 7.3.

113 We have also limited this first legal analysis to the processing and transfer of persona data between Al /
MSs. Other data processing done by the relevant actors internally (e.g. processing of personal data for HR,
accounting or other purposes or mere storage or use of personal data) will of course also need to be
compliant with the applicable legal framework on personal data protection.
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collection is to enable the Al to apply, on behalf of the Investors (its clients) (114) for treaty
relief at source in the relevant SC. The Financial Intermediary will be able to apply for such
relief in all SC for which it has been appointed as Al. This obligation to collect a pre-set
amount of persona information from the Investors and to forward such information (11s) to
the relevant SC, is one of the obligations a Financial Intermediary will need to comply with in
order to become an Al for such SC under the provisions of the Implementation Package. The
underlying purpose for the persona data exchange between Al and SC is to enable the tax
administration of SC to check whether the treaty relief at source it has provided on the basis
of the Pooled Information received anonymously (see below) by the respective WA was

appropriate.

The rights and obligations of a Financial Intermediary acting as an Al for a particular SC will
be set out in a bilateral agreement concluded between the relevant Al and SC. An Al will
conclude a new agreement on a bilateral basis with each M S (as SC) for which it wants to act
asan Al (“one-by-one approach”).

SC will in its turn forward the information received to the RC of the relevant Investor to
enable the tax administration of such RC: (1) to check whether or not the investor is
effectively atax resident in that country; (2) to double-check the amount of movable income
reported in the Investor’s tax return. This information exchange, as well as the terms and
conditions and scope thereof, will be set out in a Memorandum of Understanding concluded
between the relevant M Ss acting as either SC or RC.

This scenario is further referred to as “ SC Model — Scenario 1”7 for the present data protection
analysis and can be visualised as follows:

114 The Financia Intermediary will usually carry out services for its clients under a service agreement. This
agreement can but will not always explicitly refer to the application of WHT relief at source (where the FI
actsasAl).

115 The information to be exchanged by the Al will include the information contained in the 1SD but can also
include information which the Al had previously already obtained from its Investor-customer for the
performance of other services or for WHT relief purposes and has therefore not been collected a second
time viathe 1SD.

0120454/1/039949PRM.LSE Page 115 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 7 DATA PROTECTION ANALYSIS

DETAILED

RC

& A

BILATERAL TAXTREATY
incl. tax info exchange
provisions

DETAILED

SERVICE CONTRACT
(Servicevs. Fee)

Withholding
Agent

Authorised
Intermediary

*V

Figure 8: SC Model — Scenario 1

137.SC Model — Scenario 2 (SC = RC). However, as an Al, the Financial Intermediary
would also have to use reasonable efforts to obtain completed consent forms, in the form of
ISDs, from its customers who are residents of the SC (i.e. where SC and RC are the same
MS), and who, therefore, are not entitled to claim any DTT relief from SC.

This scenario is further referred to as “SC Model — Scenario 2” for the present data protection
analysis and can be visualised as follows:
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DETAILED
AAVIATINAILNI
JISRIOH.LAV LOVIINOD

Withholding

Agent

DETAILED )
M Authorised
E Intermediary

Figure 9: SC Model — Scenario 2
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138.AlIC Modéd. Under the AIC Model, the persona information of the Investor is originaly
also collected by the Financial Intermediary directly from the Investor via an ISD. This
obligation of the Financia Intermediary will be laid down by law, which the Financia
Intermediary will need to comply with in order to become Al. The rights and obligations of
such Al will be set out in the nationa legidation of AIC, which will implement the
multilateral legal framework negotiated between al participating MSs (e.g. a Directive or
multilateral convention or, at least, bilateral agreements (116)).

The difference with the SC Model is that, if a Financial Intermediary decides to participate in
the relief at source model on the basis of an (almost) EU-wide legal framework, multilaterally
or bilaterally agreed by all participating MSs (including its own MS), it will benefit from the
Al status and bear the Al requirements for all the MSs (*all-or-nothing approach”).

In return, the Financial Intermediary will aso be obliged as Al to forward the collected
persona information, though — unlike under the SC Model — it will only need to communicate
such information to its own tax administration in AIC and not cross-border to SC (difference
in communication channels referred to above).

AIC will then, based on the multilateral EU legal framework (to be) negotiated between all
participating M Ss, be obliged to forward the information received automatically to both:

« therelevant SC, to enable the tax administration of such SC to check whether the treaty
relief at source it has provided was appropriate;

116 Referring to the approaches developed in view of the application of FATCA and its compatibility with the
Data Protection Directive, inspiration for the underlying analysis could be sought in the so-called
“Intergovernmental Approach” for FATCA. In the letter of the Article 29 Data Protection Working Party
(Ref. Ares (2012)746461 — 21 June 2012) providing afirst analysis of the compatibility of FATCA with the
Data Protection Directive, such Intergovernmental Approach, which was announced by the US in its draft
implementing regulations on FATCA on 8 February 2012 (cf. http://www.irs.gov/newsroonm/Article/0,,id
=254068,00.html) as an alternative to FATCA’s originally intended approach, provides under p.4 no. 5.3
that “ signatories to the alternative approach would be committed [via binding bilateral agreements] to
creating new legislation or amending existing legislation that would introduce a legal obligation for
[foreign financial ingtitutions or] FFls to enhance their existing due diligence procedures and share the
relevant information with their own tax authority. Provisions within existing tax treaties which already
facilitate the transfer of personal data in relation to tax obligations have been suggested as possible legal
basis that these authorities share the personal data from FFIs under FATCA with the IRS, although in the
case of some countries this obligation may need to be clarified by way of a protocol or other additional
arrangements with the US’. The Working Party furthermore concludes on p.11 no. 16.3 as follows. “ The
Intergovernmental Approach currently being discussed by some Member Sates and the US that would
allow for a binding bilateral agreement to be implemented through national legislation could provide a way
of ensuring that both sets of obligations are taken into account with full consideration being given to Article
8 of the European Convention on Human Rights in order to demonstrate the necessity and proportionality
of such a measure. WP29 stresses that only a binding agreement can be considered as providing the
appropriate legal framework for allowing data controllersto collect and transfer the data referred to in the
FATCA”. It could therefore be considered to implement the AIC Mode through a series of binding
bilateral agreements between (each of the) MSs. If, for whatever reason, the adoption of a multilateral
agreement within the EU, such as a Directive, would not work (or would not work in a reasonable period of
time), such a solution would be regarded as providing more flexibility than the implementation of a
Directive.
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« therdevant RC, to enable the tax administration of such RC to (1) check whether or not
the investor is effectively a tax resident in that country; (2) double check the amount of
movable income reported in the Investor’ s tax return.

The rights and obligations of all participating M Ss acting respectively as AIC, RC or SC will
be set out in aDirective or multilateral convention or series of bilateral agreements.

The AIC Model can be visualised as follows;

MULTILATERAL INSTRUMENT
incl. tax info exchange provisions

AICLAWS

DETAILED

DETAILED Anthorised
Intermediary

Withholding

L3

Agent

SERVICE CONTRACT
(Service vs. Fee)

Figure 10: AIC Model — Personal data flows

7.2 ANALYSIS OF THE MAIN RELEVANT CONCEPTS UNDER THE DATA
PROTECTION DIRECTIVE IN A EU CONTEXT

7.2.1 SCOPE OF APPLICATION

139. Processing of Personal Data. The Directive (117) 95/46/EC of the European Parliament
and of the Council of 24 October 1995 on the protection of individuals with regard to the
processing of personal data and on the free movement of such data (118) (below the “Data
Protection Directive’) applies to “the processing of personal data wholly or partly by
automatic means, and to the processing otherwise than by automatic means of personal data
which form part of a filing system or are intended to form part of a filing system” (Art. 3(1)
Data Protection Directive).

117 The principles of personal data protection at EU level are currently provided in a Directive, imposing a de
minimis range of obligations to MSs, but based upon which private individuals or other persons cannot
directly invoke rights in terms of personal protection. The principles provided by the Directive first need to
be implemented in national legislation. Currently a new EU legal framework is however being developed
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The Data Protection Directive defines:

Personal Data as "any information relating to an identified or identifiable natural person
(‘data subject’); an identifiable person is one who can be identified, directly or indirectly,
in particular by reference to an identification number or to one or more factors specific to
his physical, physiological, mental, economic, cultural or social identity" (Art. 2 (a) Data
Protection Directive);

Under both the SC and the AIC Models, the type of data exchanged will include:

— Datarelating to the Al. Assuming the Als are legal entities and not natural persons,
they do not qualify as ‘data subjects’ under the Data Protection Directive and all data
exchangesrelating to Al’ s are therefore not covered by such Directive (119).

— Data relating to the Investor. Data relating to the Investor can either be under a
pooled or detailed form:

o Pooled Form, i.e. without identifying specific Investors by name but
characterising a group as having attributes that entitle them to a particular treaty
rate in the framework of their application of treaty relief at source in the SC
(below “Pooled Information”).

The principles of private data protection under the Data Protection Directive are
not to be applied to data rendered anonymous in such a way that the data subject
is no longer identifiable (cf. Recital 26 Data Protection Directive). Assuming all
Pooled Information can indeed be qualified as data made anonymous in the
meaning of this Recital, the processing of such personal data should not fall
within the scope of the Data Protection Directive.

o Detailed Form, i.e. identifying each Investor by clearly detailing the full name,
address, place of birth, date of birth, tax identification number and income data
(120) (below “ Detailed Information” ).

This Detailed Information clearly qualifies as personal data under the Data
Protection Directive.

118
119

120

which will substantially change these current data protection principles and will therefore have an impact on
our analysis as reflected in the present document (cf. Commission proposals of January 2012 for a
Regulation setting out a general EU framework for data protection and a Directive on protecting personal
data processed for the purposes of prevention, detection, investigation or prosecution of criminal offences
and related judicial activities).

OJL 281, 23.11.1995, p. 31-50.

Note however that under some national laws, the requirements relating to processing of personal data are
not limited to personal data of natural persons/private individuals, but also cover persona data of “legal
entities”. Moreover, a number of Data Protection Authorities are of the view that information relating to
legal entities can also constitute "personal data".

We assume no so-called “sensitive” personal data will be processed, such as personal data revealing racial
or ethnic origin, political opinions, religious or philosophical beliefs, trade-union membership, and the
processing of data concerning health or sex life (cf. Article 8 of the Data Protection Directive).
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o Processing as "any operation or set of operations which is performed upon personal
data, whether or not by automatic means, such as collection, recording, organisation,
storage, adaptation or alteration, retrieval, consultation, use, disclosure by transmission,
dissemination or otherwise making available, alignment or combination, blocking,
erasure or destruction” (Art. 2(b) of the Data Protection Directive);

Under both the SC and the AIC Models, personal data will be collected by an Al viaan
ISD completed by the Investor, and then further transmitted:

o in detailed form (“Detailed Information”), via automated means:
> tothe SC under the SC Model, which in turn will provide this datato the RC;

> to the Al's Country under the AIC Model, which in turn will provide these
data to the SC and/or the RC.

These information collection and exchange actions classify as “processing” under
the Data Protection Directive.

o in pooled form (“Pooled Information™), under both models, via automated means
to the WA, which in turn will provide these data to the SC.

As mentioned above, assuming this Pooled Information is made anonymous, this
will not qualify as an exchange of personal data under the Data Protection
Directive, and will therefore not be further considered in the scope of this
anaysis.

As aresult, the data flows between Al and WA, and WA and SC do not fall within the scope
of the Data Protection Directive.

140. Collection and Transfer. It should be noted that the analysis carried out in this chapter
focuses on two specific processing activities which are the collection and the transfer of
investors personal data, while other processing operations that will/may take place (e.g.
recording, storage, use by the various actor involved in the system) are not examined.
However, we anticipate that the use of the information by the data controller is very important
as it is closely linked with the "purpose limitation" principle which is examined in section
7.2.3.1 below.

7.2.2 |DENTIFICATION OF THE DATA PROCESSING ACTORSINVOLVED

141.Four Types of Actors. The Data Protection Directive identifies 4 different types of
actors in data processing operations in addition to the data subject itself i.e. controllers,
processors, third parties and recipients as defined under Art. 2 of the Data Protection
Directive.
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7.2.2.1 CONTROLLER

142. Definition. A controller is the natura or legal person, public authority, agency or any
other body which alone or jointly with others determines the purposes and means (121) of the
processing of persona data; where the purposes and means of processing are determined by
national or Community laws or regulations, the controller or the specific criteria for his
appointment may be designated by national or Community law.

It is important to identify the controller(s) in a data processing model to “determine who shall
be responsible for compliance with data protection rules, and how data subjects can exercise
their rightsin practice. In other words: to allocate responsibility.” (122)

The control and hence liability of the data processing can lie with one or more parties,
depending on whether or not the purposes and/or the (essential el ements of the) means of such
processing are determined by one or more actors. The participation in the exercise of control
may take different forms and does not need to be equally divided.

The mere fact that different actors cooperate in the processing of persona data (asis the case
here) does however not automatically mean that al these actors are joint controllers. A factua
analysis needs to be made to determine whether the sequential processing operations are to be
considered as disconnected operations with each a different independently defined purpose, or
whether the processing operations are to be considered as a set of operations pursuing a
shared purpose and/or viajointly defined means (123).

To identify the controller(s) in the present case, it is important to breakdown and identify the
persona data flows with their respective purpose in each model:

121 According to the Article 29 Working Party, determining the purpose of the processing (including the
decision to process persona data for an additional purpose) would in any case trigger the qualification as
controller, while determining the means would only imply control when the determination concerns the
essential elements of the means, i.e. the determination of the answer to questions such as “which data shall
be processed?’, “for how long shall they be processed?’ and “who shall have access to them?’, Cf. Opinion
1/2010 on the concepts of “controller” and “processor”, as adopted by the Article 29 Data Protection
Working Party on 16 February 2010, p. 14.

122 Cf. Opinion 1/2010 on the concepts of “controller” and “processor”, as adopted by the Article 29 Data
Protection Working Party on 16 February 2010, p. 8-9.

123 Cf. Opinion 1/2010 on the concepts of “controller” and “processor”, as adopted by the Article 29 Data
Protection Working Party on 16 February 2010, p. 19-20.
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143.SC Model — Scenario 1 (SC # RC).

SC

‘ (probably with RC) _‘

DETAILED

RC

& A

BILATERALTAXTREATY
incl. tax info exchange
provisions

Al
(possibly with SC) \

DETAILED

Withholding
Agent

A pd Authorised
v M Intermediary

SERVICE CONTRACT
(Service vs. Fee)

Figure 11: SC Model — Scenario 1

PROCESSING PURPOSE IDENTIFIED CONTROLLER(S)
OPERATIONS
OF PERSONAL
DATA
Investor — Al | Enable Al to apply for | Al (possibly jointly with SC)
(Detailed treaty relief at source | A| collects information to perform a service

Information) |on behaf of the| towardsits Investors (124).

Investor in  relevant It could however be argued that the collection of
SC. the personal data by Al and the further transfer by
Al to SC are interrelated and are done for the
same purpose and means, jointly determined
between Al and SC, and that this data collection is
also done under joint control of Al and SC. In
other words, that the data processing operations
from the collection of the Investor personal data
until the transfer of such data to SC should be
considered as 1 chain of linked operations done

124 Inthisrespect, it seems that an explicit reference, among the services provided by the financial institution,
to the application of WHT relief at source, is necessary in order for the service agreement to be regarded as
apossible legitimising ground for the processing of information by the financial institutions.
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under joint control of Al and SC.

Al - SC

(Detailed
I nformation)

Enable the tax
administration of SC
to check whether the
treaty relief at source
it has provided on the
basis of the Pooled
Information received
anonymously by the
respective WA was

Al (probably jointly with SC)

Al decides to commit itself to (automaticaly)
exchange personal data with SC (“opt-in") in
return for its appointment as Al for such SC.

However, since the purpose, the type of
information to be exchanged and other (essential
elements of the) means of data exchange will be
imposed by SC (according to the Al contract), it

appropriate. could reasonably be argued that Al and SC are to
be considered as joint controllers for this
processing operation.
SC — RC Enable  the  tax | SC (probably jointly with RC)
(Detailed administration of RC | g decides to commit itself to (automatically)

I nformation)

to: (1) check whether
the investor was
effectively  resident
therein and provide
feedback to the SC;
(2) double check the
amount of movable
income reported in the
Investor’ s tax return.

exchange personal datawith RC.

However, since the purpose, the type of
information to be exchanged and other (essential
elements of the) means of data exchange will be
determined by negotiation with RC (according to a
Memorandum of Understanding), it could
reasonably be argued that SC and RC are to be
considered as joint controllers for this processing
operation.

Table 8: SC Model — Scenario 1
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144. SC Model — Scenario 2 (SC = RC).

RC=SC

)

RC=SC)

AI (probably with
DETAILED

AI (probably with
RC=SC)

AAVIATINALNI
JISRIOH.LAV LOVILNOD

DETAILED

Intermediary

Authorised

Withholding

Agent

Figure 12: SC Model — Scenario 2

PROCESSING PURPOSE I DENTIFIED CONTROLLER(S)
OPERATIONS OF
PERSONAL DATA
Investor — Al | Enable Al to be| Al (probably jointly with SC=RC)

(Detailed
I nformation)

appointed as an Al
by SC and apply for
treaty relief  with
such SC (on behalf
of other Investors,
having a SC
different from their
RC).

Al — SC=RC

(Detailed
I nformation)

Enable the tax
administration of RC
(=SC) to double
check the amount of
movable income
reported in the
Investor’s tax return.

Al must, as part of the contract that it concludes
with  SC, commit itself to collect and
(automatically) exchange persona data with SC
on Investors for whom SC=RC, and who thus are
not entitled to claim any DTT relief in such SC (*opt-
in"), in return for its appointment as Al for such
SC.

However, since the purpose, the type of
information to be exchanged and other (essential
elements of the) means of data exchange will be
imposed by SC as a condition to be appointed as
Al for such SC (according to the Al contract), it
could reasonably be argued that Al and SC are to
be considered as joint controllers for both the
collection and transfer of data.

145.A1C Modd.

Table 9: SC Model — Scenario 2
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RC

DETAILED

AI (probably witl

==r=1 AI (probably with AIC,

AIC)

DETAILED

{ -J and even RCand SC)
v
4

SERVICE CONTRACT
(Servicevs. Fee)

MULTILATERAL INSTRUMENT
incl. tax info exchange provisions

Authorised
Intermediary

SC

Withholding

Agent

Table 10: AIC Mode€

PROCESSING
OPERATIONS OF
PERSONAL DATA

PURPOSE

IDENTIFIED CONTROL LER(S)

Investor — Al

(Detailed
I nformation)

Enable Al to apply
for treaty relief at
source on behalf of
the Investor in al
participating MSsin

Al (possibly jointly with AIC)
Al decides to collect information to carry out a
service towards its Investors.

It could however be argued that the collection of
personal data by Al and the further transfer by Al
to AIC are interrelated and are done for the same
purpose and means, jointly determined between
Al and AIC, and that this data collection is also
done under the joint control of Al and AIC. In
other words, that the data processing operations
from the collection of personal data from the
Investor until the transfer of such data to AIC
should be considered as one chain of linked
operations carried out under the joint control of Al
and AlC.

Al — AIC

(Detailed
I nformation)

their capacity of
SC.

Enable Al to be
appointed as Al for
al MSs in ther
capacity of SC.

Al (probably jointly with AIC, and even SC
and RC)

Al decides to commit itself to comply with the
necessary (information exchange) requirements
(“opt-in"), in return for its appointment as Al for
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all participating M Ss.

However, since the purpose, the type of
information to be exchanged and other (essential
elements of the) means of data exchange will be
imposed by AIC as a condition to be appointed as
Al for al participating MSs (according to the AIC
laws implemented as a result of the multilateral
instrument concluded between al MSs), it could
reasonably be argued that Al and AIC (and even
SC and RC) are to be considered as joint
controllers for this transfer of data

AIC — SC

(Detailed
I nformation)

Enable the tax
administration  of
SC to check

whether the treaty
relief a source it
has provided on the
basis of the Pooled
Information
received
anonymously by the
respective WA was

appropriate.
AIC — RC Enable the tax
(Detailed administration  of

I nformation)

RC to: (1) check
whether the investor
was effectively
resident therein and
provide feedback to
the SC; (2) double
check the amount of

movable income
reported in  the
Investor’'s tax
return.

AIC (probably jointly with SC and RC, and
even Al)

AIC decides to commit itself to (automaticaly)
exchange personal datawith SC and RC.

However, since the purpose, the type of
information to be exchanged and other (essential
elements of the) means of data exchange will or
have already been determined in negotiation with
SC and RC (according to a multilateral instrument
on the exchange of information) and even in
collaboration with the relevant Al's, it could
reasonably be argued that Al, AIC, SC and RC are
to be considered as joint controllers for these
processing operations.

Table 11: AIC Mode€

7.2.2.2 PROCESSOR

146. Definition. A processor is anatural or legal person, public authority, agency or any other
body which processes personal data on behalf of the controller (Art. 2(e) of Data Protection
Directive).
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The data controllers identified above have the possibility to call upon a service provider or an
authority/body under their control or which acts on their behalf to process the personal data. It
could for instance be envisaged that a given country would appoint a Fl as data processor to
process (collect and transfer) personal data on its behalf and under its responsibility. This
would mean that FI would de facto collect and further process personal data from an Investor,
for purposes/means determined by such country.

7.2.2.3 THIRD PARTY

147. Definition. A third party is defined as any natural or legal person, public authority,
agency or any other body than the data subject, the controller, the processor and the persons
who, under the direct authority of the controller or the processor, are authorised to process the
data (Art. 2 (f) of Data Protection Directive).

7.2.2.4 RECIPIENT

148. Definition. A recipient is a natural or legal person, public authority, agency or any other
body to whom data are disclosed, whether a third party or not (Art. 2(g) of Data Protection
Directive). AIC, SC and RC al qualify as recipients under the Data Protection Directive.

7.2.3 CRITERIA FOR LAWFUL PERSONAL DATA PROCESSING

149.Minimum Criteria. Though the conditions for lawful personal data processing are
defined under national legislation, the Data Protection Directive includes a number of
minimum criteria.

7.2.3.1 DATA QUALITY

150. Five Requirements. Based on Art. 6 of the Data Protection Directive, persona data must
— on the data controller’ s responsibility — be:

a. Processed fairly and lawfully

b. Collected for specific, explicit and legitimate purposes and not further processed in a
way incompatible with those purposes

c. Adeguate, relevant and not excessive in relation to the purposes for which they are
collected and/or further processed

d. Accurate and, where necessary, kept up to date
e. Kept in a form which permits identification of data subjects for no longer than is

necessary for the purposes for which the data were collected or for which they are further
processed.

The second and third requirements deserve some comments.
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151. Personal Data Collected for Specific, Explicit and Legitimate Purposes and Not
Further Processed in a Way Incompatible with those Purposes ("purpose limitation”
principle). (125)

In the models at stake, the Detailed Information is collected and further processed by the Al to
enable the latter to apply for treaty relief on behalf of its Investors. At first sight, it seems that
the personal data collected under both models for the relief at source systems could be
considered as meeting the requirement that they have to be collected for specific, explicit and
legitimate purposes, i.e. the application of WHT relief at source under an Al system.

The Al is however requested to transfer such Detailed Information:

o to SC (under the SC Model — Scenario 1), which in its turn (automatically) further
transfers such personal datato the RC of the relevant Investor;

o to AIC (under the AIC Model), which in its turn (automatically) further transfers such
personal datato SC and the RC of the relevant Investor.

To fulfil its origina purpose, Al only needs to:

o pool the Detailed Information received from the Investors and exchange such Pooled
Information with the respective WA on an anonymous basis, which exchange is not
prohibited/regul ated under the Data Protection Directive and not taken into account in this
anaysis, as mentioned above;

« transfer the Detailed Information to the SC (under the SC Model — Scenario 1) or to AIC
which in its turn will transfer the Detailed Information to SC (under the AIC Model) in a
view to applying the treaty relief at source.

The further transfers to other MSs acting as RC would in our view not be strictly necessary
for the SC to be able to apply the relief at source (126). From a data quality perspective, one
could thus wonder whether such further transfers to RC meet the purpose limitation
reguirement.

This point of view should however be qualified to some extent as one could indeed consider
that the exchange of information to the RC with respect to Investors who have benefitted from

125 The "purpose limitation" principle is closely linked to another principle which is that of "data
minimisation". According to this principle, the processing operations should be limited to those data that are
necessary to fulfil the specific purpose for which they are processed.

126 However, in certain circumstances, such as the case of cooperation between tax authorities, the further
processing for a different purpose may be necessary. In this case exceptions to the principle of purpose
limitation could be justified under Article 13 of the Data Protection Directive, in specific circumstances and
provided that they are necessary and based on legislative measures either at national or Community level
(cf. Recital 19, Opinion 2007/C 91/03 of the European Data Protection Supervisor on the Proposa for a
Regulation of the European Parliament and of the Council laying down the procedure for implementing
Regulation (EC) No 883/2004 on the coordination of social security systems (COM(2006)16 final). This
means that if it would be provided by law that the full chain of data processing operations under the SC or
AIC Models needs to be completed together by one sole entity under its sole control, the full chain would
be legitimate and the aforementioned split would no longer be necessary.
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areduced WHT rate is essential for the functioning of the standardised relief at source system
as one of the objectives of this exchange of information is enabling the RC to provide
feedback to the SC on whether or not the Investors are effectively resident therein (and thus
“treaty entitled”) (127). Nevertheless, considering the audit procedures and the liability of the
Al foreseen in both models (see section 4.2), it could be argued that such transfer of
information to the RC is not really an essential element to grant the relief at source (12s).

Moreover, it remains that the main objective of this further transfer to RC is to enable the RC
to check whether the Investors have correctly included the income received in their tax
returns, which is not essential for the functioning of the WHT relief system.

Furthermore, in the SC Model — Scenario 2 (where SC = RC) an exchange of information to
the SC (RC) isnot at all necessary in the absence of DTT relief in such case.

If performed under the soleinitiative, control and responsibility of the Al (or even jointly with
SC), there is thus a risk that this chain of processing operations would be considered as a
“further processing in a way incompatible with the original purpose” for which such
information was collected (129).

One could however argue that there is no breach of the purpose limitation principle if the
model (SC Model or AIC Model) can be considered as forming a whole, i.e. where the WHT
relief in the SC (including checking the residency status with the concerned RCs) would be
irremediably linked to ensuring taxation in the RC.

In this respect, the “link” between granting the relief at source in the SC on the one hand and
ensuring taxation is the RC on the other hand should, in our view, be properly documented
before the launch of any of both models.

Under the SC Model — Scenario 1 for instance, relevant legislations in the SC having chosen
to grant the relief at source, between SC and the respective RCs (e.g. Memorandums of
Understanding) should provide for automatic exchanges of information between the SC and
the respective RCs further to the granting of the WHT relief. In other words, WHT relief at
source in a given SC (in the framework of the Al system or even otherwise) should be made
strictly correlative to exchange of information towards the RC (130). The same reasoning of
applies, mutatis mutandis, with respect to the AIC Model.

127 Knowing also that the envisaged new WHT relief model would simplify the process to the benefit of the
Investors, by amongst others abolishing the use of certificates of residence.

128 The QI regime is in this respect a good example since the US does not even want to receive detailed
information from the QI's, hence obviously does not require a double check by the RCs.

129 It may be useful to point out that this full chain of data processing operations, including the further
exchange up to RC, would de facto not put the data subject (Investor) in a worse situation than the one in
which he/she currently is. Currently, in order to obtain reduction of WHT rate in the SC (under the refund
procedure), the Investor usually needs to submit information directly to its RC in order to obtain the
certificate of residence required by the SC.

130 In the absence of strict correlation in all cases, the two purposes, i.e. granting the relief at source in the SC
and ensuring taxation is the RC, could, in our view, be uncoupled.
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152. Personal Data Adequate, Relevant and Not Excessive in Relation to the Purposes
for which they are Collected and/or Further Processed.

Only the data necessary to achieve specific, explicit and legitimate purposes may be collected
/ exchanged (cf. proportionality principle (131)).

Although it is difficult for us to assess the type or amount of data needed by respectively the
Al or the tax administrations, it looks at first sight that the amount of data required could be
considered proportionate in relation to the purpose for which the data are collected.

This is certainly true if we consider, as mentioned above, that the purpose of the data
collection and processing is actually not limited to enabling the Als to claim WHT relief at
source on behalf of their Investors, but also comprises ensuring taxation in the RC. Indeed, if
the two purposes were considered essential for the proper functioning of the Al system, then
the full chain of information processing and transfers would be considered as a "whole"
because each part is essential to the functioning of the entire system.

7.2.3.2 LEGITIMACY OF THE PERSONAL DATA PROCESSING

153. Six L egitimate Grounds. Based on Art. 7 of the Data Protection Directive, persona data
may only be processed if:

a. the data subject has unambiguously given his consent; or

b. the processing is necessary for the performance of a contract to which the data subject
is party or in order to take steps at the request of the data subject prior to entering into a
contract; or

c. the processing is necessary for compliance with a legal obligation to which the
controller issubject (132); or

d. the processingisnecessary in order to protect the vital interests of the data subject; or

131 The proportionality principle also applies with regard to the number of competent bodies having access to
data as well as the period of storage of personal data. Only relevant authorities and institutions (cf. relevant
Al, SC, RC and Al’s Country) should have access to the Detailed Information and these data should only be
stored (in a form that permits identification of the Investor) for no longer than necessary for the purpose for
which they are processed. (Cf. Recital 23, Opinion 2007/C 91/03 of the European Data Protection
Supervisor on the Proposal for a Regulation of the European Parliament and of the Council laying down the
procedure for implementing Regulation (EC) No 883/2004 on the coordination of social security systems
(COM(2006)16 final).

132 It should be noted that, under the new proposed Regulation on the protection of individuals with regard to
the processing of personal data and on the free movement of such data (COM(2012) 11 final of
25.01.2012), where processing is carried out in compliance with alegal obligation to which the controller is
subject or where processing is necessary for the performance of atask carried out in the public interest or in
the exercise of an officia authority, the processing should have alegal basisin Union law, or inaMS law
which meets the requirements of the Charter of Fundamental Rights of the European Union for any
limitation of the rights and freedoms. The proposal acknowledges the case-law and relevant opinion of the
Article 29 Working Party in thisarea.
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e. the processing is necessary for the performance of atask carried out in the public interest
or in the exercise of an official authority vested in the controller or in a third party to
whom the data ar e disclosed;

f. the processing is necessary for the purposes of the legitimate interests pursued by the
controller or by the third party to whom the data are disclosed.

Each of the identified personal data processing operations needs to fall within the scope of (at
least) one of the above grounds in order to be legitimate under the Data Protection Directive.

154. Consent of the data subject (Art.7.a). Consent could be aviable legitimising ground for
data processing, to the extent it is specific (133) and it has been given freely (134) by an
informed data subject (135) before the data processing takes place (e.g. viathe signature of the
ISD).

However, data protection experts consider that, if the data processing could take place based
on a different legitimising ground (e.g. performance of a contract) presenting the data subject
with a situation where he/she is asked to consent could be considered as misleading or
inherently unfair. This means that if there is another ground justifying the data processing,
consent should as far as possible be avoided.

Though the provision of consent often seems the preferred legitimising ground, it is not
always the most appropriate ground to legitimise the processing of personal data. Also the
provision of consent does not give a data controller a “free pass’ to process data at will, as it
appears to be often misunderstood in data processing practice. Even if the processing
operation is based on consent, the data controller will nevertheless need to comply with its
obligations with regard to fairness, necessity, proportionality and data quality (13s).

133 The requirement of specific consent excludes the validity of so-called blanket consents or catch-all consent
provisions intended to cover e.g. al the legitimate purposes followed by the data controller or al the
legitimate further transfers (Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29
Data Protection Working Party on 13 July 2011, p.17).

134 Data experts consider that consent is given freely when there is no risk of deception, intimidation, coercion
or significant negative consequences if the data subject does not consent. A consent given under threat of
not obtaining a service or alower quality service cannot be considered as free. (Cf. Opinion 15/2011 on the
definition of consent (among others referring to opinion WP131 — Working document on the processing of
personal data relating to health in electronic health records), as adopted by the Article 29 Data Protection
Working Party on 13 July 2011, p.12-13). In addition, consent can only be deemed free if there are viable
alternatives for the person concerned (Cf. Recital 31, Opinion 2007/C 91/03) of the European Data
Protection Supervisor on the Proposal for a Regulation of the European Parliament and of the Council
laying down the procedure for implementing Regulation (EC) No 883/2004 on the coordination of social
security systems (COM (2006)16 final).

135 |n practice, this means that the data subject needs to be aware of the nature of the data to be processed, the
purposes of processing, the recipients of the possible transfers and his/her rights. (Cf. Opinion 15/2011 on
the definition of consent (among others referring to opinion WP131 — Working document on the processing
of personal data relating to health in electronic health records), as adopted by the Article 29 Data Protection
Working Party on 13 July 2011, p.19).

136 Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.7 and 13.

0120454/1/039949PRM.LSE Page 131 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 7 DATA PROTECTION ANALYSIS

We also stress the importance of other arguments considering consent as a weak legitimising
ground, in particular the fact that “consent is unlikely to provide an adequate long-term
framework for data controllers in cases of repeated or even structural transfers [...]
particularly if the transfer forms an intrinsic part of the main processing” (137) which will be
the case under both models envisaged (13s).

155. Necessary Processing (Art.7. b -f). Though however already shortly touched upon
herein above under the subsection about “data quality” (subsection 7.2.3.1), the importance of
the so-called “necessity” test also needs to be stressed in the analysis of the legitimacy of
persona data processing: i.e. in order to call upon the legitimacy grounds under Art.7 b to f,
the “necessity” for the data processing first needs to be verified.

In the present case, it requires assessing whether the type and amount of information
contained in the ISD (name, address, taxpayer identification number) and the other
information linked to the reportable payments concerned (amount, type of income, etc.) are
strictly necessary and truly proportionate in view of the purpose for which the data are
collected, processed and further transferred, i.e. obtaining atax relief and/or ensuring taxation
isthe RC. In other words, even if the data processing would be based on the performance of a
contract, this would not legitimise the collection of excessive persona information in relation
to that purpose.

156. Application to the Different Cases. The legitimising grounds are further addressed
below with respect to the SC Model (Scenario 1 and 2) and the AIC Model.

137 Cf. Working document on a common interpretation of Article 26(1) of Directive 96/46/EC of 24 October
1995, adopted on 25 November 2005, as referred to in Opinion 15/2011 on the definition of consent, as
adopted by the Article 29 Data Protection Working Party on 13 July 2011, p. 27.

138 Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.27.
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157.SC Model — Scenario 1 (SC # RC).

SC

{_ (probably with RC) _\

DETAILED

RC

& A

BILATERAL TAXTREATY
incl. tax info exchange
provisions
1. Public interest / official

authority (art.7.e)

. Performance of a
contract (art.7.b)

. Public interest / official
authority (art.7.e)

. Consent (art.7.a)

Al
(possibly with SC) \

DETAILED

Withholding
Agent

Vv

Authorised
Intermediary

SERVICE CONTRACT
(Servicevs. Fee)
1. Performance of a

contract (art.7.b)

2. Consent (art.7.a)

Figure 13: SC Model — Scenario 1

PROCESSING POSSIBLE LEGITIMISING GROUND(S)
OPERATIONS OF
PERSONAL DATA

Investor — AI | Performance of a contract to which the data subject is a party
(Art.7.b)

Al needs the Detailed Information to be able to perform the service
contract concluded with the Investors whereby it will apply for treaty relief
on their behalf.

Consent of the data subject (Art.7.a)

Consent could aso be a viable legitimising ground for this data processing,
to the extent it is specific and it has been given freely by an informed data
subject before the data processing takes place (e.g. via the signature of the
ISD). These criteria seem to be fulfilled for this data processing i.e.
collection by Al from the Investor directly.

However, as already mentioned above, consent is considered as a weak
legitimising ground.
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PROCESSING
OPERATIONS OF
PERSONAL DATA

POSSIBLE LEGITIMISING GROUND(S)

Al — SC

Performance of a contract to which the data subject is a party
(Art.7.b)

The further transfer of the Detailed Information by Al to SC could in our
view also be considered as a processing needed for the performance of the
service contract concluded between Al and the data subject.

Publicinterest / Official authority in controller or in recipient (Art.7.e)

In addition, such further transfer could also be legitimised based on the
public interest of SC as recipient (tax matters are considered to be a matter
of public interest) (139). SC needs the Detailed Information for its tax
administration to be able to conduct the necessary checks to ensure the
WHT reduction or exemption has been correctly granted.

Consent of the data subject (Art.7.a)

Cf. above Investor — Al

SC - RC

Public interest/Official authority in controller or in recipient (Art.7.€)

(140)

Though the further transfer of the Detailed Information by SC to RC isin
our view not necessary to perform the service contract between the
Investor and Al, such further transfer could be legitimised based on the
public interest of RC as recipient (tax matters are considered to be a matter
of public interest). RC needs the Detailed Information for its tax
administration to be able to (1) check whether the investor is effectively
resident therein and provide feedback to the SC and (2) check whether the
movable income reported on the Investor’ s tax return is correct.

Table 12: SC Model - Scenario 1

139 Art. 7.e. provides for the possibility to call upon the public interest of the controller or the recipient. As
such, data transfer appears necessary in the public interest of SC (as recipient), Al should be able to call
upon this legitimising ground.

140 A discussed in Subsection 5.1.5, considering that the conditions for the application of the spontaneous
exchange of information would be met under the Directive on Administrative Cooperation, one could
wonder whether aM S acting as SC would not already be under the obligation to proceed to an exchange of
information towards the various RCs. Therefore, the further processing could also be necessary for the
compliance of SC with itslegal obligations (Art.7.c).
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158. SC Model — Scenario 2 (SC = RC).

1. Public interest / official

authority (art.7.e)

2. [Consent (art.7.a)]

RC=SC

n
L
g

RC=SC)

AI (probably with
DETAILED

AAVIATINALNI
JISRIOH.LAV LOVILNOD

Al (probably with
RC=SC)

DETAILED

Withholding

g Authorised

Intermediary Agent

Figure 14: SC Model — Scenario 2

In this situation, identifying the legitimising ground is more complex. As the Investor will not
be entitled to WHT relief at source with respect to income arising in SC=RC, there is no
reason for Al to collect the Detailed Information from the Investor.

PROCESSING
OPERATIONS OF
PERSONAL DATA

POSSIBLE LEGITIMISING GROUND(S)

Investor — Al

Performance of a Contract to which the Data Subject is a Party
(Art.7.b)

Given the Investor does not contract with the Al with respect to income
originating in SC=RC, it cannot be upheld that the processing would be
necessary for the performance of a contract to which the data subject is

party (141)).
Consent of the data subject (Art.7.a)

Assuming such data processing would be done under the control of Al
(probably jointly with SC=RC) consent of the data subject could be a
viable legitimising ground for the collection and transfer of the personal
data information to SC=RC to the extent the consent is valid (i.e. free,

141 Thisis especidly true for Investor not interested at all in claiming relief at source as such Investors will not
even enter into any such kind of contractual arrangements with their Fl.
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PROCESSING POSSIBLE LEGITIMISING GROUND(S)

OPERATIONS OF
PERSONAL DATA

specific and informed) in line with Art. 7. a of the Data Protection
Directive.

There is however a risk that such consent would be weakened as a
legitimising ground for such data processing operations as data protection
experts consider that:

o as dready mentioned above, “consent is unlikely to provide an
adequate long-term framework for data controllers in cases of
repeated or even structural transfers [...] particularly if the transfer
forms an intrinsic part of the main processing” (142) which will be the
case under both envisaged models (143);

« inthe absence of WHT relief, an Investor does not have an interest in
accepting a processing and subsequent transfer of his personal data to
his own RC, where he could e.g. be subject to atax audit;

« the power of the data controller can have an impact on the adequacy of
consent as legitimising ground for a data processing, especially when
consent is used to legitimise data processing by public authorities
vested with authoritative powers. In such case, if possible, the grounds
of alega obligation (Art. 7.c) or the performance of a task of public
interest (Art. 7.e) should be used rather than consent (144);

« when consent is used as legitimising ground, it is recommended to
review after a certain time an individual’s choice by informing them of
their current choice and offering the possibility to either confirm or
withdraw (145).

142

143

144

145

Cf. Working document on a common interpretation of Article 26(1) of Directive 96/46/EC of 24 October
1995, adopted on 25 November 2005, as referred to in Opinion 15/2011 on the definition of consent, as
adopted by the Article 29 Data Protection Working Party on 13 July 2011, p. 27. Although this working
document deals with one of the possible derogations for authorising transfers to third countries (cf. Art. 26
of the Data Protection Directive), whereas this section of the report addresses the broader notion of consent
in the sense of Art. 7 of the Data Protection Directive, the comments and analysis provided under such
working document are in our opinion still interesting to consider for the underlying analysis.

Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.27

Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.15-16

Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.17 and 20 also referring to a preliminary ruling of the ECJ dated 5 May 2011
(Deutsche Telekom AG (Case C-543/09) concerning the need for renewed consent of data subjects when
personal data will be used for other purposes than those for which the data were collected originally. In the
models at hand, it could be reasonably argued that a renewed consent would be necessary in the event new
countries (MSs or third countries) would subscribe to one of the models and personal data would be
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PROCESSING
OPERATIONS OF
PERSONAL DATA

POSSIBLE LEGITIMISING GROUND(S)

Note also that if it would be envisaged to have the ISD — signed as
(blanket) consent by the relevant Investor — covering the further transfer of
persona Detailed Information collected to all M Ss, irrespective of whether
the Investor benefits from the right to treaty relief at source, this could
jeopardise the free character of the consent to the extent that the consent
for such transfer to one M'S (in the absence of treaty relief) would become
a condition precedent to the application for treaty relief with another MS.

Publicinterest of SC asrecipient (Art.7.e)

The only possible legitimising ground for the transfer to SC isin our view
Art. 7.e of the Data Protection Directive, i.e. the public interest of SC as
recipient (tax matters are considered to be a matter of public interest) (14e).
SC (=RC) needs the Detailed Information for its tax administration to be
able to perform the necessary checks to ensure that the movable income
reported on the Investor’ stax return is correct.

Al — SC=RC

Idem.

Table 13: SC Model - Scenario 2

exchanged to countries which could not have been envisaged when the data subject granted consent. As
mentioned above, blanket or catch-all consents are not valid.

146 This would require that the public interest in question (or the legal obligation if applicable) be clearly
recognised and specified in an EU or national legal instrument (rather than in a contract which would not
provide for sufficient safeguards and legal certainty.

0120454/1/039949PRM.LSE Page 137 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 7 DATA PROTECTION ANALYSIS

159.A1C Modd.

MULTILATERALINSTRUMENT
incl. tax info exchange provisions

RC

. Performance of a contract (art.7.b)

. Consent (art.7.a)

. Compliance with alegal obligation (art.7.c)
. Publicinterest / official authority (art.7.e)

. Compliance with a legal
obligation (art.7.c)

. Public interest / official
authority (art.7.e)

. Performance of a contract
(art.7.b)

. Consent (art.7.a)

. Compliance with a legal
obligation (art.7.c)

and even RC and SC)

AI (probably with AIC,

DETAILED
AICLAWS

AI (probably with
AIC)

DETAILED

‘Withholding

Authorised

M Intermediary Agent

SERVICE CONTRACT

(Service vs. Fee)
. Performance of a contract
(art.7.b)

. Consent (art.7.a)

. Compliance with a legal
obligation (art.7.c)

Figure 15: AIC Model

PROCESSING POSSIBLE LEGITIMISING GROUND(S)
OPERATIONS OF
PERSONAL DATA

Investor — AI | Cf. Analysisunder SC Model — Scenario 1 (Contract / Consent)

Compliance with a legal obligation to which the controller is subject
(Art.7.c)

This could also possibly constitute an appropriate legitimising ground
from a data protection perspective (see below).

Al — AIC Cf. Analysisunder SC Model — Scenario 1 (Contract / Consent)

Compliance with a legal obligation to which the controller is subject
(Art.7.c)

Assuming the purpose and the means for the transfer of the Detailed
Information from Al to AIC will be set out in AIC laws (further to the
implementation of a new EU-wide or aimost EU-wide Directive or
multilateral convention or other arrangement governing the model to be
implemented) to which Al will be subject, the legitimising ground for
such data processing will lie in Art. 7.c authorising data processing
necessary to comply with a legal obligation to which the controller is
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PROCESSING
OPERATIONS OF
PERSONAL DATA

POSSIBLE LEGITIMISING GROUND(S)

subject.

AIC — SC

Cf. Analysisunder SC Model — Scenario 1 (Contract / Consent)

Compliance with a legal obligation to which the controller is subject
(Art.7.c)

Since the (new) Directive or instrument to be implemented would in
principle regulate not only the information transfers between Al and AIC
but aso those between AIC and SC/RC, art.7.c would also seem to be
applicable to these further transfers.

Public interest / Official authority in controller or in recipient
(Art.7.e)

This further transfer could also be legitimised based on the public interest
of SC as recipient (tax matters are considered to be a matter of public
interest). SC needs the Detailed Information for its tax administration to
be able to make the necessary checks to ensure the WHT reduction or
exemption has been correctly granted.

AIC — RC

Compliance with a legal obligation to which the controller is subject
(Art.7.c)

Since the (new) Directive or instrument to be implemented would in
principle regulate not only the information transfers between Al and AIC
but aso those between AIC and SC/RC, art.7.c would also seem to be
applicable to these further transfers.

Public interest/Official authority in controller or in recipient (Art.7.e)

This further transfer could also be legitimised based on the public interest
of RC as recipient (tax matters are considered to be a matter of public
interest). RC needs the Detailed Information for its tax administration to
be able to check whether the movable income reported on the Investor’'s
tax return is correct.

Table 14: AIC Mode€
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7.2.3.3 INFORMATION TO BE GIVEN TO THE DATA SUBJECT

160. Minimum Amount of Information. When a data subject provides information about
himself, Arts. 10 and 11 of the Data Protection Directive include the obligation of the
respective data controllers (or their representatives) to provide the data subject with a
minimum amount of information.

161. Information Collected from the Data Subject or Otherwise. The type of information
and date by which such information has to be provided differs depending on whether the
persona data collected have been obtained directly from the data subject (Art. 10 of the Data
Protection Directive) or not (Art. 11 Data Protection Directive).

Taking into account the data exchange flows identified in the present cases,

« it appears that for the data exchange between the Investor and the Al, persona data was
obtained directly from the data subject viathe I1SD; while

« for al other data exchange flows (e.g. reportable amounts) personal data was not obtained
directly from the data subject.

162. Difficulties. Although it is essential for data subjects to be able to track who is
processing their persona data, especially when many authorities in different countries are
involved, it is very difficult to have each identified data controller under both the SC and the
AIC Models providing this minimum amount of information to the relevant Investors (data
subjects) in line with the provisions of the Data Protection Directive, taking into account the
complexity of both models.

163. Scope Restrictions. Art. 13 of the Data Protection Directive provides for a number of
cases based on which MSs may adopt legislative measures to restrict the scope of among
others the obligations under Arts. 10 and 11 of the Data Protection Directive. One of these
cases is the situation where such restriction would be necessary to safeguard “an important
economic or financial interest of a Member State or of the European Union, including
monetary, budgetary and taxation matters’ .

On this basis it could be reasonably argued that the information obligation of data controllers
is not absolute and can be mitigated under national law or under another Directive derogating
from the Data Protection Directive (provided there are sound (tax) reasons, and the principles
of proportionality, etc. are complied with) (147). However, we understand that the position of
data protection authorities would be that these restrictions can only be applied on a case-by-

147 Reference needsto be made in this respect to the Directive on Administrative Cooperation providing for the
exchange of personal (tax) information and the cooperation between tax administrations in this respect.
Recital 27 of such Directive recognises the applicability of the Data Protection Directive while at the same
time providing that “it is appropriate to consider limitations of certain rights and obligations laid down by
[the Data Protection Directive]. Such limitations are necessary and proportionate in view of the potential
loss of revenue for Member States and the crucial importance of information covered by this Directive for
the effectiveness of the fight against fraud.” The possibility to derogate from certain rights and obligations
laid down by the Data Protection Directive is explicitly provided for under Article 25 of the DAC.
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case basis and not as a genera rule. We have not further investigated this statement nor the
possibility to call upon possible restrictions to the data subject rights as it is likely that the
same issue will arise whatever the Model used.

7.2.3.4 RIGHTSLINKED TO THE DATA SUBJECT

164.Right of Access and of Correction. In addition to its right to be duly informed by the
data controller, the data subject benefits from other rights, in particular the right of access
including the right of correction of such data (Art. 12 of the Data Protection Directive).

165. Difficulties. In complex and cross-border projects involving several authorities and
institutions, such as in the present case, it is however very difficult to implement and ensure
these rights from a practical point of view.

166.Restrictions. Like for the right of being duly informed, the Data Protection Directive
provides under Art. 13 the possibility for M Ss to adopt legidlative measures which restrict the
scope of Art. 12 of the Data Protection Directive, in the event such restriction would be
necessary to safeguard among others “an important economic or financial interest of a
Member Sate or of the European Union, including monetary, budgetary and taxation
matters’ .

As aresult, the right of access of the data subject is not absolute either and can possibly be
mitigated under national law (provided there are sound (tax) reasons, and the principles of
proportionality, etc. are complied with). However, we understand that the position of data
protection authorities would be that these restrictions can only be applied on a case-by-case
basis and not as a general rule. We have not further investigated this statement nor the
possibility to call upon possible restrictions to the data subject rights as it is likely that the
same issue will arise whatever the Model used.

167.Other Rights of the Data Subject. Data subjects benefit from other rights such as the
right to object (Section VII of the Data Protection Directive, i.e. art. 14 and following) and the
right to judicia remedy (art. 22 of the Data Protection Directive) or the right to hold the
controller liable for compensation of damages (art. 23 of the Data Protection Directive).

The Directive does not provide explicitly (like for Art. 12) the possibility to restrict the
application of these rights.

One could however wonder whether it would be possible, subject to conflict of law rules at
EU level, to provide for an exemption or restriction to such provisions in another Directive or
legislative instrument, provided the basic human rights of data protection are sufficiently
guaranteed. We have not further investigated this question as it is likely that the same issue
will arise whatever the Model used.

A potential practical solution would be to create the possibility (by law) for data subjects (i.e.
the Investors) to enforce their rights through one single authority or institution. In the present
case, the authority or ingtitution which isin direct contact with the Investor, i.e. the Al, would
be caled upon to act as a one-stop-shop with regard to any persona data processed in

0120454/1/039949PRM.LSE Page 141 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 7 DATA PROTECTION ANALYSIS

connection with the application of treaty relief (148). This practical solution however does not
discharge the controller from his liability to compensate any damages incurred by the relevant
Investors as aresult of unlawful data processing.

7.3 TRANSFER OF INFORMATION TO THIRD COUNTRIES
7.3.1 ADEQUATE LEVEL OF PROTECTION REQUIRED

168. Adequate Level of Protection Required. Based on Art. 25 of the Data Protection
Directive, the exchange of personal datato athird country is prohibited in so far such country
does not provide an adequate level of protection in the meaning of Art. 25 (2) of the Data
Protection Directive.

In many third countries an adequate level of protection will not be reached so that it is
necessary to assess whether derogations to this general rule can apply.

7.3.2 DEROGATIONS

169. Principles. By way of derogation to Art. 25 (2) of the Data Protection Directive, Art. 26
(1) of the Directive allows M Ss to provide for derogations to such prohibition, with respect to
atransfer or a set of transfers to a third country which does not ensure an adequate level of
protection in the meaning of Art. 25 (2) of the Data Protection Directive, when (149):

a. thedata subject has given his consent unambiguously to the proposed transfer; or

b. thetransfer is necessary for the performance of a contract between the data subject and
the controller or the implementation of pre-contractual measures taken in response to the
request of the data subject; or

c. the transfer is necessary for the conclusion or performance of a contract concluded in
theinterest of the data subject between the controller and athird party; or

d. the transfer is necessary or legally required on important public interest grounds or
for the establishment, exercise or defence of legal claims; or

e. thetransfer is necessary in order to protect thevital interests of the data subject; or

f. thetransfer is made from aregister which, according to laws or regulations, is intended to
provide information to the public and which is open to consultation either by the public in
general or by any person who can demonstrate legitimate interest, to the extent that the
conditions laid down in law for consultation are fulfilled in a particular case.

148 The legidator could provide for such possibility based on examples already provided in other Commission
proposals cf. Recital 38, Opinion 2007/C 91/03 of the European Data Protection Supervisor on the Proposal
for a Regulation of the European Parliament and of the Council laying down the procedure for
implementing Regulation (EC) No 883/2004 on the coordination of social security systems (COM (2006)16
final).

149 Contrary to the grounds justifying the data processing with the EU, the “legal obligation” is not foreseen
with respect to third countries.
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The most relevant possible legitimising grounds in the present case are those under Art. 26 (1)
a (consent), b (performance of a contract between the data subject and the controller), c
(conclusion or performance of a contract concluded in the interest of the data subject) and d
(public interest).

170. Consent. As mentioned above, the use of consent as legitimising ground will most likely
be a weak lega basis for data transfers to third countries considering the fact that “consent is
unlikely to provide an adequate long-term framework for data controllersin cases of repeated
or even structural transfers|...] particularly if the transfer forms an intrinsic part of the main
processing” (150) which will be the case under both envisaged models (151).

In addition, the Art. 29 Data Protection Working Party has recently also underlined, in its
letter regarding the compatibility of FATCA with the Data Protection Directive (152) that: “the
reporting of any information required under FATCA via consent is not a valid criteria for
processing given the imbalance between the position of the data subject and the data
controller, and the improbability that consent could be withdrawn”. Based on this analysis, it
could be reasonably expected that consent would not be an appropriate legal basis for any data
transfers to third countries under either of the models envisaged.

171. Performance of a Contract Between the Data Subject and the Controller. Art. 26
(1) b could be used as a possible legitimising ground for the transfers of the Detailed
Information to third countries (acting as SCs), to the extent that such transfers pass the
“necessity test” and fit within the scope of the performance of the contract concluded between
the Investor and the relevant Al. In this respect, we refer to our analysis above which can be
applied accordingly (cf. 7.2.3.2).

172. Performance of a Contract Concluded in the Interest of the Data Subject (SC Model
only). The exception under Art. 26 (1) ¢ (contract concluded between Al and a third country
acting as SC) could possibly provide for a legitimising ground for part of the envisaged data
exchanges to third countries. However, this possibility should be qualified to some extent as
the contract concluded between the Al and a third country acting as SC is not specific to one
Investor and is not only concluded in the interest of the Investors but also the interest of the
Al itself as part of its business.

173.Public interest. Recital 58 of the Data Protection Directive explicitly provides that
“cases of international transfer of data between tax or customs administrations’ are to be
considered as an example of the exception mentioned herein above under d.

150 Cf. Working document on a common interpretation of Article 26(1) of Directive 96/46/EC of 24 October
1995, adopted on 25 November 2005, as referred to in Opinion 15/2011 on the definition of consent, as
adopted by the Article 29 Data Protection Working Party on 13 July 2011, p. 27 .

151 Cf. Opinion 15/2011 on the definition of consent, as adopted by the Article 29 Data Protection Working
Party on 13 July 2011, p.27

152 Letter of the Article 29 Data Protection Working Party (Ref. Ares (2012)746461 — 21 June 2012) providing
afirst analysis of the compatibility of FATCA with the Data Protection Directive, p.7 no. 10.4.
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As aresult, Art. 26 (1) d of the Data Protection Directive could at first sight appear be the
appropriate legitimising ground for transfers to third countries which would be necessary
under either the SC Model or the AIC Model.

Data protection experts however consider that this public interest rule is an exception that, as
such, should be strictly construed so as not to circumvent the system and guarantees
established by the Data Protection Directive. Therefore, this exception would not appear to
constitute the most appropriate legal basis for authorising bulk and repeated transfers of data
and would not apply to any transfers between tax administrations as such. Only transfers
relating to investigations of particular cases will be legitimate on this ground of public
interest, which can only be used if the transfer is (also) of interest to the authorities of a MS
and not only to a public authority in athird country (1s3).

Such restrictions are not reflected in the Data Protection Directive and even seem to be in
contradiction with Recital 58 of the Data Protection Directive, which explicitly provides for
the possibility of personal data transfers to tax administrations in third countries based on Art.
26 (1)d, without limiting the scope of such exception to “particular cases’ (154).

In addition, it needs to be considered that, while the (outbound) transfer of persona datato a
tax administration in a third country may in itself not be in the public interest of the
exchanging MS, the (inbound) return of personal information from such third country to atax
administration of a MS required in exchange for the outbound exchange may fully be in the
interest of the MS. The reciprocal character of the data exchanges with third countries may in
fact entail that both inbound and outbound exchanges are in the public interest of one or more
MSs.

174.0Other Considerations. It has to be pointed out that Art. 26(1) exceptions may not
provide a satisfactory level of legal certainty to both the data subjects concerned and the
national tax administrations as that Article of the Data Protection Directive isin itself subject
to possible derogations provided under the domestic laws of the MSs and may therefore lead
to divergent interpretations and applications.

153 Cf. Working document on a common interpretation of Article 26(1) of Directive 95/46/EC of 24 October
1995, as adopted by the Article 29 Working Party on 25 November 2005, p. 15.

154 It may be useful to refer to the letter of the Article 29 Data Protection Working Party (Ref. Ares
(2012)746461 — 21 June 2012) providing a first analysis of the compatibility of FATCA with the Data
Protection Directive, p.10 nos. 13.10 and 13.11, first refers to WP114 stating that “[...] the use of
derogations under Article 26.1 (if used) should be “strictly interpreted” and that when there are “cases
where mass or repeated transfers can legitimately be carried out on the basis of Article 26(1)”, and when
certain conditions are met, “transfers of personal data which might be qualified as repeated (...) or
structural should, where possible, and precisely because of these characteristics of importance, [must] be
carried out within a specific legal framework(...).”, and goes on stating that “Therefore, and provided that
an EU/national law is adopted, given the nature of FATCA as systematic bulk transfer, use of Article 26.1
(d), because it derogates from the general regime, can only used if an important public interest is clearly
defined and it is shown that it overrides the data subject’s right to privacy. Even if using it, safeguards
aimed at ensuring that those rights and freedoms of the data subjects are upheld are strongly advisable.”
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7.3.3 ADEQUATE SAFEGUARDS

175.Another Exception. Besides, Art. 26 (2) provides for another exception to the
prohibition of data transfersto third countries not ensuring an adequate level of protection, i.e.
where the controller adduces adequate safeguards with respect to the protection of privacy and
fundamental rights and freedoms of individuals and as regards the exercise of the
corresponding rights; such safeguards may in particular result from appropriate contractual
clauses.

In the present Models, the use of adequate safeguards could constitute a way to justify the
transfer of persona datato third countries. These safeguards would have to be included in the
various legal instruments envisaged in the respective Models (SC Model: agreement between
the SC and the Al, DTTs and/or MoUs; AIC Model: DTT and/or MoUs).

176.Data Protection under DTTSs. In this respect, safeguards for third country personal data
transfers are included under Art. 26 of the OECD Model Tax Convention (155) relating to
“Exchange of Information”. We refer to subsection 5.4.1.1 above for a summary of the
provisions of such Article.

In particular, Art. 26 (1) and (2) of the OECD Model Tax Convention provides for the
possibility to exchange certain personal tax information to (third) countries under specific
conditions, which provide some safeguards with respect to the amount of information to be
transferred as well as the use of the information (i.e. purpose limitation).

« Information Foreseeably Relevant. First, the information which can be exchanged has
to be “foreseeably relevant” for carrying out the provisions of the Convention or to the
administration or enforcement of the domestic laws concerning taxes of every kind
(knowing that a Contracting State may not decline to supply information solely because it
has no domestic interest in such information).

« Disclosureof Information. Secondly, there is a confidentiality clause according to which
information exchanged must be treated as secret (in the same manner as information
obtained under the domestic laws of the recipient State) and shall be disclosed only to
persons or authorities (including courts and administrative bodies) concerned with the
assessment or collection of taxes (or the oversight of the above). Such persons or
authorities shall use the information only for such purposes (1s6). In addition, the OECD
commentary underlines the principle that “the information received by a Contracting Sate
may not be disclosed to a third country unless there is an express provision in the
bilateral treaty between the Contracting Sates allowing such disclosure’.

155 Update to Article 26 of the OECD Model Tax Convention and its Commentary, as approved by the OECD
Council on 17 July 2012.

156 According to the last paragraph of Article 26 (2) of the OECD Model Tax Convention, information may be
used for other purposes when such information may be used for such other purposes under the laws of both
States and the competent authority of the supplying State authorises such use.
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The DTTs following the OECD Model Tax Convention on these points offer therefore a
certain level of protection to the investors (1s7).

As aresult, the AIC Model may appear better than the SC Model since in the first case the
cross-border exchange of information is done between tax administrations (between the AIC
and the RC/SC) where in the second case the initial exchange of information is done directly
further to a contractual agreement by a financial institution (the Al) to a foreign tax authority
(the SC), outside any DTT.

7.4 CONCLUSION

177.Conclusion. We have performed a high level analysis of the proposed SC and AIC
Models from a data protection perspective with a view to identifying possible issues or
concerns that these Models could raise.

Following such analysis, it appears that both Models may give rise to data protection concerns
which need to be tackled. These issues mainly relate to (i) the identification of the relevant
controllers in each system and hence, the identification of the entity or country ultimately
liable for the compliance with the data protection requirements under the Data Protection
Directive and (ii) the legitimatising ground based upon which the different data processing
operations required under both models can take place.

While a more in-depth analysis, in principle, could in our view provide solutions to these
main issues (as well as other minor concerns identified) in a European context, these issues
are more complex to solve in a non-European context.

From a data protection perspective, the AIC Model offers more safeguards than the SC Model
as all processing operations from the Investor to the various M Ss acting as AIC, SC and RC
would be based on a single legitimising ground being the need to comply with a legal
obligation (although other legitimising grounds would be applicable to the SC Model). The
legal tool used to implement the system and creating such legal obligation for all the actors
involved (which should ideally be a Directive) could also be used to establish a precise and
compl ete data protection framework.

Moreover, the information transferred to third countries would be better protected because all
transfer of information under the AIC Model would take place via tax administrations (while,
under the SC Model, the first transfer of information is carried out between an Al and the SC).
In particular, the direct transfer of information from a Financial Intermediary to third
countries, outside the scope of DTTSs, is of concern if an adequate level of protection in the
meaning of Art. 25 (2) of the Data Protection Directive is not guaranteed in such third
countries.

157 One could however wonder whether the level of protection offered by the OECD Model Tax Convention
can be considered as sufficient. This point would deserve a detailed analysis regardiess the Model
ultimately applied.
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The main conclusion to be drawn is that the most appropriate way forward would be to create
alegal basis (Directive or other binding lega instrument) setting a clear legal framework on
how personal data could legally and validly be collected and exchanged between Als and
countries participating in the system so as to reconcile the needs of the simplified WHT relief
at source system with the basic human rights of the data subjects involved (i.e. the Investors)
in terms of personal data protection.

We therefore recommend to involve al the parties concerned upon development of such legal
basis (including both tax and data protection experts) in order to produce both a workable and
balanced instrument fulfilling al the initial goals set out for the WHT relief system to be put
in place.
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CHAPTER 8 EFFECTIVENESSAND TAX COMPLIANCE

This chapter includes two main sections. The first section focuses on the effectiveness of the
two Models. It analyses how the proposed system, deployed in the two different Models under
examination, would work in practice.

The second section analyses the ability of the Models to ensure tax compliance of the
Investors, from both a RC and a SC perspective, considering that they are effectively working
according to the required standards. In other words, it covers the possibility for tax
administrations of RCs and SCs to make sure that the tax paid by their tax residents and the
foreign investorsisin line with the income/WHT tax legidlation.

The findings are summarised in section 3, which also includes an identification of barriers that
will have to be removed and obstacles that could have an impact on the concrete functioning
of the Models.

In terms of effectiveness and tax compliance, both Models offer advantages, but globaly,
based on the criteria applied, the AIC Model seems comparatively more convincing.

The AIC Model offers more guarantees to the RC that it will receive investor information as
does the SC, while the SC Modél refers to a memorandum of understanding that will need to
be signed on abilateral basis and whose terms still needs to be set down.

The AIC Mode offers other advantages, such as consistency with current existing exchange
of information standards, the standardisation of the procedures under which data is reported,
the limited filtering of information potentially enabling further development of the automatic
exchange of information between MSs, and the fact that it could avoid conflict-of-laws issues
linked to the cross-border transfer of information.

A major benefit of the AIC Model, as currently described, results from the fact that it goesin
the same direction as other recent initiatives in the area of information exchange. . Indeed, the
AIC Model seems most appropriate to capitalise not only on existing exchange of information
programmes, as the current EU Savings Directive, but also on future programmes that will be
implemented in the coming years, as FATCA (in the light of the Model 1 Agreement).

Obvioudly, it appears from this section that extending automatic information exchange with
respect to other income and with respect to other types of investors than those covered in the
Savings Directive should inevitably lead to an improvement of overall compliance in RCs.
However, in the SC Modél, the improvement for the RCsis conditional upon the adoption and
the effective application of the memorandum of understanding that should determine the
timing and the content of the information sent by the SC to the RC.

It appears from this section that the main advantage of the SC Model is the direct financia
interest of the various stakeholders involved, while the AIC has no direct interest in the AIC
Model. However, some M Ss have highlighted the added value that the AIC could bring to the
system (e.g. in terms of fraud detection or to facilitate communication with the Als).
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In addition, the SC Model, being based on contractual agreements, benefits from a greater
flexibility due to the fact that it can be adapted to the local legal frameworks. However, from
a global perspective, that flexibility towards the loca regulations could generate a lack of
consistency.

It should be noted that the advantages of the contemplated models could be limited due to the
specific context or tax regimes applied by some MSs (e.g. local WHT rate in the SC lower
than or equal to DTT rate).

There are other aspects that are of course relevant to both Models. The following examples
can be highlighted: the need for a structured format, effective requests and exchange of
feedback, crosschecking systems and dissemination of datawithin MSs.

An important note to conclude is, however, that none of the two contemplated Models
provides for exchange of information to the RC in the absence of DTT application. Moreover,
none of the two contemplated Models provides for an exchange of information to the RC
about the principal and its origin. The SC Model foresees the report of information about
investors who are resident of the SC (SC=RC); however, this does not seem to be an effective
tool to combat tax fraud/evasion being based on the consent of the investor in having his/her
information reported.
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8.1 EFFECTIVENESS

178. Contextual. When analysing the effectiveness of both Models, it appears that the AIC
Model has several advantages that will be highlighted in this section. However, the
effectiveness and the ability of the Models to ensure tax compliance will vary taking into
account many factors, such as the local tax regime, the IT architecture or the local
legal/regulatory framework. As a result, while this analysis will identify the strengths and
weaknesses of both Models, the impact of these factors will greatly differ from one country to
another.

It is therefore likely that one Model could be more efficient for one country while another
country will consider the second Model as more efficient, both countries being right from
their local perspective.

The effectiveness of the Models can also depend on the perspective adopted, one of the
Models could for instance be more efficient in terms of feedback while it would be less
efficient to ensure data quality.

8.1.1 INTEREST OF THE VARIOUS STAKEHOLDERS

179.SC Mods.

« [Each Stakeholder Has an Interest. The effectiveness of the SC Model is strengthened
by a maor factor: each actor in the Model (Al, SC and RC) has in principle a direct
financia interest (in terms of revenue) in providing the information to the other;

— Al. The Al hasto comply with its obligation to ensure that its clients can benefit from
arelief at source and this both from a commercial and operational perspective (note
that the interest of the Alsisthe same in both Models);

— SC. The key factor is the interest of the SC. The SC receives the reporting from the
various Als, first processes the information received and, in a second stage, sends the
information to the various RCs impacted. This process could potentialy represent a
heavy workload, but the SC receives this information essentially for its own benefit
(i.e. to verify whether the reduced WHT at source has been correctly applied by the
Al). Moreover, this workload is a'so compensated by the fact that the SC has a direct
interest in providing the information to the RCs. This is because, once the RC
receives the information from the SC, it has to provide feedback mentioning which
Investors included in the reporting are not having their tax residence in the RC (1s8).
Therefore, it is by providing the reporting to the RC that the SC is able to check if the
Investors having benefited from a reduced tax rate were actually entitled to benefit

158 It isinteresting to note that the communication made by the SC to the RC (as well as the feedback from the
RC to the SC as regards the DTT entitlement of the investors) has not been provided for in the US QI
regime since the US as SC is apparently not interested in receiving detailed information on investors
(except for US investors). The compliance of the system isindeed rather ensured by external audits, and not
by exchange of information. In this sense, the QI regime differs from the SC Model.
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from this rate. Moreover, the faster the SC sends the reporting to the RC, the faster it
will receive the RC’ s feedback;

— RC. The RC has obvioudly first an interest in the system as it will receive information
on investments made abroad by its tax residents, ensuring tax compliance. It has also
an interest in providing feedback to the SC, since the latter will probably be less
inclined to cooperate in the future in the absence of such feedback;

— Investors. The interest of the Investors is the same in both Models, being that they
will effectively benefit from a reduced tax rate under the applicable DTT via a
simplified and more efficient procedure.

The fact that al the stakeholders have a direct financial interest in exchanging the
information is an advantage of the SC Mode!;

« Important Source Countries. Some countries have queried this advantage of the SC
Model. Indeed, some countries, especially countries representing an important capital
market, consider the SC approach too heavy as they, as SCs, would have to handle very
high volumes of information for the benefit of the RCs. These countries find that the main
objective of this element of the system is to prevent tax evasion and they do not want to
act as a clearing house for information exchange towards RCs. They would prefer to
handle only the information sent by their own Als;

« Unconditional Relief at Source. Initially, the SC Model was essentially aimed at
improving the DTT application mechanisms (relief at source and refund) in the SC
without having much regard to the situation in the RC. Even if the situation has evolved
over time (e.g. the draft Implementation Package is still under development), the SC
Model asit currently stands does not submit the application of an Al agreement between a
SC and a FI to the effective exchange of information by the SC towards the various RCs
concerned by the movable income payments flowing through the Al and with respect to
which aDTT relief at source has been applied.

As aresult, in the absence of any bilateral agreement between countries providing for an
automatic exchange of information, the risk exists that there will not be a systematic
exchange of information from the SC to the RC. This is essentially due to the following
elements:

— The SC Model considered as a whole, i.e. its relief at source and its exchange of
information parts, cannot be established solely based on contractual arrangements
between the SC and Fls. Indeed, each SC should in addition put in place automatic
exchange of information programmes with theoretically as many countries as there
are RCs concerned (where, in the AIC Model, this would be replaced by a single
piece of legidation, at least within the EU);
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— In this respect, it should be recalled that the recent explosion of TIEAs and DTT
(protocols) only endorses the international standard for exchange of information on
request but not the automatic exchange of information (159);

— Asaresult, the SC Model cannot be considered as being directly efficient, at least as
far as the RC is concerned, in the absence of a broad network of automatic exchange
of information programmes (160);

— Considering the quality of the information in principle provided by the Al (and the
measures in place to ensure its compliance such as the audit requirements, the risk of
being excluded from the system, and its liability towards the SC), the SC does not
need in “first instance” (i.e. to check that the Al applied the right TRI based on the
elements of information at its disposal) to receive information from the RC (unless in
order to check the residence of the Investor claiming the DTT benefits) and therefore
will not necessarily be encouraged to provide information to the RC (161). As an
example, and as mentioned in the ICG Report, “the US QI regime [which, in our
view, is like the SC Moddl as far asthe DTT relief at source is concerned] does not
require the QI to provide investor-specific information to the countries of residence of
any investors other than USinvestors, nor to provide such information to the IRS for
potential forwarding to the residence countries.” In the QI system, the IRS did not
even want to receive any information on Investors, which shows that the application
of an efficient relief at source system can be totally independent from any exchange
of information with the RCs.

180.A1C Modd.

Lack of Incentive. As many MSs highlighted the fact that the direct financia interest of
all the actors would strengthen the effectiveness of the SC Model, the same actors also
insisted on the fact that the AIC is the key actor of the AIC Model but has no direct
financia interest in the Model. Indeed, al the information flows, the reporting, the
feedback and the corrections, will go through AIC services. Many M Ss fear that the lack
of incentive for the AIC will have an impact on the system effectiveness. A breach in the
processing of the information received and sent by the A1C would have a negative impact
on the whole system. Two types of impact are put forward by MSs: the timing and the
data quality;

— Timing. The lack of incentive could generate a delay in the processing of the reports
by the AIC, which could have an impact on the ability of the system to ensure tax
compliance aspects. It could also impact the follow-up of the feedback or correction

159

160

161

Even if, as pointed out by some authors, there is nothing in the OECD standards that is conceptually limited
to spontaneous exchange of information or to exchange of information upon request.

According to Stafford Smiley “ Perhaps the most limiting aspect of the TRACE initiative is its reliance on
tax exchange agreements to move information reported by financial institutions to source countries on to
residence countries.” Qualified Intermediaries, The EU Savings Directives, Trace—\What Does FATCA
Really Add?, CorP. TAX'N, Sept—Oct. 2011, at 20.

Asthe US QI model currently works as far asthe DTT relief is concerned.

0120454/1/039949PRM.LSE Page 152 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 8 EFFECTIVENESSAND TAX COMPLIANCE

reguests generated by other MSs. Several MSs are worried that, in the context of the
AIC Modedl, it would take longer for them (acting as SCs) to recover the tax amount
under-withheld by the Al, asthe AIC has no interest in this procedure;

— Data Quality. Other MSs believe that the lack of incentive for the AIC would result
in alack of quality of the data exchanged. In their view, there is arisk that the AIC
will not use sufficient resources to verify that the information included in the report
meets the required standards. It could be convenient for them to act as mere
mailboxes, limiting their action to the transmission of information. In such cases, they
would have limited added value and would only increase the time needed for
processing and decrease data quality by adding another intermediary in the chain,
meaning an additional possibility of errorsin processing.

181.Important AICs. This problem will be even higher for countries having a great number
of Als but which are not important SCs, or for SCs applying a WHT rate (on dividends or
interest paid to non-residents) equal to or lower than the DTT tax rate (as these SCs prefer the
SC Mode as, in practice, they would not have to handle any information). Indeed, as some
countries expressed their concern about the SC approach as they do not want to act as a
clearing house for information exchange towards RCs, other countries will have the same
criticism with respect to the AIC Model. Both criticisms are valid as it will depend on the
specificities of the local framework.

182. Al C Potential Added Value. On the other hand, some MSs have expressed their real
interest in the role performed by the AIC. They even defend the interest they see, as an AIC,
to endorse these responsibilities.

o Guarantee for the RC. In the AIC Model, the AIC sends the information to the SC and
the RC at the same time and according to the principle described in a Directive or other
common regulation. This means that the RC has the guarantee that it receives all the
information provided by the Als. In the SC Model, the content of the reporting sent by the
SC to the RC will be determined in a memorandum of understanding. This means that the
RC still has to find an agreement to receive this information and that the content of this
reporting could be different from one SC to another.

o Close Relationship. The AIC generaly has a closer relationship with the Al than the SC
as the Al often is aready acting as a tax intermediary for other purposes (e.g. interna
WHT, reporting of local client’s income to the tax administration, reporting in the
framework of the Savings Directive, stamp duties, etc.) and is already subject to auditing
by the AIC. This should enhance effectiveness as the AIC aready has to audit the Al for
other purposes in any case. Besides, questions raised in the framework of several audits
can often overlap;

« AICin Turn also SC or RC. Some MSs believe that the AIC will grasp the system as a
whole and are confident that the AIC will be fully aware that the information which it will
provide will be afirst step to ensure the overall quality of the system. The AICs will see
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their responsibility in the context of the mutual responsibilities of each AIC and remember
that it isalso SC and RC for other AICsin other cases;

o AIC Simultaneoudly also SC or RC. In addition, even in a given case (i.e. with respect
to a particular transaction), the AIC will generally also be either the SC (Reversed Cross-
Border Scenarios) or the RC (Cross-Border Scenarios). In most cases, AIC will thus in
fact have a direct interest in the system, as part of its work as “AlIC” is used for its own
purposes. This is confirmed by the Fls themselves. It is difficult for them to estimate the
percentage that each scenario represents out of all cross-border investments. However,
they globally confirm that the triangular situation, being the only scenario where the AIC
has no direct interest, is less important than the two others (often less than 10%). So the
lack of interest of the AIC is quite relative;

« Information for Other Purposes. Information collected from the Als could be used for
purposes other than only exchanging information:

— Some MSs believe that the AIC can adso have an interest in the information
transmitted by the Als. It could be used at a different level. Some M Ss aready have a
long experience in using information transmitted via the current exchange of
information system under the Savings Directive in the fight against fraud in their own
country. While this information should not impact them at first sight (Investors being
tax residents in another MS), it could allow them to identify their own tax residents
who are “hidden” by aforeign tax structure;

— Other MSs believe that the information gathered as an AIC could be very useful from
a dtatistical perspective. This is because, with such data, an AIC should have
exhaustive statistics on the foreign investment and could be able to use it as a tool to
develop and/or adjust fiscal policy, to carry out macroeconomic analysis, etc.
However, for such use, one needs to have sufficient (human and IT) resources
available, which is not possible for some tax administrations facing budgetary
constraints.

183.Al’s Counterparts. In addition, from a business perspective, the Als will have to deal
with only one tax administration, being its own tax administration (AIC), which should
facilitate the overal effectiveness of the system in many respects (e.g. same language,
existing relationships, procedures already known, compatibility of IT systems possibly
already in place, etc. (162)). As mentioned by Itai Grinberg (163), who considers the AIC Modd
routing system as superior, “ financial institutions in cooperative jurisdictions need only send
information to one government, under whose law they already operate, thereby avoiding the

162 In this sense, the ICG Report recognises that the AIC Model “would probably involve the smallest
transition costs for the financial ingtitutions. In particular, this system likely would require the least in
terms of changing computer systems, since in many cases intermediaries will already have some reporting
obligations with their local tax authorities, which likely take place in electronic form” .

163 Beyond FATCA: An Evolutionary Moment for the International Tax System, Itai Grinberg, Draft of
January 27, 2012, p. 59
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specter of thousands of financial ingtitutions attempting to comply with different reporting
obligations to dozens of governments” .

8.1.2 NUMBER OF INFORMATION FLOwWS

184. Standalone Per spective: Two Flows v. Three Flows. One of the advantages mentioned
by the M Ss for the SC Modél is the reduced number of information flows. In the SC Mode,
the Al sends the information to the SC, which then forwards the report to the RC. So there are
two flows. In the AIC Model, however, the Al sends the information to the AIC, which then
forwards the report to the SC and the RC, giving a total nhumber of three information flows.
The SC Mode istherefore defined as the more efficient approach.

185. Global Perspective: Different Multiplication Factors. However, this aspect should be
put in a more global perspective, considering the total number of information flows for the
whole exchange of information.

The first factor influencing the total amount of flows for the SC Modéd is the number of Als
within the MSs (#Als). This number should be multiplied by the number of SCs (second
factor). Adding third countries will increase the number of information flows but will not
have an impact as such, as the number of participating countries remains the same in both
Models, the variable being the number of Als. Therefore, for this calculation, the amount will
be limited to the 27 M Ss (27MSs) of the EU.

e SC Modd

— In first instance, the number of information flows generated by the SC Moddl is:
#AlIS*2TMSs;

— Insecond instance, each SC (27MSs) will send the report to each RC (27TMSs);

Note that the exact figure is “27” MSs and not “27-1" as the SC will also be the RC
for the income paid to its tax residents (and assuming both roles, a flow of
information “interna” to the tax administration of the SC will have to take place) (164)
considering that all the M Ss are exchanging information;

— Thetota number of information flows is therefore: #AIs*27MSs + 27M Ss*27M Ss
« AICModd

— In the context of the AIC Modedl, there is one report per Al (#Als) that is sent to the
tax administration of the AIC. Each AIC will then transmit the information to each
SC (27MSs) and to each RC (27TMSs);

— Thetotal number of information flows istherefore: #Als+27MSs* (2* 27TM Ss);

164 Although cases where the SC is also the RC are not, strictly speaking, cross-border payments from a tax
perspective and the relief at source according to DTTs does not apply, it is important to address this point.
The reason for thisis that a SC may nevertheless require the Al to report information not just on payments
made for which DTT relief is claimed, but also on payments to residents of the SC that arisein the AIC.
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« Comparing both Models from this angle |eads to the following mathematical equation:
— SC Model = AIC Model
— X*27 + 2727 = x+27 *(2*27)
—  27X-x=1458-729
- 26x=729
- x=28,03

Where “x” is the number of Als participating in the system (#Als) and assuming that
the 27 M Ss are participating in the system.

Accordingly, it appears that summing up all the information flows leads to the conclusion
that, as soon as 29 Als participate in the system, the total number of flows in the SC Model
becomes larger than in the AIC Model. Assuming (and it seems quite likely) that there will be
more than 29 Als that will participate in the Model, it is reasonable to say that the SC Model
entails more information flows for the same result than the AIC Model (165).

186. Standalone v. Global Perspectives. This point is important as it was an advantage
mentioned by some MSs. So it is interesting to see that redlity is different when the system is
not analysed on a standalone basis but from a global perspective (i.e. taking into account all
the information flows included in the respective Models).

8.1.3 LocAL WHT RATEIN THE SC LOWER THAN OR EQUAL TODTT RATE

187.MSs applying a tax rate on dividends or interest paid to non-residents that is equal to or
lower than the tax rate included in the DTT have less interest in the contemplated Models as
they currently stand (SC Model or AIC Model). The reason for this is that, as foreign
Investors aready benefit from atax rate equal to or lower than the treaty rate, thereislessrisk
of fraud and hence less interest, from a SC perspective, in implementing a monitoring tool to
fight fraud.

As an example, many M Ss as SCs have mentioned the existence of local WHT exemption for
interest payments made to non-residents (where this is less often the case for dividends).
Accordingly, DTTs are much less often applied to interest payments. Another country even
also reported not applying any WHT to movable income payments made to non-residents
(regardless of their nature: interest or dividends).

In these cases, the SC Model would at first sight offer the tax administrations of these SCs an
advantage in terms of workload. Indeed, as the Investors will not request to benefit from the
DTT on certain types of income, thisincome will not be included in the reporting made by the

165 One could object that not all Als will effectively receive income from the 27 MSs or will have investors
resident in the 27 M Ss. Nevertheless, the key element to be taken into account in comparing the two Models
from a number of flows perspective, is the “multiplication factor”, which is always “1” in the AIC Model
(cf. “x™) but much higher than 1 in the SC Model (cf. in our example “27x™).
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Als and sent to the SC. Hence, the workload for the tax administration of the SC to handle
and send this information to the RC would be more limited. These SCs usually see the SC
Model as more effective from their perspective as it entails alower administrative burden.

However, this argument loses part of its relevance considering the effectiveness of the Model
as a whole. This is because the overall workload for the tax administrations should remain
roughly the same regardless of the Model applied (SC or AIC), asthe level of work is more or
less ssimply passed on to one tax administration (SC) or another (AIC). Indeed, unless in the
very specific case of absence of WHT on cross-border payments, each tax administration will
in any case have to have the relevant resourcesin place (1T systems, staff, procedures, etc.).

Besides, even if not directly the subject of this study, this argument is mitigated should one
consider that, in order to reach the compliance objective in the RC, the exchange of
information should cover any movable income payments, regardless of whether or not aDTT
is applied (in such case, even SCs without any WHT levied at source should report elements
of information to the RCsin the framework of the SC Modél (166)).

8.1.4 FEEDBACK LooP

188.Direct Relationship between SC and Al. Under the SC Model, the SC has direct
contact with the various Als. Some tax administrations have confirmed that they believe that a
direct relationship between the SC and the Al could be more efficient than an indirect
communication going through the AIC. Some tax administrations (as SCs) are concerned
about the lack of responsiveness of the Al in the AIC Moddl or the fact that they will not be
able to contact or chase directly the Al if the latter does not reply in time. They find it
important that the SC, having the possibility to remove the Al status of the Financial
Intermediary, and the Al bein adirect relationship.

Other countries suggest that the handling of feedback loops (RFI, Request for Clarifications,
etc. from the SC and/or the RC and passed on to the Als) by the AIC as provided in the AIC
Model could increase the effectiveness of the system. They argue for example that these
requests are centralised by Investor within the AIC and not multiplied by the number of SCs.
The consequences are that the AIC will have to handle many queries in which it often (but not
always) has no direct interest, but the total number of queries for the system decreases. Thisis
especially important from a business perspective.

Moreover, the AIC has a good knowledge of the national legal framework and the
specificities of its financial sector. This (technical, legal and cultural) understanding could
facilitate communication. In addition, if a specific problem results from the local legal
framework, the AIC's tax administration is in a better position to take the appropriate
measures or raise the problem at a more political level (167).

166 The SC should first have (to request) access to such information (either directly with the Issuers provided
that the latter have access to such information, or with the Als).

167 However, one should also consider the possibility to extend the system to relief at source under the internal
tax legidation of the SC (i.e. relief not applied pursuant to a DTT). In such case, one could argue that the
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From a business perspective, it would be more efficient for an Al to build arelationship with
only its own tax administration than with the tax administrations of all the MSs. For example
an AIC could easily implement a query identification system, including a query number for
each request, that would alow the AIC and the Al to ensure a proper follow-up of the various
queries. However, such system would be difficult to use if Als are contacted by all the SCs
and have to work with 27 different systems.

189. Administrative Burden. However, another aspect should be taken into consideration:
the increase of the administrative burden that would result from the SC approach. This may
involve following up several hundreds of requests. For example if an Investor indicated a
wrong RC, it is one AIC but potentially 27 MSs (if the Investor benefited from a reduced tax
rate in the 27 MSs). So it could be one request handled by one AIC instead of 27 requests
handled by 27 countries. Considering the total number of requests handled by the MSs, there
isaclear lack of effectiveness, due to the fact that it is not possible to consolidate the various
requests at Investor level. This aspect will be particularly important for the Als who will be
confronted with a multiplication of the requests for one and the same issue.

190. Relationship between Tax Administrations. Some countries expressed concerns about
the effectiveness and efficiency of the cooperation between tax administrations of various
MSs in the AIC Model. These concerns could constitute a potential barrier to finding a broad
consensus for adopting the AIC Model and it could (in afirst stage) impact the effectiveness
of the system.

However, as some M Ss explicitly indicated, it appears to be more a matter of sensitivity than
a judgement based on facts and figures. Indeed, for instance, when a question is raised on the
functioning of the exchange of information under the current Savings Directive, MSs do not
express any major complaint as to the work performed by the other tax administrations.
Besides, it also results from the second report of the European Commission on the operation
of the Savings Directive where the European Commission mentions that “ Member Sates
have expressed satisfaction with the overall system of automatic exchange of information
provided for by the Directive to enable them to ensure that interest payments are effectively
taxed. For the period under review, Member States have indicated a clear increase in the
quality of data received that they attribute to the structured format and common rules of
procedure under which the data is reported.”

Moreover, the cooperation between tax administrations is also a concern in the framework of
the SC Model considered as a whole (i.e. considering its relief at source and its exchange of
information parts). As already mentioned, each SC should put in place automatic exchange of
information programmes with theoretically as many countries as there are RCs concerned, but
the legal cooperation framework so created should then also be effectively and efficiently
applied in practice.

SC isin a better situation than the AIC to assess the correct application of such reliefs, and more generaly,
of itsinternal tax legislation. This issue could nevertheless be solved in the EU considering the possibilities
offered by the Directive on Administrative Cooperation providing foreign agents the possibility to
participate in administrative enquiries carried out in other countries.
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191. Statistics. Other factors increase the effectiveness of the AIC Model. As an example,
some countries intend to keep statistics of the feedback to identify recurring errors that could
indicate a shortcoming in the procedures of some Als. This practice is currently applied by
some MSs in the current exchange of information system under the current Savings Directive
and it alows the State of Establishment of the paying agent to help the paying agent in
identifying their weaknesses and to apply sanctions when appropriate. This function, when
accurately carried out, is key to ensure the effectiveness of the AIC Model. When considering
statistical records as atool to ensure compliance of the Al, the AIC Model is more appropriate
because a single tax administration (i.e. that of the AIC) has a full view on all the Al's
operations and not only with respect to one country asin the SC Model.

8.1.5 NON-PARTICIPATING COUNTRIES

192. Flexibility of the SC Model. The SC Mode is built on contractual agreements between
a SC and an Al. This means that on one side, each Al has the option to decide for which
country it would like to benefit from the Al status and for which it does not. On the other side,
the SC aso has the possibility to decide whether it would like to be part of the system or not
and, if so, it can decide to authorise some Fls to act as Als and others not, and this according
to the criteria it will have defined. This flexibility of the system is welcomed by the business
aswell as by some M Ss.

193. Side Effect. However, there is dso a side effect on the effectiveness. If some M Ss decide
not to participate in the system, it will have a strong impact on the whole Model.

If aMS does not join the system as a“SC” (i.e. it does not enter into agreements with FIsto
enable them to act as Als as provided in the SC Model), which is a unilateral decision, it will
not be in a position to automatically exchange information towards the RCs while they could
still benefit (168) from the work performed by such countries acting as “SCs’ (i.e. data
collection) which have decided to join the system.

This could create an imbalance between countries leading to frustrations and less
effectiveness.

Example (Triangular Scenario in the EU involving Country X, Country Y and Country
Z).

« Country X does not participate in the system (it does not enter into agreements with Flsto
enable them to act as Als);

« Country Y and Z participate in the system (they do enter into Al agreements);

168 Either based on an automatic exchange of information programme entered into between the Competent
Authorities of both countries or, within the EU, possibly based Article 9 of the DAC, which specifies that
each competent national authority shall communicate information to the Competent Authority of any other
EU country in the case a person liable to tax obtains a reduction in, or an exemption from, tax in one EU
country which would give rise to an increase in tax or to liability to tax in the other EU country (cf.
Subsection 5.1).
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« Assuming adividend from Country X as SC to Country Z as RC (and Country Y as AIC):
Country X does not grant relief at source according to the DTT between Country X and
Country Z (169) and is therefore not in a position to automatically exchange information on
Investors resident in the | atter;

« Assuming now adividend from Country Z as SC to Country X as RC (and Country Y as
AIC): Country Z grants relief at source according to the DTT between Country X and
Country Z and is therefore in a position to automatically exchange information on
Investors resident in the latter;

« This may mean that the tax administration of Country X could receive information about
its own resident Investors so as to ensure their tax compliance while not being obliged (or,
at least, with the risk of not being in a position) to exchange similar elements of
information towards Country Z.

The same kind of issue would arise at the level of the feedback loops. Indeed, in the above
example, in the case Country X has not put in place the systems and procedure necessary to
send the relevant feedback to Country Z, then Country Z will not be in a position to double-
check the residence status of the Investors deemed to be resident in Country X either.

194. Potential Solutions. Different options could be proposed to solve thisissue (i.e. to avoid
that non-participating SCs benefit from the work performed by participating SCs):

« The agreement between the SC and the Al could provide that the system can only be
accessed by Investors resident in participating countries. But this option is not included in
the SC Model asit currently stands, and would reduce the effectiveness of the Model (e.g.
alist of participating SCs would have to be maintained, the Al agreements would have to
be updated taking into account additional participating countries);

« Within the EU, a specific piece of legislation could force all MSs to enter into the SC
Modél (170).

195. Al1C Model. On the contrary, the AIC Model islessflexible by definition asit requiresin
principle the agreement of 27 M Ss, unless enhanced cooperation can be put in place. Thislack
of flexibility is compensated by the robustness that results from the common legal basis of the
system.

8.1.6 DATA QUALITY

196. Data Quality. The SC Model and the AIC Modd will only be efficient provided that
sufficient data quality is delivered.

More precisely, it is important that all the required elements of information are reported (171),
but also that the elements of information reported are accurate (e.g. when a TIN has to be

169 At least, it does not grant relief at source on a large scale as it would be the case when applying the SC
Model. Such cases are put aside for the sake of the example.
170 Evenin such case the issue however remainsin case of non-cooperating (third) countries.
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reported, it is important that a correctly formatted TIN is reported, but aso that such TIN is
the correct one).

The governing principles of both Models listed below should a priori ensure reaching
sufficient data quality for both Models:

« the mandatory feedback from the various stakeholders;

« the audit and liabilities of the Al (and the potential sanctions, especialy in the case of
under-withholding); and

« thelT architecture.

197.Lessons from the Savings Directive. With respect to the quality of the data, and
whichever the Model used, it is useful to consider the lessons learned from existing
regulations organising an automatic exchange of information on alarge scale (i.e. the Savings
Directive).

As aready mentioned above, MSs have generally expressed their satisfaction with the data
received under the Savings Directive to ensure their taxpayers' compliance for the reporting of
interest income. The MSs have aso highlighted a clear improvement in the quality of data
received under the Savings Directive that they attribute to the structured format and common
rules of procedures under which the data is reported. By comparison with exchange of
information under bilateral treaties, the quality of the data received under the Savings
Directiveis considered as being significantly higher.

198. Effective Feedback to Improve Data Quality. Regarding the current exchange of
information under the Savings Directive, it is interesting to note that some countries
complained about the quality of the data. However,

« State of Establishment of the Paying Agent. They also mentioned that they usualy do
not provide feedback to the paying agents as they are often able to identify the Investors
with the other elements of information included in the reporting (the main problem being
due to the absence of TIN or its wrong format) (172);

« Residence Country. Most of the MSs confirmed that they usually do not send feedback
to the state of residence of the paying agents unless they suspect fraud. They prefer to
avoid sending feedback as they do not want to create extra administrative workload.

This behaviour does not contribute to the overall improvement of the data quality (besides
being contradictory).

Indeed, in the current situation, FIs know that a missing or wrong TIN is not a blocking factor
(upon upload of the report in the systems of its state of establishment) or is not

171 Inthe scope of this study, the content of the information reported is assumed to be the same in both models.

172 According to the Commission Staff Working Document mentioned above, “ not all the MSs carry out
checks on the content of the information received from paying agents where such checks should be made
systematically” .
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corrected/sanctioned (after the checks have been carried out by its state of establishment or by
the RC of the Investor). Therefore, some FIs may consider the report’s quality sufficient
without the TIN in practice. In such case, the Fls are not motivated to update their files (e.g.
by contacting clients to obtain the required information). If the feedback becomes mandatory,
then Fiswill know that they should better contact the client to obtain its TIN (if thereisaTIN
inits RC) asthey will have to obtain the TIN at alater stage in any case.

This situation can find explanations in the drafting of the Savings Directive, which does not
provide for automatic feedback.

The SC Model and the AIC Model solve partialy this issue as both Models provide for
automatic feedback. On this point, the effectiveness of both Models should be strengthened
compared to the Savings Directive.

« Current Version of the Models. Even if feedback is mandatory only for tax residence of
the Investor, it should till increase the amount of feedback provided and therefore the
overal quality of the data;

« Recommendation to Increase Data Quality. The feedback should be mandatory for all
the information mentioned in the report, for which the RC and SC is able to check the
information. This mandatory feedback should offer two advantages:

— First, once the information is corrected in the database of the Al, it should be right in
the following reporting. The overall quality of the data should therefore increase;

— Second, knowing that they will have to obtain the right information in any case, the
Als will be encouraged to anticipate feedback requests from the various tax
administrations by collecting and providing more accurate information.

199. Liability of the Financial Institutions. The Savings Directive does not directly provide
for sanctions in the case that paying agents do not comply with their obligations (173). Art. 1.2
of the Directive indeed only mentions that “ Member Sates shall take the necessary measures
to ensure that the tasks necessary for the implementation of this Directive are carried out by
paying agents established within their territory, irrespective of the place of establishment of
the debtor of the debt claim producing the interest.” In other words, the responsibility for
defining the sanctions applicable to the paying agents in the case of non-compliance lies with
the various M Ss, which can lead to discrepancies.

From the report of the European Commission, it appears that al MSs have introduced
significant safeguards to ensure the correct implementation of the Savings Directive.

The approaches range from inducing compliance by way of cooperation with paying agents to
imposing relevant penalties and sanctions in the case of non-compliance.

173 In particular, there was no need to provide specific sanctions in the case of “under-withholding” in the
framework of the Savings Directive in the absence of any WHT levied (except during the transitional
period).
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The SC Model and the AIC Model, on the other hand, do provide for specific sanctionsin the
case of non-compliance, which should improve the effectiveness of the Models.

« TheAl isliable for any under-withholding and the liability of the Al remains, even if the
Al complied with all the procedures and guidelines defined in both Models;

« Poor quality or recurring errors could trigger additional external audits and, in the worst
case, termination of the agreement between the Al and the SC (under the SC Model), or
withdrawal of its authorisation (under the AIC Model). So the Al would no longer be
allowed to offer its client the benefit of the relief at source system, which could constitute
a competitive disadvantage (on top of reputational impact). This strong incentive should
have an impact on the quality of the reporting.

200.1T Supporting Solutions. In the framework of the Savings Directive, it has been
mentioned that the development of risk management and a more automated process of
crosschecking the data should be encouraged to limit the need for costly investigations of
individual taxpayers. Besides, it would appear that a structured process of the dissemination
of data from the receiving unit to the tax collection services in the MSs could improve the
effectiveness of the use of datato target specific taxpayers.

The IT architecture to be put in place in both Models should leverage on this experience so as
to ensure the data quality. The IT architecture that will support the SC Model and the AIC
Model has not been defined yet but it will have to contain sufficient filters and coherence
checks to ensure that the information inserted in the system, if not correct, is at least
consistent in terms of format and coherence. For instance, in the future architecture, it should
not be possible for an Al to insert a TIN that does not fit with the TIN format of the RC (174);
the AIC/SC should reject any reporting made by Als with missing data; and reconciliation
tools should ensure that the data received from the various Als matches the data included in
the various reports sent by the AIC/SC (175).

201. Importance of the TIN. Many MSs have highlighted the fact that the TIN is redly
important as it would alow routing of the information to be automated. However, it is often
missing in the reports provided under the current Savings Directive.

Potential solutions to this issue have aready been mentioned in the mandatory feedback,
which should motivate FIs to look for this information that is not always in their databases. It
has aso been addressed in the paragraph on the IT solutions, where the solutions put forward

174 In this respect, it has been mentioned in the framework of the Savings Directive that “ the possibility of a
better registration of the Tax identification number (TIN) with which to identify the taxpayer has been
highlighted by Member States as a major factor for improving the quality of the data received. If such a
number is properly reported by the paying agent, the tax administrations of Member States can then easily
identify the beneficial owner. By default or for countries where no TIN exists, the date and place of birth
must be correctly reported. If these essential elements are not properly reported by paying agents, Member
Sates face difficulties in identifying the beneficial owners’ .

175 These IT functionalities and procedures have been defined for the purpose of this feasibility study and are
recommended for the implementation of both Models. However, they will have to be discussed and agreed
with the EU M Ss.
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should prevent the Als from including a wrong TIN format in the reporting. Two additional
tools should increase the quality of the TIN:

« The“TIN on Europa" Application. This is a portal whereby information about TINS
that Member States choose to publish is available in one single Internet page and include
among others the following: descriptions of the structure and specificities of the national
TIN, examples of official documents showing the TINs, national websites and contact
points;

« TIN Mandatory on 1SD. The TIN should be requested in the ISD, if there is a TIN
available in the RC. Asthe TIN is sometimes not mentioned on an ID card, a passport or
another identity document, it would ease the identification of this information. Moreover,
it would mean that, if an Investor has benefited from relief at source, the Al should have
the TIN inits database if it complies with the requirements.

From a more general perspective, the TIN has demonstrated its added value in the countries
where it is used, especialy for the automation of the routing of the information and for the
reconciliation of the data located in different databases. Therefore, the adoption of a TIN in all
the participating countries is strongly recommended to improve the overall effectiveness of
the system. A standardised TIN a EU level (176) would offer additional possibilities.
However, many countries have expressed a clear opposition to the idea, as it would require
them to adapt their IT applications and in many cases official documents (ID cards, passports
etc.).

8.1.7 ADJUSTMENT OF UNDER- AND OVER-WITHHOLDING

202. Flexibility of the Models. If an Al discovers that it applied to cross-border securities
income a lower tax amount than it should have, it can pay the tax amount under-withheld at
the time of or after the annual reporting.

If this error is discovered before the annual reporting, then the Models leave to the
stakeholders impacted the opportunity to choose the most appropriate corrective actions (e.g.
withhold the under-withheld amount on a future payment credited to the same account).

This flexibility is an advantage for the business but it could aso have an impact on the
effectiveness of the Model. Indeed, if an Al corrects many errors via the set-off procedure, it
will be very difficult to keep track of the tax applied to the various transactions.

203. Effective Error Tracking. If an error has to be corrected before the report generation,
the Al will aways have to transfer the cash via a specific transaction, referring to the
transaction for which awrong tax amount was withheld.

176 Brussels, 27 June 2012, COM(2012) 351, “Communication from the Commission to the European
Parliament and the Council on concrete ways to reinforce the fight against tax fraud and tax evasion
including in relation to third countries’ ; Press Release 1P/12/697, Brussels, 27 June 2012, “ Tackling tax
fraud and evasion: Commission sets out concrete measures’ .
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This procedure is less flexible but it has the advantage that it will be easier to identify the
errors and how they have been corrected, even some years later. It would therefore be more
efficient in the long run.

8.1.8 CONTRACTUAL AGREEMENTSV.COMMON REGULATION

204.SC Mods.

« Flexibility. As the SC Model is built on contractual agreements between SC and Als, it
offers the possihility to the SC to amend some parts of the templates provided by the
Implementation Package, even though the objective of the Implementation Package is to
standardise to a maximum extent the legal documentation which should be used. These
amendments could incorporate some specificities of the SC's local framework. So, a SC
will aways be free to amend the agreement it wants to use, knowing that some countries
have more power than others in negotiating the terms, content and wording of contractual
documentation (177);

« Lack of Consistency. Thereis, however, arisk that thisflexibility, aimed at strengthening
the system, results in alack of consistency of the processes and procedures applied by the
various SCs. This would decrease the effectiveness of the SC Model, especidly for the
Als that would have to generate one report for each SC and according to different
reguirements.

205.AlIC Modsl.

« Consistency. Contrary to the SC Model, the AIC approach is based on a common
regulation (such as an EU Directive). The main advantage is the consistency of the
procedures and processes between all the countries participating in the system. There is
thus no negotiation between countries about the content and the wording of an agreement.
This homogeneity should strengthen the effectiveness of the AIC Model.

8.1.9 INDEPENDENT REVIEWER' SREPORT / AUDIT BY TAX ADMINISTRATIONS

206.SC Mods.

o Designation of the Independent Reviewer. The Implementation Package specifies that
the Al selects the independent reviewer to be approved by the SC. It is likely that the
agreement on the independent reviewer should not be an issue. However, potentially, this
requirement could lead to a situation where one Al would be audited by different
independent reviewers for different SCs, which would be inefficient (increase costs for the
Al, loss of time in the review process, duplicated issues, etc.);

o Standardisation. From the same perspective, the Implementation Package also
encourages the SCs to agree on a common externa review. Agan, an SC should in

177 Whereas in the AIC Model, where a common regulation would apply, the allocation of power between M Ss
is more balanced (considering the unanimity requirement in direct tax matters) leading to relatively more
safeguards to less powerful M Ss.
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principle not be reluctant to rely on an audit carried out for another SC, but it still includes
the possibility for an Al to be audited severa times for different SCs (by an independent
reviewer or by representatives of the SC or the tax administration of the country where the
Al islocated, as provided in the Implementation Package).

207.AIC Modsl.

« Designation of the Independent Reviewer. The AIC Model specifies that the Al selects
the independent reviewer according to criteria that should be determined at EU level. The
audit report produced by this independent reviewer will therefore be valid for al the SCs,
thereby avoiding the risk of decreasing the effectiveness of the audit process due to a
difficulty to reach an agreement between SCs;

« Joint Audit. In addition, in order to avoid duplicative audits for the same Al, the AIC
Model favours simultaneous controls, presence in administrative offices and participation
in administrative enquiries by foreign agents as provided in the Directive on
Administrative Cooperation (a specific procedure in this respect being proposed in the
governing principles).

8.1.10 EXISTING EXCHANGE OF INFORMATION BALANCE

208.Consistency with Existing Exchange of Information Standards. According to the
existing standards on exchange of information provided for in the OECD Mode Tax
Convention, the Competent Authorities should aready be able to collect information held by
local banks, without restrictions, so as to be able to comply with requests for information
made by treaty partners even if the first country has no interest in the information requested.
Given the territorial character of the tax legislation and the data protection legidations, such
access is limited to the tax administration of the country of establishment of the financial
ingtitutions (i.e. the AIC to the exclusion of tax administrations of other countries, such as
SCs).

The AIC Model follows the same approach, and in this sense, is more in line with current
practice and recent developments (178). In this respect, the ICG reports recognises that the
approach taken under the AIC Modd “is more consistent with existing structures for
exchange of information, in that a financial institution would be required to deal only with
one tax authority, and that tax authority would then deal with other tax authorities’ .

On the other hand, the approach followed in the SC Model would have the following
consequences:

« Different routings would apply to different types of income (e.g. dividends and interest
would be passed directly and automatically by the Al to SC (and then in principle to the
RC) while information on other types of income such as capital gains, principal,
information on derivative products, etc. would most probably have to flow to the RC (with

178 Cf. the recent Joint Statement mentioned in the introduction to this study.

0120454/1/039949PRM.LSE Page 166 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 8 EFFECTIVENESSAND TAX COMPLIANCE

a view to ensuring tax compliance of the Investor) from the AIC if such information is
held by aFI (on request or spontaneously or possibly even automatically (179));

« More importantly, different routings would apply to the same type of income depending
on whether or not DTT relief at source was requested. Indeed, where DTT relief at source
is applied, information would flow from the Al to the SC and then from the SC to the RC
while, in the absence of DTT application, information would most probably have to flow
to the RC (with a view to ensuring tax compliance of the Investor) from the AIC if such
information is held by a Fl or from the SC (provided that the latter has access to this
information).

209. Power Relationships. The SC Model empowers the SC and, in extreme cases (e.g. for
big SCs), enables the SC to obtain a tremendous amount of valuable confidential information
on non-resident Investors all over the world without necessarily having the need for such
information (180) and without safeguards on the utilisation of such information (and it is
obvious that, banking/financial information is sensitive by nature, and not only for tax
reasons). One should agree with Itai Grinberg when he mentions that the Savings Directive
routing system “ avoids concerns about power shifts associated with adopting a multilateral
information exchange regime that alters the distribution of information with respect to non-
resident accounts’ (181) (182).

8.1.11 FILTERING OF INFORMATION

210. Filtering of Information. The SC system’s routing Model, on the other hand, “ is inapt
for a multilateral regime focused on residence taxation” (183) as “it disaggregates the
information relevant to residence countries — a complete picture of their residents’ offshore
accounts — and excludes part of that picture, namely information related to payments not
eligible for reduced withholding” . For example,

« Assuming an Al has potentially 100% of information available regarding movable income
payments made to its clients;

« Such information is filtered when exchanged to the respective SCs as only information on
movable income payments for which DTT relief at source has been applied is provided
(the objective of the SC being to check that the DTT has been correctly applied);

179 If an automatic exchange of information programme isin place between AlIC and RC.

180 Inthe framework of the QI system, the US agreed not to.

181 Beyond FATCA: An Evolutionary Moment for the International Tax System, Itai Grinberg, Draft of
January 27, 2012, p. 59

182 The author goes even further when he mentions that “ a globalized version of the EU routing system would
send information about non-residents through the country where asset management occurs. The
government of the asset-management country presumptively already could access that information today.
For that reason alone, this system seems both the most fair and least disruptive.”

183 Beyond FATCA: An Evolutionary Moment for the International Tax System, Itai Grinberg, Draft of
January 27, 2012, p. 59
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o Besides, the information is aso filtered per SC, as a given SC will only receive
information regarding payments originating in the latter (an SC has no interest in
payments originating in other countries);

« Insuch case, should the RC want to ensure compliance of its resident Investors as regards
movable income payments for which aDTT has been applied, it will have to reconcile all
the information received from the various SCs,

o Moreover, should the RC want to also ensure compliance for other movable income
payments (i.e. without DTT application), its only recourse will be the AIC (through
exchange of information upon request);

« In the framework of the AIC Model, on the other hand, the information automatically
received will of course still only concern movable income payments where a DTT has
been applied, but such information will be received only from one tax administration,
being that of the AIC. Moreover, as the AIC has access to information about the whole
portfolio of the Investor, the AIC will in any case be the right interlocutor with respect to
any further request for information that would for instance concern payments for which no
DTT was applied.

8.1.12 LINK WITH OTHER AUTOMATIC EXCHANGE OF INFORMATION PROGRAMMES

211.The EU Savings Directive and FATCA. During the past years, several automatic
exchange of information programmes have been developed and some are expected to be
implemented in the coming years. While these tools represent progress for the tax
administrations and the fight against fraud, they also represent an increase of the
administrative burden for the financia sector. If these tools adopt different communication
channels, they could even become operationally too heavy for tax administrations. This
concern was highlighted by the business representatives but also by some MSs.

This subsection considers two automatic exchange of information programmes that are
expected to have an impact on all the EU MSs: the current EU Saving Directive and the
FATCA.

212.Interactions with the EU Savings Directive. The business has clearly expressed its
wish to have the exchange of information required under the Savings Directive integrated
within the new AIC Moddl, if this approach is adopted by the M Ss.

However, asit has been demonstrated in section 5.3 analysing the interaction with the Savings
Directive, the scope of this Directive (payment of interest, irrespective of the fact that aDTT
was applied (184)) and the content of the reporting (gross amount added according to defined
categories) are different than in the SC and AIC Model. Therefore, this integration would

184 The fact that the Savings Directive does not consider the tax treatment in the SC (i.e. does not organise
WHT relief at source/refund in the SC) might not constitute such a big issue in practice since there isin
many MSs no WHT on interest income on widely held debt securities (internal tax laws often providing
exemptions in this respect or a WHT rate equivalent to the maximum DTT rate), while it is much less often
the case for dividend payments.
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require some amendments in terms of scope, functioning and objectives of this Directive,
which are currently not planned.

213. Capitalising on the EU Savings Directive. If the integration of the Savings Directive
and the future AIC Model seems hypothetical at this stage, capitalising on this approach is a
real advantage. Indeed, FlIs have already developed IT systems to provide such information to
their tax administration, and tax administrations are used to sort and send the reporting by RC.
From an IT architecture perspective but also from a training perspective, the AIC Model can
capitalise on the Savings Directive and decrease the administrative burden resulting from the

reporting.

214. Interaction with FATCA. The FATCA regulation should apply as of 1 January 2013
and is still evolving (cf. Appendix1). Thereis no need to come back on the objectives and the
logic of the FATCA, which are totally different than in the SC or AIC Model. The business
knows that the FATCA will be implemented and, in recent years, they have been negotiating
with the IRS with a view to making the application of FATCA less burdensome and costly.
The financial sector has expressed the major concern that such projects would be multiplied
and developed without any consistency. Taking into consideration the EUSD, which is
already applied, and FATCA, which will be applied, the SC or AIC Model would necessitate
athird exchange of information.

215. Consistency with the Model 1 Agreement. The Model Intergovernmental Agreement to
Improve Tax Compliance and to Implement FATCA (Modd 1) provides for the
implementation of FATCA in a different way than originally designed. MSs that will enter
into an agreement with the US aong the lines of this Model Agreement (iss) will
automatically exchange with the US information that will be provided to them by their
financial sector. So the channel of communication is aso AlI-AIC. As for the Savings
Directive, the integration of the FATCA and the SC or AIC Mode would require
amendments that would change the philosophy and the objectives of the Models. However,
the AIC Model would allow the financial sector and the MSs' tax administrations to use the
same IT infrastructure and similar procedures to generate, process and send the reporting.
This would decrease the administrative burden for the various stakeholders and reduce the
implementation costs of the AIC Model.

This consistency may be reduced in the light of the Joint Statements signed by the US,
respectively, with Switzerland and Japan and of the Model 2 Agreement developed by the US
to facilitate the implementation of FATCA. The Model 2 Agreement provides two elements:

« On the one hand, a direct reporting of information by FlIs to the US with respect to
Investors consenting on such information exchange; and

o On the other hand, an exchange of information by the country where the Fls are
established on the basis of group requests for information made by the US, with respect to
non-consenting Investors.

185 The United Kingdom and the US entered into such kind of agreement on 12 September 2012.
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Therefore, the Model 2 introduces a different system, meaning that FIs located in different
countries may need to comply with three different procedures (i.e. original FATCA, Model 1
and Model 2).

216. Future Integration of the AIC Model. Whereas integration of the current Savings
Directive into the AIC Model is not envisaged at this stage, the AIC Model can still capitalise
on existing and future automatic exchange of information programmes within the EU, and this
will also ease a potential future integration of the AIC Model and the Savings Directive and/or
the FATCA.

8.1.13 CONFLICT-OF-LAW

217.Potential Conflict-of-Laws. Finally, the AIC Model, being supported by a solid legd
basis, could offer a solution to the potential conflict-of-law issues associated with Fls
reporting directly to foreign sovereigns (cf. Chapter 5 on the data protection analysis). Thisis
a very important aspect and should not be underestimated by MSs wishing to implement a
simplified arelief at source system like the one examined in this feasibility study.

8.2 TAX COMPLIANCE

218. Tax Compliance Matrix. The question of the tax compliance can be illustrated
according to two basic dimensions in Cross-Border Scenarios (i.e. when the SC is different
than the RC):

« Which country is at stake (SC or RC)?
o IsaDTT applied or not?

This framework leads to basically four situations:

SOURCE COUNTRY RESIDENCE COUNTRY
No DTT Compliance OK Compliance OK?
APPLICATION (out of scope/ no issue) (out of scope/ big issue)
DTT APPLICATION Compliance OK? <::> Compliance OK?
(in scope = relief at source part of Income / Principal (amount and origin)
the Models) (in scope = exchange of information part of the Models)

Table 15: Tax Compliance Matrix

« NoDTT Application. Situations where no DTT application is requested by the taxpayer
are, per se, out of scope of the present study;

— Tax Compliancein SC. It is nevertheless interesting to note that, in such case, there
is by definition no issue of tax compliance in the SC since the latter should in such
case apply the WHT rate fixed in its internal tax legidation (thus no specific
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“benefits’ for the taxpayer; more specifically no relief at source or refund according
toaDTT);

Tax Compliancein RC. However, the situation in terms of tax compliance in the RC
is totally different as none of the two contemplated Models as they currently stand
provides for exchange of information towards the RC (1s6). As a consegquence, non-
compliance in the RC is not tackled. Although this is not within the scope of this
study, one could recommend an extension of the automatic exchange of information
Model applied (SC Model or AIC Model) to al movable income payments, regardless
of whether or not DTT application is requested. This can basically cover the three
following situations:

o No Need. The Investor can benefit from a lower WHT rate (or even exemption)
based on the local legislation of the SC, so that there is no need for applying a
DTT,

o No Possibility. The Investor isresident in the SC, so that there is no possibility to
obtain areduced WHT rate under aDTT;

o No Willingness. The Investor, whatever the reason, does not request the
application of the reduced WHT rate under the DTT. This choice can be based on
various reasons, including, but not limited to, tax fraud/evasion.

It is important to note that, the Implementation Package requires Al to report to the
SC income received by Investors having their tax residence therein (SC=RC), even if
no DTT was applied as it is a domestic situation. This information is particularly
relevant for the RC to ensure that its tax residents have correctly mentioned this
income in their tax returns. However, this does not seem to be an effective tool to
combat tax fraud/evasion as it suffers from the same limitations as the cross-border
income. Thisis because this exchange of information will be limited to Investors who
have signed an ISD, hence to Investors who have actually agreed to have their
information disclosed to their RC. Consequently, the system clearly offers an
opportunity to Investors to stay outside the scope of the Al’ s reporting obligations.

« DTT Application. Situations where DTT application is requested by the taxpayer have an
impact both on the SC and the RC, the consequences being closely related with each
other. In this situation, both Models provide for an automatic exchange of information
between SC and RC so that both countries should normally have enough information to
ensure tax compliance;

Tax Compliance in SC. In the SC, information (indirectly) collected from the RC
will enable checking the residence status of the Investor;

Tax Compliance in RC. In the RC, information (indirectly) collected from the Al
will enable checking that the Investor complied with its income tax obligations.

186 Especialy for dividend income with respect to which the Savings Directive is not applicable.
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However, such conclusion must be put into perspective taking into account the fact
that compliance in the RC is highly dependent on the RC’ s income tax system:

o Information required to correctly assess the WHT rate in the SC under the
relevant DTT is not necessarily sufficient (e.g. the income definition under the
DTT does not match with the internal tax legislation qualification in the RC) or
necessary (e.g. the movable income is not as such subject to tax in the RC) to
ensure compliance in the RC;

o None of the two contemplated Models as they currently stand provides for an
exchange of information about the principal and its origin to the RC. In other
words, only information about the movable income payments (as defined in the
OECD Modd Tax Convention) is exchanged.

219.Contextual. To know whether the SC Model or the AIC Model would allow the tax
administrations of the MSs to apply correctly, as a RC and as a SC, their own tax legidlation,
the system has to be considered in its “to be” dSituation. This means that the various
constraints or errors that could occur in processing will not be taken into consideration here.
The reason for this is that these aspects will mainly depend on the quality of the
implementation and on compliance with the required procedures.

220. Effectiveness Leads to Compliance. This section is obviously closely linked to
effectiveness (effectiveness can indeed be understood as “leading to” compliance, even if two
systems with different effectiveness degrees can lead to the same level of compliance in the
end). Most of the comments made in the previous section in this respect should still be
considered.

221.Content. As aready mentioned, the main focus of the study is the analysis of the
channels of information used to exchange information towards the RCs and SCs, whereas the
content and level of information required are in principle out of scope (187). These elements
have indeed already been considered in the Implementation Package and both the AIC Model
and the SC Model are similar on that point (cf. subsection 4.5.1 above). Since the content of
information is, in this part of the report, the same in both Models, there is no difference
between the Models in terms of compliance.

Some MSs have highlighted the fact that the information provided is not sufficient (1ss) to
allow them to calculate the tax amount to be included in the tax return. All the countries using
the principal amount for taxation purposes (1s9) instead of the income (dividend and/or
interest) are especially concerned about this inadequacy between the information received and
their need to determine the tax amount due. In other words, the elements of information
reported would not be sufficiently detailed to fit in each RC’'s tax system, whichever the

187 The study nevertheless addresses in the Fraud Analysis chapter whether other elements of information
could be relevant in the fight against tax fraud.

188 Asitisaready the case in the framework of the Savings Directive.

189 Income taxes, but not only (e.g. succession duties, net wealth tax, etc.).
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Model used. Such countries nevertheless consider the information received as an incentive to
ensure compliance in the RC (combined with the possibility to send requests for information).

From a general perspective, it seems very unlikely to identify a reasonable panel of
information that would alow all the tax administrations to compute the tax amount to be
included by the tax residentsin their tax returns. There isindeed no harmonisation at EU level
with respect to taxable income, income definition, deductible items, computation of the
taxable basis, consequences of FX differences, etc. (and, on top of that, different rules
generaly apply to different types of Investorsin the same country).

Another difficulty for tax administrations in both Models is the identification of the beneficial
owners and the use of various legal figures for treaty-shopping and/or tax fraud/evasion.

222. Compliance I'ssue Essentially in RC. Exchange of information and compliance is more
an issue for the RCs because SCs, as aready mentioned, can rely on the audit, liabilities,
sanctions, etc. provided in the Models to already ensure a sufficient level of compliance.

223.Increased Compliance in RC. Both Models should increase compliance in the various
RCs compared to the existing situation. This conclusion is drawn from the fact that, so far, the
only automatic exchange of information system on a large scale across the EU in place is the
Savings Directive, the scope of application of which is rather limited. Extending automatic
information exchange with respect to other income and with respect to other types of
Investors should inevitably lead to an improvement of overall compliance in RCs (190).
However, this exchange of information is automatic in the AIC Model, implemented via a
Directive, while the content and the timing of the exchange of information towards the RCs
are determined via a memorandum of understanding in the SC Model. The AIC Mode
therefore offers more guarantees in this respect.

224.Lessons from the Savings Directive. The Savings Directive has aready delivered
several lessons demonstrating an increase in tax compliance in the RC (even if there is till
much room for improvement), and the quality of data received by comparison with exchange
of information under bilateral treaties is apparently significantly higher. This is probably due
to the manner in which the cooperation between MSs is organised in the Directive (essentialy
multilateral and binding on al MSs) as well as the very nature of this regime, which is
“residence-based”.

The AIC Model as it is presently conceived, attaches the same importance to source and
residence taxation, while the SC Model, as a source-based system, focuses mainly on source
taxation. As aresult, the AIC Model offers better perspectives with respect to tax compliance
inthe RC.

190 However, better compliance does not mean that it will automatically lead to increased tax revenue for EU
countries considered together, nor for each separate MS, since setting up the SC Model or of the AIC Model
at EU level will in principle entail increased application of DTT reliefs. There will thus be a trade-off
between loss of tax revenue in SCs (in terms of WHT retained, but also in terms of pre-financing advantage
compared to refund systems) and increased tax revenue in RCs (taking into account that most SCs will also
be RCs).
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When saying that the SC Model is a“source-based” system, it means that;

« In the Case of Application of a DTT. Considering the quality of the information in
principle provided by the Al (and the measures taken to ensure the Al’s compliance such
as the audit requirements and its liability towards the SC), the SC does not need to receive
information from the RC (unless in order to check the residence of the Investor claiming
the DTT benefits) and therefore will most probably not be encouraged to provide
information to the RC (191);

« In the Absence of Application of a DTT. The SC, by definition, does not need any
information from anybody, and will not seek such information (the only exception to this
fact iswhen the SC isalso aRC). Asaresult, in the absence of information received, there
will not be any effective exchange of information towards the RC.

In the SC Modédl, this lack of interest of the SC in the absence of DTT application also tends
to limit the development of the SC Model. Indeed, as mentioned above, it is not in the interest
of the SC to receive from the Al more information than required to ensure the correct
application of the DTTs. On the other hand, the AIC Model is already suitable should more
information have to be automatically exchanged towards RCs (192).

225. Timing.
« SC Modd;

— SC Perspective. The timing of the SC Model is mainly impacted by the fact that the
system is built on contractual agreement. Therefore, the timing for the various Als to
send the report to the SC could potentially differ depending on the agreement. The
main advantage in terms of tax compliance from a SC perspective is that the SC will
be able to request the reporting from the Als according to its tax procedures. So the
information should be available at the time it would need it (193);

— RC Perspective. From a RC perspective, the SC Model provides less guarantees.
Indeed, as thisis not part of the contractual agreement, the RC can only rely on the
interest of the SC to verify that the Investors included in the reporting are indeed tax
residents of the RC. If the SC wants to receive this information in time, it has to send
the report to the RC as soon as possible. However, this timing is more based on the
needs of the SC and not of the RC (194);

191 Asthe US QI model currently works as far asthe DTT relief is concerned.

192 For instance, in the framework of the Memorandum of understanding on automatic exchange of information
for tax purposes.

193 Provided that the SC needs and seeks such information at all (cf. above).

194 However, Article 10 of Council Directive 2011/16/EU of 15 February 2011 on administrative cooperation
in the field of taxation specifies that “the competent authority to which information referred to in Article
9(1) becomes available, shall forward that information to the competent authority of any other Member
Sate concerned as quickly as possible, and no later than one month after it becomes available” . If this
Article is applicable, it would mean that the SC would have no more than one month to send to the various
RCs concerned the information in its possession.
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The RC could rightly fear that it will not receive the information when it needs to,
according to its specific tax procedures. To cope with that issue, the SC Model
suggests that governments adopting the system are encouraged to agree on the timing
and procedure of such exchange of information by entering into a memorandum.

« AIC Modd;

— Timing is not Defined. Currently, the timing of the exchange of information under
the AIC Model is not defined. The existing Savings Directive specifies that the
communication is automatic and takes place at least once a year, within six months
following the end of the tax year of the MS of the paying agent, for al interest
payments made during that year (195).

Some MSs have advised that this timing is not aligned with their tax calendar. They
highlighted the fact that they need the information earlier in the year. As for the SC
Model, it is likely that the countries participating in the system will have to define a
timing that would allow them to ensure tax compliance. This agreement will have to
take into consideration the point of view of the business. The financial sector is
indeed concerned by the fact that they would have to provide a reporting more
important than the current one in a shorter period;

— Timing for Ensuring Compliance. It should be pointed out that, although the timing
as determined in the Savings Directive could appear to be insufficient in some
countries to confront the Investor with the information from the AIC in the
framework of the filing of the income tax return in the RC or to compare the
information reported by the Investor in his tax return with the information from the
AIC before sending out the initial assessment notice (i.e. the assessment notice in
principle sent out based on the information originally reported by the taxpayer), it
should nevertheless be sufficient to ensure compliance in the framework of the
normal course of audits of the taxpayer’ s situation.

226. Ability to Use the Infor mation. Receiving the information is definitely afirst step but it
is not sufficient to ensure the tax compliance of the tax residents. If the information is not
received by the relevant services in charge of tax collection, then the information is useless.
During the second review of the effects of the Savings Directive (19), the European
Commission confirmed that some MSs are still not able to dispatch the information to the
team that needs this information to check that the cross-border securities income has indeed
been included in the tax return, while other MSs import the received data directly into their
national tax databases for verification purposes.

195 Ibid

196 Commission Staff Working Document presenting an evaluation for the second review of the effects of the
Council Directive 2003/48/EC accompanying the document Report from the Commission to the Council in
accordance with Article 18 of Council Directive 2003/48/EC on taxation of savings income in the form of
interest payments.
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Both Models are therefore strong tools to ensure tax compliance, but still, if they are not
integrated into the other IT architectures and databases at nationa level, they will only allow
of carrying out sample-based checks or crosschecking information on a case by case basis,

which is not sufficient from atax administration perspective.

8.3 SUMMARY TABLES

227.Summary Tables. The two tables below summarise the findings in terms of
effectiveness and compliance.

Where applicable, the tables make a distinction between the SC Model and the AIC Model. In
such case, the symbols “+”, “-“ and “=" are used to show whether a specific element tends to
be rather positive, negative or neutral for a given Model.

EFFECTIVENESS

SC M ODEL

AlC MODEL

INTEREST OF THE VARIOUS STAK

EHOLDERS

Financial interest

Each actor has a direct financial interest
in providing the information to the
other.

e InaTriangular Scenario, AIC has
no direct financial interest, hence
lack of incentives leading to
potential impact in terms of timing
and data quality.

e TheAlCis, however, also often SC
(Cross-Border Scenario) or RC
(Reversed Cross-Border Scenario).

Country
characteristics

Important SCs would have to act as
clearing houses for the RCs, while the
SC does actually not need in “first
instance” to receive information from
the RC and therefore will not be
encouraged to provide information to
the RC (agood example in this respect
isthe QI regime).

Important AlCs would have to act as
clearing houses for the SCs and RCs.
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EFFECTIVENESS

SC M ODEL

AlC MODEL

AIC'spotential added
value

N/A

o Closerelationship with local Als
(audits already carried out/possible
overlaps);

e AlCinturnaso SCor RC;

e AIC simultaneously also SC or RC;

o Information collected from Als
could be used for other purposes
(understanding tax schemes;
statistics);

o Alsonly haveto deal with their
own tax administration (same
language, procedures already
known, etc.).

Conditions for
granting the relief at
source

The application of an Al agreement
between a SC and a Fl is not subject to
an effective exchange of information by
the SC towards the various RCs;

A broad network of automatic exchange
of information programmesis required
to ensure exchange of information with
the various RCs.

The exchange of informationisan
integral part of the Model.

NUMBER OF INFORMATION FLOWS

Standalone

. + | Two flows - | Threeflows
perspective
Global perspective - [Moreflows + |Fewer flows

LocAL WHT RATE IN THE SC LOWER OF EQUAL TODTT RATE

Administrative burden

Limited administrative burden for such
SCs
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EFFECTIVENESS

SC M ODEL

AlC MODEL

FEEDBACK LOOP

Relationship with the
Al

SC able to directly chase the Al if need
be

o The centralisation of feedback
loops with the Al C should decrease
the total number of queries of the
system and the administrative
burden;

e The AIC has a good knowledge of
the national legal framework and
the specificities of its financial
sector;

e The Al would only have to manage
its relationship with its own tax
administration.

Relationship between
tax administrations

Each SC should put in place automatic
exchange of information programmes
with theoretically as many countries as
there are RCs concerned, but the legal
cooperation framework so created
should then also be effectively and
efficiently applied in practice.

Some countries expressed concerns
about the cooperation between tax
administrations between the M Ss;
however, experience with the Savings
Directive shows that M Ss do not
express major complaints on the work
performed by the other tax
administrations.

Statistics to ensure
compliance

No single country with a full view on
the Al’ s operations

A single tax administration (AIC) has
afull view on all the Al’s operations.
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EFFECTIVENESS

SC MODEL AlIC M ODEL

NON-PARTICIPATING COUNTRIES

e Each Al hasthe option to decide for
which country it would like to benefit
from the Al status; the SC has also
the possibility to decide whether it
would like to be part of the system
and it can decide which Financial
Intermediaries it wants to authorise;

e ThisModel islessflexible by
definition asit requiresin principle
the agreement of 27 M Ss, unless
enhanced cooperation can be put in

] S place.
o Side effect: non-participating

countries will not be in a position to
automatically exchange information

¢ Assuming enhanced cooperation,
the same concerns asin the SC

Flexibility *|  tothe RCswhile they could ill - | Model would arise (non- _
benefit from the work performed by participating M Ss could still benefit
. . ) from the work performed by
such countries acting as SCs; S
_ ) participating SCs).
o Potential solutions should be found . o
(e.g. modification of the SC Model; * Thislack of flexibility is
specific piece of legidation at EU compensated by the robustness tha.t
level) results from the common legal basis
' ) o of the system.
|t should be noted that this flexibility
can result in alack of coherence of
the system.
DATA QUALITY
Lessons from the A structured format and common procedure rules for reporting the data are important

Savings Directive

factors of effectiveness.

Effective feedback to
improve data quality

Effective requests for and exchange of feedback are crucial elements for both Models to
function efficiently.

Liability of the
financial institutions

The liability of the Al in the case of non-compliance should contribute to the
effectiveness of the Models.

IT architecture

Asfor the Savings Directive, crosschecking systems and dissemination of data within
MSs will be key to ensure compliance in RCs (relevant information should be readily
available to tax collection services).

ADJUSTMENT OF UNDER- AND OVER-WITHHOLDING

Set-off procedure

Possible, although it could lead to reconciliation difficulties.
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EFFECTIVENESS

SC M ODEL

AlC MODEL

CONTRACTUAL AGREEMENTSV. COMM

ON

REGULATION

Possibilities to deviate from the defined

Flexibilit -
exibility Model
Risk of lack of consistency of the .
. . A common regulation should ensure
Consistency processes and procedures applied by the | +

various SCs

consistency.

INDEPENDENT REVIEWER’S REPORT / AUDIT BY TAX ADMINISTRATIONS

Recognition of the
independent reviewer

Risk of having various independent
reviewers for agiven Al

The Al selects the independent
reviewer according to criteriato be
determined at EU level.

Redundant audits

Risk of various audits of the same Al for
the same period (either by the
independent reviewer(s) or by tax
administrations)

The audit report produced by the
independent reviewer isvalid for all
the SCs, and joint audits by MSs are
favoured.

EXISTING EXCHANGE OF |NFORMAT

ION BALANCE

Consistency with
existing exchange of
information standards

o Different routings would apply to
different types of income.

o Different routings would apply to the
same type of income depending on
whether or not DTT relief at source
was applied.

The Competent Authorities should
already be able to collect information
held by local banks, without
restrictions, so asto be able to comply
with request for information made by
treaty partners.

Power relationships

SC gets direct access to information and
is thus empowered.

The AIC keeps the power to exchange
the information it should already have
access to.

FILTERING OF INFORMAT

ION

Filtering of
information

Source-based system not suitable for
RCs' needs

Better suitable for RCs' needs
(although information initially
exchanged still concernsonly DTT

application)

CONFLICT-OF-LAWS

Conflict-of-laws

Potential issues

Potential issues associated with Fls
reporting directly to foreign sovereigns
is avoided.

Table 16: Summary Table — Effectiveness
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COMPLIANCE SC M ODEL AlC MODEL
DTT application None of the two contemplated Models provides for exchange of information towards the
only RC in the absence of DTT application: recommendation.

Principal and origin

None of the two contemplated Models provides for an exchange of information towards
the RC about the principal and its origin: recommendation.

Information provided is not always sufficient to compute the taxable basis (depending

on the RCs' tax systems).

Lack of harmonisation does not enable the production of a sufficiently broad panel of

Content information to meet each RC’ s tax system specificities.
e But in any case the information exchanged constitutes an incentive to ensure
compliance.
Incr Extending automatic information exchange with respect to other income and with respect

compliancein RC

to other types of Investors than in the Savings Directive should inevitably lead to an
improvement of the overall compliance in RCs.

Source-based system (SC only requires

The AIC could easily collect

Increased information when DTT is applied, and only with itslocal Als more
information - |information it needsin order to be able to check | + |information than just the
exchange scope DTT application): limits the development of the information required to ensure
SC Model. DTT application.
e Thetiming provided for in the
e The SC will be able to request the reporting . g P .
. . Savings Directive could be
from the Als according to its tax procedures.
o . _ used (although not yet
Timing _ Timing for exchange of information towards _ defined).

the RCs has not yet been defined (and will
probably differ from memorandum to
memorandum).

e Inany case, suchtiming
should ensure compliance in
RCs.

Ability to use the The information has to be systematically received by the relevant services in charge of tax
information collection.

Table 17: Summary Table — Compliance

* *
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CHAPTER 9 FRAUD ANALYSIS

This chapter considers the risk of tax fraud/evasion related to a standardised relief at source
system. It looks at the risks related to "pooled information”, coupled with the information
reporting/exchange.

The first section sets the scene by listing the assumptions supporting the fraud analysis. It also
explains the methodology used to identify and assess the impact and likelihood of the various
risks identified in relation to the various information channels and considering the various
business and tax relations. between financia intermediaries and tax administrations and
between tax administrations themselves.

The second and third sections analyse the risks relating to the refund and relief at source
procedures in the current situation and under a standardised relief at source system following
respectively, the SC Model and the AIC Model. Each of these sections includes a matrix
summarising the likelihood and impact of the different risks identified as well as a detailed
assessment explaining the rationae behind the scoring that can be consulted in the
appendices.

The fourth section goes a step further. Assuming the common good practices identified have
been duly applied, it makes various recommendations aimed at increasing the effectiveness of
the Models against fraud risks, yet requiring amendments to the Models as they currently
stand. Finally, the two last sections of this chapter address interactions with third countries
and set out a comparative analysis of both Models, respectively.

In both models, the data transferred by the Al is considered as key. If this data is manipulated
or atered for fraudulent purposes, this has a severe impact on both Models. Although the
probability that an Al actively and intentionally abuses the system is considered as rather
limited, it cannot be ruled out theoretically - certainly not where an Al is under pressure from
financial markets or key clients.

When comparing the AIC Model and the SC Moddl, it can be fairly stated that both, as they
currently stand, enable tax administrations in the SCs and in the RCs to fight some of the
fraud risks. Given the identical scope of the two Models, the fraud risks tackled by them are
not very different, but the AIC Model offers more guarantees than the SC Model:

First, under the AIC Model, the RC has more guarantees to that it will receive the information
and therefore that it will be able to identify certain fraudulent transactions; while, under the
SC Mode, the effectiveness of the information reporting to the RC depends on the
memorandum of understandings (MoUs) to be signed between SC and RC.
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Second, the flexibility associated with the SC Model for amending bilateral agreements v.
amending a common regulation could create a lack of homogeneity that would have a
negative impact on the relief at source system. This is because the SC approach, based on
contractual agreements, cannot move towards a more constraining or automatic exchange of
information, while such move is required to improve the effectiveness of the Models against
fraud risks.

Finally, the AIC Model, based on a common regulation such as an EU Directive, offers more
latitude for extending its scope and, in that respect, the AIC model seems more robust to face
the requirements of a constantly evolving reality as there is one legal basis common to all
actors, though it requires time to put in place. By amending this legal basis, it is possible to
create constraining obligations for all involved actors.

However, it does not mean that the Models are able to address all fraud risks associated with
cross-border securities payments. Indeed, as mentioned above, the contemplated Models do
not provide for any exchange of information to the RCs on cross-border securities income
payments when no DTT is applied. Due to this loophole combined with the option left to the
Investor not to request DTT application, the main fraud risk, being tax evasion, remains
unchanged. From that point of view, it is crucia to consider some adjustments to the
contemplated Models: make the reporting mandatory, at least partialy, for the beneficial
owner details and the account number (given the recent developments concerning FATCA,
this amendment seems more feasible than it was some months ago), the communication of the
value of the Investor’s portfolio, etc.

The IT integration of the system supporting the exchange of information with the systems
used by the local tax administrations will also be a decisive aspect. Nevertheless, even
“adjusted”, the Models would not be “fraud-proof”. The reason for thisis that Investors could
still locate their securities with financial institutions located in non-participating countries.
However, if the system expanded, opting for these jurisdictions would be an increasingly
costly solution (hence performed by rather sophisticated Investors with larger portfolios). The
adjusted Models would not therefore fully remove the tax fraud risk but would increase the
threshold as from which tax fraud becomes interesting for the Investor.

* % %
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9.1 ASSUMPTIONSTO THE FRAUD RISK ASSESSMENT

228.Information Channel at Stake. The purpose of the study is to compare the SC Model
and the AIC Model. In doing so, the main focus has been set on the part of the relief at source
system concerning information channels up to the chain of Financia Intermediaries; between
Financial Intermediaries and tax administrations; and between tax administrations themselves.

229. Definition and Level of Information Required. The level of information described in
the Implementation Package will be used as a basis for the study. However, as part of the
fraud analysis, it will be considered, as far as possible, whether other information could have
an impact on the fight against fraud and tax evasion.

230. Assumptions. The assumptions described in section 3.2 of this report are also the basis
of the fraud risk analysis in this section. In addition, the fraud risk assessment also relies on
some additiona assumptions listed under the following points.

231.Models Efficiency. Information flows (pooled information, information reporting and
information exchange) between al actors (MS tax administration and Financial
Intermediaries) involved in each Model are operating effectively and to utmost efficiency.
Every MS s cooperating and adopts the Model s as described in this report.

232.M Ss Cooperation. All MSs' tax administrations participate in a proactive manner and,
regardiess of their roles (SC, RC or AIC), they respond to requests from other MSs' tax
administrations within an agreed time frame.

233.1T Architecture. All MSs' tax administrations have an adequate I T architecture in place,
which enables them to perform efficient and effective matching of data information
transferred, exchanged and reported between al actors (MSs tax administrations and
Financial Intermediaries) throughout each Model.

234.Good Practices. The assessment of likelihood and impact of the identified fraud risks
takes into account some good practices that work effectively and efficiently. A detailed
description of these practicesisincluded in Appendix 12.

235. Recommendations. However, the recommendations are not considered for the rating of
the fraud risks. The impact of the recommendations on the rating is described in Appendix 13
providing arecapitul ative overview of the various risks in the current and future situations.

236. Tax Fraud and Evasion. Tax fraud and/or evasion may have a different meaning and
legal consequences from country to country. In this chapter, references to "fraud" should be
read with the following in mind:

o Tax evasion, if considered illegal in your country — if considered legal in your country, it
is no fraud and consequently falls outside the scope of this chapter;

« Any type of intentional errorsin processing;

« Any behaviour aimed at not reporting revenue or at illegally avoiding taxes,
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« Any behaviour aimed at benefiting from a reduced tax rate treatment while the Investor is
not entitled to it.

237.Fraud Committed by Tax Administrations. Fraud risks that may occur within
countries’ tax administrations are left out of consideration. The reason for this is that such
risks will mainly relate to bribery and/or misappropriation of funds, i.e. behaviours that are
deemed to be addressed by internal control measures that should be implemented within the
tax administrations (e.g. a SC paying more than it should have, due to an unintentional error
or due to an act of bribery).

238.Risks not included in the Assessment. In both Models (SC and AIC), the non-tax-
authority information flow between the business relations, as illustrated below, aso contains
fraud risks that can indirectly lead to tax evasion or tax fraud.

Authorised

Withholding
Agent

o oNe  Gress

Details Pooled

CoNe

Intermediary

Figure 16: Fraud Risks in Business Relations

A number of fraud risks directly linked to this information flow have been identified (cf.
Table 15), but they have not been included in the detailed risk assessment of the study as
these fraud risks will need to be tackled by the actors concerned themselves. The reason for
thisisthat it is the responsibility of the Investor to ensure that he receives the right amount of
cash from the Al and it is also up to the latter to ensure that it receives the right payment from
the WA (viareconciliation and internal control measures).

RELATION Risks
Al avoids paying the relief at source to the Investor or pays only part of the refund.
Investor / FI
Al avoids paying the refund to the Investor or pays only part of the securities income.
WA /Fl WA avoids paying the securities income to the Financial Intermediary or pays only part of the

securities income.

Table 18: Risks not included in the Assessment

239. Approach and Methodology. The approach and methodology adopted to carry out the
Fraud risk identification and assessment is detailed in Appendix 14. For the reader's
convenience, it has been decided to keep the criteria used to assess the likelihood and impact
in the following paragraphs.
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240.Likelihood Criteria. The likelihood or the chance that a particular risk will occur is
measured using the following criteria

CRITERIA DESCRIPTION

0—Unlikely | Probability of occurrence is generally accepted as almost zero, and no changein
process/parties involved/territories/environment that could increase the
probability of occurrence is expected.

1-Remote |Even if no occurrence is expected, and there is no indication that it will occur
frequently, the theoretical risk exists but with a low or seldom level of
occurrence.

2 —Possible [Limited occurrence is expected, but frequency remains minor. Also, in the case
of purely theoretical risks for which no occurrence is expected, a set of redlistic
conditionsis or could be present that may cause the risk to materialise.

3—Likely |Regular or repeated occurrence is expected. Also, so many conditions co-exist

that the risk, even if not materialising, has a high probability of occurring.

Table 19: Likelihood criteria

241. Impact Consideration. The level of impact of arisk (being the outcome of arisk if it
occurs) is determined by the following items:

1. Potentia direct financia impact;

Image and reputational risk;

Safeguarding of information;

2
3. Regulatory and compliance risk;
4
S

Impact on stakeholders.
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SCORING
DESCRIPTION 3 2 1 0
1. Potential High Medium Low Minimal
direct financial
impact
2. lmageand | Severeadverse Negative impact on | Limited impacton | Minimal
reputational | impact on media media media
risk
3. Regulatory | Major Exceptions reported | Minor Minimal
and compliance | infringements of on compliance with | infringements of
risk regulations and laws and regulations and
policies regulations policies
Major legal Moderate legal
I exposure Possible legal exposure
M exposure
E 4. Safeguarding | High risk of Medium risk of Low risk of Minimal
C of information | disclosure of disclosure of disclosure of
T confidential confidential confidential
information information information
Severe adverse Negativeimpact on | Limited impact on
impact on data dataintegrity dataintegrity
integrity through through ability to through ability to
ability to modify modify data modify internal data
critical/sensitive
data Continuity risk for
Major continuity Continuity risk for business activities
risk for critical activities (Untested | of second
activities (ho BCP) | BCP) importance
5. Impact on | High Medium Low Minimal
stakeholders

Table 20: Impact Considerations
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9.2 CURRENT SITUATION OF REFUND AND RELIEF AT SOURCE PROCEDURES

9.2.1 FRAUDRISK IDENTIFICATION

242.Fraud Risk Identification. Table 18 is an overview of fraud risks linked to the current
relief at source and refund Model of cross-border WHTS. A detailed description of these risks
isincluded in Appendix 15.

RELATION MODEL RISKS
A Investor / RC E;SROeJx:ned / Relief | Investor avoids declaring cross-border securitiesincome in tax return.

1. Refund / Relief
at source

Relief at source/refund request sent to SC includes incorrect information
in respect of beneficial owners, residence information or payment details.

2. Refund / Relief
at source

FI requests relief at source for income that does not qualify for relief at
source.

B.FI/SC 3. Refund FI requests refund for type of income that does not qualify for any refund.
FI requests refund on behalf of Investor for income that has been subject
4. Refund :
to relief at source.
5. Refund FI requests multiple times same refund on behalf of Investor.
C.WA/SC 1. Relief at source | WA avoids paying tax to SC or pays only part of tax to SC.
1 Refund / Relief Investor provides incorrect/false information and/or documents (e.g.
E. Investor / F : forged or counterfeit Certificate of Residence) to attest own identity and

at source

residence to Fl, or Investor avoids updating own residence status.

Table 21: Fraud Risksin the Current Situation

9.2.2 FRAUD RISK ASSESSMENT

9221

INTRODUCTION

The different fraud risks in the current situation (as identified above) have been assessed by
giving a score based on:

The likelihood and impact criteria, as described above;

The assumptions made, as described above.
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9.2.2.2 MATRIX

The matrix illustrated in the below figure provides a visual overview of the risk assessment

(197):

I 3
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o 1 2 3
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Figure 17: Fraud Risks Matrix for the Current Situation

243. Tax Evasion. In the current situation of cross-border investments, fraud risks have a
relatively high chance of occurring and, when they do occur, their impact is often
considerable. The fraud risk where Investors avoid declaring cross-border securities income
(risk Al) isconsidered as arisk that is the most likely to occur and has the highest impact.

244.Relation between FI and SC. The likelihood that fraud risks linked to the FI — SC
relation (risks B) occur is possible. The probability that an FI actively and intentionally
abuses the system is low but cannot be ruled out because, in theory, this risk exists. In
situations where an Fl is under pressure from financial markets or key clients, the possibility
exists that the FI provides fraudulent information or intentionally avoids cooperating. In cases
where the FI and the SC are not located in the same country, the ability of the SC to have
oversight control and authority vis-avis the Fl is limited. Moreover, the lack of common
legislation and communication platforms, the language barriers and potential cultural
differences may hamper the functioning of the simplified system of cross-border WHT and
increase the likelihood of fraud occurring. If the fraud is detected, the reputational damage for

197 The detailed assessment of likelihood and impact in the current situation is available in appendix.
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the Fl is severe. The impact on the Model is even higher, however, because al transactions
conducted by the fraudulent FI will be questioned and require further investigation.

245. Fraud Committed by the WA. The likelihood that a WA avoids paying tax to the SC or
only pays a part of the tax to the SC (risk C1) is considered as remote with a high impact.

246. | dentity Fraud. Identity fraud is widely spread and thus expected to occur often,
although tax evasion is not always the maor goal where identity fraud is committed.
Nevertheless, the use of aforged or counterfeit Certificate of Residence has a medium impact.

9.3 SITUATION UNDER AIC AND SC MODELS
9.3.1 FRAUDRISK IDENTIFICATION

247.Fraud Risks Related to the Refund Procedure. The “refund” procedure will remain in
place when the AIC Model or the SC Model becomes operational in the EU. The actual use of
the refund procedure will decrease significantly, however, because it is expected to be used
only on an exceptional basis. The fraud risk assessments of the AIC and SC Models do not
include the fraud risks related to the refund procedure (198). The fraud risks related to the
refund procedures, as described above, will continue to exist when the AIC Model or the SC
Model becomes operational. However, it should be noted that the major decrease in the
number of refund requests expected if arelief at source system is implemented, should aso
have an impact on the risks of fraud in the refund procedure. This is because some MSs have
confirmed that, due to the increasing volume, the quality of the checks operated to ensure the
validity of the refund requests decreases. In some cases, refund requests below a given
threshold are even no longer submitted to such checks. So it is possible that an important
volume decrease would allow a quality increase of the checks performed on refund requests.
Nevertheless, in the context of this study, it is not possible to take into consideration this side
effect on the risk rating of the refund procedure. These risks are therefore referred to as not
applicable in the future situation.

248.No Risk Assessment on the First Year. The fraud risks are assessed assuming that the
Models have been fully implemented and that the various practices have been integrated by
the different stakeholders, i.e. at least one year after system implementation. This is because
the first year of the system will not be representative of its regular functioning. In addition to
the many errors that will be made by all stakeholders, some frauds may be attempted because
Investors are not familiar with the system and its performance, or other Investors could try to
assess the robustness of the system and to identify some weaknesses. So the first year is very
specific and should not be considered for the risk assessment.

198 The FISCO Recommendations include some guidelines to improve and standardise the refund procedure.
However, these modifications are optional and there is some flexibility in the development of these
measures. Therefore, they are not part of the model as such.
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249.Fraud Risks Identified. The table below is the overview of fraud risks identified for the
AIC and SC Models. A detailed description of theserisksisincluded in Appendix 15.

RELATION MODEL RISKS
éél nvestor / 1 AIC/SC Investor avoids declaring cross-border securities income in tax return.
Reports sent to SC include incorrect information in respect of beneficial owners,
1.SC ' ; : ;
residence information or payment details.
B. Al /SC 2.SC Al requestsrelief at source for Investor not entitled to it.
6. SC Al avoids replying to requests for information sent by SC.
7.SC Al avoids reporting to SC.
1. AlC/SC WA avoids paying tax to SC or pays only part of tax to SC.
C.WA/SC p.y 9 péy - P
2. AIC/SC WA communicates wrong allocationin TRI to SC.
Reports sent to AIC include incorrect information in respect of beneficial
1. AlC . . . \
owners, residence information or payment details.
D.Al/AIC |2 AIC Al avoidsreporting to AlIC.
3. AIC Al avoids replying to requests for information sent by AlIC.
4. AIC Al requestsrelief at source for Investor not entitled to it.
E Invesor / Investor provides incorrect/false information and/or documents (e.g.: forged or
| 1. AIC/SC counterfeit Certificate of Residence) to attest own identity and residence to Al,
Al . X .
or Investor avoids updating own residence status.
F. WA | Al 1. AIC/SC Al communicates wrong allocation in TRI to WA.

Table 22: Fraud Risks Identified under the SC and AIC Models

9.3.2 FRAUD RISK ASSESSMENT UNDER THE AlC M ODEL

9.3.2.1 INTRODUCTION

The different fraud risks of the AIC Model (asidentified above) have been assessed via scores

based on:

« Thelikelihood and impact criteria as described above;

« The assumptions made as described above.
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9.3.2.2 MATRIX

The matrix illustrated in the figure below provides a visual overview of the risk assessment

(199):
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Figure 18: Fraud Risks Matrix under the AIC Model

250. Failure to Fight Tax Evasion. The main fraud risk (risk A1) in the current situation,
being an Investor avoiding declaring to the relevant tax administration cross-border securities
income or domestic income received viaan Al located in another MS, will not disappear if the
AIC Moded is applied. The likelihood and the impact of this fraud risk will only slightly
decrease. An Investor can opt to apply for the relief at source system. Therefore, the
possibility to avoid declaring income continues to exist. Not opting for the relief at source
system implies that an Al is under no obligation to include that Investor in the exchange of
information to its AIC and consequently to the RC. Current fraudsters may never opt for the
relief at source system and continue acting as in the current situation.

251. Transformation of Identity Fraud. Identity fraud via false information and documents
provided by the Investor to the Al (risk E1) will be a new risk of fraud. Identity fraud is not

199 The detailed assessment of likelihood and impact under the AIC Model is available in appendix.
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used solely for tax evasion purposes. Nevertheless, it will impact the relief at source system.
Tax evasion by Investors is expected to occur on a regular basis, but the AIC Model will
enhance the means to detect and prevent it, resulting in alower likelihood and impact.

252. Fraud Committed by the WA. The fraud risks at the level of the WA (risk C) are
expected to occur rarely under the AIC Model. The direct financial impact, however, can still
be important because the WA handles the largest amount of money compared to the other
Financial Intermediaries. The AIC Model provides the means to detect this type of fraud
relatively quickly. Therefore, it is less likely that WAs will avoid paying taxes to the SC or
communicate an incorrect TRI alocation in information reporting.

253.Relation between Al and AIC. The likelihood of the fraud risks linked to the relation
between the Al and the AIC (risks D) will decrease compared to the current situation.
Although the probability that an Al actively and intentionally abuses the system is low, it
cannot be ruled out theoretically — certainly not where an Al is under pressure from financia
markets or key clients. However, under the AIC Model, the AIC and Al are located in the
same country, which increases the ability of the AIC to have oversight, control and authority
vis-&vis the Al. Furthermore, the Al and the AIC use a common communication platform
with limited language barriers and cultural differences. Therisk that the Al provides incorrect
information to the AIC (risk D1) is considered as remote. However, if this risk materialises,
its impact cannot be underestimated because, in the AIC Model, thisrelation is key. The risks
where the Al would avoid reporting to the AIC (risk D2) or would avoid replying to requests
from the AIC (risk D3) only slow down the process and would thus have a limited impact
only. Where an Al requests relief at source for income that does not qualify for relief at
source (risk D4), however, thiswill not be detected immediately by the AIC or even the WA.

9.3.3 FRAUD RISK ASSESSMENT UNDER THE SC MODEL

9.3.3.1 INTRODUCTION

The different fraud risks of the SC Model (as identified above) have been assessed via scores
based on:

« Thelikelihood and impact criteria as described above,

« The assumptions made as described above.
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9.3.3.2 MATRIX

The matrix illustrated in the figure below provides a visual overview of the risk assessment

(200):
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Figure 19: Fraud Risks Matrix under the SC Model

254. Failure to Fight Tax Evasion. Similarly as for the AIC Model, the main fraud risk (risk
A1l) in the current situation, being an Investor avoiding declaring to the relevant tax
administration cross-border securities income or domestic income received via an Al located
in another M'S, will not disappear if the SC Model is applied. The likelihood and the impact of
this fraud risk will only slightly decrease. An Investor can opt to apply for the relief at source
system. Therefore, it is very unlikely that current fraudsters would apply for relief at source as
they would rather continue acting as in the current situation.

255. Transformation of Identity Fraud. Identity fraud via false information and documents
provided by the Investor to the Al (risk E1) will also be a new risk of fraud in the SC Model.
Identity fraud is not used solely for tax evasion purposes. Nevertheless, it will impact the
relief at source system. Tax evasion by Investors is expected to occur on a regular basis, but

200 The detailed assessment of likelihood and impact under the SC Model is available in appendix.
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the SC Model will enhance the means to detect and prevent it, resulting in alower likelihood
and impact.

256. Fraud Committed by the WA. The fraud risks at the level of the WA (risk C) are
expected to occur rarely under the SC Model, which is again similar to the AIC Model. The
direct financial impact, however, can till be important because the WA handles the largest
amount of money compared to the other Financia Intermediaries. The SC Model provides the
means to detect this type of fraud relatively quickly. Therefore, it isless likely that WAs will
avoid paying taxes to the SC or provide an incorrect TRI allocation in information reporting.

257.Relation between Al and SC. The main difference between the SC Model and the AIC
Model in respect of fraud risks is the fact that the Al reports directly to the SC, which is
similar to the current situation. However, under the SC Model, the likelihood of the fraud
risks linked to the relation between the Al and the SC (risks B) will decrease compared to the
current situation. Although the probability that an Al actively and intentionally abuses the
system is low, it cannot be ruled out theoretically — certainly not where an Al is under
pressure from financial markets or key clients. The fact that, in many cases, the Al and the SC
are not located in the same country will increase the likelihood of the fraud risks linked to this
relation occurring, compared to the AIC Model. Cross-border oversight, control and authority
vis-avis the Al by the SC will be more difficult in the SC Model compared to the AIC — Al
relation in the AIC Model. Moreover, the fact that the exchange of information from the SC to
the RC is not mandatory (it will be agreed via a memorandum on a bilateral basis), while the
RC has the information to confirm the validity of Investors' details, increases the risk of the
Al providing wrong information (risk B1). The fact that the Al can lose its Al statusin aMS
IS, however, a strong mitigation measure that will decrease the likelihood of occurrence for
these types of fraud. The risk that the Al provides incorrect information to the SC (risk B1) is
considered as remote. However, if this risk materialises, its impact cannot be underestimated
because, in the SC Model, thisrelation is key. The risk where the Al would avoid reporting to
the SC (risk B7) is considered as possible because it does not mean that the Al will not send a
reporting, but the Al could avoid reporting certain transactions, which is more difficult to
detect. The risk that Al would avoid replying to requests from the SC (risk B6) only slows
down the process and would thus have a limited impact only. Where an Al requests relief at
source for income that does not qualify for relief at source (risk B2), however, this will not
directly be detected by the SC or even the WA. From a global perspective, the Al — SC
relation in the SC Model seems less readily identifiable and less efficient to mitigate fraud
risks than the Al — AIC relation in the AIC Model.

9.4 RECOMMENDATIONS

258.Common Good Practices. The Common Good Practices will guarantee a higher
effectiveness of the Models in the fight against fraud. The main advantage of these good
practices is that they could be easily implemented without any modification of the Models
principles. However, as highlighted while explaining the rating of the risks, these measures
are not sufficient to reduce all the risks to an acceptable level, for one or the other Model.

0120454/1/039949PRM.LSE Page 195 of 447




FINAL REPORT REF: 0120454/1/039949PRM .L SE

FEASIBILITY STUDY ON A STANDARDISED “RELIEF AT SOURCE” SYSTEM IMPLEMENTING
THE PRINCIPLES OF THE FISCO RECOMMENDATION

CHAPTER 9 FRAUD ANALYSIS

259.Key role of the European Commission. Under current European legidlation, due to a
lack of harmonised approach to respond to and limit fraud risks, not enough focus is being
given to the mitigation controls and fraud prevention measures currently in place within each
MS. To the contrary, for each of the Models (SC and AIC), the detailed risk assessment
includes the main means that should be installed by the MSs' tax administrations to mitigate
the identified fraud risks. For each Model, the detailed assessment includes a description of
high-level mitigating controls and fraud prevention measures.

We consider that the European Commission has a key role to play in ensuring that every MS
implements, as a minimum, this set of mitigating controls and fraud prevention measures so
as to reduce significantly the occurrence of the identified fraud risks.

260. Recommendations. Besides these good practices and fraud prevention measures
mentioned above and described in Appendix 12, some recommendations have been identified.
These recommendations are not part of the Model and may therefore lead to a change in the
currently defined principles of the Models to make them more efficient towards the fight
against fraud.

261. Recommendations and Way Forward. It is difficult to imagine that MSs will agree to
invest in a Model, knowing that it is not effective against some of the greatest risks in terms
of fraud. Moreover, as both Models are still under development, it is still possible and
recommended to amend the structuring principles so as to improve their performance against
the magor fraud risks that have been identified. As already mentioned in the previous
paragraph, these recommendations may require the structuring principles to be amended.
However, before amending the Models, further analysis should be carried out to have more
insight in their impact on the various dimensions of the Models and understand their
implications for the different actors of the relief at source system.

262.Main Obstacles and Consequences of the Recommendations. The following
paragraphs highlight the man obstacles and consequences associated with the
recommendations identified. These recommendations relate to the following five aspects.

« Reporting obligation;

« Content of the reporting;

« Pooled information,

o Adjustment by the Al;

» ldentification of the income type;
o ldentification of entities;

« Exchange of information when SC = RC.
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9.4.1 REPORTING OBLIGATION

263. Tax Evasion. The biggest chalenge for tax administrations is tax evasion, i.e. Investors
who avoid declaring their cross-border securities income in their tax returns. However, none
of the Models is effective against tax evasion as such. The likelihood that the tax evasion risk
happens in the future situation remains at 3 (“likely”), as in the current situation, even if it
dlightly decreases. This decrease is not a concrete result of the system itself. It rather results
from the threat of the consequences that would be triggered by Investors fraudulent
behaviour, or from the taxation advantages offered by the system.

264.Lack of Interest to Request Relief at Source. One of the challenges for both Models
results from the lack of interest for Investors to benefit from relief at source. Indeed, in many
cases, the application of the DTT coupled with the tax rate applied by the RC is less
interesting than a standard tax rate applied by the SC without including this amount in the tax
return. In addition, even when the total tax amount paid is more interesting, it is not obvious
that Investors would opt for relief at source as it would first require them to adjust these
amounts vis-a-vis their tax administrations (“regularisation”). Finaly, there are many local tax
laws that will give Investors some reason(s) to refrain from declaring their income. For
example, Investors could prefer not to benefit from a lower tax amount on their securities
income so as to obtain a lower rate on their succession duties. In other words, there is a real
incentive for regular Investors, but it is probably not sufficient to bring fraudsters to regularise
their amounts hidden in foreign accounts.

265. I nability of Both Models against Tax Evasion. The main reason of the inability of the
Models to address this risk is that, under both Models, the provision of Investors information
to the tax authorities of the countries concerned is dependent on the request for relief at source
by the Investor. If the Investor does not ask to benefit from a reduced WHT rate, hisher
income will not be reported by the Al and, therefore, will not be included in the exchange of
information. Thus, an Investor till has the possibility to remain hidden from the tax
administration if the Investor specifies to his Al that he never wants to benefit from a DTT.
The main problem is that, in the current situation, Investors who avoid declaring their cross-
border securities income in their tax return do usually not request the application of a DTT.
The reason for thisis that they fear that, if the SC is advised that Investors have received such
income, the SC could provide the RC with this information. So, these Investors can avoid the
exchange of information without changing their behaviour.

The easiest solution to decrease this risk is to make the exchange of information mandatory,
or partially mandatory, even for Investors who did not request the application of aDTT (201).

266. Partial v. Full Exchange of Information. The exchange of information on Investors
who do not request the application of a DTT could be either exhaustive, meaning including

201 It should be pointed out that from a data protection perspective, such mandatory reporting could not be
based on the consent of the Investor/service contract between the Investor and the Al. The mandatory report
should be based on a law requiring Al to collect and report such information, like under the Savings
Directive.
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the details on all the cross-border securities income paid by Investors, or partial, meaning
including only some details on the beneficial owner and/or the income received.

The full exchange of information seems not the most suitable option for two reasons:

« First, the contemplated systems are considered as a ‘win-win’ situation. On the one hand,
the Investor benefits from relief at source and, on the other hand, they are subject to an
exchange of information. This ensures that the Models will be accepted by al the
stakeholders (tax administrations, business and Investors) and it increases its overall
efficiency. Moving towards a full exchange of information would considerably increase
the repressive dimension of the Models and it would radically change its philosophy.

« Second, it would heavily increase the volume of the reporting. This is because the
reporting would include the data from all the cross-border income, even when no DTT
was applied. Therefore, it would also include information on transactions for which the
standard WHT rate is equal to or below the DTT rate. This represents a magjor increase in
the volume of information to be exchanged. From a tax administration’s perspective, this
volume increase would be compensated by the interest of such information. However,
from a business perspective, there is no compensation for this additional workload. The
benefits of such approach are clear for tax administrations but it would be a maor
constraint for the business.

267. Partial Exchange of Information. A partial exchange of information could be limited to
the beneficial owner details and the account number. This type of information should limit
the impact on the volume of information to be exchanged and the workload resulting from the
reconciliation process. The repressive dimension is lighter than in the full exchange of
information, with a smaller change in the Models' philosophy. Finaly, the account number
seems sufficient to ensure the efficiency of the system against tax evasion. In effect, Investors
would be more inclined to include information about their accounts in their tax return and, if
they do not do so, the tax administrations will have, in any case, sufficient information to
reguest the Al to provide the details on the income paid in this account.

268.Mandatory Exchange. There are different ways to make the exchange of information
mandatory. A solution could be to leave the option to Investors whether or not to benefit from
relief at source in the participating MSs. In this case, the persona details and the account
number would be included in the reporting. However, this possibility is not fraud-proof
because it would be easy for Investors to sign a self-declaration and request the application of
the DTT but to make sure that no income is paid in the account (e.g. by investing in
capitalisation CIVs). The most effective option is therefore to include all the beneficial
owners details and account numbers for non-resident Investors, regardiess of whether or not
they agreed to benefit from the system.

94.1.1 MAINOBSTACLES

269. Palitical Consensus. An automatic exchange of information including as a minimum the
beneficia owner details and the account number is a change in the approach o