
1 

 

 

 

 

 

 

 

 

 

 

 

 

Submission to the HM Treasury Consultation 

ROYALTIES WITHHOLDING TAX 

These comments have been prepared by the BEPS Monitoring Group (BMG). The BMG is a 

network of experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. These comments have not been 

approved in advance by these organizations, which do not necessarily accept every detail or 

specific point made here, but they support the work of the BMG and endorse its general 

perspectives. They have been drafted by Sol Picciotto, with contributions and comments from 

Tatiana Falcão, Jeffery Kadet and Tommaso Faccio. 

We appreciate the opportunity to provide these comments, and are happy for them to be 

published. 

February 2018. 

SUMMARY 

These proposed provisions are an extension of the Diverted Profits Tax introduced in 2015, 

and the royalty withholding tax of 2016. The need for such unilateral measures clearly shows 

the failure so far to reach a multilateral solution to ensure that multinational enterprises 

(MNEs) can be taxed ‘where economic activities occur and value is created’, which was the 

aim of the G20/OECD project on base erosion and profit shifting (BEPS). While we regret 

the need for such unilateral measures, we agree that they are necessary, provided they are 

properly designed to contribute to a possible multilateral solution, and do not further 

exacerbate international tax competition. 

The present proposals are novel for the UK, in claiming to tax payments for intellectual 

property rights (IPRs) by treating them as as sourced in the UK if used in connection with 

sales made in the UK, even if neither the payor nor the receiver has a taxable presence in the 

UK. However, the target is multinational corporate groups, which the consultation document 

points out will in practice usually have such a taxable presence through related entities. Such 

multinationals take advantage of the independent entity principle in international tax, by 

attributing functions such as sales and ownership of IPRs to group entities outside a 

jurisdiction, although other functions such as sales support may be fulfilled by local related 
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entities. This allows their often enormous sales in the UK to escape tax not only in the UK 

but also in the country where such sales revenue is attributed, due to the royalty deduction, if 

the payments flow to an entity notionally located in a low-tax jurisdiction. 

Counteracting such strategies results in highly complex measures such as the present 

proposals. Our comments analyse the legal difficulties they present, and offer some 

suggestions for ameliorating possible negative and unforeseeable effects. It is especially 

important to ensure that there are no such effects on taxation by other jurisdictions, especially 

developing countries. The proposal should be explicitly formulated as an anti-avoidance 

measure, hopefully short-term, and accompanied by powers for HMRC to issue suitable 

guidance to prevent harmful impacts on other countries. 

These measures clearly show that effective taxation of MNEs requires that they be treated in 

accordance with the economic reality that they operate as unitary firms under central 

direction. Both the UK government and MNEs and their tax advisers should accept that this 

means explicitly moving away from the independent entity principle, rather than covertly as 

in these proposals. The government should advocate and support multilateral measures in this 

direction, instead of needing to resort to unilateral measures such as this, which make the 

system increasingly complex, uncertain and hard to administer. 

1. GENERAL COMMENTS 

1.1 The Context 

The proposal in this Consultation Document (CD) would further extend the scope of 

unilateral measures taken by the UK in recent years to deal with the continuing egregious 

problems of tax avoidance by multinational enterprises (MNEs). The UK commendably took 

a lead in calling for a multilateral solution in 2012 through the G7, and then through the G20 

in 2013, in support of the project on Base Erosion and Profit Shifting (BEPS) led by the 

Organisation for Economic Cooperation and Development (OECD).  

However, the reports resulting from the BEPS project in 2015 failed to achieve the objective 

set by the G20 to ensure that MNEs could be taxed ‘where economic activities occur and 

value is created’. This should mean apportioning MNEs’ global profits based on factors 

reflecting their activities in each country, treating them in accordance with the economic 

reality that they operate as unitary firms under central direction. We have consistently argued 

that this goal could and should be approached in a pragmatic way, for example by extending 

and systematising the already existing profit split approach, which is one of the currently 

accepted transfer pricing methods included in the OECD Transfer Pricing Guidelines and 

accepted by virtually all countries.  

Some of the BEPS project measures have moved in this direction, notably the establishment 

of country-by-country reporting by the largest MNEs. Regrettably, however, too much of the 

work on transfer pricing has so far continued to adhere to narrow interpretations of the 

separate entity principle and treaty rules, treating the various affiliates forming the MNE 

corporate group as if they were independent of each other, but giving tax authorities powers 

to adjust the terms of transactions between them. This involves rules which are complex and 

hard to apply, entailing subjective and discretionary judgments, and creating uncertainty and 

conflicts. Also, it gives MNEs a perverse incentive to design complex structures to take 

advantage of this ‘independent entity’ principle.  

To counteract such strategies, countries have devised various measures, such as the current 

proposals, which in effect override the independent entity principle. However, this piecemeal 



3 

 

approach greatly adds to the complexity and uncertainty of the system. Unilateral measures 

such as these also obviously create frictions and dangers of retaliation by other states. 

In this context, a key concern should be to avoid a beggar-thy-neighbour approach, and that 

any unilateral measure should contribute to a possible multilateral solution. Although some 

criticised the Diverted Profits Tax (DPT) enacted in 2015, in our view the DPT was 

justifiable to assert the claims of the UK as a source country, to tax profits which otherwise 

would be kept untaxed ‘offshore’.1 The US tax reform enacted in December 2017, which has 

now accepted exemption of MNEs’ foreign earnings, imposed its own anti-diversion 

provisions, including what is in effect a minimum tax on foreign earnings of 10.5% (rising to 

13% in 2026). Although that legislation includes some potentially disruptive provisions, we 

hope that overall it might facilitate international convergence on compatible approaches, and 

perhaps a multilateral solution.  

Work is continuing through the OECD, as well as in the EU, focusing on the tax 

consequences of digitalisation of the economy, on which there is a separate Treasury 

consultation, to which we have also contributed comments. This work could be far-reaching, 

since it is generally agreed that digitalisation affects the whole economy, hence ring-fenced 

solutions would not be appropriate. Yet, for the same reason, it may prove difficult to achieve 

multilateral agreement on a comprehensive solution. In this context, a case can therefore be 

made for unilateral measures, such as the present proposal, provided they are appropriately 

designed.  

1.2 The Form of the Proposal 

This proposal builds on the withholding tax on royalties introduced in 2016 to reinforce the 

DPT. The 2016 measures aimed to prevent diversion of profits from the UK by royalty 

payments for intellectual property rights (IPRs) held by entities in jurisdictions where they 

would be low-taxed.2 They applied a deduction at source (withholding) of income tax to 

royalties paid:  

- by a non-resident of the UK if made in connection with a trade carried on by that 

non-resident through its permanent establishment (PE) in the UK (including an 

avoided PE under the DPT), 

- to a person connected with the payer, and 

- under an arrangement one of the main purposes of which is to obtain an advantage 

under a tax treaty contrary to its object and purpose. 

The aim now is to extend this to royalty payments for the exploitation of IP in connection 

with a trade in the UK even if the payer has no taxable presence (PE) in the UK. Hence, it 

would extend the income tax charge on royalties from a ‘source’ in the UK also to payments 

made by one non-UK resident to another non-UK resident where the royalty payer has neither 

an actual PE nor an avoided PE under the DPT.  

The principle of taxing royalty payments for the exploitation of IP in a country, especially if 

they would otherwise be subject to low or no taxation, is widely accepted as justified.3 

                                                 
1 However, we have been critical of the UK’s retention of a modified patent box which, as we predicted, has 

only stimulated other countries to introduce similar measures, some more damaging. 
2 Finance Act 2016, s.41 (adding new s.917A to Income Tax Act 2007 (deduction of income tax at source). See 

also Tommaso Faccio and Jeffery Kadet, “Will Bringing Sales Onshore in the U.K. Lead to Higher Taxes?”, 82 

Tax Notes International 679, 16 May 2016, available at: http://ssrn.com/abstract=2789833. 
3 The US Internal Revenue Code (section 861(a) (4)) includes as US source income, and hence subject to gross 

taxation, royalties ‘for the use or for the privilege of using in the United States’ any IPRs. 

http://ssrn.com/abstract=2789833
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Nevertheless, the current proposal, extending to payments made from and to non-resident 

persons, raises several major problems. 

First, unlike the withholding tax on royalties introduced in 2016, this measure cannot be 

formulated as implementing the anti-abuse provision of a UK tax treaty, since the royalty 

payment is neither made by a UK resident nor by any PE in the UK. Instead, it aims to further 

extend the concept of the ‘source’ of income, to apply to payments for exploitation of IP in 

the UK even if both the payor and recipient are non-UK residents (CD para. 3.5).  

We agree that there is a need to maintain the momentum to curb profit shifting arrangements. 

However, we are concerned that the proposed measure raises questions about what 

constitutes exploitation of IP in the UK, for which clear guidance would be useful for both 

taxpayers and the HMRC alike. Further, such guidance must be updated periodically for 

technological and commercial developments. We also agree with the approach of having a 

broad generic definition. However, this generic approach must be supported with guidance 

that includes a number of specific examples. One such example would cover a situation 

where IP involves software running on a server outside the UK and is used to operate an 

application or web platform directed at users in the UK. 

The intention apparently is to define ‘exploitation in the UK’ by reference to the use of IP to 

make sales or provide services to customers in the UK. However, the IP concerned may very 

likely be used to make sales or provide services in many countries, so the royalty stream may 

reflect a wider scope of sales. To deal with this it is proposed to determine the proportion of 

the royalty payments attributable to exploitation of the IP in the UK ‘on a just and reasonable 

basis’, normally in proportion to sales (CD para. 4.15).   

Secondly, although not directed at abuse of a UK tax treaty, the tax must comply with the 

UK’s international obligations (CD para. 1.6), including those in tax treaties. Particular 

difficulties would arise due to the anti-discrimination provision included in most tax treaties. 

This prohibits taxation of an enterprise of a contracting state wholly or partially owned or 

controlled by one or more residents of the other treaty partner, that is more burdensome than 

applied to the country’s own enterprises (article 24(5) of the OECD model convention 2017). 

To avoid breach of these obligations, the proposed measure would not apply if the recipient 

of the royalty is resident in a jurisdiction with which the UK has a tax treaty which includes 

such a non-discrimination provision.  

This raises two issues. One is that some countries with which the UK has a tax treaty with a 

non-discrimination provision have a corporate tax rate significantly below that currently 

applicable in the UK (e.g. Hungary, Ireland). Each country is free to decide its own tax rates, 

but such relatively lower rates may also attract incorporation of companies to own IP just to 

take advantage of the low rates. Hence, further guidance is needed to define the 

circumstances in which the attribution of royalty income in such a low-tax jurisdiction is not 

justified.  

The second issue is that there are some countries with which the UK does not have a tax 

treaty which are not low-tax jurisdictions. This is addressed in Questions 5 and 6.  

The third problem raised by the proposal is that it would entail imposing an obligation on a 

non-resident person to deduct tax from a payment made outside the UK. This raises problems 

of collection, since enforcement is generally only effective in relation to a person with some 

presence or assets within the jurisdiction. The CD acknowledges that actual collection of this 

tax ‘might be difficult and costly’, even under international agreements for mutual assistance 

in collection of taxes (CD para. 5.11). This may be a delicate way of saying that some UK 

treaty partners would be reluctant to assist in collection of such a tax. 
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However, the CD points out that the MNE groups which will be covered by this measure will 

normally have a taxable presence through another group member (CD paras. 5.4-5.5). This 

confirms our view that these forms of tax avoidance are based on exploitation by MNEs of 

the independent entity principle.  

It is therefore proposed to impose the obligations to make a return and pay the tax on any 

member of the MNE corporate group which does have a taxable presence in the UK (para. 

5.4), with respect to the taxes owed by the non-resident member of the MNE. Such a related 

party would therefore be jointly and severally liable for the tax (Question 10). In other words, 

although this measure is designed as formally complying with the independent entity 

principle, this principle will be disregarded for enforcement purposes.  

We approve of this approach, since it is unacceptable that so many MNEs that have central 

worldwide management and tax planning actively use the separate entity concept in 

aggressive profit-shifting structures while at the same time maintain limited liability of each 

group member with respect to tax and other obligations. 

In the (probably rare) cases where an MNE group does not have a UK taxable presence, the 

CD suggests that the payer might be required to register in the UK (para. 5.6), but without 

specifying how this might be enforceable. The same problem is faced in relation to 

registration for VAT by non-resident persons selling goods or services into the UK, except 

where the reverse-charge mechanism applies.4 This can be done by appointing a 

representative, who becomes jointly and severally liable for the tax. Where a non-resident is 

seriously non-compliant, market access can be made difficult; for example, if they use an 

online marketplace, by treating the operator of that marketplace as jointly and severally liable 

for the tax. Nevertheless, there may be circumstances where this approach is not practical or 

fair, and enforcement of the tax would not be possible. 

As recalled in section 1.1 above, we have consistently argued that effective taxation of MNEs 

‘where economic activities occur and value is created’ entails rejection of the independent 

entity principle. In our view, however, this should be made explicit and agreed multilaterally, 

rather than adopting unilateral and recondite measures such as the present proposal. However, 

until appropriate multilateral measures are put forward, we agree that the introduction of joint 

and several liability with respect to MNEs belonging to a same group would be justified.  

                                                 
4 Indeed, since 2012 non-established taxable persons are required to register if they make taxable supplies of any 

value in the UK, as the VAT threshold does not apply, although it is possible to apply for exemption if the 

supplies are only or mainly zero-rated.  
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2. RESPONSES TO SPECIFIC QUESTIONS 

Payments in Scope 

Q1: Do you agree that a generic approach will provide greater certainty in the application of 

this measure? If not, what do you see as the likely areas of difficulty arising from this 

approach? 

We agree that a generic approach would be more practical than trying to specify the types of 

payment covered by the measure. Taxpayers will likely object that such an approach would 

provide less certainty, rather than more as suggested in the CD. In our view, however, this is 

a good example of how any attempt to provide specificity would in practice lead to 

complexity (a proliferation of detailed rules, which would need continual updating) and 

hence uncertainty. If the aims of the proposed measure are clearly stated it should be obvious 

what payments are within its scope. Guidance concerning the generic approach should be 

supported by examples that will make clear that such situations are clearly included. 

Q2: If a more targeted approach is preferred, how should the types of payment within scope 

best be described? 

We do not support a targeted approach. 

Q3: Do you agree that the primary scope of the rules should be payments between related 

parties? Are there any circumstances in which the rules should apply to payments between 

unrelated parties? 

The rules are, and should be, aimed at effective taxation of MNE corporate groups. If an 

entity licences IP to a genuinely unrelated person for exploitation to make sales in the UK, 

the licence terms would be a commercial market transaction. In such a case, any claimed 

liability to UK tax should be on the entity making sales in the UK. This should be pursued in 

the context of the international discussions on dealing with the tax consequences of 

digitalisation of the economy, e.g. by introducing a ‘significant economic presence’ test for 

taxable presence. In practice, the problems have been caused not by IP developers selling or 

licensing to others, but by large MNEs using IP to develop business models which exploit the 

independent entity principle to avoid tax. However, it would be appropriate to include a 

targeted anti-avoidance rule to forestall avoidance of the related party definitions through the 

use by MNEs of unrelated party intermediaries. 

Q4: Do you agree that such an approach is appropriate in determining the amount of any 

payment that has a liability to IT? In your experience, what are the most common approaches 

taken to determine the amounts payable under these and similar arrangements? 

Yes, we agree that such an approach is appropriate in determining the amount of any payment 

that is subject to IT liability. While we will always prefer simple and straight forward rules, 

where a situation involves factors other than sales or other revenue measures, a facts and 

circumstances approach would be necessary to impose royalty withholding tax on a just and 

reasonable basis. 

Q5: Do you agree with the government’s preferred approach of a liability arising only when 

payment is made to a jurisdiction with whom the UK’s DTA does not contain an NDA, or 

where there is no DTA in place? 

We of course agree that, where HMRC believes that an applicable NDA applies to a treaty 

resident taxpayer for a commercially reasonable license, then that taxpayer is not a candidate 
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for applying the new royalty withholding rule. However, we are concerned that this focus on 

non-NDA DTAs will cause a lack of attention being paid to taxpayers claiming NDA DTA 

status that might not be justified. Before HMRC accepts that an applicable NDA DTA does 

apply, some factual review is necessary. 

For example, the recipient of a royalty claiming NDA DTA status must truly be a resident of 

the other contracting state for purposes of the treaty. We have seen many factual situations 

where the treaty country group member is not actually managed and controlled in the treaty 

country and is, therefore, not properly a tax resident of that country under the DTA. While 

there are few cases on this, one need only think back to the Indofood case to understand the 

issue.5 In addition, maybe the recipient is not taxable in the other contracting state on its 

foreign royalty income such that the last sentence of Article 4, para. 1 applies to prevent 

residency status. Or a DTA may include a principal purpose test or a Limitation on Benefits 

provision that could be relevant. Finally, the actual facts might support that the taxpayer 

recipient is merely an agent or intermediary and not really the owner of the rights under UK 

tax principles.  

Considering the importance of factual background to the appropriate application of DTAs, we 

recommend that guidance require taxpayers to provide relevant factual background and 

details and that HMRC must review them before accepting non-applicability of royalty 

withholding. 

We approve of the CD’s proposal to include anti-avoidance provisions that would override an 

otherwise applicable treaty’s non-discrimination rules to apply royalty taxation to payments 

which are made as part of arrangements designed to obtain an advantage contrary to the 

object and purpose of the treaty (CD paras. 4.23). Since such anti-abuse provisions are 

generally understood to apply only if the recipient of the income is not the beneficial owner 

(and indeed the CD suggests (para.4.24) that it would apply to such ‘conduits’), for the 

avoidance of uncertainty, we suggest that guidance should be issued to clarify when it would 

be regarded as applicable. For example, where a principal reason for relocating IP from some 

other jurisdiction into the particular treaty jurisdiction was the securing of that country’s 

lower tax rate on royalties earned from exploitation outside that country, then the non-

discrimination rule would be overridden. It should be clarified that this would apply even if 

the IP transfer occurred prior to the effective date of the CD’s proposals. Further, if there is 

any ruling or other practice in the treaty jurisdiction that creates a lower effective tax rate 

than what would normally apply in the treaty jurisdiction, that again the non-discrimination 

rule would be overridden. Such a rule would be consistent with the intentions behind Art 29, 

para. 8 of the OECD model tax treaty. 

We are also concerned that the proposed measures not be applied in a manner that is 

disadvantageous towards those developing and emerging economies that do not have tax 

treaties with the UK. We suggest that the measures should be designed to aim at relevant 

profit-shifting structures, and include a power of exemption, coupled with HMRC guidelines 

to ensure that withholding is not applied in inappropriate situations harming other countries’ 

taxation. 

Q6: Given the types of payments likely to be made, to what extent would the rules impact on 

payments made to jurisdictions that are not low or no tax regimes? 

We agree that the payments are most likely to be made (perhaps through one or more 

conduits) to a jurisdiction with a low or no tax regime. Nevertheless, to prevent unanticipated 

                                                 
5 Indofood International Finance Ltd. v. JPMorgan Chase Bank N.A., London Branch; A3/2005/2497; [2006] 

EWCA Civ 158 (Mar. 2, 2006) 
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undesirable consequences, we suggest that there should be a power of exemption, coupled 

with HMRC guidelines.  

5. Reporting and Payment 

Q7: Do you agree that the existing CT61 and CT600H framework, as adapted, are an 

appropriate way to return a liability under the proposed measure? 

Q8: Do you agree that provision of a return of specific information to an Officer 

of HMRC is a proportionate way of collecting information from groups? 

These seem to us to be appropriate and administratively convenient solutions. 

Q9: Are there any other administrative easements that would reduce the 

compliance burden on groups, whilst ensuring provision of appropriate 

information? 

The advisers of affected taxpayers will no doubt make suggestions.  

Q10: Do you agree that creation of joint and several liability is an appropriate 

way to enable debt collection in the case of non-compliance? 

In the case of related entities which are members of the same corporate group, we consider 

this entirely appropriate, since the legal fiction underlying the independent entity principle 

should in our view be rejected, especially when it is proved that the parties have entered into 

abusive practices. Indeed, it could also be applied, as already done in relation to enforcement 

of VAT, to unrelated entities, although limited to circumstances where they actively facilitate 

the relevant sales. 

6. Double Taxation 

Q11: Are there circumstances in which the proposed measure will give rise to inequitable 

double taxation? 

In line with our answers to questions 5 and 6, although this is unlikely, we suggest that there 

should be a power of exemption. 

7. Assessment of Impacts 

Q12: Do you have any comments on the assessment of equality and the impact on business as 

a result of this change? 

We believe that this planned extension of royalty withholding is an appropriate response to 

many aggressive MNE profit-shifting structures. However, we remain concerned that, 

together with the DPT and the royalty withholding tax introduced in 2016, these are unilateral 

measures when a multilateral approach is sorely needed. These measures demonstrate that the 

only way to ensure an effective approach is to reject the independent entity principle and treat 

MNE corporate groups in line with the economic reality that they operate as unitary 

enterprises. The continued formal adherence to the independent entity principle 

internationally is resulting in a plethora of unilateral measures by many countries, not only 

the UK. This makes international tax unnecessarily complex and uncertain, and runs the 

danger of increasing conflicts. Nevertheless, the likely objections from some business tax 

advisers should be taken with a heavy dose of salt, until they begin to make constructive 

suggestions for a more effective approach to ensure that MNEs can be taxed ‘where 

economic activities occur and value is created’. 


