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Based on the description in Roomdoc #2 agreed in the Code Group meeting of 7 February 2012, the Commission services have prepared an initial evaluation of the measure against the five criteria in paragraph B of the Code of Conduct (grids). This analysis is based on a broad interpretation of what constitutes "business taxation", in line with the 4 February 2011 conclusions regarding the current scope of the Code, as established by the Council High Level Working Party on 31 January 2011 (doc. 6054/11, FISC 14) and agreed by the ECOFIN Council on 15 February 2011.
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Explanation
	Significantly lower level of taxation:

“Within the scope specified in paragraph A, tax measures which provide for a significantly lower effective level of taxation, including zero taxation, than those levels which generally apply in the Member State in question are to be regarded as potentially harmful and therefore covered by this code”

	The general corporate tax rate for Guernsey Companies seems to be 0%. However, a special company higher rate of 20% applies to Guernsey utilities such as electricity, post and telecommunications and to companies exploiting the ownership of Guernsey land and buildings. A company intermediate rate of 10% applies to specified banking business. In addition, the combination of the zero/ten system with the deemed distribution provisions for Guernsey resident individuals holding a 1% or more share interest, reveals that an effective 0% rate for Guernsey business profits is ultimately only available to the extent that a Guernsey Company has non-resident shareholders
. 
The deemed distribution provisions ensure that the undistributed profits of a Guernsey Company are taxed in the hands of Guernsey resident individual shareholders at a rate of 20%. This taxation on the undistributed profits occurs on an annual, current basis in case of investment income earned by the Guernsey company and is deferred subject to the occurrence of specific ‘trigger’ events for other (trading) income. The 'triggers' are all events after which actual distributions could either no longer occur or not be taxed by Guernsey. They therefore ensure a latent Guernsey tax claim. 
Consequently, the general effective tax rate for business profits realised by Guernsey companies is difficult to determine, but it is not 0%:

· It is 10% for specified banking business;

· It is 20% for Guernsey utilities;

· It is 20% for companies exploiting the ownership of Guernsey land and buildings;

· It is 20% on a current basis for investment income earned by Guernsey companies to the extent it has Guernsey shareholders holding a share interest of 1% or more, and

· It is 20% on a deferred basis for other income earned by Guernsey companies to the extent it has Guernsey shareholders holding a share interest of 1% or more. 

On that basis we considered that an effective Guernsey taxation of 0% for Guernsey sourced business profits provides for a significantly lower level of taxation than those levels which generally apply in Guernsey.


	Criterion 1:
“whether advantages are accorded only to non-residents or in respect of transactions carried out with non-residents”

	1a) The 0% effective tax rate for Guernsey profits is temporarily available in case of both resident and non-resident shareholders, but ultimately and in case of investment income earned by the Guernsey company only if the Guernsey company that realises the profits has non-resident shareholders. We would therefore suggest a tick (“V”) for criterion 1a.
1b) Following Group practice, on the basis of the tick on criterion 1a, the evaluation of criterion 1b, follows the same reasoning. Predominantly foreign enterprises will benefit from the advantage of the regime. Therefore criterion 1b would receive a tick as well ("V").


	Criterion 2:
“whether advantages are ring-fenced from the domestic market, so they do not affect the national tax base”

	2a) The deemed distribution provisions were specifically designed to prevent resident individuals from unlimitedly enjoying the 0% tax rate. Moreover, some businesses generating significant profits have been kept out of the 'combined' system of a 0% corporate tax with a deemed distribution in time and are always taxed at 10% (banking business) or 20% (utilities and the exploitation of the ownership of Guernsey land and buildings) instead, thereby also avoiding an effective 0% taxation to the extent they are foreign owned. 

The combination of the zero-ten regime with the deemed distribution provisions for resident individuals therefore has been designed to offer a 0% tax mainly for business profits of foreign investors while ensuring taxation of domestic business profits, either on a current basis for investment income or on a deferral basis for non-investment income, and of important domestic revenue generators (banks and real estate). Guernsey has thus protected its domestic tax base against the effects of a 0% business profits tax and has effectively ringfenced it from the domestic market.
We would therefore propose a tick ('V') for criterion 2a.
2b) Following Group practice, on the basis of the tick on criterion 2a, the evaluation of criterion 2b, follows the same reasoning. On that basis we conclude that de facto, the domestic tax base has been protected. Therefore we would suggest a tick here as well ("V").


	Criterion 3:
“whether advantages are granted even without any real economic activity and substantial economic presence within the Member State offering such tax advantages”

	According to the standard practice for the evaluation of a measure against criterion 3, a measure is found harmful under this criterion if there are no specific requirements with regard to real economic activities and notably any requirement with respect to employment obligations. Since the 0% effective tax rate for Guernsey companies with non-resident shareholders does not require any substance, as regards criterion 3 we would suggest a tick (“V”).


	Criterion 4:
“whether the rules for profit determination in respect of activities within a multinational group of companies departs from internationally accepted principles, notably the rules agreed upon within the OECD”

	The regime does not contain such features that would be relevant from the point of view of internationally accepted principles as referred to in criterion 4 of paragraph B of the Code. We would therefore propose a cross (“X”).


	Criterion 5:
“whether the tax measures lack transparency, including where legal provisions are relaxed at administrative level in a non-transparent way”

	We consider that the regime in question is transparent and would therefore propose a cross (“X”) for criterion 5.


Overall assessment

The regime provides for a 0% effective taxation for foreign shareholders investing in Guernsey or establishing subsidiaries in Guernsey, while the 0% effective taxation is not or only temporarily available for domestic investors or shareholders. 

Similar deemed distribution provisions have been considered in the assessment of the zero/ten regime of Jersey and the ARI and DPC regimes of the Isle of Man. The only significant difference is that the deeming provisions in the case of Guernsey companies earning non-investment income, do not depend on the non-distribution of profits in a given year. Instead, they are subject to the occurrence of an event which affects the latent tax claim of Guernsey. This is effectively only a timing difference. In addition, the deeming provisions can not be compared to similar deemed distribution rules in other Member States as the latter typically target foreign low tax regimes and do not aim to protect against the erosion of the tax base via the use of a domestic tax regime (ring-fencing).

The final result is that profits earned by Guernsey companies with resident shareholders will always be taxed in Guernsey, unlike the profits of the same or similar Guernsey companies with foreign shareholders and unlike the profits earned by foreign companies with Guernsey resident shareholders. For an overall assessment we would therefore propose a tick ('V').
___________________

� Guernsey states that (formally) the deemed provisions also apply to Guernsey individuals holding a share interest in non-resident companies and to non-resident individuals holding a share interest in Guernsey companies. However, in practice the deemed distribution provisions are not applied in these cases.
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