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Is there a future for the Dutch royalty
conduit companies that exist today?
by Jos Peters, Merlyn International Tax Solutions Group

Discussion

At the time of writing this article, July 2013, many

discussions are taking place, all over the world, in financial

newspapers but subsequently also in parliaments, about

multinationals using the Netherlands as a stepping stone

country to reduce the worldwide tax burden on foreign

earned income. The Netherlands has concluded some 100

treaties to avoid double taxation, based on demands from

its own industry. 

Let us not forget that Shell and Unilever are at least “half”

Dutch but that the Netherlands, with almost 17 million

inhabitants, has very many companies that can only exist if

they operate internationally. Our offices are in Rotterdam,

the second city of the Netherlands. One hour driving to the

south and you are in Belgium, another hour further south

and France comes into sight and an hour driving to the

east from my office takes you into Germany.... So Philips,

ASML, Akzo Nobel, Heineken but also very many other,

smaller Dutch multinationals need good tax treaties to

avoid double taxation on their foreign profits. This is what

drives and has always driven the Dutch tax treaty network. 

A disadvantage to the countries that conclude a tax treaty

with the Netherlands to get investments from Dutch

The short answer to the above question is: no. The recent discussions in the
international press, followed by parliament hearings in many countries,
about the perceived abuse of Dutch royalty conduit companies by large
(mostly US based) multinationals will no doubt affect the Dutch fiduciary
services sector in general and in particular Dutch royalty conduit
companies. Clearly the Netherlands will have to do something with the
negative attitude expressed by politicians and journalists on how easy it
seems to be for multinationals to avoid paying their fair share of taxes by
routing royalty payments through the Netherlands to tax havens. Below I
will explain which measures multinationals should take to stay ahead of the
waves that will result from the July 19, 2013 OECD report on Base Erosion
and Profit Shifting (BEPS). This report gives taxpayers two years to adjust to
forthcoming new rules (several of which are already in force on a smaller
scale today) and I would recommend taxpayers with a Dutch royalty conduit
SPV to use this time period to rethink and restructure the way they handle
their royalty flows. Below I will describe two main attention points they
should focus on in my view to be ready for a future that is approaching fast.
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businesses by agreeing to avoid double taxation for their

own and the Dutch residents and companies, is that any

multinational based in a third country, can set up a

special-purpose vehicle or SPV in the Netherlands to

benefit from its treaty network. So although tax treaties

are aimed at bilateral situations, they can rather easily be

made available in a multilateral fashion. This use of a tax

treaty between country A and country B by a multinational

company from country C is called ‘treaty shopping’. 

Due to the financial crisis there is a fair amount of pressure

on any government nowadays to find ways to reduce their

deficits, and one way to do so would seem to be to ‘stop

the bleeding’ which is caused by multinational enterprises

using the Dutch tax treaty framework to reduce

withholding taxes on dividends, interest, royalties and

capital gains, arising in their country.

In this chapter I will focus mainly on cross-border royalty

flows, my specialty. But before turning to the legal side of

this subject, I should first briefly like to explain some of

the genuine business economics behind treaty shopping.

Far too many people – journalists, politicians and even

reputable tax lawyers – who are now dominating the

debate about the use by multinational groups of the

Netherlands as a treaty shopping country, confine

themselves to the legal aspects of this phenomenon and

forget that business economics primarily drive all this.

If one does not understand the economics behind what is

going on, any purely legal analysis is going to be

meaningless and will inevitably lead to wrong conclusions

and ineffective counter measures.

Business economics: Withholding
taxes often mean double taxation for
a multinational enterprise

Let us turn to a simple two country situation: company A

from country A wants to make an investment in country B

and the usual way to do so is to set up a subsidiary in

country B.

As mentioned, this chapter mainly deals with royalties

because of the overload of attention this subject has been

given lately, but the basic economical analysis for

dividends, interest payments and capital gains is often

rather similar.

Let us assume that country A and country B have no tax

treaty and country B levies a 20% royalty withholding tax

on royalty payments to non-treaty countries. Let us also

assume that country A has a 35% corporate income tax

rate and offers a credit for foreign taxes paid abroad (also

in non-treaty countries). In a royalty situation, this example

likely covers 90% of the cases: because even countries

that apply the participation exemption to foreign dividends

and capital gains, use a tax credit system to avoid double

taxation on interest and royalty flows. Usually such tax

credits are given on a country-by-country basis, so the

foreign tax credit offered by country A for company A’s

royalty tax paid in country B must be computed over the

net profits earned by company X in country B.

This is where things start to go wrong from a business

economics perspective: the 20% withholding tax in country

B may not sound like a high tax (after all most countries in

the world still have corporate tax rates well in excess of

20%) given country A’s 35% CIT rate but what everybody

tends to forget in the discussions is that the foreign

withholding tax is on the gross amount of the royalty flow,

whilst the home country tax credit is only available against

the home country tax on the net proceeds of the activity that

gives rise to the royalty. This obviously allows for a potential

mismatch. In fact, the foreign withholding tax will hardly

ever equal the home country’s foreign tax credit. There will

either be an excess or a shortfall and from my 35 years of

practical experience with foreign tax credits I can say that

the excess situations (which lead to double taxation) cover

80% or more of the cases! Apparently, tax legislators and

tax treaty negotiators, who are always lawyers and never

economists, confuse revenue with profits.

Let me continue the simple example that I started above:

assume the multinational A mentioned before, operates, in

its home country, a research and development function

which costs US$5m per annum. It hopes to manufacture

30% of its product in country B for onward sale in country

B and neighbouring countries (the subsidiary in country B
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is a regional production and sales company). Assume the

group’s worldwide turnover to be US$100m, company A

charges its foreign manufacturing subsidiary in country B a

royalty of US$2.5m (based on a benchmark study and a

transfer pricing report that clearly show that this is in

conformity with what non-related parties in the same

economical sector would do, on average, given the risks,

the functions and the value of the intangibles).

Country B will thus withhold royalty tax at 20% of US$2.5m

or US$500,000. But the foreign tax credit in country A will,

for reasons explained, unfortunately not match this foreign

withholding tax: the gross royalty receipts from country B

are US$2.5m but the direct cost attributable to this income

are 30% of US$5m (company A’s R&D function) or

US$1.5m. So the net income which company A has earned

from its foreign manufacturing activity is only US$1m in the

view of country A. This amount must usually be even

further reduced with the indirect expenses of company A,

attributable to its doing business in country B. Assuming

this is another US$500,000 (which seems to be very

conservative for a company with US$100m turnover, 30%

of which is being generated via the manufacturing

subsidiary in country B), country A’s foreign tax credit is

therefore restricted to 35% of US$500,000 being

US$175,000. But the foreign withholding tax was

US$500,000! The difference can be rolled forward to a next

year but the same situation will apply. In fact, company A

is pushing an excess foreign tax credit forward like a

snowball: it gets bigger all the time (and falls apart by

expiry, usually after five years). 

The business conclusion of this simple but often occurring

example is clear: company A will not invest in country B

unless it has no alternative and will look for a way to either

‘raise the bridge or lower the water’ to reduce the tax

mismatch. Either additional tax planning is needed to

increase the home country’s foreign tax credit, or

additional tax planning is required to reduce the foreign

royalty withholding tax. 

A nice example of the first technique were the UK ‘dividend

mixer’ companies, the subject of my first international tax

publication together with a UK colleague in 1986. The UK

tax legislation offered a way to ‘mix’ foreign withholding

taxes (on dividends and capital gains) by inserting a Dutch

company in the corporate structure to get rid of the UK’s

‘tax credits given on a per country basis’ system. Similar

techniques (no longer needed in the UK these days) may

still be considered elsewhere, today. 

So ‘raising the bridge’ may still work in some places.

However, the alternative of “lowering the water” i.e.

reducing the foreign withholding taxes is usually less

complicated via a treaty shopping exercise, through setting

up a Dutch royalty conduit company which would likely

give company A access to the tax treaty between the

Netherlands and country B, in which case country B’s

royalty withholding tax might well go down to 5% or even

zero and the double tax problem will disappear: company

B will now only withhold 5% on the US dollar royalty

payment of US$2.5m or US$125,000, whilst the foreign tax

credit in country A still is US$175,000. 

The expenses associated with setting up and running a

Dutch royalty conduit SPV will likely not exceed US$25,000

per annum. The net benefit of setting up a Dutch royalty

structure is then US$300,000, year after year.

In my view, before anything meaningful can be arranged by

tax legislators, journalists and politicians and others who
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are now heavily criticising the use of Dutch SPVs by

multinational corporations, in the area of asking them to

pay their ‘fair share’ of taxes in the countries where they

operate, everyone will need to start understanding that in

today’s tax laws and tax treaties there is something

fundamentally wrong with charging a withholding tax on

gross payments whilst the supposedly ‘corresponding’ tax

credit is computed on a net income basis. If this is not

taken into account when drafting new tax laws or tax

treaties, no meaningful results can be achieved: “If you

don’t know where you are going, you will end up

somewhere else...” 

A second conclusion from the above should in my view be

that anyone who claims that developing countries miss out

on substantial tax income because of the Dutch royalty

conduit SPVs is the victim of an optical illusion: without

the possibility of using a Dutch conduit SPV, there would

not be any meaningful investments in many developing

countries at all! No jobs, no corporate income tax, no sales

tax, no payroll taxes, etc.

The future of tax laws and tax
treaties as regards royalty conduit
structures 

Anyone who has followed the discussions, both in the

press but also in several parliaments, on the ‘fair share’

and ‘country by country tax reporting’ subjects that have

by now dominated the tax debate for a number of years as

closely as I do (because as mentioned, royalty conduits are

my specialty), will probably agree that there are no signals

whatsoever that the current tax legislators and tax treaty

negotiators, because they are lawyers, will stop ignoring

the business economics analysis that withholding taxes are

a major obstacle to foreign investments for just about any

multinational corporation. 

The OECD ‘BEPS’ report that came out last week shows no

sign that business economics will play any role in the 15

points action plan released in that report to fight Base

Erosion and Profit Shifting by multinationals in any of the

tax areas that this report touches upon.

In my mind there is no doubt that in the coming months

and years, much faster than previously anticipated, new

legislative efforts, be it via tax laws, be it via tax treaties,

will be introduced that will – in as far as royalty conduit

SPVs are concerned – show the following basic

characteristics:

i) tougher rules on the notion of “beneficial ownership”

in tax treaties, an action point adopted by the OECD

but also the European Commission several years ago

(and the BEPS report did not reveal much additional

new thinking in this area because the OECD has been

working on this for a number of years already);

ii) an increase in General Anti Avoidance Rules (GAAR) in

new tax treaties;

iii) more Dutch tax treaties with a Limitation on Benefits

(LOB) article (acceptable to the Dutch Ministry of

Finance according to a note sent by the Dutch Ministry

of Finance to the second chamber of the Dutch

parliament in late 2012, on the new Dutch/Japanese

tax treaty, which entered into force on January 1, 2013

after Japan insisted on such an article in its new treaty

with the Netherlands as a trade-off for a reduction of

its royalty withholding tax from 10% to zero). 

Converting one type of income into
another

Before giving you my views on what can or even should be

done to re-align the operations of Dutch royalty SPVs with

the upcoming new tax and tax treaty rules concerning

beneficial ownership and LOB provisions, I should like to

share another aspect of ‘economical tax analysis’ with

you. As a tax economist I have always been somewhat

amused by the quite strict separation of the tax treatment

of various income flows in tax laws and tax treaties,

because to me, these income types are not strictly

separable at all. 

Nonetheless, each and every tax law in any country, and

each and every tax treaty, defines separate income flows

and taxes them accordingly, and usually differently! One
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only has to look at the ‘withholding taxes’ section of the

tax publications of the big four and the big international

law firms, all of whom issue ‘Doing business in.......’

booklets or leaflets, often even on-line, to see how

different the withholding taxes around the world are, both

in situations where a tax treaty applies or in case no treaty

is available. 

Dividends are taxed ‘at source’ against totally different

rates than interest, capital gains or royalty payments. Tax

legislators and treaty negotiators apparently think that

these income categories can be kept separate and taxed

separate accordingly.

This is far from the truth, however. To an economist,

dividends, royalties, interest and capital gains are all, to a

certain extent, aspects of the same economical

phenomenon: doing international business. The distinction

between the various money flows is, to a large extent,

artificial and when studying the tax laws and the tax

treaties of the world, it soon becomes apparent that it is

often possible to convert one type of income flow into

another. This conversion game will obviously pay off nicely

when the withholding tax on one type of income in any

given country differs from the other.

Some brief examples, using a company X in country X with

a subsidiary Y in country Y. The two countries may or may

not have concluded a tax treaty. In non-treaty situations,

country Y levies a 10% dividend withholding tax, a 20%

withholding tax on interest and royalties and no capital

gains tax on the sale of shares. Its corporate income tax

rate is 30%. Country X’s corporate income tax rate is 30%

as well.

If company X should like to withdraw retained earnings from

its subsidiary Y, the dividend route will lead to double

taxation: country Y’s dividend withholding tax on top of its

corporate income tax exceeds country X’s foreign tax credit.

However, if company X would be able to convert the dividend

into a capital gain, the double tax charge is overcome. An

interesting investigation could then be to find out what

happens in country Y if company X sets up a second

subsidiary (company Z) in country Y and sells company Y to

company Z for fair market value against a loan? 

In some jurisdictions this approach will indeed work:

company Y will often be able to pay part or all of its

retained earnings to its new parent company Z free of tax

(country Y employs the participation exemption method to

avoid double taxation on company profits) and company Z

does not pay a dividend to company X but repays its debt

from the acquisition of company Y. If this works, we have

successfully converted a taxable dividend into a tax free

capital gain.

A second example: country Y does not levy a withholding

tax on interest or royalties, but 15% on dividends.

Company Y is an intermediate holding company: it owns

several subsidiaries in the region of country Y to benefit

from country Y’s regional tax treaties. Company Y can

generate low taxed income in the form of tax exempt

dividends from its subsidiaries. But paying the dividend

onwards as a dividend is not the proper strategy because

of the dividend withholding tax. Company X, when planning

ahead when the structure was set up, should have

capitalised company Y with as low an amount of capital as

possible and have financed the additional capital required

by its sub-subsidiaries via a loan (preferably a profit

sharing loan). Even though the interest on this loan will

usually not be tax deductible by company Y this will not

matter because company Y has no taxable income anyway

to deduct the interest from, so it makes no difference

whether the interest is tax deductible or not as long as the

interest flows to a tax haven group company where it is not

taxed. Company X can now extract a large part of the after

tax profits of company Y not as taxable dividend payments

but in the form of tax free interest payments.

With four potential cross-border income flows (dividends,

capital gains, interest and royalties), there are 16

conversion possibilities (permutations). I leave it to the

reader to be creative and think of ways to convert one type

of income into another one or more of the other 14

situations. Some will prove to be impossible. But others

will prove to be relatively simple, once you start to think of

it. So spending time to master the income conversion game

is something every international tax adviser should do in

the early stages of his/her career! 
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Cross-border income conversions are possible as shown,

but many of these conversions will also be possible

between two legal entities (parent and subsidiary) in one

country, because the same legal principles (and types of

contracts or actions) will apply.

The future of Dutch royalty conduit
entities 

Let me now bring this chapter to an end by focusing on the

two main aspects of royalty conduit structures that are

under heavy scrutiny and see how we can ensure that a

Dutch royalty SPV structure will also in future years meet

the enhanced (from a government’s viewpoint) criteria:

Beneficial ownership
The company that receives the royalties should receive

them for itself and not for onward payment to a party

outside the Netherlands. What does a foreign tax

inspector, responsible for proper withholding of royalty tax

upon the payment of royalties to a Dutch legal entity, want

to see when reviewing the accounts of that Dutch entity?

i) Ownership of the intangible by that Dutch legal entity:

it should appear in its balance sheet; its P&L may (and

will likely) then show depreciation of the intangible.

ii) How the acquisition of the IP was financed by the

Dutch SPV seems irrelevant: it could have been

contributed to the Dutch SPV by its parent as capital or

the SPV could have borrowed money from its parent to

purchase the IP.

iii) The critical test: the Dutch entity that applies the

treaty should show royalty income, but no royalty

expenses! If any interest expenses are shown, these

should not be a replacement of outgoing royalties (one

of the simple conversions of the previous paragraph,

but one I would not think a foreign tax authority would

accept without further questioning); any interest flow,

to be acceptable, should be related to the IP

acquisition only and reduce over time until the IP loan

has been fully repaid. 

iv) A genuine Dutch corporate income tax charge on the

profit of the Dutch SPV would be very helpful too: if a

company has high income and low expenses, a

substantial corporate tax charge should result. The

Dutch CIT rate is between 20% and 25% and royalty

income is regular business income, not taxed

differently than any other income.

v) However, dividend expenses in the SPV should be

acceptable: any profitable company pays dividends

from time to time to its parent; such dividends are

usually not tax-deductible and therefore not a

conversion of royalty income. The Netherlands is no

exception: a Dutch entity that pays its after-tax profits

out to its parent as a dividend cannot deduct these

(and the parent, if Dutch, will be tax exempt under the

participation exemption which I assume everybody is

familiar with).

What we then have is a ‘natural’ conversion of royalty

income into an outgoing dividend. We are only half way,

however. What is further needed to make it work is a

parent company of the Dutch SPV that is able to reconvert

its dividend income into an outgoing royalty. I suggest that

my readers give this reconversion a try themselves, based

on the previous paragraph. I shall be glad to help out if

needed, however. In Exhibit 1, I have described a simple

conversion/reconversion of interest income into dividends

anti vice versa. Similar conversions are possible for royalty

income.

Another essential element needed to make a double

conversion of royalties to dividends and then dividends

back to royalties in another legal entity work is a way to

set off the tax losses of the parent company (dividend

income is tax free in many jurisdictions but the royalty

expense will be tax deductible) against the taxable profits

of its Dutch subsidiary. The Dutch ‘fiscal unity’ system of

tax consolidation seems to be able to achieve this but

uniting a foreign entity and a Dutch BV in a Dutch fiscal

unit is a dead end street in practice or would at least add

considerable complications which I would not recommend.

If the parent company of the SPV is Dutch as well, this may

change of course.

But there is another road and several advance tax rulings

have been issued by the Dutch revenue service for these

10
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situations in the past, based on clear supreme tax court

case law. If the foreign parent of a Dutch SPV has

contributed IP to the Dutch entity for free, as a capital

contribution, the SPV can take a notional royalty deduction

and deduct, for Dutch tax purposes, the royalties it would

have paid to acquire the IP if it had acquired it from an

unrelated party (based on a transfer pricing analysis and

benchmark study). So a Dutch SPV can deduct expenses it

has not really incurred, if the reason it has not incurred

them was the fact that the transaction by which it acquired

the IP was not ‘at arm’s length’. In IP terms, the

Netherlands offers a ‘corresponding adjustment’ in these

situations and the case law thereon dates back to the

1980s, long before transfer pricing was a separate

discipline in tax.

LOB provisions
In order to ensure that multinational companies based in

jurisdictions other than one of the two countries that are

working on concluding a tax treaty cannot use one of these

countries as a stepping stone to get access to the treaty

under negotiation, countries are increasingly looking at the

way in which the US, in its tax treaties, has addressed this

problem, since the early 1990s. All US tax treaties since the

one with the Netherlands concluded in 1992, contain a

special article called ‘Limitation on Benefits’ (LOB), which

says that the treaty benefits are not available to persons or

legal persons who are not residents of one of the two

countries, unless they meet one or more of six additional

criteria all of which are ‘tough’ to say the least.

In 1992, the Netherlands, after fierce resistance, gave in

when the US threatened to end the existing tax treaty and

not conclude a new one at all. Not having a tax treaty with

the US would be a horror scenario for any Dutch

multinational enterprise because of the level of business

between the US and the Netherlands, so the Dutch

government made it clear that they considered the LOB

provision they were forced to accept in 1992 as

“unavoidable under the circumstances and something that

should not be regarded as an idea that would be suitable

for repeat in any other tax treaty in the future”.

Today, more than 20 years later, this attitude of the Dutch

Ministry of Finance has changed dramatically. The new

Dutch/Japanese tax treaty which came into effect on

January 1, 2013 is the second Dutch tax treaty containing

an LOB provision, albeit a less strict version than the one

the Netherlands has with the US.

It is very interesting to read the comments by the Dutch

Ministry of Finance in its the letter to the Dutch

parliament, asking it to ratify the new treaty.

The explanatory letter said, in brief, that the Netherlands

was very happy to see the royalty withholding tax

percentage in Japan go down to 0% (from the previous

10%) and to fully understand that the Japanese treaty

negotiators wanted to restrict the use of this very

favourable percentage to Dutch companies only. 

The unavoidable conclusion of all this is that LOB articles

are no longer resisted by the Netherlands during treaty

Conversion of interest income into
dividend income and back into interest

Exhibit 1

Source: Merlyn International Tax Solutions Group

Notes:
* BV2 finances its loan to Group sub. from equity and is

therefore the beneficial owner of the interest since it has
no interest (or other major) tax deductible expense;

* BV1 pays interest out of dividends received from BV2;
* BV1 and BV2 are tax consolidated: BV2 has taxable profit,

BV1 has a tax loss; it can set off this loss against BV2’s
taxable profit.

Group
parent

Group
sub.BV1

BV2

Equity

Loan @ 8%

Loan @ 8.25%
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negotiations. The Ministry formulated it quite simply: “the

times for simple Dutch royalty conduit structures will soon

be over because it may be expected that the Netherlands

will accept LOB articles in more future tax treaties in case

tax treaty partners indicate to want to protect their tax

base against treaty shoppers!”

In my 2011 contribution to this Corporate Tax Handbook

(see the publications section of our website

www.merlyn.eu), I have shown how the adverse effect of

an LOB provision could be avoided: if the Dutch royalty

conduit SPV is owned by Dutch residents instead of by the

foreign multinational operating enterprise. And you do not

need to own the Dutch SPV to get your royalties: those will

come to you under a licensing, leasing or similar contract.

In order to collect foreign dividends and capital gains and

dividends via the Netherlands you need to own the Dutch

SPV. For royalties you do not.

Please note that I do not advocate the use of nominee

structures in the above: the Dutch royalty structure should

genuinely be owned by Dutch residents, both legally and

economically. This is rather simple to achieve, both with

new set-ups and when converting an existing, group-

owned Dutch royalty SPV into a third-party owned one,

however. 

Conclusions and recommendations 

MNEs, large and small, should in my view waste no time to

reconsider the way they are operating their Dutch royalty

conduit SPVs. Chances that such entities will survive the

upcoming attacks to be launched as a result of the OECD

report on BEPS of July 2013 if their operations are

unaltered are remote. The upcoming attacks are clearly

visible: (i) there will be much more emphasis on beneficial

ownership than ever before; and (ii) the Netherlands will

soon have a number of treaties with an LOB provision,

which means that, if no changes are made, a simple Dutch

royalty SPV can no longer be used to collect royalties from

almost all countries in the world, like it can today. Just a

few more Dutch tax treaties with an LOB provision and the

current Dutch royalty SPVs will be outdated. MNEs would

then need a second conduit entity outside the Netherlands

for these ‘LOB countries’ and it is not very likely they will

go for this. But if their Dutch structure can be adapted to

meet the future needs, this would be the least costly, the

least risky and require the least changes.

To sum it up: two action points should in my view clearly

be considered by foreign MNEs operating a Dutch royalty

conduit SPV:

i) change the ownership of the Dutch royalty SPV, to

meet the forthcoming additional LOB provisions before

they hit the SPV as a nasty surprise: you do not want

to wait until the text of a new treaty comes out to find

out it contains an LOB provision which your structure

is not ready for;

ii) it also seems better to use a combination of two

royalty conduit SPV companies, acting jointly as a

conversion and as a reconversion entity, to ensure the

much tougher beneficial ownership tests of the near

future will be met.
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