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CRS Planning
 Uses of fiscally transparent entities 

1. Owned by a Custodial Institution located in a non-participating Jurisdiction 

2. Located in the same jurisdiction as Controlling Persons

Partnerships and trusts are by far the most common
of the entities that are given flow-through treatment,
but various other types of business and investment
entities that may be taxed in that manner merit a
brief mention.
A distinction may also be drawn between those entities that are
automatically taxed on a flow-through basis and those cases
where the flow-through is optional and is permitted on an
elective basis.

Partnerships
The legal concept of partnership exists both in common law legal systems and in civil law
countries, although the two concepts are not entirely equivalent.
The traditional common law definition holds that "partnership is the relation which
subsists between persons carrying on business in common with a view to profit."
That is, a partnership is a relationship among persons, essentially contractual in nature
rather than a "person" in its own right. 

Civil law systems generally do not use the term “partnership” but have the concept of
what could be translated as an association of persons or company of persons. 
This concept is distinct from that of a capital company.
The precise legal nature and form that companies or persons may take differ depending
on the civil and commercial laws of each country.
In many civil law countries, a distinction is also made between civil law partnerships
(governed by the civil code) and commercial partnerships (regulated by the commercial
code). Typically, civil law partnerships are those that are engaged in farming or investing
in land, or that are carried on by members of the liberal professions—activities not
considered to be "commercial."
They can also include agreements to split the profits of a business.

Most countries recognize at least two forms of partnership: the general partnership, in
which the partners are jointly liable for the debts of the firm, and the limited partnership,
in which the liability of some of the partners is limited.
In several countries, there are more than two forms of partnership, and the tax treatment
may vary according to the particular form. 

In some legal systems, partnerships have legal personality, while in others they do not. 
In this chapter, the term "partnership" is used not as a term that corresponds precisely to
a concept in the legal system of all countries, but as a general one that encompasses a
variety of legal forms. 
This variety and the differences in treatment under civil law, in particular whether the
partnership is considered a legal person, make it difficult to generalize about
partnerships. 
To some extent, differences in tax treatment from one country to another may also have
been influenced by differences in civil law.
The term “joint venture” may be even more confusing than a partnership. In some
countries, joint ventures are transparent arrangements that may be less formal than
partnerships.
The term is also sometimes used in ways that include several legal entities, including
capital companies.

Partnerships as Taxable Entities

The absence of legal personality of partnerships in many countries may have facilitated
transparent treatment for tax purposes, although the fact that a partnership is or is not
categorized as a legal person is not necessarily determinative of its tax status. 
Different approaches are possible. In several countries, partnerships are considered legal
persons but are not treated as taxable persons.
 Belgium, Spain, and many Latin American countries treat as taxable persons those forms
of partnership that are legal persons, except for specified cases where a fiscal
transparency regime applies.
In common law countries, partnerships generally are not considered legal persons and
are not taxed as corporations, although some partnerships that are considered to
resemble corporations are taxed as corporations rather than as partnerships, even though
they are not legal persons.19 In Indonesia, partnerships are taxed as separate entities
even though they have no legal personality.

In recent years, the civil and commercial laws of many transition countries have
undergone changes under which the legal status of various kinds of business entities has
been defined or redefined; the tax treatment of such entities has also been in a state of
flux. The different patterns that have emerged can be illustrated with some examples. In
Kazakhstan and Romania, all legal persons (including partnerships) are subject to income
tax as separate entities.
In Latvia, the enterprise income tax applies to all enterprises, which are defined according
to registration requirements, except that partnerships are taxed on a flow-through basis
and physical persons and "individual enterprises" that are not required to submit annual
reports under commercial law are taxed on a flow-through basis to the owner.
Individual enterprises that are required to submit annual reports are therefore taxed as
entities even if they are not legal persons.
Similarly, in China, all enterprises are subjected to enterprise income tax as separate
entities regardless of whether a given entity is a legal person.
In Estonia, the entity-level tax applies to legal persons. 
General and limited partnerships are taxed under the entity-level tax, except that general
partnerships consisting of no more than ten partners who are all resident physical
persons are taxed on a flow-through basis.

Taxing partnerships as entities has the advantage of administrative simplicity, as it is
generally easier to collect tax from a single entity than from the individual participants. 
Income tax returns of partners who are physical persons are kept simple, as they do not
include income received through the entity, and complicated rules for the taxation of
flow-through entities can be largely avoided. A further advantage of taxing partnerships
as entities is that it avoids discrimination between different forms of business
organization and eliminates "entity shopping."
However, the disadvantage is that the income will then normally be taxed at a flat rate
rather than at the marginal rates applicable to the individual partners.

If partnerships are taxed as entities, it must also be decided whether they should be
treated the same as corporations in all respects. 
For example, should partnership distributions be treated as dividends, and should all the
rules governing transactions between corporations and shareholders apply to
partnerships as if partners were shareholders? 
The answer may depend on what system is used for taxing corporations 

For example, in Mexico, although partnerships (which are legal persons) are generally
taxable entities, joint ventures (which are not legal persons) are not.
On the distinction between partnerships and arrangements that are fully transparent
(such as co-ownership of property), a typische stille Gesellschaft (typical silent
partnership) is not considered a partnership for purposes of DEU 
In this chapter, the term "partnership" is used not as a term that corresponds precisely to
a concept in the legal system of all countries, but as a general one that encompasses a
variety of legal forms. This variety and the differences in treatment under civil law, in
particular whether the partnership is considered a legal person, make it difficult to
generalize about partnerships. To some extent, differences in tax treatment from one
country to another may also have been influenced by differences in civil law. The term
“joint venture” may be even more confusing than a partnership. In some countries, joint
ventures are transparent arrangements that may be less formal than partnerships.
The term is also sometimes used in ways that include several legal entities, including
capital companies.

In Germany, the most important forms of commercial partnership are the (general)
Offene Handelsgesellschaft (OHG) and the (limited) Kommanditgesellschaft (KG). In the
German Commercial Code, an OHG is defined as follows: "A partnership formed to run a
commercial business under a common firm name is a general commercial partnership
where no partner's liability is limited about the partnership's creditors.". The
corresponding forms in French law are the société en nom collectif and the société en
commandite
A hybrid corporation/partnership form, the limited partnership with shares, exists in
several countries, e.g., in Germany (Kommanditgesellschaft auf Aktien—KGaA) and Italy
(società in accommandita per azioni), and is taxed as a legal person, unlike other
partnerships. However, the share of the general partner of the KGaA is taxed on a flow-
through basis. A relatively popular business form in Germany is the GmbH u. Co. KG—a
type of limited partnership in which the general partner is a limited company; it is taxed
on a flow-through basis. 
In the Netherlands, a distinction is made for tax purposes between an "open" and a
"closed" limited partnership (commanditaire venootschap), depending on whether a
limited partner's share is freely transferable. Only the closed type receives full flow-
through treatment. The open type is taxed somewhat similarly to the KGaA in Germany—
the partnership is subject to corporate tax, but the profit share of the general partners is
deductible in computing the taxable profit of the partnership and is taxed in the hands of
the general partners.
Argentina, Denmark, Finland, France, Israel, Norway, and Sweden. In the United Kingdom,
partnerships in Scotland are legal persons but, as elsewhere in the country, are not
taxable persons.
Generally, in countries with a common law tradition, partnerships do not have legal
personality, although in Israel they do, despite the common law origin of the relevant
legislation. In civil law countries, partnerships normally have legal personality; for
example, they do in Brazil, France (except for sociétés de fait and sociétés en
participation), Mexico, Spain, the Scandinavian countries, Russia (R, Kazakhstan, and the
Czech and Slovak Republics, but do not have legal personality in Belgium, Germany,
Indonesia, Japan, the Republic of Korea, the Netherlands, or South Africa.

Limited liability partnership (LLP)

 The LLP is a type of general partnership where every partner has a limited personal
liability for the debts of the partnership. Partners will not be liable for the tortious
damages of other partners but potentially for the contractual debts depending on the
state. 
LLPs are popular for larger partnerships and especially for professionals, and some states
only allow professionals to use the LLP format. 
Like with general partnerships, an LLP must have two or more partners, but an LLP has
flexibility in structuring how the amount of control and proceeds each partner retains. 
Almost all decisions in an LLP can be allocated to certain partners except those involved
in changing the partnership agreement that requires approval of all partners. 
Unlike limited partnerships, LLPs allow limited liability even if partners remain involved in
the management of the business. 
However, where a court finds the partners attempted to undermine creditors such as with
improper distributions, the court may pierce the veil of limited liability to clawback funds
for creditors, but the actions that would trigger such treatment require a case-by-case
analysis

Trusts
A trust is an arrangement, peculiar to common law systems, 96 whereby legal title to
property is vested in a trustee or trustees, but the income from the property (and
ultimately the remaining property of the trust, known as the corpus) is or may be
distributed to specific beneficiaries. A trust is created by a settlor or a grantor transferring
property to the trustee to hold in trust for stipulated purposes and may be created inter
vivos or on death, by will
Common law jurisdictions will need to include provisions for the taxation of trusts in their
income tax laws. Civil law jurisdictions may also provide such rules, given that trust
arrangements are also being incorporated into the legal systems of some civil law
countries.
Developing and transition countries that are civil law jurisdictions probably do not need a
detailed set of rules for the taxation of trusts except to cover some of the situations
described below. However, even civil law countries whose legal systems do not provide
for the existence of trusts should consider providing rules for taxing income from foreign
trusts because a wealthy individual can easily establish such a trust in a foreign tax haven
jurisdiction. Situations may also arise where a person resident in a civil law country is a
beneficiary under a trust established in a common law jurisdiction, for example when a
person formerly resident in country A (common law) marries and becomes resident in
country B (civil law).

Flow Through of Trust Income to Beneficiaries

Trusts raise a similar problem to partnerships in that it is necessary to decide whether to
allocate the income of the trust to the beneficiaries for tax purposes and, if so, how. In
theory, a trust could be treated as a separate taxable entity and be taxed on the entire
amount of the income from the trust property without regard to amounts distributed to
beneficiaries, who would presumably receive such amounts free of tax. The objection to
that approach is that the rate of tax borne by the trust (whether progressive or flat) would
bear no relationship to the income of the beneficiaries. The rate of tax would have to be
high (probably equal to the top marginal rate for individuals); otherwise, tax avoidance
would be too simple.
However, a high rate would be grossly unfair if the income were distributed to a low-
income beneficiary. This unfairness can be mitigated by giving the beneficiary a
refundable credit for tax paid by the trust, in which case the result would be much the
same as under a flow-through system. 
A flow-through system, such as that applicable to partnerships, is an obvious alternative.
However, the problem is more difficult than for partnerships in the sense that there is not
necessarily an allocation of the trust's current income to the beneficiaries. Some of the
income may be accumulated by the trustee for future distribution to beneficiaries at the
trustee's discretion so that the ultimate recipients are not currently known. Consequently,
a hybrid system is usually adopted, under which a beneficiary who receives trust income
is taxed on that income, while income accumulated by the trustee, to which no
beneficiary is currently entitled, is taxed in the hands of the trustee. There may thus be
only a partial flow through of trust income. 
This system is somewhat artificial and does not necessarily correspond to economic
reality. For example, if one beneficiary holds an income interest in a trust and another
holds a remainder interest, then in economic terms the holder of the remainder interest
has economic income each year because the present value of the remainder interest
increases, but is not taxed on that income under generally accepted rules. However, it
would be difficult to design rules that more closely correspond to economic reality and
such a goal should in any event not be a matter of priority for developing or transition
countries. Accordingly, the generally applied approaches to taxing trusts will be reviewed,
because these serve as the most likely model.

Some special types of trust may be taxed as legal persons, for example, public trading
trusts in Australia. In the United States, trusts engaged in active business and possessing
the main characteristics of a corporation may be treated as corporations.
E.g., in Australia where, until the classical system of taxing corporations was abandoned, a
trust had the advantage of avoiding economic double taxation.

Other Flow-Through Entities
Automatic Flow-Through Treatment

Joint Ventures

The term “joint venture” can be a confusing one, because it can cover a variety of legal
forms. A distinction is commonly made between "equity joint ventures," in which the
parties incorporate a separate joint subsidiary corporation, and "contractual joint
ventures," which are closer in nature to partnerships and are generally taxed on a flow-
through basis. For example, when two companies establish a joint venture for a particular
purpose, the normal practice is to tax each of the companies upon its share of the profits
from the venture rather than to tax the venture as a separate entity.
A special form of joint venture—the European Economic Interest Grouping (EEIG)— was
introduced in the member states in 1985.
The EEIG is formed by contract and established by registration, which confers on it legal
personality. It is intended as a means of cooperation between individuals or entities that
otherwise wish to maintain their independence. The profits from the grouping's activities
are treated as the profits of the members themselves and are taxed only in their hands. 

Other Entities Given Flow-Through Treatment

It is frequently considered appropriate to tax various other types of business or
investment entity on a flow-through basis. For example, in Spain, the impuesto sobre
sociedades (corporate income tax) generally applies to all legal entities, but an exception
is made for unquoted portfolio investment entities and for certain family-owned
investment-holding companies.
In the United States, flow-through treatment is given to investment vehicles such as real
estate investment trusts and real estate mortgage investment conduits.
In civil law countries, trust agreements, whereby assets are entrusted to a trustee for the
carrying on of business, are typically taxed on a flow-through basis.
These are similar to joint ventures and do not involve the complexities of taxing common
law trusts because the shares of the beneficiaries are specified.
Certain types of companies are also taxed on a flow-through basis. Sometimes this is
done in recognition of their essentially personal nature, as in the case of the one-person
company (entreprise unipersonelle à responsabilité limitée) in France, or their resemblance
to a partnership, as with the limited liability company in the United States.
Flow- through taxation of companies may also be adopted as a method of counteracting
tax avoidance, for example, when the income of a controlled foreign corporation is
allocated among resident shareholders and taxed in their hands whether or not dividends
are paid.
This treatment may also be appropriate to prevent undue tax deferral through the use of
personal holding companies, where the standard corporate tax rate is substantially lower
than the top rate of individual income tax.

Elective Flow-Through Treatment

Depending on tax rates and the system of taxing corporations, incorporation either may
confer a tax advantage (as noted in the preceding paragraph) or result in a heavier tax
burden.
The latter is particularly likely to occur when the "classical" system is adopted. Relief from
economic double taxation may be given by permitting certain corporations to elect to be
taxed on a flow-through basis. For fairly obvious reasons, this solution is appropriate only
in the case of relatively small corporations. A well-known example is the United States "S
Corporation" rules, under which a corporation that has 35 or fewer shareholders, all of
whom are individuals resident in or citizens of the United States, may elect to be taxed as
a flow-through entity.
The flow-through taxation of S corporations is simpler than that of partnerships, in part
because S corporations are allowed to have only one class of stock.
Thus, the allocation of corporate income among the shareholders is straightforward
because it can be allocated in proportion to share ownership. Elective flow-through
treatment may also be granted to other types of entities that are otherwise normally
taxed as legal entities.
For example, in Spain, professional partnerships and certain joint ventures may elect to
be taxed as flow-through entities. 
Elections can also work in the other direction. For example, in France, partnerships, joint
ventures, and one-person companies may elect to be subject to corporate income tax. 
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