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The importance of Intellectual Property Rights (IPR) as assets and 
their ability to generate income have not gone unnoticed in the area of 
domestic and international taxation. Income Tax laws of a good number 
of countries include specific provisions for the tax treatment of the 
income and associated expenditures of these assets1. Several countries 
also create special tax regimes to attract such income. Even more, 
Double Taxation Conventions on Income (DTCs) deal with copyright 
royalties already since 19312. Nowadays, the number of DTCs in force 
in the world exceeds 2000. Many DTC follow recommendations drafted 
by International Organizations (IO) such as the Organisation for 
Economic Cooperation and Development (OECD) and the United 
Nations (UN). Other countries, like the USA and the Netherlands, have 
also drafted their own unilateral Model Conventions (MCs). Works 
commanded by IO on the subject are substantial.  

IPR are by nature not limited to man-made geographical border and 
hence have an international dimension. From an economic and legal 
perspective this means that IPR have the capacity to create income or 
losses at an international level. Such international potential is not 
incidental and is often the result of a series of activities and 
investment to create, protect and trade IPR in the country of origin as 
well as in all other places wherein their exploitation is possible and 
occurs. Many different interests and stakeholders are involved in the 
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IPR- tax environment. Among the stakeholders one can find the 
creators (authors), investors, IPR owners and beneficiaries of their use. 
However, private interests are not exclusive. Public interests of more 
than one individual country are also involved. For example, the 
interests of the residence country on the one hand (e.g. the country of 
the IPR´s origin, the country of residence of the IPR´s beneficial owner, 
or IP Financial Centers), and on the other hand the interests of the 
countries in which the property is used or commercialised (the source 
country).  

In order to avoid double taxation of IPR income/gains, at least two 
important issues have to be addressed: which country is entitled to 
levy tax on royalties earned in cross border transactions, and the 
extent of such taxation. These issues have proved to be very complex 
and with extensive consequences. The taxation of royalty income can 
create or remove obstacles in the international trade of goods and 
services. Obstacles are especially created if both, the country of 
residence and the source country exercise their domestic right to tax 
the same income simultaneously. This situation is even worse if 
taxation at source is high. One negative effect of these obstacles is 
the high riskof discouraging inward investments of know how and 
intangible property into a source country. If both countries invoke their 
taxation rights, problems of double taxation will most likely arise3. Such 
double taxation in turn often creates substantial barriers to cross 
border economic activity and investments. In addition the principle of 
neutrality in capital export and import are likely to be affected. 

The aim of this paper is to show the influence of the 
abovementioned issues in the economic exploitation and management 
of copyrights and related rights from a legal perspective and limited to 
some issues of international juridical –double- taxation4. This paper also 
includes a brief description of several domestic and international tax 
law measures that have created a new framework for the economic 
exploitation of copyright. Issues related to economic double taxation 
are not covered by this research5. The analysis will reveal some of the 
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challenges, opportunities, advantages and disadvantages that tax 
strategies offer for the international exploitation of intellectual 
property and copyrights and the impact they have on trade and tax 
policy. 

Topics of research include: a) tax structures used to optimize the 
benefits of IPR assets including DTC on income, low tax jurisdictions, 
tax havens and structures used worldwide for the royalty routing, b) 
withholding taxes on copyright royalties, and c) allocation of royalty 
income for DTC purposes, d) challenges posed by tax expenditure. 
Although the analysis considers the status questionis in a number of 
developed and developing countries, such as the United States of 
America, Australia, Spain, Netherlands, Luxembourg, Mexico, Argentina, 
Brazil, several Latin-American countries and Caribbean Islands it is not 
a comprehensive study. 

1. IP tax paradises? 

The tax laws of several countries have encouraged multinational 
companies to locate specific Intellectual Property Assets (IPA) in low 
tax jurisdictions or jurisdictions with a benefical IP tax regime. 
Countries offering a special IP tax regime include Ireland (patent box), 
Luxemburg, Belgium (patents), Malta (patent box), The Netherlands 
(patent box + conduit companies), Singapour, and Switzerland. Some 
jurisdictions, like the Cayman Islands, do not levy taxes on income or 
capital gains (including IP proceeds/gains). Tax measures vary from 
country to country and do not always include all kinds of IPR. Among 
other measures, it is possible to find investment deductions for 
research and development, payroll tax cuts for scientific personal, 
lowering or eliminating withholding taxes on royalties, granting 
exemptions for income/capital gains derived from IP or promoting the 
creation/establishment of IP holding companies. Given the magnitude 
of alternatives I will refer only to some examples.  

According to article 50a of the Luxemburg Income Tax Law, 80% 
of the net income of companies will be exempted provided that they 
grant or use copyrights on software, licences, patents, designs or 
models. The same applies to taxpayers producing inventions protected 
by patents used in the course of their own business. A partial 
exemption of capital gains realised from the sale of one of the 
abovemention IPR is also granted. Among other requirements it is 
worth mentioning that although registration of the IPR is mandatory, 
the request of registration (initially) seems to be enough. For software, 



an assessment of originality may be required, given the copyright 
protection as literary work and lack of registration. The IPR can be 
acquired from third parties but not from an affiliate company. The R&D 
localisation is not restricted to Luxemburg but can take place 
anywhere. Negative income related to IPR is deductible. 

Apart from the absence of withholding taxes on royalties, the 
Dutch Corporate Income Tax Act also grants 80% exemption of net 
income and a capital gain exemption. The scope of the 80% exemption 
of net income is limited to certain types of software and intangible 
assets for which a patent or a special Research and Development 
(R&D) qualification has been granted (mainly new technical products or 
production processes and assets not qualifying for patents –trade 
secrets). The intangible has to be developed internally and neither 
acquired from a third party nor from an affiliated company. R&D can 
take place anywhere. Negative income related to IPR is deductible. 
Another incentive granted by the Netherlands regards the so-called 
“patent box” from 2007. Net earnings generated through one or more 
Dutch, European or foreign granted patents are, on request, taxable at 
a rate of 10% instead of the regular corporate income tax rate of 
25.5%. The purpose is to stimulate innovation and investments in R&D 
by Dutch corporations complying with a number of requirements. In 
2008 the “patent box” was extended to cover certain R&D 
expenditures not relating to patents. Other incentives for the 
development and holding of IP include a reduction of wage tax due on 
R&D employees salaries, tax deduction of qualified development costs 
and the deduction of royalties for tax purposes on royalty free licenses 
provided by related parties6.  

 Dutch royalty conduit –licensing- companies are very attractive to 
re-route income/gains derived from IPR including copyrights too. Such 
companies act as intermediary between the owner/creator of IPR who 
is not resident in the Netherlands and a potential user of the rights in a 
third country. The IPR´s owner is usually located in a tax haven or low 
tax jurisdiction. The Netherlands does not impose any withholding tax 
on royalty payments from the Netherlands to the home country. Given 
the extensive network of Dutch DTC, royalties paid to the Netherlands 
will mostlikely benefit of none or very low withholding tax. Without 
such intermediation tax payments would be much higher. This explains 
why the most commonly used strategy for large multinational 
companies for effective foreign tax reduction is the use of a holding 
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company in a low-tax jurisdiction7. 

 By making use of the Licensing/Holding companies, multinational 
companies expect potential tax savings and significant fiscal 
advantages. Hence, tax considerations become very important in the 
establishment of the IP strategy. A common one will be to establish 
the convenience of centralised or decentralised ownership and/or 
management of an IP portfolio. The location or relocation of the IP 
assets in an offshore jurisdiction is usually necessary for tax purposes. 
The IPA could be donated, sold or moved gradually to an offshore 
owning company, depending on the circumstances. Cost-sharing 
arrangements are an alternative too.  

The Netherlans is not the only country that has established 
favorable conditions to attractroyalty conduit companies. Good 
locations for this kind of companies include the UK, Cyprus, Malta, 
Switzerland, The Netherlands Antilles, etc. The existence of DTC is very 
important for the reasons above mentioned. Tax havens usually do not 
have tax treaties and therefore the full withholding will be payable. 
Although the process is simple, specialized advice is necessary and this 
paper is not intended to provide such advice but to document the way 
international taxation of IP is influencing the explotation of IPR. Many 
more issues are involved, in particular transfer pricing and the 
increasing attention of the tax authorities eager to more closely 
examine IP holding structures. Weather the royalty conduit company 
has “substance” will be also very important. 

It is clear that Governments establishing benefical tax regimes for 
IP holding companies have their expectations too. Indeed, whilst 
establishing tax conditions on which companies maximize their tax 
efficiency, a country not only attracts foreign investment but also 
promotes the generation of jobs. This seems to be the Dutch 
experience. According to SOMO, “It has been estimated that the 
activities of the 12,500 SFIs (Special Financial Institutions) present in 
the Netherlands, which facilitate these flows and largely consist of 
‘mailbox companies’ and ‘paper headquarters’, generate some 2,500 
direct jobs and a total direct revenue for the Dutch state of !1.7 
billion”

 8
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Some authors have raised concerns about negative consequences 
for third countries. According to SOMO: “It affects both the capacity 
of developing country governments to supply essential services to 
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their populations and the capacity of developed country governments 
to provide finance for development in the form of debt relief and 
official development aid…. Furthermore, it has a substantial negative 
impact through the resulting shift of the tax burden to other sources 
of income such as labour, and the reduced possibilities for smaller 
companies to compete with multinational corporations”9. 

International tax competition for IPR income/gains or holding 
companies dealing with them is clear. The practices described are not 
necessarily illegal or prohibited. However, from a policy perspective the 
advantages or disadvantages of promoting them have to be 
established. Source countries may need to establish in each case if the 
use of tax structures such as those described above is performed 
solely for the purpose of defrauding the tax authorities, tax evasion or 
abuse of DTC, but this is not easy to prove. Over time royalty conduit 
companies have been making sure that enough “substance” is 
involved. 

2. Withholding taxes on copyright royalties 

The taxation of income derived from the transfers/use of 
intellectual property varies from country to country. Each nation is 
sovereign to define its tax rules with very few limits. Tax policy is 
constrained to the objective of raising revenue to cover public 
needs/services and achieve public goals. However, sometimes it is also 
conditioned to the interests seeking protection or achievement by 
fiscal policy. Weather IP proceeds deserve a special treatment 
compared to other sources of income should be established for 
residents and non residents covered by the Income Tax Acts (ITA). 
Domestic law from a number of countries show different trends. A 
political answer to the question of weather to tax or not to tax 
domestic/foreign income becomes more import in the international 
arena.  

Direct taxation of copyright income is usually regulated with other 
IPR assets. The power to tax royalties is excerted in different ways 
depending on the country approach. In the majority of cases the 
domestic tax law reflects wheather a country is an IP importer, 
exporter or IP financial center. Since tax systems levy taxes on 
residents but also on income derived by non-residents, double taxation 
may arise. In other words: If X has income from a source in one country 
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and is resident in another, X may be liable to pay tax in both countries 
under their domestic tax laws. Main problems arise on cross border 
transactions of IP including trade via e-commerce.  

The majority of the source10 countries impose a withholding tax on 
royalties earned by non-residents (outbound). These withholding tax 
rates vary substantially per country. Few countries, however, do not 
levy any withholding tax on royalties11 or exempt them  (see table on 
withholding tax rates). Withholding taxes almost unavoidably result in 
double taxation in cross-border transactions. As such they can restrict 
such transactions and hence have a negative impact on the freedom of 
establishment and movement of capital.12 Since these freedoms are 
fundamental rights within the EU there has been a major effort to at 
least eliminate withholding taxes amongst the EU Member States.  

The high risk of withholding taxes resulting in an excessive (double) 
taxation is aggravated by the fact that withholding taxes are imposed 
on gross revenues, whereas income taxes are imposed on net 
earnings/profits. In a perfect world withholding taxes are a simple pre-
payment of income tax and ultimately "refunded" as a tax credit. 
However, in cross-border transactions the credit will (almost) never 
exceed the regular income tax on the income. In addition, withholding 
taxes are always a good reason for treaty shopping, leading to other 
complicated issues in the application of tax treaties. 

Some tax experts argue that high withholding taxes are detrimental 
because they increase the risk of the tax burden being shifted from the 
licensor to the licensee of technology. As a consequence the use of 
foreign IPR will be more expensive. Polläth refers to Germany as an 
example. Germany imposed a low withholding tax during the post-war 
period given the substantial necessity of foreign licenses to rebuild the 
country. In Polläth’s view, a highwithholding tax would have passed the 
burden to the German licensees13. Similar considerations are made for 
tax treaties, as we will explain later. 

Domestic withholding tax rates for royalties paid to non-residents 
in a number of countries by the end of 2009 are as follow: 
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 Corporate income tax Royalties (outbound) Copyright 

Argentina 35% 21%, 28% 31.5% 12.25%/ 13.96% 
(with grossing up) 
Royalties paid for 
agreements complying 
with the Copyright Law  

Aruba 28% None  

Australia 30% 30%  

Bolivia 25% 12,5%  

Brazil 25% 15%  

Chile 17% 30% for the use, 
enjoyment or exploitation 
of patents, models and 
industrial designs, layout 
sketches or layout of 
integrated circuits, and new 
vegetable varieties. 

15% use or 
explotation of software 
in Chile 

15% copyrights 
and edition 

20% producers 
/trade of films or 
videos. 

Colombia 33% 33% 30% on 60% of 
Software Licensing 
Payments  

30% on 80% of 
Film Licensing Payments 

Costa Rica 30% 25%  

Dominican  

Republic 

25% 25%  

Ecuador 25% 25%  

El Salvador  25% 20%  

Germany 15%+surcharge 15% + 5.5% solidarity 
surcharge 

 

Guatemala 31% 31%  

India  20%  

Japan 40.87%   

Luxembourg 22.88% None  

Mexico 28% 25% - 28%  

Netherlands 25.5% None  

Norway 28% None  

Panama 30% 5O% on domestic 
royalty payments 

15% on royalties for 
non-treaty countries 

 

Peru 30% 30%  

Puerto Rico 20% -39% 29% 

10% if royalties are 
paid by grantees of tax 
exemption under the Puerto 
Rico tax incentives act 

 

Singapore 18% 10%  

Spain 30% 24% 

10% (for EU MS) 

 

United 
States  

35% 30%  



United 
Kingdom 

20% -21%- 28% 20%  

Uruguay 25% 12%  

Venezuela 15% – 34% 30.60% (effective)  

 

The different withholding tax rates create a scenario worth to be 
considered for an efficient exploitation of IP rights as well as for trade 
and tax policies in this field. A quick look at Latin American countries 
show a quiet high withholding tax on royalties, with very few 
exceptions and few references to income derived from specific types 
of works protected by copyrights (mainly software and film licensing).  

In the Andean Community all proceeds from the use of intangible 
technological contributions are sourced in the country of use of 
intellectual or industrial property. This applies to the relations among 
Member States and with third Countries. AC law establishes some 
obligations for the Member States, namely Bolivia, Colombia, Ecuador 
and Peru. The Decision 578 of the Committee of the Cartagena 
Agreement provides the grounds for the taxation of royalty payments 
within the AC, whereas Annex II of the Decision 40 governs the 
relations between Member States and third Countries. In both cases 
the Member States are obliged to tax royalty payments on a source 
basis. Apart from that, subject to the provisions of AC law, the 
Member States are competent to define the tax regime applicable to 
intangible technological contributions that are not capital 
contributions. The level of taxation varies depending on the country, 
but there is no possibility for tax exemption of royalty payments. The 
effective income tax rates for royalty payments range between 12.5% 
and 33%. 

3. Tax treaties and international allocation of royalty 

income 

DTC are tools used to avoid or mitigate the double taxation of 
income and capital among countries. Whilst unilateral provisions apply 
where no treaty has been concluded, tax treaties give more certainty 
and security because they bind two contracting states and create a 
more reliable legal framework for the taxpayers covered by the DTC on 
reciprocity basis. Tax treaties allocate income and capital to one of the 
contracting parties and follow either the exemption or the credit 
method14. There are no tailor made tax treaties for the taxation of 
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coyrights. Instead, (general) DTC also deal with the taxation of income 
derived by the transfers of IPR, including licensing, sale and services 
related.  

Every DTC includes different characterisation and allocation rules, 
reflecting the interests and negotiations of the contracting parties 
However, Model Conventions drafted by IOs such as the OECD and the 
UN have influenced current DTCs. Some countries also have unilateral 
models, like the USA, Austria and The Netherlands. At a multilateral 
level, the only attempt to regulate this specific subject has apparently 
failed. Indeed, the 1979 WIPO-UNESCO Multilateral Convention for the 
Avoidance of Double Taxation of Copyright Royalties has not entered 
into force thirty years after its negotiation. One of the main issues of 
this Multilateral Convention is the failure to allocate the income and the 
methods to avoid double taxation15. 

Under the structure of most DTC the income/gains derived from 
IPR may fall under the articles dealing with: 1) bussines profits, 2) 
royalties, 3) capital gains, 4) services (if any), 5) artistes and sporters, 
or 6) other income. The characterisation will vary depending on the 
circumstances. The royalty article is an exception to the general rule of 
business profits and deals with: “payments of any kind received as a 
consideration for the use of, or the right to use, any copyright of 
literary, artistic or scientific work including cinematograph films, any 
patent, trade mark, design or model, plan, secret formula or process, 
or for information concerning industrial, commercial or scientific 
experience”16. Sometimes DTC include other mentions, for example, to 
software. 

DTCs following the OECD MC allocate business profits, royalties, 
capital gains, services and other income to the State of Residence. 
Under the UN MC royalty income is also allocated to the State of 
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Residence. However, the latter MC also limits such taxing rights, by 
suggesting that taxation at source shall not exceed a rate to be 
established by the contracting parties.17

 Whilst developed countries 
tend to follow the OECD MC, developing countries tend to negotiate on 
the basis of the UN MC. This seems to be a solution of compromise in a 
polarized discussion.18 In the early forties and seventies proposals to 
address this controversy were put forward by the participating 
countries in the League of Nations during a meeting held in Mexico 
(mainly Latin American countries). The Andean Pact members (Bolivia, 
Colombia, Ecuador, Peru and Venezuela) also approved measures 
towards taxation at source in that time. Both efforts remained 
unsuccessful. Indeed, virtually all countries are reluctant to renounce 
their ‘right’ to tax revenue derived from royalty payments. This income 
is usually taxed on source basis and for DTC purposes need to be 
allocated. The controversy is especially relevant in the relationship 
between developed and developing countries. This is based on the 
strong believe that the origin of this income belongs just to one of 
them.19  

DTCs following the UN MC sometimes establish a fixed withholding 
tax rate, but in many cases the rate varies depending on the nature of 
the goods or rights for which the payments are made.20 It is worth 
mentioning that the distribution of royalty income between the 
country of source and the country of residence, as the UN MC 
proposes, has created many problems in the characterisation of royalty 
income. These are the results of the establishment of variable limits, 
conditioned to the nature of the work or kind of Intellectual property 
or knowledge involved. The application of the US-Spanish DTC is a 
good example of the difficulties originating from this kind of income 
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distribution. The characterisation of income derived from computer 
software depending on its literary,21 or scientific character22 
exemplifies the situation. It creates serious problems of interpretation. 
I believe that, from a tax policy perspective, and considering the huge 
differences in its interpretation, a distribution of royalty income should 
not be linked to the nature of the work, especially if it depends on the 
characterisation as literary, artistic, scientific or technical works. 

From a tax treaty policy perspective, a country should be aware of 
the consequences of taxing royalty income on source or residence 
basis. Indeed, this problem has to be addressed by the DTCs. Due to 
the absence of agreement between developed and developing 
countries regarding the allocation rule23, the main remaining question 
seems to be which country is willing to renounce its taxation right24 
and what economic impact such position will have on the countries 
involved. The international scenario described in section 1 of this 
article proves the importance of defining the policies governing the 
taxation of IP, not only for tax treaty purposes.  

Tax treaties play an important role in the avoidance of an 
excessive/ double taxation. Developed countries usually have treaty 
networks exceeding 50 DTC. In Latin America the problem is that the 
treaty network is in general limited. Mexico hass about 38 DTCs, 
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Venezuela 31, Brasil 29, Chile 21 and Argentina 20. Whilst Brazil has a 
moderate withholding tax of 15% and more than 28 DTCs, in the 
Andean community the rates are generally quiet high. Colombia has the 
highest rate and no more than 4 DTCs with only one in force. Peru 
levies a 30% withholding on royalties, limited to 15% in its DTCs with 
Chile and Canada. In Ecuador, the rate is 25% (as well as for technical 
assistance and technical services) and by virtue of its 11 CDIs may be 
limited to 5%, 10% or 15% depending on the country. Bolivia offers 
the more competitive rate: 12.5% limited in its DCTs with Argentina, 
Germany, Spain, France, UK and Sweden. In Venezuela, although the 
withholding tax rate is 30.60%i, DTC lower it to rates between 5% to 
20%.  

In SouthAmerica there are a quiet painfull experiences. For example, 
Colombia kept a 35% withholding tax on the “explotation”25 of IP rights 
plus a 7% remmitance tax until four years ago. The effective tax rate 
was 39,55%. Although the remmitance tax has been abolished since 
2007, the withholding rate is still (too) high. Income tax treaaties have 
been negotiated only in the last five years and only one is in force. 
Even more, the 33% withholding tax rate  is the same as for payments 
made to tax paradises26. The difference with the latter is the possibility 
to deduct royalty payments if major requirements are met: 1) the 
withholding on the payments27 and 2) the fulfilment of the 
requirements stated by the Exchange Regime (mainly registration of 
the contracts related to technology licensing, technical services, basic 
engineering and detail and other technology contracts due to the 
necessity of the Andean Commnunity (AC Member States to assess 
the contribution of the technology to the importing country 28. 
According to tax experts, such measures have to be amended because 
they make the Colombian tax system not competitive29, and IP imports 
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quiet expensive 

In addition to the above mentioned regarding DTC, Community law 
has also addressed the issue of the allocation of royalty income. This is 
the case of the AC and the European Union. The “Decision 578” 
governs the relationship between AC Member States. According to this 
Decision, the right to tax royalty income belongs to the country having 
its “producing source” (“fuente productora”),30 precluding other AC 
Member States from taxing the same income, with few exceptions.31 
The allocation rule of royalty payments has not suffered any change,32 
compared to the Decision 40. It seems to me that AC law followed the 
recommendation made by legal scholars in the session of the ILADT in 
Montevideo in 1996, proposing to follow taxation at source in every 
integration zone,33 in order to avoid distortions, eliminate double 
taxation and simplify the tax systems.34 A similar criterion was 
proposed by the ILADT for its Model Tax Convention in 201035. 

Annex II of Decision 40 rules the relations between AC Member 
States and third countries. In this case, AC Member States shall also 
follow the principle of taxation at source.36 It applies to payments of 
royalties, services, professional services and technical assistance.37 The 
allocation of this income has been highly criticised for repeating the AC 
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law. The influence exercised by AC law in the past seems to be the 
reason for the absence of tax treaties to avoid the harmful effects of 
double taxation in countries like Colombia,38 or their slow 
implementation in the other AC Member States. Actually the net of tax 
treaties is not really extensive. 

The AC Model has not been followed by the AC Member States in 
their relation with third countries. Although Venezuela is no longer an 
AC member State, DTC signed by the time it was did not follow AC 
policies. The DTC between Venezuela an the USA follows the US Model, 
and tax treaties with France, Italy, the Netherlands and the UK follow 
the OECD Model.39 Tax treaties signed by other EU Member States 
follow the OECD MC, the UN MC or the US MC. From the analysis of the 
DTCs of AC Member States one can conclude that the tax treaty policy 
adopted by AC law is no longer important. 

In the EU the taxation of royalties varies in each of the twenty-five 
Member States. Several EU countries do not impose any withholding 
tax on outbound royalty payments (Netherlands, Norway, Luxemburg). 
It is also noteworthy that most EU Member States have a relatively 
large net of DTCs between them and third countries. In addition, 
Directive 2003/49/CE governs certain aspect of the taxation of 
royalties within the EU. Although there is no specific community tax 
rule governing the relations between EU Member States and third 
countries, the influence of EC law in the DTCs is subject to important 
discussions, due to the unknown limits of what is called “negative 
integration”40. 

Royalties are normally subject to direct taxation. The Member 
States, and not the EC as such, have competence over direct taxation. 
However, the European Court of Justice (ECJ) has emphasised that this 
lack of competence does not relieve the Member States from 
complying with their obligations under EC law, especially, according to 
the fundamental freedoms recognised by the EC Treaty.41 This 
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39 Ibid, p 30. 
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rationale has influenced some political decisions on the IP tax field at 
the domestic level. For example, in 2007, the EU Commission referred 
to a tax incentive granted by Section 243 of Ireland's Taxes 
Consolidation Act 1997. The incentive regarded the exemption of 
patent royalties from taxation as long as the research leading to the 
patent was carried out in Ireland. The Commission found it 
discriminatory and incompatible with EU rules on freedom of 
establishment and the free movement of services. Even more, 
according to the EU Commission Irland had to change such taxation on 
patent royalties or face legal action before the European Court of 
Justice. Under the pressure, Ireland extended its exemption on patent 
royalty income to include royalties received in respect of non-Irish 
patents granted after 1 January 2008. 

The EU has also taken some measures on certain aspects of the 
double taxation within the Community, which very early had been 
identified as a serious problem42. For royalty payments, the main 
disadvantage observed was the effect of the withholding tax in the 
source country. Legal scholars43 and the European Commission 
proposed the reduction or abolition of the withholding tax on royalties 
within the EU, pondering the distortions on the financial and 
commercial transactions within the EU. Until today, the problems 
related to the EU internal taxation system have been partially resolved 
with the approval of the Directive 2003/49/EC and its amendments, 
forcing the Member States to introduce some changes.  

According to the Directive 2003/49/EC the proper way to ensure 
equality of tax treatment between national and cross-border 
transactions is the abolition of taxation on royalty payments in the EU 
Member State where royalties arise.44 As a consequence, the method 
approved for the avoidance of double taxation is the exclusive taxation 
of royalties in the country of residence of the beneficial owner. 
However, there are some exceptions, justified for budgetary reasons, 
or by the differences of technological development among member 
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States.45 The Czech Republic, Greece, Latvia, Lithuania, Poland, 
Portugal, Slovakia and Spain are allowed to a limited taxation at source 
for a limited period of time.46 

As far as third countries are concerned, the situation regarding the 
interaction between EC law and tax treaties is still rather vague. In this 
context, the discussion regarding the influence of EC Law in tax 
treaties arises47. Taking a closer look at the extensive net of DTCs 
signed by EU Member States one has to acknowledge that taxation at 
source is not disregarded. This is observed in the DTCs with third 
countries. DTCs are negotiated on different premises, depending on 
the interests of both contracting states. In some cases the countries 
are used to following either one of the versions of the OECD MC, the 
US MC or the UN MC. 

4. Challenges posed by tax expenditure 

Finally, it is also noteworthy that tax expenditures such as 
exemptions, including the ones mentioned in section 1, allowances, 
credits, rate relief or deferrals are an alternative tool for achieving 
public policies. Developed and developing countries seem to have a 
different approach to tax expenditure especially when it comes to 
IPR48. Tax regulations seem to show more attention to IPR leading to 
technology developments and innovation and/or to certain industries 
such as software or film industries.  

The results achieved by tax expenditures approved by OECD 
Member States suggest that they are sufficiently satisfactory to 
otherwise take action. It is important to note that OECD Member 
States possess a good level of economic and technological 
development and direct investment in R&D. However, not all OECD 
Member States grant tax incentives for R&D, as it is the case of 
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Germany, Finland, Island and Sweeden49. 

The effect of tax incentives for R&D in developing countries has 
not been subject of further study50. However, outside the Western 
world, including Latin America, in countries like China, India, Singapore 
and Korea, tax incentives appear to play an important role in attracting 
capital and promoting R&D. Statistics regarding the results of tax 
incentives are unknown however51. In Colombia there is certain 
criticism towards the efficiency of tax incentives granted to promote 
R&D in particular periods and in the private sector.52 It is considered 
that the direct benefit derived from the existing policy in this area is 
minimal and that incentives do not achieve the objectives pursued with 
them. The incentives seem complex and are criticised by not being 
administered by the Tax Administration (DIAN) but from 
COLCIENCIAS.53 This includes a tax exemption of the income tax for 
new software products made in Colombia. Requirements to apply for 
the exemption include a high scientific and technological research 
activity performed in the country and approval by COLCIENCIAS.54 Such 
an exemption seems to be complex and creates a kind of discrimination 
with other innovative – scientific products and other goods protected 
by IPR. According to statistics published by Mercer-Blackman, in 2004 
from 20 applications, 16 were granted55. 

Due to the fact that tax expenditures are a substitute for regular 
direct expenditure programs, another concern is that they should be 
subjected to the same budget control regulations as the latter56. 
According to the OECD the problem is to establish the efficiency of tax 
expenditures and its interaction with other economic tools such as 
subsidies57. This is not the only criticism. Since tax expenditures 
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privilege one sector of activity, the tax administration will have more 
volume of work to control the exceptions. In addition, there are 
concerns regarding the effects of an international tax competition to 
attract foreign investment due to the growing innovation of tax 
incentives and the level of sophistication that they are reaching. 

5. Conclusions  

Law regarding the taxation of IPR income and IPR holding 
companies demonstrates that in the international arena tax neutrality 
does not exist. Moreover, excessive (double) taxation on crossborder 
transactions is more rule than exception. As such one should be aware 
of the fact that: 1) There is a severe competition between countries 
for IPR proceeds/assets/financial centres; 2) Tax laws and DTCs are 
important instruments to achieve the political objective of attracting 
inward investments in R&D; 3) tax expenditures less visible financial 
tools to further achieve technological development and innovation in 
some countries.  

Whilst the international legal protection of IPR has been 
strengthened, the taxation of such proceeds has grown in importance 
both domestically and internationally. The taxation of IPR is not a loose 
wheel of the economy but on the contrary, it may influence the 
promotion of innovation, research and development and the creation 
of IPR, usually financed by direct investment.  

Tax policies vary from country to country. This paper presented 
different trends. Some countries tend to promote domestic innovation 
via tax laws but at the same time impose high withholding taxes on 
outbound royalties. Some exempt such payment and instead promote 
the creation of IP holding centres in order to maximize tax efficiencies. 
There are different levels of taxation and different approaches to tax 
expenditures. Lower levels of taxation and a good number of qualified 
tax expenditures tend to attract more foreign investment. This 
influences the economic exploitation of IPR and may even determine 
the IP strategy.  

Tax law can help to channel the income to low tax jurisdictions or 
tax havens. The advantages and disadvantages that arise with the 
creation of IP royalty routing companies and the many tax incentives 
should be analyzed in detail by developing countries. The analysis of 
such practices is crucial to determine the policy of IP taxation. 

An analysis of the advantages and disadvantages of IP requires a 
macroeconomic analysis. It is important to distinguish between 



countries with different levels of economic development and levels of 
innovation. Strengthening IP in both is necessary. However, a major 
change in the tax treatment of royalty income in tax treaties between 
developed and developing countries should not be expected. Without a 
balance in this respect we relieve there is a risk of increasing the 
bridge between developed and developing countries.  

While it is true that the need for knowledge and IPR by developing 
countries must be taken into account in the tax and trade agenda of 
intellectual property, it is also true that these countries should commit 
to adopt policies and specific measures towards an improvement of 
their innovation levels and the creation of IPR. A review of tax law in 
developing countries considering the international arena seems also 
necessary for this purpose.  


