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1. INTRODUCTION
1. In April 1998, the Council of the OECD adopted the Report entitled
Harmful Tax Competition: an Emerging Global Issue (the “1998 Report on harmful
tax competition”). One of the issues for follow-up work identified in the Report
was a possible restriction of the entitlement to treaty benefits.

2. This note is the result of the work done by the Committee on Fiscal
Affairs on this issue.

2. NATURE OF THE WORK DONE BY THE COMMITTEE
3. Recommendation 9 of the 1998 Report on harmful tax competition read
as follows:

that countries consider including in their tax conventions provisions
aimed at restricting the entitlement to treaty benefits for entities and
income covered by measures constituting harmful tax practices and
consider how the existing provisions of their tax conventions can be
applied for the same purpose; that the Model Tax Convention be
modified to include such provisions or clarifications as are needed in
that respect.

4. Paragraphs 119 and 120 of the Report clarified what types of provisions
were envisaged:

119. Various approaches have been used by countries to reduce that
risk. In some cases, countries have been able to determine that the place
of effective management of a subsidiary lies in the State of the parent
company so as to make it a resident of that country either for domestic
law or treaty purposes. In other cases, it has been possible to argue, on
the basis of the facts and circumstances of the cases, that a subsidiary
was managed by the parent company in such a way that the subsidiary
had a permanent establishment in the country of residence of the parent
company so as to be able to attribute profits of the subsidiary to that
latter country. Another example involves denying companies with no
real economic function treaty benefits because these companies are not
considered as beneficial owner of certain income formally attributed to
them. The Committee intends to continue to examine these and other
approaches to the application of the existing provisions of the Model Tax
Convention, with a view to recommending appropriate clarification to
the Model Tax Convention.

120. There are, however, a number of additional provisions, such as
limitation of benefits rules, which have been included in some tax
treaties to specifically restrict access to their benefits. The Committee
has also been reviewing these provisions with a view to propose changes
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to the Model Tax Convention aimed at denying the tax treaty benefits to
entities and income covered by practices constituting harmful tax
competition. The Committee intends to continue its work in this area
with a view to modify the Model Tax Convention or the Commentary so
as to include such provisions that countries will be able to incorporate in
their tax treaties.

5. Based on the preceding, the work that the Committee was asked to carry
out in relation to a possible restriction of the entitlement to treaty benefits
dealt with the following:

– using the concepts of place of effective management and permanent
establishment to reduce benefits obtained under a tax convention;

– the possible inclusion in the Model of various types of provisions
aimed at ensuring that income sheltered from taxation through
regimes constituting harmful tax competition do not inappropriately
get the benefits of tax conventions;

– possible ways of ensuring that, where a country that is a party to a tax
convention introduces measures resulting in harmful tax competition
after the conclusion of the tax convention, benefits of the convention
are not inappropriately granted with respect to income covered by
such measures;

– the clarification of the concept of “beneficial ownership”.

6. During its work, the Committee also discussed the extent to which one
possible approach to dealing with the issues described above might be
through a narrowing of the concept of residence in Article 4 of the Model Tax
Convention. It concluded that it would not be appropriate to make changes to
Article 4 or the Commentary on that Article because:

– to do so could damage the position of persons who are legitimately
entitled to treaty benefits; and

– other more effective approaches could be pursued to prevent treaty
benefits claims by entities associated with regimes constituting
harmful tax competition.

3. USE OF THE CONCEPTS OF PLACE OF EFFECTIVE
MANAGEMENT AND PERMANENT ESTABLISHMENT

a) Changes adopted by the Committee

7. The Committee decided that the following changes should be made to
the Commentary on Article 1 of the Model Tax Convention:

Add the following new paragraphs 10.1 and 10.2 to the Commentary on Article 1:



OECD MODEL CONVENTION

R(17)-4 MODEL TAX CONVENTION (FULL VERSION) – © OECD 2015

R (17)

10.1 Also, in some cases, claims to treaty benefits by subsidiary
companies, in particular companies established in tax havens or
benefiting from harmful preferential regimes, may be refused where
careful consideration of the facts and circumstances of a case shows that
the place of effective management of a subsidiary does not lie in its
alleged state of residence but, rather, lies in the state of residence of the
parent company so as to make it a resident of that latter state for
domestic law and treaty purposes (this will be relevant where the
domestic law of a state uses the place of management of a legal person,
or a similar criterion, to determine its residence).

10.2 Careful consideration of the facts and circumstances of a case may
also show that a subsidiary was managed in the state of residence of its
parent in such a way that the subsidiary had a permanent establishment
(e.g. by having a place of management) in that state to which all or a
substantial part of its profits were properly attributable.

b) Background

8. In some cases, countries have been able to determine, on the basis of the
facts and circumstances of the cases, that the place of effective management
of a subsidiary lies in the State of the parent company so as to make it a
resident of that country either for domestic law or treaty purposes. In other
cases, it has been possible to argue, on the basis of the facts and
circumstances of the cases, that a subsidiary was managed by the parent
company in such a way that the subsidiary had a permanent establishment in
the country of residence of the parent company so as to be able to attribute
profits of the subsidiary to that latter country.

9. Both of these approaches result in a reduction of the benefits that a
taxpayer might otherwise claim under a tax convention. The Committee has
considered these approaches and it emerged that some member countries
have used them in practice to resist inappropriate treaty claims, as shown by
the examples below which are based on the experience of one country.

The place of effective management of a company and thus its residence is
located with its parent company

10. Company A is constituted under the law of Country A, a low tax
jurisdiction, and is a resident of that country under its domestic tax law. All of
the shares in A are owned by trust B which is constituted under the law of
Country B, another low tax jurisdiction, and which is a resident of that
country. Company A owns all of the shares of company C, which is a resident
of Country C. The sole director of company C is Mr D, who is a resident of
Country C as well. Mr D is directly and fully entitled to the property of trust B.
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The income of company A consists of dividends from company C, interest on
loans to company C and interest on bonds issued by a Country C bank.
Investigations by the Country C tax administration showed that company A
had no office or personnel of its own. All contacts with the bank concerning
the bonds were conducted by Mr D. Later, a sale of all the shares and loans
held by company A was negotiated and conducted by Mr D.

11. According to the Country C Supreme Court, in general it is to be assumed
that the effective management of a company is exercised by its board of
directors and that the place of residence of the company is congruent with the
place where its board of directors exercises its duties. However, if judging from
the circumstances it is to be assumed that the effective management of the
company is exercised by some other person and not by the board of directors,
then there may be ground to regard the place from which effective
management is exercised by that other person as the place of residence of the
company. In the case described above the Supreme Court concluded that
company A was effectively managed in Country C by Mr D and thus the
company was to be regarded as a resident of Country C, for the purposes of
both Country C domestic tax law and the tax arrangement between Country C
and Country A.

A place of management and thus a permanent establishment of a
subsidiary is located with its parent company

12. Company X is constituted under the law of Country A and is a resident of
that country according to its domestic tax law. Company X acts as a captive
insurance company for a multinational group of enterprises. The top holding
company of the group, company Y, is a resident of Country C. The main
activities of the group are conducted from the offices of company Y.
Investigations by the Country C tax administration showed the following facts.
Company X employs one part-time director, who has little if any knowledge of
the insurance business and two “local” staff members. It occupies space in an
office building, the main user of which is another member of the group. The
insurance contracts between company X and the members of the group follow
standardised conditions set by company Y. These contracts are reinsured with
independent insurance companies, through the intermediary of an insurance
broker. The reinsurance contract is negotiated and concluded by personnel
from company Y, following strategies set by company Y.

13. The Country C Court decided that, judging from the factual
circumstances of the case, the place of effective management of company X
was not located in Country C and company X was therefore not a resident of
Country C. However, according to the Court, it was to be assumed that to a
certain extent the daily management of company X was exercised at the office
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of company Y. The Court was of the opinion that this extent was such that it
exceeded the normal amount of influence that a parent company has on its
subsidiary on account of its position as shareholder. The Court therefore
concluded that to the extent of that daily management a permanent
establishment of company X was located with company Y in Country C.

4. NEW PROVISIONS AIMED AT RESTRICTING THE
BENEFITS OF TAX CONVENTIONS

a) Changes adopted by the Committee

14. The Committee discussed a proposal for amending the part of the
Commentary on Article 1 that deals with the Improper Use of Tax
Conventions. This led to the adoption of the following changes to that part of
the Commentary:

Add the following paragraph 9.6 and replace paragraphs 10 to 21 of the
Commentary on Article 1 by the following (changes to the existing text of the
Commentary appear in bold italics for additions and strikethrough for deletions):

9.6 The potential application of general anti-abuse provisions does not
mean that there is no need for the inclusion, in tax conventions, of specific
provisions aimed at preventing particular forms of tax avoidance. Where
specific avoidance techniques have been identified or where the use of such
techniques is especially problematic, it will often be useful to add to the
Convention provisions that focus directly on the relevant avoidance
strategy. Also, this will be necessary where a State which adopts the view
described in paragraph 9.2 above believes that its domestic law lacks the
anti-avoidance rules or principles necessary to properly address such
strategy.

10. For instance, some forms of tax avoidance have already been
expressly dealt with in the Convention, e.g. by the introduction of the
concept of “beneficial owner” (in Articles 10, 11, and 12) and of special
provisions such as paragraph 2 of Article 17 dealing withfor so-called
artiste-companies (paragraph 2 of Article 17). Such problems are also
mentioned in the Commentaries on Article 10 (paragraphs 17 and 22),
Article 11 (paragraph 12) and Article 12 (paragraph 7). It may be
appropriate for Contracting States to agree in bilateral negotiations that
any relief from tax should not apply in certain cases, or to agree that the
application of the provisions of domestic laws against tax avoidance
should not be affected by the Convention.

11. A further example is provided by two particularly prevalent forms of
improper use of the Convention whichImproper uses of the Convention are
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discussed in two reports from the Committee on Fiscal Affairs entitled
“Double Taxation Conventions and the Use of Base Companies” and
“Double Taxation Conventions and the Use of Conduit Companies”.1 As
indicated in these reports, the concern expressed in paragraph 9 above
has proved to be valid as there has been a growing tendency toward the
use of conduit companies to obtain treaty benefits not intended by the
Contracting States in their bilateral negotiations. This has led an
increasing number of member countries to implement treaty provisions
(both general and specific) to counter abuse and to preserve anti-
avoidance legislation in their domestic laws.

12. The treaty provisions that have been designed to cover these and other
forms of abuse take different forms. The following are examples derived
from provisions that have been incorporated in bilateral conventions
concluded by member countries.Several solutions have been considered
but, for the reasons set out in the above-mentioned reports, no definitive
texts have been drafted, no strict recommendations as to the
circumstances in which they should be applied made, and no exhaustive
list of such possible counter-measures given. The texts quoted below are
merely intended as suggested benchmarks. These provide models that
treaty negotiators might consider when searching for a solution to
specific cases. In referring to them there should be taken into account:

– the fact that these provisions are not mutually exclusive and
that various provisions may be needed in order to address
different concerns;

– the degree to which tax advantages may actually be obtained by
a particular avoidance strategy conduit companies;

– the legal context in both Contracting States and, in particular,
the extent to which domestic law already provides an
appropriate response to this avoidance strategy; and

– the extent to which bona fide economic activities might be
unintentionally disqualified by such provisions.

Conduit company cases

13. Many countries have attempted to deal with the issue of conduit
companies and various approaches have been designed for that purpose.
One solution A solution to the problem of conduit companies would be
to disallow treaty benefits to a company not owned, directly or indirectly,
by residents of the State of which the company is a resident. For
example, such a “look-through” provision might have the following
wording:

A company that is a resident of a Contracting State shall not be
entitled to relief from taxation under this Convention with respect
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to any item of income, gains or profits if it is owned or controlled
directly or through one or more companies, wherever resident, by
persons who are not residents of a Contracting State.

Contracting States wishing to adopt such a provision may also
want, in their bilateral negotiations, to determine the criteria
according to which a company would be considered as owned or
controlled by non-residents.

14. The “look-through approach” underlying the above provision seems
an adequate basis for treaties with countries that have no or very low
taxation and where little substantive business activities would normally
be carried on. Even in these cases it might be necessary to alter the
provision or to substitute for it another one to safeguard bona fide
business activities.

15. Conduit situations can be created by the use of tax-exempt (or
nearly tax-exempt) companies that may be distinguished by special legal
characteristics. The improper use of tax treaties may then be avoided by
denying the tax treaty benefits to these companies (the exclusion
approach). The main cases are specific types of companies enjoying tax
privileges in their State of residence giving them in fact a status similar
to that of a non-resident. As such privileges are granted mostly to
specific types of companies as defined in the commercial law or in the
tax law of a country, the most radical solution would be to exclude such
companies from the scope of the treaty. Another solution would be to
insert a safeguarding clause such as the following:

No provision of the Convention conferring an exemption from, or
reduction of, tax shall apply to income received or paid by a
company as defined under Section ... of the ... Act, or under any
similar provision enacted by ... after the signature of the
Convention.

The scope of this provision could be limited by referring only to specific
types of income, such as dividends, interest, capital gains, or directors’
fees. Under such provisions companies of the type concerned would
remain entitled to the protection offered under Article 24 (non-
discrimination) and to the benefits of Article 25 (mutual agreement
procedure) and they would be subject to the provisions of Article 26
(exchange of information).

16. Exclusion provisions are clear and their application is simple, even
though they may require administrative assistance in some instances.
They are an important instrument by which a State that has created
special privileges in its tax law may prevent those privileges from being
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used in connection with the improper use of tax treaties concluded by
that State.

15. 17. General subject-to-tax provisions provide that treaty benefits in
the State of source are granted only if the income in question is subject
to tax in the State of residence. This corresponds basically to the aim of
tax treaties, namely to avoid double taxation. For a number of reasons,
however, the Model Convention does not recommend such a general
provision. Whilst this seems adequate with respect to a normal
international relationship, a subject-to-tax approach might well be
adopted in a typical conduit situation. A safeguarding provision of this
kind could have the following wording:

Where income arising in a Contracting State is received by a
company resident of the other Contracting State and one or more
persons not resident in that other Contracting State

a) have directly or indirectly or through one or more companies,
wherever resident, a substantial interest in such company, in
the form of a participation or otherwise, or

b) exercise directly or indirectly, alone or together, the
management or control of such company,

any provision of this Convention conferring an exemption from, or
a reduction of, tax shall apply only to income that is subject to tax
in the last-mentioned State under the ordinary rules of its tax law.”

The concept of “substantial interest” may be further specified when
drafting a bilateral convention. Contracting States may express it, for
instance, as a percentage of the capital or of the voting rights of the
company.

16. 18. The subject-to-tax approach seems to have certain merits. It
may be used in the case of States with a well-developed economic
structure and a complex tax law. It will, however, be necessary to
supplement this provision by inserting bona fide provisions in the treaty
to provide for the necessary flexibility (cf. paragraph 19 below); moreover,
such an approach does not offer adequate protection against advanced
tax avoidance schemes such as “stepping-stone strategies”.

17. 19. The approaches referred to above are in many ways
unsatisfactory. They refer to the changing and complex tax laws of the
Contracting States and not to the arrangements giving rise to the
improper use of conventions. It has been suggested that the conduit
problem be dealt with in a more straightforward way by inserting a
provision that would single out cases of improper use with reference to
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the conduit arrangements themselves (the channel approach). Such a
provision might have the following wording:

Where income arising in a Contracting State is received by a
company that is a resident of the other Contracting State and one
or more persons who are not residents of that other Contracting
State

a) have directly or indirectly or through one or more companies,
wherever resident, a substantial interest in such company, in
the form of a participation or otherwise, or

b) exercise directly or indirectly, alone or together, the
management or control of such company

any provision of this Convention conferring an exemption from, or
a reduction of, tax shall not apply if more than 50 per cent of such
income is used to satisfy claims by such persons (including
interest, royalties, development, advertising, initial and travel
expenses, and depreciation of any kind of business assets
including those on immaterial goods and processes).”

18. 20. A provision of this kind appears to be the only effective way of
combatting “stepping-stone” devices. It is found in bilateral treaties
entered into by Switzerland and the United States and its principle also
seems to underly the Swiss provisions against the improper use of tax
treaties by certain types of Swiss companies. States that consider
including a clause of this kind in their convention should bear in mind
that it may cover normal business transactions and would therefore
have to be supplemented by a bona fide clause.

19. 21. The solutions described above are of a general nature and they
need to be accompanied by specific provisions to ensure that treaty
benefits will be granted in bona fide cases. Such provisions could have the
following wording:

a) General bona fide provision

“The foregoing provisions shall not apply where the company
establishes that the principal purpose of the company, the conduct
of its business and the acquisition or maintenance by it of the
shareholding or other property from which the income in question
is derived, are motivated by sound business reasons and do not
have as primary purpose the obtaining of any benefits under this
Convention.”

b) Activity provision

“The foregoing provisions shall not apply where the company is
engaged in substantive business operations in the Contracting
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State of which it is a resident and the relief from taxation claimed
from the other Contracting State is with respect to income that is
connected with such operations.”

c) Amount of tax provision

“The foregoing provisions shall not apply where the reduction of
tax claimed is not greater than the tax actually imposed by the
Contracting State of which the company is a resident.”

d) Stock exchange provision

“The foregoing provisions shall not apply to a company that is a
resident of a Contracting State if the principal class of its shares is
registered on an approved stock exchange in a Contracting State or
if such company is wholly owned-directly or through one or more
companies each of which is a resident of the first-mentioned State-
by a company which is a resident of the first-mentioned State and
the principal class of whose shares is so registered.”

e) Alternative relief provision

“In cases where an anti-abuse clause refers to non-residents of a
Contracting State, it could be provided that the term ‘shall not be
deemed to include residents of third States that have income tax
conventions in force with the Contracting State from which relief
from taxation is claimed and such conventions provide relief from
taxation not less than the relief from taxation claimed under this
Convention.”

These provisions illustrate possible approaches. The specific wording of
the provisions to be included in a particular treaty depends on the
general approach taken in that treaty and should be determined on a
bilateral basis. Also, where the competent authorities of the Contracting
States have the power to apply discretionary provisions, it may be
considered appropriate to include an additional rule that would give the
competent authority of the source country the discretion to allow the
benefits of the Convention to a resident of the other State even if the
resident fails to pass any of the tests described above.

20. Whilst the preceding paragraphs identify different approaches to deal
with conduit situations, each of them deals with a particular aspect of the
problem commonly referred to as “treaty shopping”. States wishing to
address the issue in a comprehensive way may want to consider the
following example of detailed limitation-of-benefits provisions aimed at
preventing persons who are not resident of either Contracting States from
accessing the benefits of a Convention through the use of an entity that
would otherwise qualify as a resident of one of these States, keeping in
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mind that adaptations may be necessary and that many States prefer other
approaches to deal with treaty shopping:

1. Except as otherwise provided in this Article, a resident of a
Contracting State who derives income from the other Contracting
State shall be entitled to all the benefits of this Convention otherwise
accorded to residents of a Contracting State only if such resident is a
‘qualified person’ as defined in paragraph 2 and meets the other
conditions of this Convention for the obtaining of such benefits.

2. A resident of a Contracting State is a qualified person for a fiscal
year only if such resident is either:

a) an individual;

b) a qualified governmental entity;

c) a company, if

i) the principal class of its shares is listed on a recognised
stock exchange specified in subparagraph a) or b) of
paragraph 6 and is regularly traded on one or more
recognized stock exchanges, or

ii) at least 50 percent of the aggregate vote and value of the
shares in the company is owned directly or indirectly by
five or fewer companies entitled to benefits under
subdivision i) of this subparagraph, provided that, in the
case of indirect ownership, each intermediate owner is a
resident of either Contracting State;

d) a charity or other tax-exempt entity, provided that, in the case
of a pension trust or any other organization that is established
exclusively to provide pension or other similar benefits, more
than 50 percent of the person’s beneficiaries, members or
participants are individuals resident in either Contracting
State; or

e) a person other than an individual, if:

i) on at least half the days of the fiscal year persons that are
qualified persons by reason of subparagraph a), b) or d) or
subdivision c) i) of this paragraph own, directly or
indirectly, at least 50 percent of the aggregate vote and
value of the shares or other beneficial interests in the
person, and

ii) less than 50 percent of the person’s gross income for the
taxable year is paid or accrued, directly or indirectly, to
persons who are not residents of either Contracting State
in the form of payments that are deductible for purposes of
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the taxes covered by this Convention in the person’s State
of residence (but not including arm’s length payments in
the ordinary course of business for services or tangible
property and payments in respect of financial obligations
to a bank, provided that where such a bank is not a
resident of a Contracting State such payment is
attributable to a permanent establishment of that bank
located in one of the Contracting States).

3. a) A resident of a Contracting State will be entitled to benefits of
the Convention with respect to an item of income, derived from
the other State, regardless of whether the resident is a qualified
person, if the resident is actively carrying on business in the
first-mentioned State (other than the business of making or
managing investments for the resident’s own account, unless
these activities are banking, insurance or securities activities
carried on by a bank, insurance company or registered
securities dealer), the income derived from the other
Contracting State is derived in connection with, or is incidental
to, that business and that resident satisfies the other
conditions of this Convention for the obtaining of such benefits.

b) If the resident or any of its associated enterprises carries on a
business activity in the other Contracting State which gives
rise to an item of income, subparagraph a) shall apply to such
item only if the business activity in the first-mentioned State is
substantial in relation to business carried on in the other State.
Whether a business activity is substantial for purposes of this
paragraph will be determined based on all the facts and
circumstances.

c) In determining whether a person is actively carrying on
business in a Contracting State under subparagraph a),
activities conducted by a partnership in which that person is a
partner and activities conducted by persons connected to such
person shall be deemed to be conducted by such person. A
person shall be connected to another if one possesses at
least 50 percent of the beneficial interest in the other (or, in the
case of a company, at least 50 percent of the aggregate vote
and value of the company’s shares) or another person
possesses, directly or indirectly, at least 50 percent of the
beneficial interest (or, in the case of a company, at least 50
percent of the aggregate vote and value of the company’s
shares) in each person. In any case, a person shall be
considered to be connected to another if, based on all the facts
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and circumstances, one has control of the other or both are
under the control of the same person or persons.

4. Notwithstanding the preceding provisions of this Article, if a
company that is a resident of a Contracting State, or a company that
controls such a company, has outstanding a class of shares

a) which is subject to terms or other arrangements which entitle
its holders to a portion of the income of the company derived
from the other Contracting State that is larger than the portion
such holders would receive absent such terms or arrangements
(‘the disproportionate part of the income’); and

b) 50 percent or more of the voting power and value of which is
owned by persons who are not qualified persons

the benefits of this Convention shall not apply to the disproportionate
part of the income.

5. A resident of a Contracting State that is neither a qualified
person pursuant to the provisions of paragraph 2 or entitled to
benefits under paragraph 3 or 4 shall, nevertheless, be granted
benefits of the Convention if the competent authority of that other
Contracting State determines that the establishment, acquisition or
maintenance of such person and the conduct of its operations did not
have as one of its principal purposes the obtaining of benefits under
the Convention.

6. For the purposes of this Article the term ‘recognized stock
exchange’ means:

a) in State A ……..;

b) in State B ……..; and

c) any other stock exchange which the competent authorities
agree to recognize for the purposes of this Article.

Provisions which are aimed at entities benefiting from preferential tax
regimes

21. [OLD 15] Specific types of companies enjoying tax privileges in their
State of residence facilitate conduit arrangements and raise the issue of
harmful tax practices. Conduit situations can be created by the use
ofWhere tax-exempt (or nearly tax-exempt) companies that may be
distinguished by special legal characteristics, the.The improper use of
tax treaties may then be avoided by denying the tax treaty benefits to
these companies (the exclusion approach). The main cases are
specific types of companies enjoying tax privileges in their State of
residence giving them in fact a status similar to that of a non-resident.
As such privileges are granted mostly to specific types of companies as
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defined in the commercial law or in the tax law of a country, the most
radical solution would be to exclude such companies from the scope of
the treaty. Another solution would be to insert a safeguarding clause
such as the followingwhich would apply to the income received or paid by
such companies and which could be drafted along the following lines:

No provision of the Convention conferring an exemption from, or
reduction of, tax shall apply to income received or paid by a
company as defined under Section ... of the ... Act, or under any
similar provision enacted by ... after the signature of the
Convention.

The scope of this provision could be limited by referring only to specific
types of income, such as dividends, interest, capital gains, or directors’
fees. Under such provisions companies of the type concerned would
remain entitled to the protection offered under Article 24 (non-
discrimination) and to the benefits of Article 25 (mutual agreement
procedure) and they would be subject to the provisions of Article 26
(exchange of information).

21.1 [OLD 16]Exclusion provisions are clear and their application is
simple, even though they may require administrative assistance in some
instances. They are an important instrument by which a State that has
created special privileges in its tax law may prevent those privileges from
being used in connection with the improper use of tax treaties concluded
by that State.

21.2 Where it is not possible or appropriate to identify the companies
enjoying tax privileges by reference to their special legal characteristics, a
more general formulation will be necessary. The following provision aims at
denying the benefits of the Convention to entities which would otherwise
qualify as residents of a Contracting State but which enjoy, in that State, a
preferential tax regime restricted to foreign-held entities (i.e. not available to
entities that belong to residents of that State):

Any company, trust or partnership that is a resident of a Contracting
State and is beneficially owned or controlled directly or indirectly by
one or more persons who are not residents of that State shall not be
entitled to the benefits of this Convention if the amount of the tax
imposed on the income or capital of the company, trust or partnership
by that State (after taking into account any reduction or offset of the
amount of tax in any manner, including a refund, reimbursement,
contribution, credit or allowance to the company, trust or partnership,
or to any other person) is substantially lower than the amount that
would be imposed by that State if all of the shares of the capital stock
of the company or all of the interests in the trust or partnership, as the
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case may be, were beneficially owned by one or more residents of that
State.

Provisions which are aimed at particular types of income

21.3 The following provision aims at denying the benefits of the
Convention with respect to income that is subject to low or no tax under a
preferential tax regime:

1. The benefits of this Convention shall not apply to income which
may, in accordance with the other provisions of the Convention, be
taxed in a Contracting State and which is derived from activities the
performance of which do not require substantial presence in that
State, including :

a) such activities involving banking, shipping, financing, or
insurance or electronic commerce activities; or

b) activities involving headquarter or coordination centre or
similar arrangements providing company or group
administration, financing or other support; or

c) activities which give rise to passive income, such as dividends,
interest and royalties

where, under the laws or administrative practices of that State, such
income is preferentially taxed and, in relation thereto, information is
accorded confidential treatment that prevents the effective exchange
of information.

2. For the purposes of paragraph 1, income is preferentially taxed in
a Contracting State if, other than by reason of the preceding Articles
of this Agreement, an item of income:

a) is exempt from tax; or

b) is taxable in the hands of a taxpayer but that is subject to a
rate of tax that is lower than the rate applicable to an
equivalent item that is taxable in the hands of similar
taxpayers who are residents of that State; or

c) benefits from a credit, rebate or other concession or benefit that
is provided directly or indirectly in relation to that item of
income, other than a credit for foreign tax paid.

Anti-abuse rules dealing with source taxation of specific types of income

21.4 The following provision has the effect of denying the benefits of
specific Articles of the convention that restrict source taxation where
transactions have been entered into for the main purpose of obtaining these
benefits. The Articles concerned are 10, 11, 12 and 21; the provision should
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be slightly modified as indicated below to deal with the specific type of
income covered by each of these Articles:

The provisions of this Article shall not apply if it was the main
purpose or one of the main purposes of any person concerned with the
creation or assignment of the [Article 10: ‘shares or other rights’;
Article 11: ‘debt-claim’; Articles 12 and 21: ‘rights’] in respect of
which the [Article 10: ‘dividend’; Article 11: ‘interest’; Articles 12
‘royalties’ and Article 21: ‘income’] is paid to take advantage of this
Article by means of that creation or assignment.

Provisions which are aimed at preferential regimes introduced after the
signature of the convention

21.5 States may wish to prevent abuses of their conventions involving
provisions introduced by a Contracting State after the signature of the
Convention. The following provision aims to protect a Contracting State
from having to give treaty benefits with respect to income benefiting from a
special regime for certain offshore income introduced after the signature of
the treaty:

The benefits of Articles 6 to 22 of this Convention shall not accrue to
persons entitled to any special tax benefit under:

a) a law of either one of the States which has been identified in an
exchange of notes between the States; or

b) any substantially similar law subsequently enacted.

b) Background

15. The Committee has examined what new types of provisions for the
Model Tax Convention could be appropriate to ensure that income sheltered
from taxation through harmful tax regimes would not inappropriately get the
benefits of tax conventions.

16. As part of that work, several possible provisions were put forward.
Several delegates advocated the inclusion of a comprehensive limitation of
benefits provision. Other delegates opposed the inclusion of such a provision
favouring an Article by Article approach to those provisions most likely to be
abused. It was decided that these two approaches need not be alternatives and
that both could be included, complementing each other in a Convention. It
was also agreed that the relevant part of the Commentary on Article 1 should
be redrafted to include some of the provisions put forward during the work on
this issue.
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5. RESTRICTION OF THE BENEFITS OF TAX
CONVENTIONS AFTER THE INTRODUCTION OF A

NEW REGIME
17. Another issue examined by the Committee was how to ensure that,
where a country that is a party to a tax convention introduces measures
resulting in harmful tax competition after the conclusion of the tax
convention, benefits of the convention are not inappropriately granted with
respect to income covered by such measures. Consideration of the provisions
put forward by delegates in relation to the previous issue revealed that most
would be effective in dealing both with regimes existing at the time of entry
into effect of a convention and new regimes introduced later. However such
provisions might not be included in a convention where no harmful
preferential regime existed at the time of conclusion of the convention.

a) Changes adopted by the Committee

18. The Committee discussed the possibility of including in the Convention
a so-called “switch-over clause” in order to deal with harmful preferential
regimes introduced after the signature of a convention.

19. During that discussion, the Committee debated the merits of such a
clause and examined a proposal for including such a provision in Article 23 A.
After discussion, it was agreed that the proposed provision should not be
included in Article 23 A but that the Commentary could include the
suggestion to adopt such a clause and could provide an example.

20. The Committee therefore adopted the following change to be made to
the Commentary on Articles 23 A and 23 B:

Add the following paragraph 31.1 to the Commentaries on Articles 23 A and 23 B:

31.1 One example where paragraph 2 could be so amended is where a
State that generally adopts the exemption method considers that that
method should not apply to items of income that benefit from a
preferential tax treatment in the other State by reason of a tax measure
that has been introduced in that State after the date of signature of the
Convention. In order to include these items of income, paragraph 2 could
be amended as follows:

2. Where a resident of a Contracting State derives an item of
income which

a) in accordance with the provisions of Articles 10 and 11, may
be taxed in the other Contracting State, or

b) in accordance with the provisions of this Convention, may
be taxed in the other Contracting State but which benefits
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from a preferential tax treatment in that other State by
reason of a tax measure

i) that has been introduced in the other Contracting State
after the date of signature of the Convention, and

ii) in respect of which that State has notified the competent
authorities of the other Contracting State, before the item
of income is so derived and after consultation with that
other State, that this paragraph shall apply,

the first-mentioned State shall allow as a deduction from the tax
on the income of that resident an amount equal to the tax paid in
that other State. Such deduction shall not, however, exceed that
part of the tax, as computed before the deduction is given, which
is attributable to such item of income derived from that other
State.

6. CLARIFICATION OF THE CONCEPT OF
“BENEFICIAL OWNERSHIP”

a) Changes adopted by the Committee

21. The Committee adopted the following changes aimed at clarifying the
meaning of “beneficial ownership” in the Commentary on Articles 10, 11
and 12:

Replace paragraph 12 of the Commentary on Article 10 with the following new
paragraphs (changes to the existing text of the Commentary appear in bold italics
for additions and strikethrough for deletions):

12. The requirement of beneficial ownership was introduced in
paragraph 2 of Article 10 to clarify the meaning of the words ‘paid...to a
resident’ as they are used in paragraph 1 of the Article. It makes plain that
the State of source is not obliged to give up taxing rights over dividend
income merely because that income was immediately received by a resident
of a State with which the State of source had concluded a convention. The
term ‘beneficial owner’ is not used in a narrow technical sense, rather, it
should be understood in its context and in light of the object and purposes
of the Convention, including avoiding double taxation and the prevention of
fiscal evasion and avoidance.

12.1 Where an item of income is received by a resident of a Contracting
State acting in the capacity of agent or nominee it would be inconsistent
with the object and purpose of the Convention for the State of source to
grant relief or exemption merely on account of the status of the immediate
recipient of the income as a resident of the other Contracting State. The
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immediate recipient of the income in this situation qualifies as a resident
but no potential double taxation arises as a consequence of that status since
the recipient is not treated as the owner of the income for tax purposes in
the State of residence. It would be equally inconsistent with the object and
purpose of the Convention for the State of source to grant relief or exemption
where a resident of a Contracting State, otherwise than through an agency
or nominee relationship, simply acts as a conduit for another person who in
fact receives the benefit of the income concerned. For these reasons, the
report from the Committee on Fiscal Affairs entitled ‘Double Taxation
Conventions and the Use of Conduit Companies’2 concludes that a conduit
company cannot normally be regarded as the beneficial owner if, though the
formal owner, it has, as a practical matter, very narrow powers which
render it, in relation to the income concerned, a mere fiduciary or
administrator acting on account of the interested parties.

12.2 Under paragraph 2, Subject to other conditions imposed by the
Article, the limitation of tax in the State of source remainsis not available
when an intermediary, such as an agent or nominee located in a
Contracting State or in a third State, is interposed between the beneficiary
and the payer but the beneficial owner is a resident of the other Contracting
State. (The text of the Model was amended in 1995 to clarify this point,
which has been the consistent position of all member countries). States
which wish to make this more explicit are free to do so during bilateral
negotiations.

Replace paragraph 8 of the Commentary on Article 11 with the following new
paragraphs:

8. The requirement of beneficial ownership was introduced in
paragraph 2 of Article 11 to clarify the meaning of the words ‘paid to a
resident’ as they are used in paragraph 1 of the Article. It makes plain that
the State of source is not obliged to give up taxing rights over interest
income merely because that income was immediately received by a resident
of a State with which the State of source had concluded a convention. The
term ‘beneficial owner’ is not used in a narrow technical sense, rather, it
should be understood in its context and in light of the object and purposes
of the Convention, including avoiding double taxation and the prevention of
fiscal evasion and avoidance.

8.1 Relief or exemption in respect of an item of income is granted by the
State of source to a resident of the other Contracting State to avoid in whole
or in part the double taxation that would otherwise arise from the
concurrent taxation of that income by the State of residence. Where an item
of income is received by a resident of a Contracting State acting in the
capacity of agent or nominee it would be inconsistent with the object and
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purpose of the Convention for the State of source to grant relief or exemption
merely on account of the status of the immediate recipient of the income as
a resident of the other Contracting State. The immediate recipient of the
income in this situation qualifies as a resident but no potential double
taxation arises as a consequence of that status since the recipient is not
treated as the owner of the income for tax purposes in the State of residence.
It would be equally inconsistent with the object and purpose of the
Convention for the State of source to grant relief or exemption where a
resident of a Contracting State, otherwise than through an agency or
nominee relationship, simply acts as a conduit for another person who in
fact receives the benefit of the income concerned. For these reasons, the
report from the Committee on Fiscal Affairs entitled ‘Double Taxation
Conventions and the Use of Conduit Companies’3 concludes that a conduit
company cannot normally be regarded as the beneficial owner if, though the
formal owner, it has, as a practical matter, very narrow powers which
render it, in relation to the income concerned, a mere fiduciary or
administrator acting on account of the interested parties.

8.2 Under paragraph 2,Subject to other conditions imposed by the
Article, the limitation of tax in the State of source remainsis not available
when an intermediary, such as an agent or nominee located in a
Contracting State or in a third State, is interposed between the beneficiary
and the payer but the beneficial owner is a resident of the other Contracting
State. (The text of the Model was amended in 1995 to clarify this point,
which has been the consistent position of all member countries). States
which wish to make this more explicit are free to do so during bilateral
negotiations.

Replace paragraph 4 of the Commentary on Article 12 with the following new
paragraphs:

4. The requirement of beneficial ownership was introduced in
paragraph 1 of Article 12 to clarify how the Article applies in relation to
payments made to intermediaries. It makes plain that the State of source is
not obliged to give up taxing rights over royalty income merely because that
income was immediately received by a resident of a State with which the
State of source had concluded a convention. The term ‘beneficial owner’ is
not used in a narrow technical sense, rather, it should be understood in its
context and in light of the object and purposes of the Convention, including
avoiding double taxation and the prevention of fiscal evasion and
avoidance.

4.1 Relief or exemption in respect of an item of income is granted by the
State of source to a resident of the other Contracting State to avoid in whole
or in part the double taxation that would otherwise arise from the
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concurrent taxation of that income by the State of residence. Where an item
of income is received by a resident of a Contracting State acting in the
capacity of agent or nominee it would be inconsistent with the object and
purpose of the Convention for the State of source to grant relief or exemption
merely on account of the status of the immediate recipient of the income as
a resident of the other Contracting State. The immediate recipient of the
income in this situation qualifies as a resident but no potential double
taxation arises as a consequence of that status since the recipient is not
treated as the owner of the income for tax purposes in the State of residence.
It would be equally inconsistent with the object and purpose of the
Convention for the State of source to grant relief or exemption where a
resident of a Contracting State, otherwise than through an agency or
nominee relationship, simply acts as a conduit for another person who in
fact receives the benefit of the income concerned. For these reasons, the
report from the Committee on Fiscal Affairs entitled ‘Double Taxation
Conventions and the Use of Conduit Companies’4 concludes that a conduit
company cannot normally be regarded as the beneficial owner if, though the
formal owner, it has, as a practical matter, very narrow powers which
render it, in relation to the income concerned, a mere fiduciary or
administrator acting on account of the interested parties.

4.2 Under paragraph 1Subject to other conditions imposed by the Article,
the limitation ofexemption from tax in the State of source remainsis not
available when an intermediary, such as an agent or nominee, is
interposed between the beneficiary and the payer, unless in those cases
where the beneficial owner is a resident of the other Contracting State.
(The text of the Model was amended in 1995 to clarify this point, which
has been the consistent position of all member countries). States which
wish to make this more explicit are free to do so during bilateral
negotiations.

b) Background

22. The Committee discussed various options concerning the clarification of
the concept of “beneficial ownership”. Some delegates noted that the
beneficial ownership test very much depended on the facts and circumstances
of the individual case and that it was therefore difficult to develop a generally
applicable definition of the concept. Most delegates still took the view that it
would be useful to further clarify the concept. It was noted that any addition
to the Commentary had to be drafted in a neutral way so as to avoid
inadvertent limitation of the concept.
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Meaning of beneficial owner

23. The Model Convention does not provide a definition of “beneficial
owner”. The Commentary indicates that an intermediary, such as an agent or
nominee, is not the beneficial owner, but otherwise does not elaborate on the
meaning of the term. In the absence of more extensive clarification the
concept of beneficial ownership presents several difficulties of interpretation
and application. While it is obvious that the use of the concept excludes bare
legal ownership as the criterion for determining availability of treaty benefits
it is less apparent what is intended to be the salient connection with a stream
of income in a case where different interests in the income are held by diverse
hands who might each be considered, as a matter of general law, to possess
some attributes of ownership.

Report on the use of conduit companies

24. Paragraph 14 b) of the 1987 report from the Committee on Fiscal Affairs
entitled “Double Taxation Conventions and the Use of Conduit Companies”5

discussed the application of the requirement of beneficial ownership in abuse
cases:

The OECD has incorporated in its revised 1977 Model provisions
precluding in certain cases persons not entitled to a treaty from
obtaining its benefits through a ‘conduit company’.

[...]

b) Articles 10 to 12 of the OECD Model deny the limitation of tax in the
State of source on dividends, interest and royalties if the conduit
company is not its ‘beneficial owner’. Thus the limitation is not
available when, economically, it would benefit a person not entitled
to it who interposed the conduit company as an intermediary
between himself and the payer of the income (paragraphs 12, 8 and
4 of the Commentary to Articles 10, 11 and 12 respectively). The
Commentaries mention the case of a nominee or agent. The
provisions would, however, apply also to other cases where a person
enters into contracts or takes over obligations under which he has a
similar function to those of a nominee or an agent. Thus a conduit
company can normally not be regarded as the beneficial owner if,
though the formal owner of certain assets, it has very narrow powers
which render it a mere fiduciary or an administrator acting on
account of the interested parties (most likely the shareholders of the
conduit company). In practice, however, it will usually be difficult for
the country of source to show that the conduit company is not the
beneficial owner. The fact that its main function is to hold assets or
rights is not itself sufficient to categorise it as a mere intermediary,
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although this may indicate that further examination is necessary.
This examination will in any case be highly burdensome for the
country of source and not even the country of residence of the
conduit company may have the necessary information regarding the
shareholders of the conduit company, the company’s relationships
to the shareholders or other interested parties or the decision-
making process of the conduit company. So even an exchange of
information between the country of source and the country of the
conduit company may not solve the problem. It is apparently in view
of these difficulties that the Commentaries on the 1977 OECD Model
mentioned the possibility of defining more specifically during
bilateral negotiations the treatment that should be applicable to
such companies (cf. paragraph 22 of the Commentary on Article 10).

Notes

1. These two reports are reproduced in Volume II at pages R(5)-1 and R(6)-1.

2. Reproduced in Volume II at page R(6)-1.

3. Reproduced in Volume II at page R(6)-1.

4. Reproduced in Volume II at page R(6)-1.

5. Reproduced in Volume II at page R(6)-1.
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