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Considering the decisions made at the first meetihthe Committee of Experts, past work of the Graud
Experts and discussion results of the Group of Etspand the Committee of Experts, the sub-committae
included the following issues in the draft repostthe main discussion points:

i) the concept of the tax treaty abuse and treaty gimgp

i) various fact patterns of the abuse of tax treaties

iii) applicability of domestic anti-abuse measures ¢éaty abuse cases
iv) treaty measures for preventing tax treaty abuse.

Even though a uniform, internationally applicabkfidition of the tax treaty abuse is difficult tmél, concept
of ‘treaty abuse’, ‘treaty shopping’ and ‘qualific@n’ are explored in this draft report. It sholded noted that the
concept of ‘treaty abuse’ can be broken down imtiouse by one of the contracting states’ and ‘almitax
treaties by individuals and entities’.

Various cases of tax treaty abuse can begoaized based on the behavioural patterns of themses: i.e., (i)
‘acquiring residency of a specific country’, (iidttributing profits or income to a specific entityiii) ‘changing
the character of an income’, and (iv) other schemes

As domestic measures to counter tax treatysapapplication of ‘specific anti-abuse rules’efgeral anti-
abuse rules’ and ‘codification of substance-ovamfqor economic substance) principle’ can be coasid.
Likewise, as treaty measures for preventing taatyrebuse, ‘safeguard clauses recognizhmg the application
domestic anti-abuse provisions does not violatettbaty provisions’, ‘general anti-abuse rules’ddspecific
treaty anti-abuse rules’ can be considered.

Members of the Committee are requested to proviéé& tomments (hopefully in written format) on $ies
raised in this draft report by the end of one moatter the 2006 meeting of the Committee of ExpeBtsch
comments are indispensable in developing the guidam the measures against tax treaty abuse aagy tre
shopping which will be reflected in the UN Model @e@ntion and its Commentary.

*The present paper was prepared by the subcomendtetreaty abuses and treaty shopping (Mr.
Kyung Geun Lee, Coordinator) of the Committee opExs on International Cooperation in Tax
Matters. This paper, even if it reflects relevapinions of members of the subcommittee
extensively, has not got final approval of the subanittee yet.
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|. Introduction

1. Atits first meeting held on 5-9 December 200 Committee of Experts on International
Cooperation in Tax Matters (hereinafter called “@@mmittee of Experts”) decided that:

“(a) The issue of treaty abuse needed to be deditimwthe United Nations Model
Convention and that this might be addressed irCitimentary as well as in the Convention
itself. The Commentary on article 1 of the OECD Mb@onvention, which addresses methods
of combating treaty abuse, would be helpful in ti@gard. However, it was important to ensure
that, in considering the issue of treaty abuseetheas a balance between the need to provide
certainty for investors and the need for tax adstrations to combat such abuse;

(b) Further consideration needs to be given to esking methods that might be used to
combat specific treaty abuse issues. A sub-comenittas appointed, to be coordinated by Mr.
Lee and tolinclude Mr. Silitonga, Mr. Lara Yafféy. Zhang, Prof. Garcia Prats and Mr.
Sasseuville.

2. Since early 2006, most of members of the subrodtee have provided their comments to
the coordinator for the purpose of drafting the &¢pf the sub-committee. Naturally, this

draft report is largely based on these commésher bases for this draft report ayeéhe

report of Mr. Sasseville (E/C.18/2005/2) preserdethe above meeting) the report of Prof.
Garcia Prats (ST/SG/AC.8/2003/L.3) submitted to 18 meeting (held on 15-19 December
2003) of the Ad Hoc Group of Experts on Internaéib6@ooperation in Tax Matters (hereinafter
to be called “the Group of Experts”) ang other references on this topic, including comments
received from Prof. Mcintyre.

3. It would be helpful to first summarize the warkthe Group of Experts on treaty abuse up
to 2003 and then to review the general views ofGbenmittee of Experts on treaty abuse
expressed during its first meeting.

4. The Group of Experts examined abuse of taxigesain two occasions, at its second
meeting in 1983 and at its fourth meeting in 1987the latter meeting, it arrived at some
important conclusions that form the basis for thespnt review and update: It identified the
main types of abuse of double taxation conventicnssidered possible treaty solutions to the
problem and examined a number of abusive situatamuspossible solutions to them. However,
it stopped short of embodying these consideratioritke update of the United Nations Model
Convention in 200

5. During the 1 and the last meeting of the Group of Experts id20he issues of abuse
of tax treaties and treaty shopping were discussesed on the report of Prof. Garcia Prats.
Paragraphs 23-25 of the Recctds that Meeting summarizes the discussion resadtfollows:

"23. OECD has attempted to deal with treaty abtisesugh amendments to the
commentary to article 1 of its Model Tax ConventmmIncome and on Capital (OECD
Model Convention). A proposal on the update ofcbenmentaries on article 1 of the
United Nations Model Tax Convention between Devetbpnd Developing Countries

1 Paragraph 37 of the Record of the Meeting (E-208%k-

2 Comments from other Experts and observers of the@ittee are to be distributed as a supplementatg to this draft report.
3 This history is summarized at paragraph 5-6 ofréyort of Prof. Garcia Prats

4 E/2004/51 "Eleventh meeting of the Ad Hoc GrouEaferts on International Cooperation in Tax Matter
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(the United Nations Model Convention) was preseraethe meeting. The proposal
assumed that any update of the Commentary oneaticf the United Nations Model
Convention should take into account, as a poirdegfarture, the update carried on by
the OECD in 2003 to the Commentary on article thef OECD Model Convention.
Nevertheless, it was stressed that it was impossdohautomatically assume and
translate all the amendments made by OECD to itdeM@onvention, since there had
been little discussion on certain issues at théddnNations meeting. The Group of
Experts adopted the view that the discussion ohgha to the Commentary should
continue and should be taken up at the next meefitige Group of Experts.

24. The general consensus was that the amendrhdre® €Gommentary on article 1
of the United Nations Model Convention deservedher attention and that a final
decision should not be made until the next meetiindne Group of Experts. It was
decided that the process of discussing the diftempproaches would continue so as to
promote a consensus on the substantive amendneetits Commentary prior to the
next meeting of the Group of Experts.

25. On the basis of the discussion, it was recommeihgeitie Group of Experts
that the question of whether the United Nationsusddhoecommend an article in the
Model Convention on the limitation of benefits thabuld be responsive to the needs of
developing countries should be discussed. In pdgic many developing countries have
difficulty negotiating treaties with some developsslintries because the major
taxpayers in those countries are able to get thefits of a treaty by using the treaty
negotiated with another country. "

6. Discussions on the issues of treaty abuddraaty shopping at the first meeting of the
Committee on the Experts on International Cooperaiin Tax Matters were based on (but not
confined to) the report of Mr. Sasseville. The Remm the meetingsummarizes the
discussions as follows:

“21. On the matter of the inclusion of anti-abusevisions in the treaty, experts were
of the view that treaty abuse was not adequatedyt dath in the text of either the OECD
or the United Nations Model Convention.

22. Many experts were of the view that it woulddreferable to combat abuse by means
of specific rules in the treaty. What constitutesaty abuse is often a subjective matter
and finding objective criteria to determine whetharabuse has been committed is often
difficult.

23. It was noted that there was more to the is$ueeaty abuse than just the treaty itself
and domestic law; consideration must be given terimational law and good-faith
compliance by the contracting States. In addittbe,needs of commerce should be
addressed.

[...]

31. Many experts were of the view that treatiesusthtbe responsive to: (a) economic
agents; (b) treaty partners; and (c) the domesticts. The language in the treaty and the
Commentary must address each of their concerns.

[...]

5 E/C.18/2005/11
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35. Many experts were of the view that the antisgbprovisions should be included in
the Commentary, which should also contain exami@ebustrate situations in which
treaty abuse might arise, as this could be of betefuture negotiators.

7. Considering the decisions made at the firséting of the Committee of Experts, past
work of the Group of Experts and discussion resofitthe Group of Experts and the
Committee of Experts, the sub-committee has inadutie following issues in this draft report
for purposes of discussion by the Committee:

) the concept of treaty abuse and treaty shopping
i) various fact patterns of the abuse of tax treaties
i) applicability of domestic anti-abuse measures eaty abuse cases
iv) treaty measures for preventing tax treaty abuse.

II. The Concepts of Tax Treaty Abuse and Treaty Shpping
A. Preliminary Considerations

8. For many decades there has been considetabbde about what constitutes the tax treaty
abuse. Although there have been some attemptgnaufate the concept of the treaty abuse,
including the one adopted by the Group of Expetrissaneeting in 1987, it has often proved
difficult to arrive at a definition acceptable fall international actors, i.e. international
investors, states and tax advisors. Nonethelesssitbeen recognized that treaty abuse
frequently occurs, even though general consensuts @oncept has not been reached yet.

9. Some important considerations on the corscepthe treaty abuse before starting full-
fledged analysis on the treaty abuse and treatpmhg are well summarized in the report of
Prof. Garcia Prats.

“8. To begin with, it can be contrasted with gteaightforward and correct use of a
treaty. Treaty abuse implies, then, an “incorradé of a treaty, without, however,
necessarily involving an illegal act or a formaéach of the treaty. Hence, it is
sometimes referred to instead as “improper use&l weaty. The reference to the
improper use of a treaty implies a use of the yélaat is contrary to its spirit, object
and purpose. However, the term “abuse of tax tesatan refer to a variety of
situations requiring differentiation, since eacls Ita own particular set of
characteristics and calls for a different, speddigal response.

9. The first aspect to consider is who is abusirigx treaty. In this regard, a
distinction can be drawn between (a) abuse of gneaa terms of the tax treaty by one
of the contracting Parties, that is, a State, dmdbuse of the treaty provisions by
persons (natural or juridical), who may or may hetthe intended beneficiaries of the
treaty, in order to gain advantages greater thamdvotherwise result from the context
and intent of the tax treaty.

10. This distinction derives from the dual natofe tax treaty: it is an international
agreement between States, but is intended to dffiediax liability of the individuals
and entities subject to it, and it is an importané to make in order to identify the
factors that lead to such abuse, the conditionsdétermine the existence of an abuse
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and the response mechanisms that are legally aaddepgtrom the standpoint of the
international law of treaties.

11. The distinction is recognized in the OECD Mb@onvention in the commentary
on article 1, paragraph 17, formerly paragraphalt®l has been strengthened in the
2003 update of the OECD Model Convention by newageaphs 21 to 21.5 of the same
section, particularly in the cases contemplateparagraph 21.5.”

B. Abuse by One of the Contracting States

10. An abuse of a tax treaty by a State refeis situation where one of the Contracting
States, through the subsequent exercise of its sier@gower of taxation, modifies the
obligations previously assumed by that State towéainé other State and upsets the balance in
the division of taxing powers expressed in thettaaty concluded between these States. By
doing so, it may abuse the treaty and cause saamfidamages to the legitimate financial
interests of taxpayers or of the other Contracttafe.

11. An example of “abuse by a State” would be thgecwhere a State that exempts certain
companies from tax introduces a 1% tax creditagksrest, and limited to, the annual
registration fee of these companies for the solp@se of allowing these companies to qualify
as a resident for purposes of a tax treaty. Howdfiere would also be rather an opposite type
of the abuse. That is, a State would try to exp#nthxing rights beyond the limit that both
States agreed upon when they concluded the tatytféar example, if a State tries to define
shares as a kind of the immovable properties byging its domestic laws in order to tax
dividends without any limit under an article of ttedevant tax treaty, which follows the
taxation principle of Article 6 of the UN or OECDddel Convention, such a case can be
regarded as an “abuse by a State”. This draft tepowever, would confine the discussion of
the “abuse by a State” to the former becausentase closely related with the topic of treaty
abuse and treat shopping.

12. The following is a further elaboration of ttebuse by a State” by Prof. Garcia Pfats

“14. State abuse of a tax treaty may occur infttlewing situations:

(a)lt may result from the post-treaty amendmend dibmestic tax law that must be
taken in conjunction with a tax treaty in ordero® interpreted and actually applied.
The process may result in the concession of exaealior excessive advantages to
a certain number of persons or beneficiaries otttbaty that are not derived solely
from the text of the treaty but from the treaty yasoons in combination with the
domestic tax legislation of the state in questi®ach situations, however, are
sometimes lumped together with other forms of tyeshopping’.

(b)  Treaty abuse may be the consequence of annétnaitive practice of one of
the contracting states, which has the effect ofmpteing the relinquishment of any
of the objects and purposes of the treaty by dedithe conditions for treaty access
by persons who were not originally intended to bgrfieom it.”

13. Considering that the tax treaty is a kindrehty, general principles of international law
should be respected in the determination of whedlnesbuse has occurred or how to sanction
such abuse. More precisely, Article 26 of the Vi@iConvention on the Law of Treaties

6 Refer to paragraph 14 of the report of Prof. Gaferats.
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(VCLT) of 1969, which requires the parties to aatseto perform it in good faith, and Article
38 of the Statute of the International Court oftihes which states that the Court shall apply
the general principles of law recognized by ciwlbiznations should be governing principles in
dealing with issues of the abuse by a State.

14. Verification of the abuse by a State is acjualbt an easy task since, first, any tax treaty
including UN or OECD Model Treaty does not set aabncept of minimum taxation of transnational
income or of an obligation to tax such income. 8ebg lack of consensus among tax treaty partners
on the harmfulness of double non-taxation makesgny difficult to infer the purpose of tax treaty a
the time of its conclusion. Therefore, it is oftdubious whether a situation of double exemptiomfro
tax should be seen as abusive. Thirdly, most &atigs including UN or OECD Model Treaty do not
provide a well-defined verification procedure byighthe abuse of treaty either by a State or a
taxpayer can be identified or confirmed. As a cgags@ace, the offended States that wish to correct th
situation soon are often tempted to directly relyunilateral countermeasures.

15. However, the determination on sanctions agdhestabuse by a State is required to be in line
with principles of international law as mentiondabwge. If the offended State takes the following
steps before taking sanctions, it would be regasgefdithful to the principles of international law

16. The first step: The offended State may makestaicall to the abusing State in order to ask
for explanations of the supposed abuse of theytr@a result of a posterior action of the
abusing State (legislative, applicative or intetptiwe action).

The second step: The offended State may startpauisettiement procedure, if necessary,
through the mutual agreement procedure or mechapisnided in the tax treaty.

The third step: If the cooperative mechanism oftthetreaty does not lead to a settlement of the
dispute and the offended State still considerdrimty to have been abused, then unilateral measure
may be taken against the improper application efttbaty by the other State after notificationhe t
other contracting State. In that case, internatitava case law and standards established in tlat Dr
Articles on Responsibility of States for Internatadly Wrongful Acts (Articles 49-54) should be
respected. Unilateral reaction may consist of sior or countermeasures proportionate with the
injury suffered, allowing the other State to futhie affected obligations again.

17. Itis recommended that a sub-committee undeCtbmmittee of Experts of the UN be set
up with a view to developing mechanisms for thefieation of the abuse by a State and the
determination of proper measures to counter sucibase. This job may be conducted as a
part of the work of the development of tispute settlement mechanism in general.

@ [Members of the Committee are invited to make ith@omments on the subsection
[1-B (Abuse by One of the Contracting State).]
[1l. Abuse of Tax Treaties by Individuals and Entities

A. Analysis on Some Important Concepts

1. Treaty Abuse
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18. The Group of Experts roughly defined termsabase of tax treaties as “the use of tax
treaties by persons the treaties were not desigmédnefit, in order to derive benefits the
treaties were not designed to give them”.

19. More sophisticated definition on the termalfuse of tax treaties’ can be found in van
Weeghel’s studyas follows:

“[T]he use of that term is arguably narrowed dawrthose situations where the
particular use of a tax treatyhas the sole intention to avoid the tax eitherathlof the
contracting states, ang defeats fundamental and enduring expectationgahdy objectives
shared by both states and therefore the purpotieedfeaty in a broad sense.” Thus, under this
definition, even though a taxpayer acted to avaidly using the treaty, the purpose,
expectations and policy objectives of the tax tyestould be considered before the
determination is made with regard to whether his afsthe treaty is regarded as abusive.

20. According to van Weeghel’s analysis, theppge of a tax treaty is a functionipfthe
primary goals to avoid double taxation and to prevax evasion; anil) the expectations and
policy objectives of the treaty partners. He vidhat the position taken by the OECD as to
improper use of tax treaties should be given carsible weight since the purposes of
avoidance of double taxation and prevention of@daasion have their roots in the earliest tax
treaties and were further developed by the diffecemmittees of the League of Nations and
the OECD. While he admits that expectations andcpalbjectives are set by the Contracting
States and thereby may be different at differanesi, he argues that if the Contracting States
modeled their tax treaty after the OECD Model Cortian, the expectations and policy
objectives of the states should also be consistéhtthe principles adopted by the OECD as
evidenced by the Commentary on the OECD Model Cotign, to the extent not reserved
upon by (orge of the) Contracting States. This ladiould also be applicable to the UN Model
Conventior?.

2. Treaty Shopping

21. According to van Weeghel, the term “tredtpgping” connotes a situation in which a
person who is not entitled to the benefits of attaaty makes use — in the widest meaning of
the word — of an individual or legal person in artie obtain those treaty benefits that are not
available directly. Vogel provides a slightly different definition tireaty shopping” by
referring to a situation where ‘transactions areesd, or entities are established, in other
states, solely for the purpose of enjoying the kieoé particular treaty rules existing between
the state involved and a third state which otheewi®uld not be applicable, e.g., because the
person claiming the benefit is not a resident of ohthe contracting states .10

22. Treaty shopping, especially using a ‘condust’perceived as improper use of tax treaties
by both the OECB! and the UN2, The OECD expressed that treaty shopping is unalasi
for the following reasons:

7 Stef van WeeghelThe Improper Use of Tax Treaties, Kluwer Law International, 1998, p.117

8|d.

9 Stef van Weeghekupra chapter 8, p 119.

10\ogel, K.,On Double Tax Conventions, Kluwer, Deventer/Boston, 1991, p.50

11 OECD Committee on Fiscal Affair$nternational Tax Avoidance and Evasion, Four Related Sudies, Issuesin International
Taxation Series, No.1, OECD, Paris, 1987, p.90.

12 United Nations, Ad Hoc Group of Experts on Intdianal Co-operation in Tax Matters, Fourth meeti@gneva, 30
November-11 December 198Prevention of abuse of tax treaties, United Nations Secretariat, New York, 1987, p.96.
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a) Treaty benefits negotiated between two States @aa@anically extended to
persons resident in a third State in a way uningdnaly the contracting States;
thus the principle of reciprocity is breached ahe balance of sacrifices
incurred in tax treaties by the contracting partitered;

b) Income flowing internationally may be exempted frtaration altogether or be
subject to inadequate taxation in a way unintertmethe contracting States.
This situation is unacceptable because the gratyng country of treaty
benefits is based, except in specific circumstanoedhe fact that the
respective income is taxed in the other State ¢east falls under the normal
taxing regime of that State;

C) The State or residence of the ultimate income beraey has little incentive to
enter into a treaty with the State of source, beeahe residents of the State of
residence can indirectly receive treaty benefitgrfithe State of source without
the need for the State of residence to provideprecal benefits.

23. It seems safe to assume that the viewslhettle OECD are widely shared by those
countries that are opposed to treaty shopping.

24. Prof. Garcia Prats distinguishes the conoéfireaty abuse” from that of “treaty
shopping” by stating that the term “treaty shoppirgin other words, searching for a more
favorable treaty — should not be equated with yreduse. According to his view, the
conclusion that a situation is abusive — or thatratividual is benefiting from the application
of a double taxation treaty in an abusive fashiomeguires and implies verification of the
occurrence of an indirect, rather than a direatabh of a provision through a violation of its
object, spirit or purpose, something that is diffido determine a priot®.

3. Qualification

25. The term ‘qualification’ is often used tond¢e the process of identifying the treaty object
under domestic law and under the trédtyThe character of income must be identified sd¢ sha
tax treaty provision can be applied properly. Foaraple, if a company resident in one
Contracting State paid a certain amount of mondystshareholder resident in the other
Contracting State, it should be determined whethermoney paid constitutes a dividend,
interest, or any other kind of income of the shatdar. Depending on the character of income,
the State having taxing right on the income andwhg of taxation may differ.

26. The process of qualification, in the applicatdf a tax treaty, normally occurs twice in
each instance, i.e., the source state will deteemihich treaty provision can be applied to the
item of income in question, and the residence stéltedo the same. In most instances, the
gualification will be the same in the source statd in the residence state, but in a quite a few
instances the qualification in the source stateiarttle residence state may be different from
each other. van Weeghel introduces in his B&8dke concept of ‘positive qualification conflict’
as the situation where both States tax the sameafancome as a result of the application of
different provisions of the treaty. The reverseaiton where the compensation would have
gone untaxed in both states is referred to as gatmee qualification conflict’.

13 Paragraph 19 of in the report of Prof. Garcia ®rat
14 Stef van Weeghebkupra chapter 8, pp. 158-160.
15]d.
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27. Ataxpayer may try to create a negative ifjgation conflict in order to avoid every
taxation on cross-border income. The question isthdr a successful effort to create a
negative qualification can be treated as abusiveti@ one hand, one could argue that the
creation of a negative qualification conflict caever be labeled as abusive because each State
applies the treaty to every cross-border incomd,the result of its application in principle
squares with fundamental and enduring expecta@oaispolicy objectives of the tax treaty
concluded by both States.

28. On the other hand, one could argue that whietiteaty has been applied properly in both
States, the result — no or less than single taratieeither State — is not consistent with the
above expectations, policy objectives and prind@mce both States would expect at least
single taxation (i.e., being taxed at least onbejhis light, the creation of a negative
gualification conflict with the sole intention o¥aiding every taxation would be regarded as
abusive or improper. This would be true if one wbgive more weight to the overall
expectation of the States that any item of incomiebe taxed at least once than to the fact that
each State may be satisfied with the result obws treaty application without paying

attention to the consequence as a whole.

@ [Members of the Committee are requested to prowiteir comments above paragraphs
since the stance with regard to ‘the negative gdi@iation conflict’ is important in developing
later part of this draft report.]

B. Identifying Treaty Abuse: Application of the Concepg and Domestic Anti-abuse
Mechanisms

29. In theory, identifying ‘treaty abuse by persomquires, as a prerequisite, exact
understanding of the expectation or purpose otraty by the time when it was concluded.
Further, it requires the comprehensive understandsto how a tax treaty is applied and
integrated with domestic legislation. Thereforeharough verification or identification of
treaty abuse in a particular case is quite diftickbr the same reason, it is also difficult to
formulate a uniform, internationally acceptable cept of abuse of tax treaties by persons.

30. Despite such difficulties in identifying tireaty abuse in an individual case, however,
there are some important features of treaty abasernly found in the identification process
as specified in the following:

(a) The legitimate financial or revenue interedtshe Contracting State that alleges
an abuse by a taxpayer may be affected by theartdvansactions;

(b) Verification is done independently by the dathe authorities of each of the
Contracting States, since each is fully competerapply the treaty;

(c) The occurrence of abuse is inferred throughapplication of domestic
mechanisms existing in each Contracting State tmt= the abuse of tax laws or of specific
rules regarding abuse of tax treaties;

(d) Itis not requisite or necessary that both tCacting States should identify the
abuse.

31. More importantly, despite the difficultiescaa wide variation in the process of

identifying treaty abuse, it would be possibledentify some typical patterns of treaty abuse
by persons from actual cases. Thus, if the Commngmfathe UN Model Convention can do

10
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this job, which is more than citation of certaincttanes or formulas (such as the “substance-
over-form” rule), it would be useful particularlg tax experts in developing countries. Having
this point in mind, the remaining part of this ineport attempts first to identify various
treaty abuse cases based on their fact patterosn@meptual frameworks and then find ways to
cope with those cases.

C. Categorization of Treaty Abuse

32. In general, schemes used for treaty shoppirigeaty abuse purposes differ depending on
the situations where the taxpayer may face. Thecgumh taken for the categorization here
relies on the observation that schemes for ‘acngiresidency of a specific country’,
‘attributing profits or income to a specific entignd ‘changing the character of an income’ are
the ones frequently employed in order to achieve-taxation (or less than single taxation) in
both source state and residence state. Also, ttba&ty abuse schemes would be further
explored here.

1. Acquiring Residency of a Specific Country

33. A person may have a residency in one or rataes. In determining his residency,
domestic laws of pertinent states are applied enfittst place. In order to get the benefit of a
tax treaty, however, he must be a resident of eithdoth contracting states. In other words, if
a person is not a resident of any of the two catitng states, he does not deserve tax treaty
benefits between the two states. Therefore, ifragewishes to enjoy the benefit of a
particular tax treaty, he may establish a taxabl&yethat meets the requirements of residency
in the country concerned and enter into transastiororder to have that entity get the tax
treaty benefits. In this situation (i.e. the esistiihent of an intermediary entity solely to obtain
the benefits of the treaty), if this conduct wasacly unintended by the contracting states, his
attempt of using the treaty may be regarded assialguhe treaty’.

1.1 Conduit Structure
1.1.1 Direct Conduits

34. The OECD summarizes direct conduit strucasgéollows:

A company resident of State A receives dividend&erest or royalties from State B.
The company claims that, under the tax treaty bebw®&tates A and B, it is entitled to full or
partial exemption from the withholding taxes of t8t8. The company is wholly owned by a
resident of a third State not entitled to the béradfthe treaty between States A and B. It has
been created with a view to taking benfefits osttieaty and for this purpose the assets and
rights giving rise to the dividends, interest oyatliies were transferred to it. The income is tax-
exempt in State A, e.g. in the case of dividengsviltue of a parent-subsidiary regime
provided for under the domestic laws of State Ainothe convention between States A ari¢.B

1.1.2 ‘Stepping Stone’ Conduits

35. The basic structure is identical to the one desdriim the previous sub-section. However,
the company resident of State A is fully subjectaw in that country. It pays high interest,

16 OECD, Committee on Fiscal Affair®ouble Taxation Convention and the Use of Conduit Companies, OECD, Paris, 1986,
pp.88-89.

11
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commissions, service fees and similar expensesserand related ‘conduit company’ set up in
State D. These payments are deductible in StatedAax-exempt in State D where the
company enjoys a special tax regime

36. A conduit company may be a financial intedimey such as an investment company or a
holding company (for example, in a back-to-backileantext). The fact that a company
carries on the business of financial intermediagymake it difficult for State B to treat that
company as a conduit and deny the applicationtakdreaty. That is because the main
business decisions of the corporation are madéalea an appearance of being made) in State
A or D. And in that case it would not be easy ftat& B to find strong evidence to support its
stance. Even in case where State B finds suchg®uvinence, the company in State A may
want to argue against the decision of State B'da@tly because there is no literal rule in the
pertinent tax treaty for such an alleged conduttagion. The attitude of the tax court varies
from country to country with regard to that issue.

37. As another approach to an alleged condwittire, State B may raise the issue of
substantial attribution of the income in questiather than deny the application of the whole
provisions of a tax treaty. In this regard, the agpt of ‘beneficial ownership’ or ‘substance
over form’ rule or similar doctrines may be consatf depending on the circumstances.

1.2 Dual Residence

38. If State A uses either the ‘place of incogimn’ or ‘place of effective management’ as its
domestic law criterion for determining the residemd a company, a company X that has its
place of incorporation and its place of effectivamagement in State A would be regarded as a
resident of State A. If company X pays dividenaderest or royalties to company Y, a resident
of State B that has a special relationship with pany X, those payments may be subject to
withholding tax in State A, depending on the provis of the tax treaty between States A and
B.

39. However, if States A and B have a tax tredtych includes a tie-breaker rule following
Article 4(3)!8 of either the UN Model Convention or the OECD Mb@envention and if
company X moves its place of effective manageme8tate B which also has the ‘place of
effective management’ as its domestic law critefimndetermining residence of a company,
company X will cease to be a resident of State d la@ treated as a resident of State B for
purposes of the treaty between State A and State Bis situation, payments (i.e., dividends,
interest and royalties) from company X to companyil not be subject to withholding tax of
State A regardless of the provisions on dividemukgrest and royalties of the tax treaty
between States A and B since such income will mgéo be regarded as having its source in
State A (it is assumed that company X does not lagpermanent establishment in State A by
which these payments are borne)..

40. In short, the taxpayer having control ovempany X and Y can prevent the levy of
withholding taxes of state A by shifting the reside of company X from State A to B through
the change of its place of effective managerh&nt

171d.

18|t provides: “Where by reason of the provisionspafagraph 1 a person other than an individualrssadent of both
Contracting States, then it shall be deemed to tesalent of the State in which its place of effeetmanagement is
situated.”

19 Stef van Weeghebkupra Part IV, pp.138-140.
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41. If the levy of withholding tax is authorizég the tax treaty concluded by the contracting
states (even if the company making payments isigehuengaged in business — and not
merely a treaty shopping device in the state ofasdence), one could conclude that the
avoidance of withholding taxes by relocating thagal of effective management of the
company without legitimate non-tax reasons follovgdhe subsequent payments can be
treated as abusive, because it defeats fundamamda¢nduring expectations and policy
objectives shared by both states.

1.3 Triangular Cases

42. The term ‘triangular cases’ has been useatktmte the application of tax treaties where
three states are involved. The OECD has describedypical triangular case as one in which:
— income from dividends, interest or royalties exided from a source in
State S;
— such income is received by a permanent estabbshim State P;
— the permanent establishment depends on an eistemasident of StatedR

43. Tax treaties are generally concluded onatdyal basis and do not explicitly address
triangular situations. This lack of coverage magdi¢o situations of double taxation despite the
existence of bilateral tax treaties between akéhstates. On the other hand, there may be
situations in which income is entirely or almostierly untaxed. According to views of the
OECD, ‘the most difficult problem appears to ariis¢he situation where income arising in
State S and paid to a permanent establishmentar haven would be taxed very little or not

at all’?L, This problem arises because the State of resedehthe permanent establishment,
albeit being situated in State P, is regarded ateR.

44. In order to solve the above problem, the @emtary on Article 24(3) of the OECD
Model Convention states in paragraph 53 as follows:
“If the Contracting State of which the enterprisairesident exempts from tax the
profits of the permanent establishment locatechendther Contracting State, there is
a danger that the enterprise will transfer asasth as shares, bonds or patents to
permanent establishments in States that offer faargurable tax treatment, and in
certain circumstances the resulting income maybediaxed in any of the three
States. To prevent such practices, which may bardegl as abusive, a provision can
be included in the convention between the Statgloth the enterprise is a resident
and the third State (the State of source) statiag)an enterprise can claim the
benefits of the convention only if the income ohtd by the permanent
establishment situated in the other State is tararchally in the State of the
permanent establishmeri?’

45. However, even though State R and State S agreelude the provisions recommended in the

Commentary, the problem may remain unresolvedeifditerprise changes its residence from State R
to another State (e.g., State Q) which does not llag same type of provisions with State S and
thereby the permanent establishment continues taxeel very little or not at all.

20 OECD Committee on Fiscal Affairs, ‘Triangular Casdan Model Tax Convention, OECD April 2000, R(11)-3, paragraph 2.

21d., R(11)-15, paragraphs 53.

22 This provision is regarded as relevant for the Gmmtary on Article 24(3) of the UN Model Conventidee paragraph 4 of
the Commentary on Article 24 of the UN Model Contien.
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1.4 Transfer of Residency

46. The Commentary on Article 1 of the OECD Modenvention 2005 mentions in paragraphs 8
and 9 an example of case where improper use dfd¢aky takes place by transferring residéfdce

“8. It is also important to note that the extensadrdouble taxation conventions increases
the risk of abuse by facilitating the use of actél legal constructions aimed at securing the
benefits of both the tax advantages available ucdelain domestic laws and the reliefs
from tax provided for in double taxation convention

9. This would be the case, for example, if a persdmether or not a resident of a
Contracting State), acts through a legal entityatad in a State essentially to obtain
treaty benefits that would not be available dinecinother case would be an
individual who has in a Contracting State bothpggsmanent home and all his
economic interests, including a substantial shdokhg in a company of that State,
and who, essentially in order to sell the sharesestape taxation in that State on the
capital gains from the alienation (by virtue of agraph 4 of Article 13)transfers

his permanent hometo the other Contracting State, where such gaiesabject to
little or no tax.”

2. Attributing Profits or Income to a Specific Pesson or Entity

47. A taxpayer may maneuver its taxable praditsncome by attributing all or part of such
profits or income to a related person or entityrovfich he has a control. The issue of
‘triangular case’ discussed above also can be whtaed as an example falling in this category
in that ‘the enterprise will transfer assets suslslaares, bonds or patents to permanent
establishments in States that offer very favouradmetreatment’. More broadly, even the
conduit cases can be regarded as relating to thieom@f ‘attribution of profits or income to a
specific person or entity (hereinafter called agritaution of profits’)’ in the sense that the
taxpayer concerned tries to maneuver the relasatsactions to attribute the relevant profits or
income to the conduit.

48. Since most problems derived from the imprapeabusive attribution of profits or

income between persons or entities dependent osdime taxpayer can be properly addressed
through an adequate transfer pricing legislatioadnordance with the principles established in
Article 9 of the UN or OECD Model Convention ancth995 transfer pricing guidelines
elaborated by the OECD, this Section will focustlb@ more specific ones such as
arrangements related to tbempensation for personal services, which are usually not covered
by the transfer pricing guidelines.

23|n order to cope with this situation, some cow#trinclude the provision of so-called ‘departure &3 can be found in
Article 13 (6) of the '96 Korea-UK tax treaty.

“6. The provisions of paragraph 5 of this Articldasl not affect the right of a Contracting State lawvy
according to its law a tax on capital gains frore #lienation of any property derived by an indivadlwho is a
resident of the firs-mentioned Contracting Stateaay time during the five years immediately precedihe
alienation of the property.”
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49. Tax treaties are frequently used by individualeespect of their income from personal
services. Improper use or abuse of tax treaties Imegyerceived where the individual
purportedly creates a qualification conflict witspect to the income from the services
rendered as shown in the following exampfes

2.1 Directors’ Fees

50. Article 14 (Independent Services) and Adiitb (Dependent Services) of both the UN
Model Convention and '92 OECD Model Convention gadihe right to tax the income from
independent and dependent services to the stateeviese services are performed subject to
certain conditions. Article 16 (Directors’ fees)tbe Model Convention, however, takes a
different approach by providing that:

[d]irectors’ fees and other similar paymentsivisd by a resident of a Contracting state in
his capacity as a member of the board of direabbiess company which is a resident of the
other Contracting State may be taxed in that o8tate.

51. The Commentaries of both the UN and OECD & dbnventions explain this deviation
from the rules provided in Articles 14 and 15 batstg that ‘it might sometimes be difficult to
ascertain where the services are perforfed’

52. The rule contained in Article 16 has besadiin so-called ‘salary split’ arrangements.
For example, multinational A has subsidiaries B @pavhich are residents of countries X and
Y respectively. Mr. D is employed in a high leveanagerial capacity by subsidiary B and has
his residence in country X. Country X levies anome tax on its residents and non-residents
having domestic income, at progressive rates abug0%. Country Y has a similar income tax
system but with a very low tax rate. Countries Xl &hhave a tax treaty which employs the
exemption system in the residence state for inctraemay be taxed in the source state under
Article 16 of the OECD Model or the UN Model Conviem. If Mr. D receives his salary only
in respect of services performed in country X fompany B, a large part of his salary will be
subject to the highest tax rate in that countryeréffiore, for the purpose of mitigating tax
burdens, it has been decided to appoint Mr.D asmlper of the board of directors of company
C. This part of his compensation is subject to ¢ou¥’s income tax at a very low rate,
because it falls in the lower income tax brack®ts.D invokes the provisions of Article 16 of
the treaty to benefit from the exemption from taxcountry X in respect of his compensation
from company C.

53. If a salary split arrangement is used it@asion where the position of director exists
merely in form but not in substance, the appliaatwd Article 16 would be improper. Article 16
explicitly states that the fees should be derivMadthe taxpayer’s] capacity as a member of the
board of directors’ in order for that Article to laeplied. It also requires that, if the directopshi
merely exists in form but not in substance, remahen should not be made in that capacity.
On the other hand, in the situation where the tggpaeally derives the remuneration in his
capacity as a member of the board of directorsrantdas part of an arrangement the sole
purpose of which is to avoid tax in the State @&fidence, this would not constitute an improper
use ogg\rticle 16 even if the remuneration is sgbje a low income tax rate in the country of
sourceé®.

24 Stef van Weeghebkupra pp.153-158.
25 Commentaries on Article 16 of the OECD Model Comven and the UN Model Convention
26 Stef van Weeghekupra p.155.
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2.2 Artistes and Sportsmen

54. In the 1963 Draft OECD Model Convention,iflg 17 reads as follows:

"Notwithstanding the provisions of Articles 14 ah8, income derived by public
entertainers, such as theatre, motion picturepradielevision artistes, and musicians, and by
athletes, from their personal activities as sucly mataxed in the Contracting State in which
these activities are exercised.”

55. Under tax treaties employing the above waydin Article 17, a tax avoidance may take place in

case where an artiste sets up a company solethdgourpose of the management of his performance
and becomes its employee. In this situation, tleefde his performance paid to the company may be
attributed to the company and thereby characte@sdousiness profit, not as personal service income
to the artiste, whilst the subsequent payment ftben company to the artiste is characterized as
employment income. The same result may be attdigeadloan out agreemérit The payment by the

borrowing company to the loaning company would lh&racterized as borrowing fee.

56. In order to circumvent the tax avoidanceratits mentioned above, the 1977 OECD
Model Convention added the following paragraph anggraph 2.

"Where income in respect of personal activitiesreised by an entertainer or a
sportsman in his capacity as such accrues noteteniertainer or athlete himself but
to another person, that income may, notwithstanthegprovisions of Articles 7, 14
and 15, be taxed in the Contracting State in whiehactivities of the entertainer or
sportsman are exercised."

57. However, old tax treaties such as the 19B7Netherlands treaB® or the 1979 Korea-US

treaty that have not included the above provisi@y ive vulnerable to the improper use or abuse of a
tax treaty by taxpayers.

3. Changing the Character of an Income

58. A taxpayer can choose a legal form of transastiwith other counterparts to attain a certain
economic result. This freedom in the selection gal form is generally respected by tax authesiti
unless such form deviates from its economic substém a great degree. However, if this freedom of

27 An example of ‘single loan-out arrangements;:an entertainer who is a resident of the Unitédgdom and a
nonresident alien of the United States, is the shlreholder of UKC, a United Kingdom corporati@nexecutes an
exclusive service contract with UKC purportedlyasemployee. UKC, as E's agent, negotiates a adnarigh X, a
United States person, for the loan-out of E's servito be performed within the United States. Eéhasto over the
terms of the contract. X pays UKC under the terfthe loan-out agreement, and E receives paymarhifoservices
from his wholly-owned corporation. UKC retains & fior the services rendered. The amount of E's emsation
depends on the size of the payment UKC receiveas Xo X specifically requires the services of E ammother person.
X requires that E sign and guarantee all contradtis UKC. X furnishes E with costumes and E perferhis services

on X's premises and subject to X's control. In éhesspects X treats E like any employee of X.
281d., pp.159-160.
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choice is exercised in a way that entails no taxl¢ss than single taxation) in both source and
resident countries, it may be challenged by takarities of either country. Fact patterns of chaggi
the character of an income are summarized as below.

3.1 Conversion of ‘Gains from Real Property’ to Gains from Shares’

59. Most countries impose a tax on the gains froendisposition of real property by non-residents,
and under Article 13(1) of the current OECD Modein@€ention and the UN Model Convention, the
right to tax this gain is assigned to the stateratibe property is situated. However, given Article
13(4) of the '92 OECD Model Convention, it follovisat gains from the alienation of shares are
taxable only in the state of residence of the alien

60. Thus, by creating an indirect ownership inteigs opposed to a direct ownership interest, a
taxpayer may, if the country of residence and th&ee country have entered into a tax treaty based
on the '92 OECD Model Convention, avoid sourceestaiation in respect of the alienation of his
(indirect) ownership interest in real property ated in the source stét If the taxpayer attempts the

conversion of gains pursuing no taxation or lesthingle taxation in both source and residence
states, the above conversion can be regardedesaarple of the improper use or abuse of tax treaty.

3.2 Conversion of Dividends to Capital Gains

61. In a situation where a shareholder in Sxatelds substantial amount of controlling shares in
company A residing in State Y, that shareholder @idgmpt to convert dividends to capital gains if
the tax treaty between States X and Y providesntintholding tax on dividends but no taxation on
capital gains by State Y (source state). When liaeeholder needs cash inflow, he may choose to sell
off some of his shares rather than to have compapyy out dividends to shareholders since the
former brings out more tax savings than the latter.

62. However, the amount of tax savings may haagertain limit in that the shareholder would not
sell off all the shares he owns if he wishes topkeentrol over company X. While maintaining
controls over company X, he can achieve the etiecbnverting dividends to capital gains by selling
only a portion of his sharé®, If the shareholder wishes to ensure that he eaaver his original
holding ratio after selling his shares, he may @ entering into a repurchase arrangement wgh hi
counterpart of the transaction from the beginnifigis arrangement may also benefit the counterpart
since the capital gains realized on the part ostleeholder mean the capital losses on the pé#neof
counterpaft! and accordingly the counterpart can utilize thpitehlosses to offset its capital gains

which have been realized in the other part of bsiless$2

29|f taxation in the residence state is fully assljra taxpayer would have little incentive of aveigisource state taxation.

30 Brian J. Arnold, etc.General Anti-Avoidance Rules in International Taxation, Case Studies and notes, IFA, 57th Congress,
Sydney, Australia, 2003

31|f the foreign investor sells some shares jusbbefx-dividend date and buys it again soon enagthat the market price of
the shares drops just by the amount of that dividienbe distributed, the counterpart will recognéapital losses to the same
amount of the dividend. For the purpose of simpyiciee for this repurchase arrangement is not tersed here.

32 Compaq Computer Corporation v. Commissioner, 287F23(2001)
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63. The practical issue here is how the soutate san determine and prove that the foreign
shareholder has changed the character of incomthéopurpose of tax savings. In some countries
where the tax rates for capital gains are zeroowrel than those for ordinary income, there are
specific provisions to recharacterize the incomeeursome concrete conditions for the application. |
some other countries, recharacterization may atspdssible under the general anti-avoidance rule or
substance-over-form rule. However, there is comrsy over whether the source state can
recharacterize the income based on the specifieeral anti-avoidance rule provided in its dongesti
tax laws without any specific provision in tax tnefor that purpose.

64. Further, some states may treat all gains fabiemation of shares as dividends by defining any
income from corporate rights as dividends in a dstingax. These states may argue that the term
“capital gains” is not defined in most tax treat{esen in the UN or OECD Model Conventions) and,
under Article 3(2) of Model Conventions, any terot defined in a tax treaty shall have the meaning
that it has under the domestic tax law of the segtate at the time of the application of the yeat
There may be controversy over this argument as well

@ [Members of the Committee are invited to providemuments particularly on issues raised by the
last two paragraphs.]

3.3 Conversion of Dividends to Interest

65. The conversion of dividends to interest talee place in a situation where the tax treaty
provides for withholding tax on dividends but nolitite withholding tax on interest at source
state. For instance, let's assume that a sharehtideis resident of State X has controlling
shares of company A (a resident of State Y) andbdishes a holding company B with minimal
capital contribution by himself in State Y. It igrther assumed that the shareholder exchanges
the shares of company A in return for notes issmethe holding company B. As a
consequence, the holding company B becomes a ma@stor to company A and thereby
dividends are distributed to the holding companlgyBcompany A. Likewise, the shareholder

in State X comes to possess the above notes aed iaterest remitted by the holding company
B. Since the amount of the shareholder’s notebayenough to maintain the control over the
holding company B, the above swap transaction waoolkdaffect the controlling power of the
shareholder. However, due to the above swap tréinsadividend income has been converted
into interest income which is subject to no oiditivithholding tax in State ¥

3.4 Derivative Transactions

66. As an extension of the above two examplesrevthe pertinent tax treaty gives less taxingtsigh
to the source country for capital gains or intethan dividends, a taxpayer may consider the use of
derivate transactions in order to get treaty bémnelihat is possible because derivative transastion
would enable a taxpayer to enjoy tax treaty besedit capital gains or interest (i.e., no or less
withholding tax at source) based on the formal abi@r of income while allowing him the same cash
flows as an owner of shares can enjoy due to tlagackeristics of derivative transactions, that is,

33 Pasquale Pistondbusive application of international tax agreements, Munich, Report of the Proceedings of Seminar D,
2006(6 September) IFA. p.4.
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replicating the economic effect of any type of finel transactions regardless of their legal fofime
following example shows that a shareholder who duassretain any legal ownership of shares can
enjoy substantially the same economic positiorf ke actually owned the shares.

67. When an investor buys a bond and at the sameebuys a cash-settled forward contract which
has some shares as its underlying assets the albtomount of which equals the face amount of the
bond, he may get the same economic position asvaercof shares does until the expiration date. The
apparent legal character of the position is cagiaihs (or losses) and interest income although
dividend income might have accrued to the sharesaically during that periog?

4. Other Schemes
4.1 Shifting to Lower Tax Bracket

68. When a tax treaty stipulates two tier tabesdor a specific type of income, a taxpayer
may attempt to maneuver the transaction as ifriaeme fell under the scope of lower tax rate.
The typical example for this is the situation whexe tier rates are applicable to dividends
income. For example, 5% is applied to major shaddrs (e.g., shareholders with 25% or
more holdings) while 15% is applied to other misbareholders as provided in Article 10
(Dividends) of the OECD Model Convention. Instsituation, a taxpayer may attempt to
raise shareholding ratio in order to be subjed@%oof withholding tax rate rather than 15% of
withholding tax rate.

69. In order to raise the holding ratio to bigiele for the lower withholding tax rate (i.e.,
5%), a foreign shareholder may establish a holdmmpany which holds the shares of the
original operating company. The foreign shareholday transfer his shares of the operating
company to the newly built holding company. By dpso, he is able to recharacterize his
dividends received as those from holding of 25%nore of share3>

34 A detailed example is as follows: The stock of 08, on which a $4 dividend is expected in a yeagurrently trading at $100
a share. In year 1, F, a foreign investor, buyd@03US Treasury bond paying a riskless return ofeé8% enters into a
cash-settled forward contract to buy 100 shared®fCo for $102 in year 2. (the forward price is therent share
price($100) plus the riskless return ($6) minus ¢kpected dividend ($4)). Assuming that US Co pidnesexpected
dividend, F’s position in year 2 in this examplelvbie identical in value to what it would have betead he purchased of
100 shares of US Co in year 1. In either casetdba value will be the year 2 value of the US Gock plus $4. Although
an actual purchase of US Co stock would triggeritalwolding tax on the dividend, the synthetic eguitill produce no US
taxation. Interest on the bond is exempt portfohiterest, while capital gain on the forward willtnwe subject to US
withholding tax.

35The following is a detailed example for this scleer@ompany A, resident in the US owns 7 percenhef

nominal paid-in capital of public company B, regitdén the Netherlands. It owns the shares as aestor.

Dividends paid by company B to company A will bébpact to 15 per cent Dutch withholding tax pursutmt

Article 10(2)(b) of the 1992 US-Netherlands taxatie Since company A cannot effectively credit thetch

withholding tax against US corporate income taxnpany A contributes the shares in company B toéwly

incorporated wholly-owned subsidiary C, residenthie Netherlands. As a result of the contributioompany B

pays dividends to company C and company C paysldids to company A. The B-C dividend is exempt from

Dutch dividend withholding tax and corporate incotag pursuant to Article 13 of the CITA in conjuian with

Article 4(2) of the DTA. The subsequent C-A dividkis subject to only 5 per cent Dutch dividend waidhding

tax pursuant to Article 10(2)(a) of the 1992 US-Nsiands tax treaty. Thus by interposing a wholyred

Dutch holding company, company A has effectivelgueed the dividend withholding tax from 15 per cemb

per cent in a situation where its (now indirectadholding in company B is a portfolio investment.
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4.2 Dilution or Splitting

70. Both the UN Model Convention and the OECDddloConvention have a number of
numeric criteria to set a limit on the taxing rigiftthe source state. These numeric criteria, if
adopted by an actual tax treaty, provide certaimthe application of the treaty. Despite such a
positive function, however, they are also vulneeatol abusive actions by some taxpayers who
intend to reduce their tax burdens in the souratesiThe abusive actions include the dilution
of value of an asset, time splitting and contraotittsng as illustrated below®

71. Article 5(3) of the UN Model Convention isoprded as follows:
“3. the term “permanent establishment” also engasses:

(b) The furnishing of services, including consultgrservices, by an enterprise
through employees or other personnel engaged bgntexprise for such purpose,

but only if activities of that nature continue (fibre same or a connected project)
within a Contracting State for a period or pericaiggregating more than six

months within any twelve-month period.”

72. Since a service PE is time-based, rather élctimity-based like an agency PE, taxpayers can
circumvent the time threshold for the existenceagbermanent establishment through contract
splitting. In other words, taxpayers, with contraglitting, can argue that the projects are
disconnected from each other.

73. As an option for solving the above problemdigjunctive test’, designed by the Indian
Court, can be recommended. According to this iéshe part stands unaffected in the absence of
the other, it is a case of two separate contrdickmth parts fall in the event of failure of eithef
them, it is a composite, or in another term, comm@contact. The Commentary on this Article,
which provides no clue on this issue, needs to idenghe above test as a type of guidance on
this issué’.

74. Similar issues are found in some provisiongapital gains in the Model Conventions.
Article 13(4) of the UN Model Convention include8% of value threshold for determining
whether immovable property is the principal asgetroentity as a pre-condition for source
taxation on the capital gains of shares of a complaikewise, the 2005 OECD Model
Convention includes a criterion of whether 50% sdet value of a company is derived from
immovable property. If this threshold is passee&, sburce state has the taxing right on the
capital gains of shares of a company.

36 The discussion here is based on the comment oZkang Zhiyong, previous Chinese Expert of the Cattea.

37The Group of Expert could try to draft new parggra for the Commentary that would put forward deseof factors that
would be relevant to determine whether two projeots connected (with the understanding that nothallfactors would
need to be met for two projects to be connected).

Examples of such factors could be:

1) Is the ultimate client or beneficiary of theopgcts the same entity?

2) When the contract for the first project is getkinto, is it reasonable to consider that theoselcproject will be carried on?

3) Are the two projects two different parts ofamder project?
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75. This threshold, however, can be easily athtiseough the prospective dilution of the
value of such property before the actual transfex share of the company concerned.
Therefore, some tax authorities feel that it wolnddadvisable to add some guidance in the
relevant parts of the Commentaries to deter taxsalyem attempting to dilute the value of
particular asse#s.

76. Another threshold issue can be raised vagard to Article 13(5) of the UN Model
Convention which provides as follows:

“5. Gains from the alienation of shares other ththose mentioned in paragraph 4
representing a participation of at least it the percentage is to be established
through bilateral negotiations) in a company whela resident of a Contracting State may
be taxed in that State.”

77. Infact, a number of actual tax treatiedude the similar provision to the above

paragraph with a fixed percentage (in most casés)2@hich is usually set in negotiations.

The fixed participation ratio, however, can be aalby taxpayers through multiple or time-
splitting transfer of shares if further detailesyisions are not provided in the above
paragraph®.

78. In order to reduce room for potential treabuse, it seems necessary either to redraft the
provision or to add something in the Commentarycharify the provision. The following is an
example of redraft of Article 13(5), which may sethe above purpose.

“Gains derived by a resident of a Contracting Staten the alienation of stock, participation,
or other rights in the capital of a company or otlegal person which is a resident of the
other Contracting State may be taxed in that o@mrtracting State if the recipient of the
gain, during the 12 month period preceding suabnalion, had a participation, directly or
indirectly, of at least percent in the cdmfahat company or other legal person.”

38 For example, the following guidance would be ugefu
“Temporary injection of cash or other assets in¢bepany shortly before the transfer of shares wdod disregarded
when interpreting paragraph 4.”

39 The following case shows an example of tax avoodansing “dilution or splitting”. This case is expeed from [case 2] of the
comments on Abusive Transaction, which Mexican ExgpElr. Armando Lara Yaffar) of the Committee hassitted:

« Company “A”, resident of country X, has a partidipa of 100% of the capital stock in “B”.
¢ “B”is a company resident of Country Y.

¢ “A” wants to sell all its participation in “B” to C".

¢ “C”is a company resident of Country Y.

The treaty between Country X and Country Y stahed gains from the alienation of shares that regmea participation of more
than 25% of the capital of a company resident ia ohthe States may be taxed in that State. Howehertax so charged shall
not exceed 20% of the taxable gains. If “A” sellsis participation in “B”, the profits derived &m such alienation would be
subject to a 20% withholding tax. To avoid suchataan, “A” performs several sales not exceeding 26&6 participation limit
referred to in the Convention, until it reaches tlesired 100%. Country X tax capital gains as cadyincome. However,

income derived from the alienation of a qualifiearficipation is exempt. The exemption participatsmheme, in addition to the
restriction set forth in the Convention, resultsatractive strategy to those companies resideh¥tbhat want to sell their shares
without paying tax. Moreover, when the shareholdessdents of X alienate enterprises in Countryh€y can do so without
paying taxes in none of the Contracting States.
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IV. Reaction to Tax Treaty Abuse: Measures to Couter Tax Treaty Abuse

A. Pool of Domestic Anti-abuse Measures

79. The reaction to treaty abuse would begim\ait attempt to apply the domestic tax rules
that were set up to prevent tax avoidance casesfbhto the fiscal interests of States. Some
domestic anti-abuse measures — i.e. specific dns@rules, general anti-abuse rules (GAAR),
codification of “economic ownership” or “substanmeer form principles” - are summarized in
the following.

1. Specific Anti-abuse Rules

80. Most countries have a collection of speaiinti-abuse rules designed to deal with
situations where abuse cases are likely to arise.specific anti-abuse rules that are commonly
adopted to deal with such situations usually preyidr examplel) valuation rules to impute
market value to certain transactions between relpteties;i) rules to treat certain

transactions as unrealizad) rules to change the character of income from gettansactions.
Prevention of tax avoidance can be achieved in meays. For example, the tax rules may
simply prescribe the tax consequences of a defiraatsaction in all circumstances. Or the tax
law may create a presumption which the taxpayendasbut if the transaction is to be
permitted to operate unchanged. Likewise, tax ralay impugn the transaction only where the
taxpayer entered into the transaction with a taimterpose of achieving a particular tax
outcome. Typical examples of specific anti-abudegare illustrated in the following.

1.1 Transfer Pricing Rules*©

81. Where a transaction takes place betweeterkfzarties, the tax system will treat the
transaction as if it occurred at the arm’s lengthriarket) valuél.

1.2 Purpose-based Limits

82. Taxpayers may be entitled to certain taxebenonly if they have not entered into the
transaction for the purpose of securing the beAgfit

1.3 “Related to the Business” Test for Personal Expentlre

40 Some countries may consider that transfer pricirigs are not anti-abuse rules but rules for tteppr determination of the
tax base.

41 Example : Section 482 of Internal Revenue CodthefUnited Sates

In any case of two or more organizations, tradedyusinesses ... owned or controlled directly or iadtly by
the same interests, the [Internal Revenue Serviweg] distribute, apportion, or allocate gross inconeductions,
credits, or allowances, between or among [them[jf]iidetermines that such distribution, apportiogm, or
allocation is necessary in order to prevent evasibtaxes or clearly to reflect the income of any them].

42 Examples: Section 4530f Internal Revenue CoddefUnited Sates

IRS allows taxpayers to report gains on long-teontcacts under the installment method, unless ithestction had “as one of
its principle purposes the avoidance of Federabie tax”.
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83. Where a taxpayer incurs expenditure thabisviewed as being exclusively for the business,
that expenditure should not be eligible for taxwitbn.

1.4 Re-characterization of Income in case of ConduArrangement

84. If(i) tax is reduced due to the existence of an interangdii) there is a tax avoidance
plan, and(iii) it is established that the intermediary would have participated in the
transaction but for the fact that the intermedisryelated party, the intermediary will be
deemed as a condtit And therefore the transactions with the conduitidtidoe disregarded.

2. General Anti-Abuse Rules (GAAR)

85. Several countries have adopted a genemltoutleal with tax avoidance that is not adequately
covered by specific rules applied in certain cirstances or by special rules which protect certain t
incentives against taxpayers’ attempts for usinchsacentives improperly. Mostly these rules are
applied to both domestic abuse cases and treageatases. Examples of a GAAR can be found in
Canadé&?, Australia, New Zealand and Sweden, etc..

86. In general, a GAAR should possess the clenigtics or elements by which the

following questions can be raised:

- Whether or not the transaction takes a certdifi@al or unnecessarily complex form
- What was the purpose of the taxpayer in enteintgthe transaction

- Whether the taxpayer obtains a tax benefit foansone else through the transaction

- Whether the taxpayer exercises an election tareeg benefit he intended to have

- What can be done to reconstruct the tax consempseimtended by the taxpayer

- How the GAAR fits with the specific rule.

87. Itis generally believed that a GAAR shoafiply to the schemes that bring about the
following consequences:

- Omitting taxable income or increasing deductions

- Converting income in one form (e.g. interestpimcome in another form (e.g. dividends)

43The U.S. has a provision in its tax law, which leles the IRS to issue regulations that may re-aitar&ze transactions among
multiple parties, as categorized as “financing agements,” into a simpler transaction between twmore parties.
Another example is the Foreign Investment in Realprty tax Act adopted by the US in 1980. Accoglin this Act, if a
non-resident or a foreign corporation transfercktimn a U.S. corporation 50% or more of whose asse¢ made up of real
property located in the U.S., capital gains arisihgrefrom would be deemed as effectively connetbellusiness in the
U.S. as if the gains had arisen from transfer efrthal property itself.
44 Section 245 of Income Tax Act of Canada
(2) General anti-avoidance provision.Where a transaction is an avoidance transactlmidax consequences to a person shall be
determined as is reasonable in the circumstancesder to deny a tax benefit that, but for thistest, would result,
directly or indirectly, from that transaction oiofn a series of transactions that includes thats@ation.
(3) Avoidance transaction.An avoidance transaction means any transaction:
(a) that, but for this section, would result, directlyindirectly, in a tax benefit unless the transarctmay reasonably be
considered to have been undertaken or arrangedapitinfor bona fide purposes other than to obtdie tax benefit; or
(b) that is part of a series of transactions, whichesgrbut for this section, would result, directlyiodirectly, in a tax
benefit, unless the transaction may reasonablyomsidered to have been undertaken or arranged ptinfar bona
fide purposes other than to obtain the tax benefit.
(4) Provision not applicable.For grater certainty, subsection (2) does not gppla transaction where it may reasonably be
considered that the transaction would not resukatly or indirectly in a misuse of the provisioosthis Act or an abuse
having regard to the provisions of this Act, othlean this section, read as a whole.
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- Converting income from one source (e.g. foreigarse) into income from another source
(e.g. domestic source)

- Turning an exempt income into a taxable incomemghassociated expenses might be
important in reducing an overall tax burden of t@ay@rs

- Shifting income subject to withholding tax frorffshore to onshore where the effective rate
on net income is less than the withholding rateéhlengross amount

- Reducing the exposure to interest and penalties

- Increasing tax credits.

3. Caodification of “Substance-over-form” or “Economic Substance” Principle

88. The substance-over-form principle is gengrbplied to ensure that taxpayers in the
same economic position should bear the same anoddax burden. This principle frequently
functions as an anti-abuse device in that it diardg “form” designed to shift income from the
genuine owner of the income to another person.prhreeiple is recognized in most countries

as one of the basic taxation principles. Howevwe,ihterpretation of the term “substance”
varies considerably from country to countfyThat is mainly because countries generally have
different views as to the way they approach thaassf the tax avoidance and as to the degree
of allowing substance to prevail over form.

89. In some countries such as the US or thethi& substance-over-form principle is understood as
a part of court-made law. However, in some othamtdes such as South Kofzor Japan, this

principle is explicitly prescribed in tax laws.i$t presumed that the main reason for this coditicat
was to provide clearer basis or guidance for thetsodecision regarding tax avoidance cases.

B. Applicability of Domestic Anti-abuse Measures to featy Abuse Cases

90. As mentioned above, it is often the case that national tax authorities responsible for
investigating abusive cases apply the domesticamise measures described above. Such measures
are usually bound by the requirements of their taxnsystems, rather than by general considerations
relating to the special status of the treaty rihlat thas been abused or evaded. With regard to the
issues of whether a domestic anti-abuse measueeapglicable to a treaty abuse case, there exit
largely two schools of thoughts.

91. The first group is the one that stressesipgrtance of international aspect of the taxtyread
the treaty obligations as set forth in Article 27 the Vienna Convention on the Law of

45 International Fiscal Association 2002 Oslo CongréSeneral Report (Frederik ZimmeBorm and substance in tax law,
Cabhiers de droit fiscal international, 2002 Roteard(the Netherlands), p.61.

46 The substance-over-form principle is embodied itidde 14 of the Basic Act for National Taxes a$idws: “1. In the case of
an international transaction, if a person to whaalty income, revenue, property, activity or trangactthat is the subject of
taxation is attributable in name is different fr@enperson to which such income, revenue, propectyyisy or transaction is
attributable in substance, the latter-mentionedpershall be the taxpayer, and tax treaties shealgplied accordingly.

2. In the case of an international transactionyigions regarding the calculation of the tax basalde applied based on

the substance of the relevant income, revenue gpiymctivity or transaction, regardless of anynteised to refer to them

or forms thereof, and tax treaties shall be apmiezbrdingly.”
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Treaties(VCLT}”. The general view of this group is well summarizedhe report of Prof. Garcia
Prats as follows:

“29.If the application of the domestic anti-abusé leads to a reconsideration of the facts to
which the tax rule — in this case the treaty ruleapplies, it is difficult to argue that the
domestic rule constitutes a breach of treaty obbtiga, regardless of the validity of the
reconstructive mechanisms of proof employed.

30. If, on the other hand, the application of dh@mestic anti-abuse rule leads to a legal
recharacterization of the situation or arrangenshtised in order to commit treaty abuse,
whether or not there is a unilateral breach oftyrezbligations — with reference to the
beneficiaries of the treaty — will depend on thepatt of the recharacterization on the
conditions governing the application and interpgretaof the treaty. If the exemptions issue
relates to the domestic tax rule, it cannot be edgtihat there are insuperable obstacles to the
application of the recharacterizing domestic tde.rblowever, if theecharacterization occurs
first and gives rise to the application of a diffiet treaty rule with different effects, the increas
tax liability of the individual could be seen asuailateral modification of the conditions
governing the application of the treaty, thus cawveéning thepacta sunt servandarinciple. In
that event, the attempt by States to make domastieabuse rule prevail over particular treaty
obligations might succeed through the inclusiorthe tax treaty itself of a safequard clause
authorizing the application of domestic tax rulé8.”

92. The other group is the one that stressesgecaof integrity between domestic tax laws amd ta
treaty in their implementation. According to thieew, which is described in the Commentary on
Article 1 of the 2003 OECD Model Convention as shdwelow, domestic anti-abuse measures can be
used as valid devices for recharacterizing an irconguestion if some conditions are met:

“0.2[...] These States take account of the fact taaes are ultimately imposed through the
provisions of domestic law, as restricted (andame rare cases, broadened) by the provisions
of tax convention. Thus, any abuse of the provisi@h a tax convention could also be
characterised as an abuse of the provisions of skicrlaw under which tax will be levied. For
these States, the issue then becomes whetherdwsipns of tax conventions may prevent the
application of the anti-abuse provisions of doneelsiwv, which is the second question above. As
indicated in paragraph 22.1 below, the answer & $kcond question is that to the extent these
anti-abuse rules are part of the basic domest&sraét by domestic tax laws for determining
which facts give rise to a tax liability, they aret addressed in tax treaties and are therefore not
affected by them. Thus, as a general rule, thelleb&ino conflict between such rules and the
provisions of tax conventions.

9.5. [...] A guiding principle is that the benefit§ @ double taxation convention should not be
available where a main purpose for entering intdage transactions or arrangements was to

47 According to Article 27 of VCLT, “a party may natvoke the provisions of its internal law as just#tion for its failure to
perform a treaty”.
48 Highlights were made for the purpose of comparigdth the position of OECD shown in the next paiggt.
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secure a more favourable tax position and obtaitiag more favourable treatment in these
circumstances would be contrary to the object &epurpose of the relevant provisions.

22. Other forms of abuse of tax treaties (e.g.use of a base company) and possible ways to
deal with them, including “substance-over-form”cé@omic substance” and general anti-abuse
rules have also been analysed, particularly aseroscthe question of whether these rules
conflict with tax treaties, which is the second sfien mentioned in paragraph 9.1 above.

22.1 Such rules are part of the basic domestesrsit by domestic tax laws for determining
which facts give rise to a tax liability; these @silare not addressed in tax treaties and are
therefore not affected by them. Thus, as a gemelaland having regard to paragraph 9.5, there
will be no conflict. For example, to the extenttthiae application of the rules referred to in
paragraph 22 results inracharaterisation of income in aredetermination of the taxpayer
who is considered to derive such income, the prowss of the Convention will be applied
taking into account these changé8.”

@ [Members of the Committee are invited to provideeith comments on the issue of
‘Applicability of Domestic Anti-abuse Measures toehty Abuse Cases’.]

93. One way to ensure the clarity in the applicabf the domestic anti-abuse provisions to atyrea
abuse case is to include in such treaties an déxphteguard clause allowing for the application of
such provisions against the treaty abuse. Fromaetipal standpoint, this approach has the advantage
of making application easy and helping avoid armgalgroblem caused by a departure from treaty
primacy. It should be noted, however, that the w$esuch “authorizing” clauses does not
automatically prejudge whether or not it is possitdl apply domestic anti-abuse laws in cases where
there is no such clause in tax treaties. Furthes,groposal is not helpful in a situation wherespite

an offer by a contracting state to include an expkafeguard clause in the tax treaty, the other
contracting state rejects the offer or deliberampids starting renegotiation of the tax treaty in
guestion.

C. Treaty Measures for Preventing Tax Treaty Abuse

94. The issues of the “abuse of tax treatiesther“improper use of tax treaties” are currently
dealt with in the Commentary on Article 1 of the Wibdel Convention. Current provisions of
UN Model Convention on these issues are mainlyridkem the relevant parts of the 1992
Commentary on Article 1 of the OECD Model Conventitn 2003, however, the OECD issued
extensive revisions to the Commentary on Articlef the Model Convention that purport to
clarify the relationship between tax treaties andhdstic anti-abuse rules, and the problems
concerning the improper use or abuse of tax trealibe guidance and a number of
recommended provisions introduced in the above Centaries are quite useful in
understanding the meaning and background of vammtisabuse provisions included in the
actual tax treaties among countries.

49 Highlights were made for the purpose of comparisath the position of Prof. Garcia Prats expressethe prior paragraph.
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95. Various tax measures shown in the above Cartanies and actual tax treaties can be
largely divided into three categories as follows:

(i) Safeguard clauses recognizing that the apptinaof domestic anti-abuse provisions

does not violate the treaty provisi&fls

(i) General Anti-abuse rule, and

(i) Specific Anti-abuse rules.

Following Sub-sections will discuss issues witharehto the above three categories one
by one.

1. Safeguard Clauses recognizing that the Applicationf Domestic Anti-Abuse
Provisions does not Violate the Treaty Provisions

96. The approach of this category, as discuss8ection 4.2. of this draft report, basicallyieslon
the fact that tax is levied under the provisionslamestic law, not of treaties and, therefore, lausa
involving tax treaty provisions can also be charazed as an abuse of the provisions of domestic la
under which tax must be pa#d.The following provision excerpted from paragraghl2of the 2003

Commentary on Article 1 of the OECD Model Conventsupports this approach:

“22.1  Such rules (substance-over-form rule, ecasmubstance rule and general
anti-abuse rule) are part of the basic domestiesrgket by domestic tax laws for
determining which facts give rise to a tax lialyijithese rules are not addressed in tax
treaties and are therefore not affected by them.T...]

97. Actual treaty provisions following this appich can be found in some tax treaties. Article
27 (Application of the Agreement in Special Casasthe 2002 Korea-Germany tax treaty
might be a good example for this.

“1. This Agreement shall not be interpreted to mtweat
(a) a Contracting State is prevented from applyiaglomestic legal provisions,
on the prevention of tax evasion or tax avoidarecénag as those provisions are
in accordance with the principles contained in fgseement, [...].”

98. Another example can be found in Article 1 (B)he Exchange of Notes of the 2003
Australia-UK tax treaty as follows:

“(e) Nothing in the Convention shall be constiwas restricting, in any manner, the
application of any provision of the laws of a Caatiing State which is designed to
prevent the avoidance or evasion of taxes

2. General Anti-Abuse Rules (GAAR)

99. Itis conceivable to include general antissd provisions in tax treaties as domestic
statutes of some countries do (Examples are intredlin Section 4.1.2.). Even though it is not
easy to find an example of a GAAR from existing teeaties, the ‘guiding principle’
introduced in paragraph 9.5 of the 2003 Commentanrrticle 1 of the OECD Model
Convention can be regarded as a premise based ich @lGAAR of the tax treaty can be

50 As a consequence, they bring about the same edfettey authorize the application of domestic-abtise provisions without
limitation.
51 See Paragraph 26 of the report of Mr. Sasseuville.
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developed. The following provision is an exampleadbAAR of the treaty by means of the
above-mentioned ‘guiding principle’:

“The benefits of this Convention shall not be #afalie where a main purpose for
entering into transactions or arrangements is ¢oirgea more favorable tax position
and obtaining that more favorable treatment inéh®@scumstances would be contrary
to the object and purpose of the relevant provisiohthis Convention.”

100. Even in case where a country does not bagk provisions in its tax treaties, if it
commits itself to applying the ‘guiding principlef the 2003 OECD Commentary in dealing
with treaty abuse cases, by exchange of notesrougih MOU with its treaty partners, then the
‘guiding principle’ will be working as a GAAR of atreaties in question.

101. Another example to be considered as a datelifor a GAAR of the tax treaty can be
found in comments of Prof. Mcintyre submitted te tBub-committee on Tax Treaty Abuse as
follows>2;

“In determining whether a taxpayer is entitlecatolaimed treaty benefit, substance
should prevail over form. A Contracting State,tatdiscretion, may decline to provide
a benefit otherwise provided under this Conventfaither the transaction (or set of
related transactions) giving rise to a claim faattbhenefit lacks economic substance, or
the transaction (or set of related transactionsy m@ motivated by bona fide business
or investment purpose.
(i) A transaction or set of related transactionallshot be considered to havéana
fide business or investment purpose if one of the sakbisigourposes for entering into
the transaction or set of related transactions thasivoidance or evasion of taxes.
(if) A transaction or set of related transactiohalsbe considered to lack economic
substance:
(A) If the reasonably anticipated financial gaiorfr the transaction or set of
related transactions, aside from tax benefitser® or less; or
(B) If the reasonably anticipated financial gaiarfr the transaction or set of
related transactions, aside from tax benefits;ivsal relative to the capital
invested, risks incurred, or services performed.
(i) A taxpayer does not have the right to repuedithe form it has chosen for
conducting its own transactions or the transactmi®lated persons or other persons
under common control.”

102. Anyhow, providing a GAAR in a tax treaty hags implication that domestic anti-abuse
rules that do not meet the GAAR in the treaty cebflvith the provisions of the tax treaty, and,
therefore, the application of such domestic rul@s lse precluded by tax treat¥és

103. A close look at paragraphs 9.2 and 22.hef2003 Commentary on Article 1 of the OECD
Model Convention leads to the conclusion that tf&CO supports the idea of a GAAR provided in
tax treaties more than the principle described enti®n 4.3.1. (Safeguard Clauses Authorizing the
Application of Domestic Anti-Abuse Provisions witltoAny Limitation) in dealing with the issue of

52 Refer to “2 (b) of Article 1 (Interpretation ofihConvention)” in “IV. Comments from Mr. Mcintyre’'Supplementary Note to
“Treaty Abuse and Treaty Shopping”.

53 Brian J. Arnold and Stef van Weeghel, ‘Chapteibe Relationship between Tax Treaties and Doméesiicabuse Measures’
in Tax Treaties and Domestic Law, EC and International Tax Law Series, Vol.2, p.95.
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the relationship between tax treaty and domesticaduse measures. Such conclusion is drawn
because the OECD Commentary justifies the applicati the domestic anti-abuse measures to the
cases of treaty abude the extent that such domestic measures meet the criteria setrothe
guiding principle of paragraph ®%of the 2003 Commentary on Article 1 of the OECD ddb

Convention as shown below:

“9.2 [...] As indicated irparagraph 22.1 below the answer to that second
guestion is that to the extent these anti-abusssrate part of the basic domestic rules
set by domestic tax laws for determining which $agive rise to a tax liability, they
are not addressed in tax treaties and are therefuraffected by them. Thus, as a
general rule, there will be no conflict betweentsugles and the provisions of tax
conventions.”

“22.1  [...] Thus, as a general rule ahaving regard to paragraph 9.5 there will
be no conflict [...].”

@& [Members of the Committee are invited to provideir comment as to whether or not the
Commentary of Article 1 of the UN Model Conventiahould have the same guiding
principle as that of the OECD in order to cope witbsues of treaty abuse effectively. If the
OECD'’s guiding principle is neither appropriate nasufficient to deal with issues of tax
treaty abuse, what else can be recommended? Isatbek of providing the “guiding
principle” in an actual tax treaty desirable?]

104. The 2003 OECD Commentary recognizes twoiplesapproaches to dealing with a
potential abuse. One approach is to rely on theamise rules of domestic law discussed
above. The other approach is to view some abusbsiag abuses of the convention itself as
opposed to abuses of domestic law, and to disregfamdive transactions under a proper
interpretation of the relevant treaty provisionatttakes account of their context, the treaty’s
object and purpose as well as the obligation terpret these provisions in good f&thA
GAAR provided in a tax treaty will also be very tigen serving the latter purpose.

3. Specific Treaty Anti-abuse Rules

105. Specific treaty anti-abuse rules provide enggrtainty to taxpayers and tax
administrations. This is acknowledged in paragrajghof the 2003 Commentary on Article 1
of the OECD Model Convention, which states thathsudes can usefully supplement general
anti-abuse provisions or judicial approactfes

54 Under that guiding principle, two elements mustpibesent for certain transactions or arrangementsetfound to constitute an
abuse of the provisions of a tax treaty:

a main purpose for entering into these transactarmsrrangements was to secure a more favouraklpdaition, and
obtaining that more favourable treatment would betcary to the object and purpose of the relevantvisions.

See paragraph 32 of the report of Mr.Sasseville.

551d., paragraph 24.

56“9.6 The potential application of general anti-abiprovisions does not mean that there is no neethé inclusion, in tax
conventions, of specific provisions aimed at pretireg particular forms of tax avoidance. Where sfieavoidance
techniques have been identified or where the usaioh techniques is especially problematic, it wilen be useful to add
to the Convention provisions that focus directlytbe relevant avoidance strategy [...].”
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106. The current UN Model Convention deals wipledfic treaty anti-abuse rules in Articles
10 (2), 11(2), 11(6), 12(2) and 12(6) for the cqotoaf “beneficial ownership” and Article 17
(2) for the prevention of tax abuse using so-caléatiste company’. Besides, paragraphs 8 to
11 of the Commentary on Article 1 of the UN Modealr@ention introduce specific provisions
on the criteria for identifying bona fide casesnfrconduit cases. Further, paragraph 4 of the
Commentary on Article 24(3) of the UN Model Conventincludes a provision for preventing
a treaty abuse technique using the triangular cdisesissed in Section 3.3.1.3. of this draft
report.

107. All wordings and paragraphs mentioned alvepeoduce the relevant parts of the 1992
OECD Model Convention and its Commentary. Howewasrthe report of Prof. Garcia Prats
shows below, there may be some invalid omissioassimilating appropriate parts of the 1992
OECD Commentary and therefore a further considenatiay be needed in updating the UN
Model Convention and its Commentary:

“39.  According to paragraphs 28 and 29 of the “Draport of the Focus Group of
the Ad Hoc Group of Experts on International Co@gp@n in Tax Matters on its
second meeting®, paragraphs 7 to 10 of the commentary on articlef the OECD
Model Convention should be inserted into the Uninations Model Convention, and
the discussion in the OECD commentary on treatysabssues (paragraphs 22 to 26
in the version of the OECD Model Convention currahthat time) could usefully be
incorporated in the United Nations Model Convention

40. However, the material finally inserted differezbnsiderably from this
suggestion, although no reason for the omissionsrgad in the debate in the Group
of Experts. Former paragraph 12 of the OECD comargnbn article 1, which
contains general considerations to be borne in mim@dopting one approach or
another was not inserted. Moreover, the paragra&phsnerating the advantages and
disadvantages of adopting each particular appresaie omitted (paragraphs 14, 16,
18 and 20). Even conceding that such a wholesateoWwing was unnecessary, the
failure to reflect in the United Nations Model C@mtion the views discussed and
noted in the Group of Experts’ own 1987 report ifficult to understand. The
“channel” clause, an effective mechanism for dephvith “stepping-stone” devices
(paragraphs 19 and 20), was not adopted, eithezn @hhough the 1987 report
discussed that approach [...].”

® [Members of the Committee are requested to prowideir comments on the proposal of Prof.
Garcia Prats.]

108. In 2003, the OECD updated many parts o€dasmmmentary relating to specific treaty
abuse rules. Updates included in the Commentartale 1 are(i) use of the concepts of
place of effective management and permanent estabént (para. 10.1- 10.3)j) a
comprehensive limitation-of-benefits provision (@a20),(iii) provisions which are aimed at
particular types of income that is subject to lowno tax under a preferential tax regime (para.
21-21.2),(iv) anti-abuse rules dealing with source taxationp&fcsfic types of income (para.
21.3-21.4)(v) provisions which are aimed at preferential reginméoduced after the
signature of the convention (para. 21(3)) provisions for ‘remittance based taxation’ (para.
26.1), and\vii) provision for ‘procedural issues of source taxatipara.26.2). The 2003
update also includes the further clarification leé toncept of “beneficial ownership” in
Commentaries on Article 10 (para. 12-12.2), 11 &p&r11) and 12 (para. 4-4.2).
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109. The question naturally to be raised at ttages is whether or not (and to what extent
if incorporation is made) the UN Model Commentangarporates in its updated version each
changed part of the OECD Commentary. Additionghy question of whether the ‘limitation
of benefits’ should be put forward in an Articletbe UN Model needs to be contemplated as
the Group of Expert raised that issue at itd frleeting (held in 2003). In particular, the Group
noted that many developing countries have difficmiégotiating treaties with some developed
countries because the major taxpayers in thosetaesrare able to get the benefits of a treaty
by using the treaty negotiated with another colrttriiowever, it should be also noted that
many OECD countries prefer other approaches t@ppeoach of ‘limitation of benefits’ as
proposed in paragraph 20 of the 2003 OECD CommgmtaArticle 1 when dealing with
issues of tax treaty abuse. Detailed explanatidri&af. Garcia Prats on the ‘limitation-of-
benefits’ clauses described in his report (par&8jlean be used as a good reference for
responding to the above question.

@ [Members of the Committee requested to providdrthemments on above questions.]

110. So far, discussion has been focused on baypdate the UN Model and its Commentary,
based on the presumption that they should keep wahehe development of the OECD

Model and its Commentary. However, the UN Model @aadCommentary may play a more
proactive role by taking an initiative in the forkation of international tax guidance than just a
passive role by merely following the guidance aliyeastablished among some advanced
countries. The 2003 update of the OECD Model Cotigaron the capital gains tax (i.e. the
inclusion of Article 13(4) which allows source tamn for capital gains from alienation of
shares deriving more than 50% of value from immdeglooperty) demonstrates the fact that
the UN Model can play a leading role in establighihe international tax guidance because the
UN Model had already contained such a provisioAriicle 13(4) of its Convention even
before the OECD changed its position on the taxatibthe capital gains in 2003.

111. In this context, the Committee may give hpgiority to the work of developing ‘specific
treaty anti-abuse rules’ vis-a-vis various trediyuse cases (of which prototypes are
categorized at Section 3.3. of this draft reporthva view to including them in the UN Model
Commentary.

112. As an example of an area for which the UNdMdConvention could take an initiative,
‘beneficial ownership’ concept can be considereg.ttynow, provisions of both the OECD and
UN Model Conventions regarding beneficial ownerslaigk integrity in the sense that the
concept applies only to certain types of incomengidering that the concept was first
introduced to deal with an income that is easiliftet to persons other than genuine owners, it
would be natural to expand the scope of its appboanow so that the concept may cover all
of such categories of income. This means that beilmaébwnership concept should be
expanded to other types of income including cagtahs (Article 13) as long as the
transaction in question involves a conduit arrangetmProponents of this proposal argue that
the ‘beneficial ownership’ concept can be underdtas a variation of the substance-over-form
rule and therefore there is no point in confinitgyapplication only to dividends, interest and
royalties.

57 See paragraph 25 of the Summary Record 8frhgeting of the Group of Experts.
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113. Another food for thought in the context loé tdevelopment of specific anti-abuse rules is
about the “conduit arrangement” as proposed byipusvChinese Expert in his comment to the
sub-committee, which is quoted beletv

“The US style of anti-conduit arrangement is toidefthe term “conduit arrangement”
in Article 3 as follows.

k) the term "conduit arrangement” means a transaction or series of transactions:

(i) which is structured in such a way that a resident of a Contracting Sate entitled to the
benefits of this Agreement receives an item of income arising in the other Contracting
Sate but that resident pays, directly or indirectly, all or substantially all of that income
(at any time or in any form) to another person who is not a resident of either
Contracting Sate and who, if it received that item of income direct from the other
Contracting Sate, would not be entitled under an Agreement for the avoidance of
double taxation between the Sate in which that other person is resident and the
Contracting Sate in which the income arises, or otherwise, to benefits with respect to
that item of income which are equivalent to, or more favorable than, those available
under this Agreement to a resident of a Contracting State; and

(i) which has as its main purpose, or one of its main purposes, obtaining such increased
benefits as are available under this Agreement.

Then the following paragraph is added in the passicome articles.

The provisions of this paragraph shall not apply in respect of any dividend (interest,
royalties) paid under, or as a part of, a conduit arrangement.”

[Members of the Committee are requested to proglidieeir comments concerning the above
proposals on “beneficial ownership” and “conduit aangement”.]

114. Clearly, proponents of ‘specific treaty aaibuse rules’ may argue that those rules
provide more certainty or predictability to botkxpayers and tax administrations. However,
the following comments of Mr. Sasseville warningaagst the extensive reliance on specific
treaty anti-abuse rules also need to be consi&&red

“18. [...] One should not, however, underestimate tisks of relying extensively on
specific treaty anti-abuse rules to deal with taaty avoidance strategies.

19.  First, specific tax avoidance rules can onlydbafted once a particular avoidance
strategy has been identified. It would be extremefive to believe that all potential

avoidance strategies can be identified prospedtiveince a specific anti-avoidance rule
will often be drafted only after a particular segy has become a significant problem,
taxpayers that first use that strategy will be adaged. This particular form of reward for

innovation has no place in an equitable tax systd@re is no reason why taxpayers who
have access to the most imaginative, or aggrestxeadvisers should be advantaged over
other taxpayers. The ability to frequently amendndstic tax laws may partly address the

58 See “ll. Comments from China”, Supplementary NumtéTreaty Abuse and Treaty Shopping”.
59 See paragraphs 18-22 of Mr. Sassaville’s report.
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problem in the case of abuses of domestic lawssinge tax treaties take so long to amend
or replace, this is a very serious deficiency agrds the inclusion of specific anti-abuse
rules in tax treaties.

20. Second, the inclusion of a specific anti-abpsavision in a treaty can seriously

weaken the case as regards the application of gemaeati-abuse rules or doctrines to

other forms of treaty abuses. Adding specific afitse rules to a tax treaty may well
create an expectation that all unacceptable avomlasirategies that rely on treaty

provisions will be similarly dealt with and canntherefore, be challenged under general
anti-abuse rules.

21.  Third, in order to specifically address compéwoidance strategies, complex rules
may be required. This is especially the case witeese rules seek to address the issue
through the application of criteria that leaveldittoom for interpretation rather than
through more uncertain criteria such as the purpodea transaction or arrangement. The
comprehensive limitation-of-benefits provision gotward in new paragraph 20 of the
Commentary on Article 1 provides a good examplat fprovision attempts to deal with
the issue of treaty shopping through precise gatbut is also the longest put forward in
the OECD Model Convention. Complex treaty rules aften difficult to negotiate, are
more likely to be literally interpreted and carryora risk of affecting non-abusive
transactions than short rules that focus on priesip

22. For these reasons, the inclusion of specificamuses rules in tax treaties cannot
provide a satisfactory comprehensive solution ¢éatly abuses.”

@ [Members of the Committee are invited to provideeir comments on the question as to
whether or not the UN Model and its Commentary sHdudevelop special guidance (or
special treaty anti-abuse rule) against each typleti®aty anti-abuse case shown in Section
[11-C of this draft report.]
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