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and that a final decision should not be made utitd next meeting of the
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Matters on its second meeting”paragraphs 7 to 10 of the commentary on
article 1 of the OECD Model Convention should bedrted into the United
Nations Model Convention, and the discussion in @€CD commentary on
treaty abuse issues (paragraphs 22 to 26 in thsiorerof the OECD Model
Convention current at that time) could usefully ineorporated in the United
Nations Model Convention.

40. However, the material finally inserted diffdreonsiderably from this
suggestion, although no reason for the omissionsrged in the debate in the
Group of Experts. Former paragraph 12 of the OE@Dhmentary on article 1,
which contains general considerations to be bomenind in adopting one
approach or another was not inserted. Moreover,phgraphs enumerating
the advantages and disadvantages of adopting eadicyar approach were
omitted (paragraphs 14, 16, 18 and 20). Even caongethat such a wholesale
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— provisions which are aimed at preferential reginiegoduced after the
signature of the convention.

16. The OECD Model arsenal of specific treaty atiisse rules is completed by
references, in different parts of the Commentartesprovisions or modifications
that the OECD invites Contracting States to consiekeluding in their bilateral

treaties to deal with a humber of possible avoidasitategies.

17. Many of the specific anti-abuse rules put fordvan the Commentaries are
based on provisions that OECD countries includéhir treaties. For instance, all
recent United States treaties include a comprelendimitation-of-benefits
provision and a recent example of that provisiorswiae basis for the alternative
provision in paragraph 20 of the Commentary on @etil. Similarly, the articles
dealing with dividends, interest and royalfie®und in recent United Kingdom
treaties include a provision according to which tledef provided by the relevant
article shall not be available if it was the maiarpose or one of the main purposes
of any person concerned with the creation or asammt of the property in respect
of which the relevant income is paid is to take ahage of the article by means of
that creation or assignmefitthat provision was the basis for the alternative
provision now found in paragraph 21.4 of the Comtaenon Article 1.

18. Clearly, such specific treaty anti-abuse rulg®vide more certainty to
taxpayers and tax administrations. This is ackndgéd in paragraph 9.6 of the
Commentary, which explains that such rules canuwbefupplement general anti-
avoidance rules or judicial approacie@ne should not, however, underestimate the
risks of relying extensively on specific treatytiaabuse rules to deal with tax treaty
avoidance strategies.

19. First, specific tax avoidance rules can only dmfted once a particular
avoidance strategy has been identified. It wouldekremely naive to believe that
all potential avoidance strategies can be iderdifpjgospectively. Since a specific
anti-avoidance rule will often be drafted only afeeparticular strategy has become
a significant problem, taxpayers that first usettbtmategy will be advantaged. This

For example: paragraphs 6.3 and 18 of the Combamg on Article 5 (to deal with attempts to
abuse the 12-month rule applicable to construcsites); paragraph 17 of the Commentary on
Article 10 (to deal with attempts to abuse the prefitial rate of source taxation on dividends
from substantial shareholdings); paragraph 22 ef@mmmentary on Article 10, paragraph 12 of
the Commentary on Article 11 and paragraph 7 ofGleenmentary on Article 12 (to avoid
granting the benefits of Articles 10, 11 and 12tm-resident-owned companies that enjoy
preferential tax treatment); paragraph 17 and 2thefCommentary on Article 18 (to deal with
attempts to abuse the suggested provision allowétigf for contributions to a foreign pension
scheme); paragraph 6 of the Commentary on Artidl@2d paragraph 53 of the Commentary on
Article 24 (to deal with cases where shares, lomnsghts would be transferred to a permanent
establishment in the other State to enjoy a prefieaetreatment and benefit from the exemption
method); paragraphs 31, 31.1 and 35 of the Commgmta Articles 23A and 23B (to deal with
low or non-taxation situations arising from thesexption method) and paragraph 78.1 of the
Commentary on Articles 23A and 23B (to deal withuabs of tax sparing provisions).

In some treaties, the provision is also foumdhie Article on Other Income.

For example, four such provisions are foundhie United-Kingdom-Australia treaty that entered
into force on 17 December 2003: see paragraphAtrtéle 10 (Dividends), paragraph 9 of Article
11 (Interest), paragraph 7 of Article 12 (Royaljiasd paragraph 5 of Article 20 (Other Income).
“9.6 The potential application of general aabiuse provisions does not mean that there is no
need for the inclusion, in tax conventions, of dfie@rovisions aimed at preventing particular
forms of tax avoidance. Where specific avoidanahieques have been identified or where the
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26. The second approach is to rely on the anti-abuges of domestic law. As
explained in new paragraph 9.3 of the Commentarpuitle 1, that approach relies
on the fact that tax is levied under the provisiamisdomestic law, not of treaties
and, therefore, an abuse involving tax treaty psmrnis can also be characterised as
an abuse of the provisions of domestic law undeictvitax must be paid.

27. Areference to that approach may be found magaph 18 of the Commentary
on Article 5, which deals with abuses of the 12-moaxception of paragraph 3 of
Article 5 applicable to construction sites. Accargito the Commentary “[...]such
abuses may, depending on the circumstances, fdkmuthe application of legislative
or judicial anti-avoidance rules?®

28. A possible difficulty with that second approadtowever, is that in case of
conflict between the provisions of tax treaties atfbse of domestic law, the
provisions of tax treaties must prevail. This islagical consequence of the
principle of “pacta sunt servandawvhich is incorporated in Article 26 of the Vienna
Convention on the Law of Treaties. Thus, if the laggiion of domestic legislative
or judicial anti-avoidance rules had the effectinféreasing the tax liability of a
taxpayer beyond what is allowed by a tax treatys ttvould conflict with the
provisions of the treaty and these provisions stiogrevail under public
international law.

29. In the case of domestic legislative or judic@ati-avoidance rules that clearly
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obligations. Under that guiding principle, two elemis must be present for certain
transactions or arrangements to be found to cartstidn abuse of the provisions of
a tax treaty:

— a main purpose for entering into these transactimmarrangements was to
secure a more favourable tax position, and

— obtaining that more favourable treatment would loatcary to the object
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ANNEX 1 : Excerpt from note E/2004/51 (Report of lhe Secretary-
General on the Eleventh meeting of the Ad Hoc Groupf
Experts on International Cooperation in Tax Matters

“lll. Treaty shopping and treaty abuses

16. Many significant international developments @accurred since the topic of
treaty abuses and treaty shopping were last adelddsg the Group of Experts.

17. Three main questions were addressed in theingedtirst, what is considered a
treaty abuse? In that connection, it is necessargieicide who is to determine the
existence of an abuse. Second, how are the standardlealing with treaty abuse
being established? In that connection, the starslfoddetermining an abuse might
be included in the treaty itself. Third, is it aptable to deal with treaty abuse with
domestic anti-abuse mechanisms? In that connecttomay be necessary to take
account of the legal nature of treaties and thegalbilons derived from the public
International Law of Treaties.

18. Representatives noted that although a precefeiton of the term “treaty
abuse” is not available, there is a broad recognithat treaty abuses exist and must
be dealt with. The impossibility of reaching a coormdefinition of a treaty abuse
was partly due to the mechanisms for dealing wéth treaty abuse. Persons covered
by a tax treaty are its ultimate beneficiaries, giessthe fact that a treaty is signed
by contracting States and is intended to advaneeithberests of the contracting
States.

19. The existence of a treaty abuse implies anréudiviolation of the law, contrary
to its goal and objectives. Such a violation catydre determined after taking into
account the specific circumstances of a particakse. In general, a treaty abuse is
determined by national authorities under their dstitelaw and according to their
legal tradition. For this reason, the concept dfeaty abuse is likely to vary from
State to State. The question of treaty abuse sno& question of who are the bona
fide beneficiaries of the treaty.

20. Normally, the term treaty abuse is used to rrafe situations in which the
taxpayer is seeking to circumvent the law. But ¢desation should also be given to
cases in which one of the contracting States takksntage of the good faith of the
other contracting State to the Treaty by making a f

11
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ANNEX 2: Proposal resulting from the discussionst the 11" meeting
of the Ad Hoc Group of Experts

The following is the latest version of the propoéal revising the relevant parts of
the Commentary on Article 1 of the UN Model Convient That version was
circulated by Prof. Prats shortly after the™lieeting of the Ad Hoc Group of
Experts bold italics indicate proposed additions to the existing text the

Commentary of the UN Model Convention—strikethrbudgndicate proposed
deletions):

Page 43 [of the English version of the UN Model Cemtion].
“89.96 Tf 0.628(N)-39.31001(t)-23.7863(r)-41.2001(i)-23.12(h)-35.8212(e)-30.932( )-42.2653(E)-46.5986(n

13
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“Other States prefer to view some abuses as beibgses of the convention itself, as
opposed to abuses of domestic law. These Stateweher, then consider that a proper
construction of tax conventions allows them to dégrard abusive transactions, such as
those entered into with the view to obtaining unémded benefits under the provisions of
these conventions. This interpretation results fromhe object and purpose of tax
conventions as well as the obligation to interprégtem in good faith (see Article 31 of
the Vienna Convention on the Law of Treaties)”. [pa 9.3]

“Under both approaches, therefore, it is agreed th&tates do not have to grant the
benefits of a double taxation convention where angements that constitute an abuse of
the provisions of the convention have been entenetd”. [para. 9.4]

Nevertheless, in order that an anti-abuse domegirovision be applied it must respect the
primacy of Tax Treaties, and not lead to a result t
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these laws in an international environment characteed by very different tax burdens,
but such measures should be used only for this pasp. As a general rule, these
measures should not be applied where the relevantome has been subjected to

taxation that is comparable to that in the countiyf residence of the taxpayer”.[para.
26].

It is suggested not to incorporate paragraphs 18rid 10.2 of the Commentaries on Article 1 of
the OECD Model Convention as they expressly relatesituations dealt in Articles 4 —residence-
and 5 -—permanent establishment- and could lead to m

15
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enjoy, in that State, a preferential tax regime tasted to foreign-held entities (i.e. not
available to entities that belong to residents bat State):

“Any company, trust or partnership that is a resideof a Contracting State and is
beneficially owned or controlled directly or indicgly by one or more persons who
are not residents of that State shall not be erddlto the benefits of this
Convention if the amount of the tax imposed on threeome or capital of the
company, trust or partnership by that State (aftaking into account any
reduction or offset of the amount of tax in any maar, including a refund,
reimbursement, contribution, credit or allowance the company, trust or
partnership, or to any other person) is substantialower thatn the amount that
would be imposed by that State if all of the shamfshe capital stock of the
company or all of the interests in the trust or gaership, as the case may be,
were beneficially owned by one or more residentstudt State”. [para. 21.2]

In order to accommodate to the new numbering ofagaaphs of the OECD MC the following
amendments are suggested:

In page 46 reference to “[para. 17]” should be refed to “[para. 15]".
In page 46 reference to “[para. 21]” should be refed to “[para. 19]".

Taking into account the suggestions made for updathe UN MC in 1999 and the analysis of the
so-called channel approach by the UN Report in 1987is suggested the inclusion of the

following references of the OECD MC in page 46k UN MC between the references of previous
paragraphs 17 and 21 of the OECD MC:

“Stepping Stone cases

16
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In order to avoid abuse of Tax Treaty by Statestigh the introduction of preferential tax regimes
after the signature of the Treaty it is recommendta inclusion of the following paragraph at the
end of page 47 after paragraph 10 of the Commeptaan Article 1 of the UN MC:

“Sta
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