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i) with respect to benefits under this Convention other than under Article 10
(Dividends), less than 50 percent Rl IKH FRPSDQ\{V JURW LQFRPH DQG 0HVV IIKDQ
SHUFHQW R1 IKH WHVIHG JURXSYV JURW LQFRPH LV SDLG RU DFFUXHG GLUHFHON RU LQGLUHFIION\
in the form of payments that are deductible for purposes of the taxes covered by
KLV &RQYHQILRQ LQ IKH FRPSDQ\{V &RQllacting State of residence (but not including
DUP{V 0HQJWK SD\PHQIV LQ WKH RUGLQDU\ FRXUVH RI EXVLQHW IRU VHUYLFHV RU WDQJLECH
property, and in the case of a tested group, not including intra-group transactions):
(A) to persons that are not residents of either Contracting State entitled to the
benefits of this Convention under subparagraph (a), (b), (c) or (e) of this paragraph;
(B) to persons that are connected persons with respect to the company described in
this subparagraph and that benefit from a special tax regime with respect to the
deductible payment; or (C) with respect to a payment of interest, to persons that are
connected persons with respect to the company described in this subparagraph and
that benefit from notional deductions described in subparagraph (e) of paragraph 2
of Article 11 (Interest);

e) a person described in paragraph 2 of Article 4 (Resident) of this Convention, provided
that:
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subparagraph and that benefit from a special tax regime with respect to the
deductible payment; or (C) with respect to a payment of interest, to persons that are
connected persons with respect to the person described in this subparagraph and
that benefit from notional deductions described in subparagraph (e) of paragraph 2
of Article 11 (Interest).

3. a) A resident of a Contracting State shall be entitled to benefits under this Convention
with respect to an item of income derived from the other Contracting State, regardless of
whether the resident is a qualified person, if the resident is engaged in the active conduct of
a trade or business in the first-mentioned Contracting State, and the income derived from
the other Contracting State emanates from, or is incidental to, that trade or business. For
purposes of this Article IKH IHUP 3DFILYH FRQGXFI RI D WUDGH RU EXVLQHVWV™ VKDO0 QRII LQFOXGH
the following activities or any combination thereof:

i) operating as a holding company;
i) providing overall supervision or administration of a group of companies;
iii) providing group financing (including cash pooling); or

iv) making or managing investments, unless these activities are carried on by a
bank, insurance company or registered securities dealer in the ordinary course of its
business as such.

b) If a resident of a Contracting State derives an item of income from a trade or business
activity conducted by that resident in the other Contracting State, or derives an item of
income arising in the other Contracting State from a connected person, the conditions
described in subparagraph (a) of this paragraph shall be considered to be satisfied with
respect to such item only if the trade or business activity conducted by the resident in the
first-mentioned Contracting State to which the item is related is substantial in relation to the
same or complementary trade or business activity carried on by the resident or such
connected person in the other Contracting State. Whether a trade or business activity is
substantial for the purposes of this paragraph shall be determined based on all the facts and
circumstances.

c) For purposes of applying this paragraph, activities conl 3-sr.((9.0509 Tc[(i))] TETBT1 0i)6(i)-4())] T8
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persons that are equivalent beneficiaries, provided that, in the case of indirect ownership,
each intermediate owner is a qualifying intermediate owner; and

b) less than 50 percent of IKH FRPSDQ\{V JURW LQFRPH DQG OHW IKDQ  SHUFHQW RI WKH
#HVIHG JURXSTV JURW LQFRPH LV SDLG RU DFFUXHG GLUHFIO\ RU LQGLrectly, in the form of
payments that are deductible for purposes of the taxes covered by this Convention in the
FRPSDQ\fV &RQIUDFILng State of residence EXI QRIl LQFOXGLQJ DUPYV 0HQJWK SD\PHQIV LQ WKH
ordinary course of business for services or tangible property, and in the case of a tested
group, not including intra-group transactions): (i) to persons that are not equivalent
beneficiaries; (ii) to persons that are equivalent beneficiaries only by reason of paragraph 5
of this Article or of a substantially similar provision in the relevant comprehensive
convention for the avoidance of double taxation; (iii) to persons that are equivalent
beneficiaries that are connected persons with respect to the company described in this
paragraph and that benefit from a special tax regime with respect to the deductible payment,
provided that if the relevant comprehensive convention for the avoidance of double taxation
does not contain a definition of a special tax regime analogous to the definition in
subparagraph (I) of paragraph 1 of Article 3 (General Definitions), the principles of the
definition provided in this Convention shall apply, but without regard to the requirement in
clause (v) of that definition; or (iv) with respect to a payment of interest, to persons that are
equivalent beneficiaries that are connected persons with respect to the company described
in this paragraph and that benefit from notional deductions of the type described in
subparagraph (e) of paragraph 2 of Article 11 (Interest).

5. A company that is a resident of a Contracting State that functions as a headquarters
company for a multinational corporate group consisting of such company and its direct and indirect
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f)  OHWIKDQ  SHUFHQW RI VXFK FRPSDQ\fV JURW LQFRPH DQG OHWV IKDQ  SHUFHQW RI WKH
fHVIHG JURXSTV JURW LQFRPH LV SDLG RU DFFUXHG GLUHFIO\ RU LQGLUHFION LQ WKH IRUP RI
payments that are deductible for purposes of the taxes covered by this Convention in the
FRPSDQ\fV &RQIUDFILQJ 6IDIH RI UHVLGHQFH EXH QRI LQFOXGLQJ DUP{s length payments in the
ordinary course of business for services or tangible property or payments in respect of
financial obligations to a bank that is not a connected person with respect to such company,
and in the case of a tested group, not including intra-group transactions): (i) to persons that
are not residents of either Contracting State entitled to the benefits of this Convention under
subparagraph (a), (b), (c) or (e) of paragraph 2 of this Article; (ii) to persons that are
connected persons with respect to such company and that benefit from a special tax regime
with respect to the deductible payment; or (iii) with respect to a payment of interest, to
persons that are connected persons with respect to such company and that benefit from
notional deductions described in subparagraph (e) of paragraph 2 of Article 11 (Interest).

If the requirements of subparagraph (b), (c) or (d) of this paragraph are not fulfilled for the relevant
taxable year, they shall be deemed to be fulfilled if the required ratios are met when averaging the
gross income of the preceding four taxable years.

6. If a resident of a Contracting State is neither a qualified person pursuant to the provisions of
paragraph 2 of this Article, nor entitled to benefits under paragraph 3, 4 or 5 of this Article, the
competent authority of the other Contracting State may, nevertheless, grant the benefits of this
Convention, or benefits with respect to a specific item of income, taking into account the object and
purpose of this Convention, but only if such resident demonstrates to the satisfaction of such
competent authority a substantial nontax nexus to its Contracting State of residence and that neither
its establishment, acquisition or maintenance, nor the conduct of its operations had as one of its
principal purposes the obtaining of benefits under this Convention. The competent authority of the
Contracting State to which a request has been made shall consult with the competent authority of
the other Contracting State before either granting or denying the request made under this paragraph
by a resident of that other Contracting State.

7. For the purposes of this Article:
a) IKH IHUP 3UHFRJQLIHG VIRFN H[FKDQJH" PHDQV

i) any stock exchange registered with the U.S. Securities and Exchange
Commission as a national securities exchange under the U.S. Securities Exchange
Act of 1934;

i) the Stock Exchange; and

iii) any other stock exchange agreed upon by the competent authorities of the
Contracting States;

b) WKH WHUP 3SULQFLSD0 FODW RI VKDUHV" PHDQV WKH RUGLQDU\ RU FRPPRQ VKDUHV RI liKH
company, provided that such class of shares represents the majority of the aggregate vote
and value of the company. If no single class of ordinary or common shares represents the
PDIRULIN\ RI IKH DJJUHJDIH YRIH DQG YDOXH RI WKH FRPSDQ\ WKH 3SULQFLSD0 FODVV RI VKDUHV” DUH



E/C.18/2016/CRP.16

those classes that in the aggregate represent a majority of the aggregate vote and value of
the company;

c)

IKH HUP 3GLVSURSRUILRQDIH FODWV RI VKDUHV" PHDQV DQ\ FODW RI VKDUHV RI D FRPSDQ\ RU

in the case of a trust, any class of beneficial interests in such trust, resident in one of the
Contracting States that entitles the shareholder or interest holder to disproportionately
higher participation, through dividends, redemption payments or otherwise, in the earnings
generated in the other Contracting State;

d)

a companyV 3SULPDU\ SODFH Rl PDQDIHPHQI DQG FRQIUR)”™ LV LQ IKH &RQIUDFILQJ GIDIH RI

which it is a resident only if:

€)

i) the executive officers and senior management employees of the company
exercise day-to-day responsibility for more of the strategic, financial and
operational policy decision-making for the company and its direct and indirect
subsidiaries in that Contracting State, and the staff of such persons conduct more of
the day-to-day activities necessary for preparing and making those decisions in that
Contracting State, than in any other state; and

i) such executive officers and senior management employees exercise day-to-
day responsibility for more of the strategic, financial and operational policy
decision-making for the company and its direct and indirect subsidiaries, and the
staff of such persons conduct more of the day-to-day activities necessary for
preparing and making those decisions, than the officers or employees of any other
company;

IKH IHUP SHTXLYDOHQW EHQHILFLDUN" PHDQV

i) a resident of any state, provided that:
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the income, profit or gain was derived by the company, such resident
shall not be considered an equivalent beneficiary with respect to the
item of income;

i) a resident of the same Contracting State as the company seeking benefits
under paragraph 4 of this Article that is entitled to all the benefits of this
Convention by reason of subparagraph (a), (b), (c) or (e) of paragraph 2 of this
Article or, when the benefit being sought is with respect to interest or dividends
SDLG E\ D PHPEHU RI IIKH UHVLGHQIV multinational corporate group, the resident is
entitled to benefits under paragraph 5 of this Article, provided that, in the case of a
resident described in paragraph 5 of this Article, if the resident had received such
interest or dividends directly, the resident would be entitled to a rate of tax with
respect to such income that is less than or equal to the rate applicable under this
Convention to the company seeking benefits under paragraph 4 of this Article; or

iii) a resident of the Contracting State from which the benefits of this
Convention are sought that is entitled to all the benefits of this Convention by
reason of subparagraph (a), (b), (c) or (e) of paragraph 2 of this Article, provided
that all such residents ownership of the aggregate vote and value of the shares (and
any disproportionate class of shares) of the company seeking benefits under
paragraph 4 of this Article does not exceed 25 percent of the total vote and value of
the shares (and any disproportionate class of shares) of the company.

f)  WKHHUP STXDOLINLQJ LQIHUPHGLDIH RZQHU™ PHDQV DQ LQIHUPHGLDIH RZQHU WKDI LV HLIKHU

i) a resident of a state that has in effect with the Contracting State from which
a benefit under this Convention is being sought a comprehensive convention for the
avoidance of double taxation that includes provisions addressing special tax
regimes and notional deductions
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h) IKH WHUP 3JURW LQFRPH™ PHDQV JURW UHFHLSIV DV GHIHUPLQHG LQ WKH SHUWRQIV
Contracting State of residence for the taxable year that includes the time when the benefit
would be accorded, except that where a person is engaged in a business that includes the
PDQXIDFIXUH  SURGXFILRQ RU VDOH RI' JRRGV 3JURW LQFRPH” PHDQV VXFK JURW UHFHLSIV
reduced by the cost of goods sold, and where a person is engaged in a business of providing
non-financial services, 3JURW LQFRPH™ PHDQV VXFK JURW UHFHLSIV reduced by the direct
costs of generating such receipts, provided that:

i) except when relevant for determining benefits under Article 10 (Dividends)
of this Convention, gross income shall not include the portion of any dividends that
are effectively exempt from tax in IKH SHWRQfV &RQIUDFILQJ 6IDIH RI UHVLGHQFH
whether through deductions or otherwise; and

i) except with respect to the portion of any dividend that is taxable, a tested

JURXSTV JURW LQFRPH VKDO0 QRIi IDNH LQIR DFFRXQN WUDQVDFILRQV EHIZHHQ FRPSDQLHV
within the tested group.

10
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C) a preferential rate of taxation or a permanent reduction in the tax
base of the type described in part (1), (2), (3) or (4) of subclause (B) of this
clause with respect to substantially all of a compan\{V income or
substantially all of D FRPSDQ\{V foreign source income, for companies that
do not engage in the active conduct of a trade or business in that
Contracting State;

i) in the case of any preferential rate of taxation or permanent reduction in the
tax base for royalties, does not condition such benefits on the extent of research and
development activities that take place in the Contracting State;

iii) is generally expected to result in a rate of taxation® that is less than the
lesser of either:

A) 15 percent; or

B) 60 percent of the general statutor

12



E/C.18/2016/CRP.16

D) persons the taxation of which achieves a single level of taxation
HLIKHU LQ WKH KDQGV RI IIKH SHUVRQ RU lIKH SHUVRQ{V VKDUHKROGHWV ZLIK Dif PRI
one year of deferral) and that hold predominantly real estate assets; and

V) after consultation with the first-mentioned Contracting State, has been
identified by the other Contracting State through diplomatic channels to the first-
mentioned Contracting State as satisfying clauses (i) through (iv) of this
subparagraph.

No statute, regulation or administrative practice shall be treated as a special tax regime until
30 days after the date when the other Contracting State issues a written public notification
identifying the regime as satisfying clauses (i) through (v) of this subparagraph; and

m) WZR SHWRQV VKDW EH 3FRQQHFIHG SHUWRQV” if one owns, directly or indirectly, at least
50 percent of the beneficial interest in the other (or, in the case of a company, at least 50
percent of the aggregate vote and value of the companyfs shares) or another person owns,
directly or indirectly, at least 50 percent of the beneficial interest (or, in the case of a
company, at least 50 percent of the aggregate vote and value of the companyfs shares) in
each person. In any case, a person shall be connected to another if, based on all the relevant
facts and circumstances, one has control of the other or both are under the control of the
same person or persons.

POTENTIAL NEW SENTENCE TO ARTICLE 4 (RESIDENT)

1.

JRUWKH SXUSRVHV RI KLV &RQYHQILRQ WKH IHUP 3UHVLGHQII R1 D &RQIUDFILQJ GIDIH”

means any person who, under the laws of that Contracting State, is liable to tax therein by
reason of his domicile, residence, citizenship, place of management, place of incorporation,
or any other criterion of a similar nature, and also includes that Contracting State and any
political subdivision or local authority thereof.

13
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(Limitation on Benefits) would be entitled to a rate of tax with respect to the dividend that
is less than or equal to the rate

14
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PART 111 T EXAMPLE OF COMMENTARY ON A
LIMITATION ON BENEFITS ARTICLE

Article 22 contains anti-treaty-shopping provisions that are intended to prevent residents of
third countries from benefiting from what is intended to be a reciprocal agreement between two
countries. In general, the Article does not rely on a determination of purpose or intention but
instead sets forth a series of objective tests. Except for purposes of the discretionary relief
provision of paragraph 6, a resident of a Contracting State that meets the provisions of the objective
tests under paragraph 2 th

16
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(Members of Diplomatic Missions and Consular Posts) applies to diplomatic agents or consular
officials regardless of residence. Article 22 accordingly does not limit the availability of treaty
benefits under these provisions.

Article 22 and the anti-abuse provisions of domestic law complement each other, as Article
22 effectively determines whether a person has a sufficient nexus to a Contracting State to be
treated as eligible for treaty benefits, while domestic anti-abuse provisions (e.g., business purpose,
substance-over-form, step transaction or conduit principles) determine whether a particular
transaction should be respected, and if the form of the transaction is not respected, which resident, if
any, must meet the limitations on benefits article in order to claim treaty benefits with respect to the
item of income. For example, domestic law principles of the Contracting State where the income
arises may be applied to identify the beneficial owner of an item of income, and Article 22 then will
be applied to the beneficial owner to determine if that person is a qualified person that is entitled to
the benefits of the Convention with respect to such income. Such determination is made at the time
the benefit would be accorded.

Paragraph 2

Paragraph 2 has six subparagraphs, each of which describes a category of residents that will
be considered to be qualified persons. Paragraph 2 requires that a resident of a Contracting State, in

17
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company and its direct and indirect subsidiaries in that State, and the staff that support such
management in preparing for and making those decisions conduct more of their necessary day-to-
day activities in that State, than in the other State or any third state. Thus, the test looks to the
overall activities of the relevant persons to see where those activities are conducted. In most cases,
it will be a necessary, but not a sufficient, condition that the chief executive officer and other top
executives normally are in the Contracting State of which the company is a resident. Second, the
executive officers and senior management employees exercise day-to-day responsibility for more of
the strategic, financial and operational policy decision-making for the company and its direct and
indirect subsidiaries, and the staff that support such management in making those decisions conduct
more of their necessary day-to-day activities, than the offthe

20
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Example 2. Assume that at all relevant times, R3 (the tested subsidiary) is wholly owned
by another company, R2, which in turn is wholly owned by R1, a publicly traded company that
satisfies the requirements of subparagraph 2(c). R3, R2 and R1 are all residents of the other
Contracting State as determined under Article 4 (Resident) and are all members of the same tax
consolidation group. The ownership prong in clause (i) of subparagraph 2(d) of the test is satisfied
because R1, a company satisfying the requirements of subparagraph 2(c), indirectly owns at least 50
percent of the aggregate vote and value of R3 (and at least 50 percent of the aggregate vote and
value of any disproportionate class of shares of R3), and R2, which is an intermediate owner, is a
resident of the other Contracting State and is therefore a qualifying intermediate owner.

During the taxable year that includes the time when the benefit would otherwise be
accorded, R3 derives: (i) $200 of dividends from a company resident in a third State that are
excluded from gross income of R3 in the other Contracting State; and (ii) $100 of U.S. interest, for
which R3 is seeking the benefits of Article 11 (Interest) of the Convention. R3 makes a base
eroding payment of $49 to an ineligible person and pays a dividend of $51 to R2. In addition to the
$51 dividend that it receives from R3, R2 receives additional gross receipts of $100 from persons
outside the tested group. R2 makes a base eroding payment of $51 to an ineligible person.

In this example, the tested group consists of R3, R2 and R1, because the three companies
participate in a tax consolidation regime. In order to be eligible for benefits with respect to the U.S
source interest payment, R3 must meet the tested subsidiary base erosion test, and the tested group
must meet the tested group base erosion test.

5 {V JURW LQFRPH DV GHILQHG LQ VXESDUDJUDSK K LV fKH 8 6 VRXUFH LQUHUHWI  VLQFH
the $200 dividend paid to R3 from a third-country company is excluded. Thus, for the taxable year
IRV ZKLFK 5 VHHNV EHQHILIV 0HWV IKDQ RI'5 1V JURW LQFRPH PD\ EH LQ IIKH IRUP RI EDVH HURGLQJ
payments to ineligible persons. R3 has made only $49 in base eroding payments and would satisfy
the first prong of the subsidiary

22
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Example 4. Assume the same facts as in Example 2, except IKDI 5 {V RQI\ LIHPV RI
income are U.S. source royalties of $100, for which R3 seeks to claim benefits of Article 12

23
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Ownership/Base Erosion -- Subparagraph 2(f)

Subparagraph 2(f) provides an additional method to become a qualified person for any
form of legal person that is a resident of a &RQIUDFILQJ 6IDIH D 3fHVIHG SHIWVRQ™  $ IHWHG SHWRQ
resident in a Contracting State is a qualified person under subparagraph 2(f) if it satisfies both the
ownership test under clause (i) of subparagraph 2(f) and the base erosion test under clause (ii) of
subparagraph 2(f).

The Ownership Test
The ownership prong of the test, under clause (i), provides that 50 percent or more of the
aggregate vote and value of the outstanding shares or other beneficial interests (and at least 50

percent of the aggregate vote and value of any disproportionate class of shares) in the tested person
must be owned, directly or indirectly, on at least half the days of any twelve-month period that

24
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Second, if there is a tested group as defined in subparagraph 7(g), then less than 50 percent
of the gross income of the tested group may be paid or accrued, directly or indirectly, in the form of
payments that are deductible by any member of the tested group for tax purposes in the tested
SHUVRQIV 6IDIH R1 UHVLGHQFH IR LQHOLJLEOH SHUVRQV

Similar to the base erosion test under clause (ii) of subparagraph 2(d), for the purpose of
applying the base erosion test, deductible payments do noll LQFOXGH DUP{V-length payments in the
ordinary course of business for services or tangible property. To the extent they are deductible from
the taxable base, trust distributions are deductible payments. Depreciation and amortization
deductions, which do not represent payments or accruals to other persons, are disregarded for this
purpose. Furthermore, in the case of a tested group, deductible payments do not include intra-group
payments. For purposes of applying the base erosion test, payments of interHVil DUH QRI DUP{V-length
amounts paid or accrued in the ordinary course of business for services and would be treated as base
eroding payments if made to an ineligible person.

6XESDUDJUDSK K GHILQHV WKH WHUP 3JURW LQFRPH" IRU SXUSRVHV RI DSSO\LQJ WKH Ease
erosion test.

Unlike subparagraph 2(d), if a tested person seeking to become a qualified person by

satisfying subparagraph 2(f) wishes to obtain the benefits of Article 10 (Dividends), the tested
person must satisfy the base erosion test in clause (i

25
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#HVIHG JURXSTV JURW LQFRPH RI 7KHUHIRUH WKH EDVH HURVLRQ SURQJ RI HKH WHWI LV QRW VDILVILHG
and R2 is not a qualified person under subparagraph 2(f).

Example 7. Assume the same facts as Example 6 above, except that the U.S. source income
ZLUIK UHVSHFI iR ZKLFK 5 VHHNV IR EH D TXDOLILHG SHUVRQ LV D GLYLGHQG )RU WKLV SXUSRVH 5 v
gross income is $100 (the $50 dividend from the company in the third state plus the $50 U.S. source
GLYLGHQG  7KH JURW LQFRPH RI WKH WHWIHG JURXS LV 5 v JURW LQFRPH RI SXV 5 v
income of $100 from persons outside the tested group). R2 has made a base eroding payment of
$24 and R1 has made a base eroding payment of $51. The base eroding payments of R2 equal $24,
which is less than 50 percent of R2's gross income of $100. In addition, the base eroding payments
of the tested group total $75 ($24 + $51), which is less than 50 percent of the tHWIHG JURXSV JURW
income of $200. Therefore, under this example, the base erosion prong of the test is satisfied and
R2 shall be a qualified person under subparagraph 2(f) for purposes of obtaining a lower rate of
taxation on the U.S. source dividend.

Paragraph 3

Paragraph 3 sets forth an alternative test under which a resident of a Contracting State

26
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working capital of a person in the State of residence in securities issued by persons in the State of
source.

Subparagraph 3(b) states a further condition to the general rule in subparagraph 3(a) in
cases where the trade or business generating the item of income in question is carried on either by
the person deriving the income or by a connected person in the State of source. Subparagraph 3(b)
states that the trade or business carried on in the State of residence, under these circumstances,
must be substantial in relation to the activity in the State of source. The determination of
substantiality is based upon all the facts and circumstances and takes into account the comparative
sizes of the trades or businesses in each Contracting State, the nature of the activities performed in
each Contracting State, and the relative contributions made to that trade or business in each
Contracting State.

The determination in subparagraph 3(b) is made separately for each item of income derived
from the State of source, with reference to the trade or business in the State of residence from which
the item of income in question emanates. It therefore is possible that a person would be entitled to
the benefits of the Convention with respect to one item of income but not with respect to another. If
a resident of a Contracting State is entitled to treaty benefits with respect to a particular item of
income under paragraph 3, the resident is entitled to all benefits of the Convention insofar as they
affect the taxation of that item of income in the State of source.

The substantiality requirement under subparagraph 3(b) will not apply, however, if the trade
or business generating the item of income in question is not carried on in the State of source by the
resident seeking benefits or by a connected person in the State of source. For example, if a small
U.S. research firm develops a process that it licenses to a very large, pharmaceutical manufacturer
in the other Contracting State that is not a connected person with respect to the U.S. research firm,
the size of the business activity of the U.S. research firm would not have to be tested against the
size of the business activity of the manufacturer. Similarly, a small U.S. bank that makes a loan to a
very large company that is not a connected person with respect to the U.S. bank and that is
operating a business in the other Contracting State would not have to pass a substantiality test to be
eligible for treaty benefits under paragraph 3.

Subparagraph 3(c) provides attribution rules in the case of activities conducted by

connected persons for purposes of applying the substantive rules of subparagraphs 3(a) and 3(b).
Thus, these rules apply for purposes of determining whether a person

28
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As described above, subclause (B)(1) of subparagraph 7(e)(i) provides that any reduced
rates of taxation that are available under domestic law b\ YLUIXH RI D VIDIH]V PHPEHUVKLS LQ DQ
economic bloc will be taken into account. This rule recognizes that withholding taxes on many
inter-company dividends, interest and royalties may be eliminated, for example, by reason of
directives establishing economic blocs of countries, such as the Parent-Subsidiary Directive
within the European Union, rather than by income tax convention.

Example 14. EUCo1, a company resident in EU1, wholly owns USCo, a resident of the
United States. USCo wholly owns EUC02, a resident of EU2 and derives interest from EUCo2.
The US-EU2 convention contains a definition of equivalent beneficiary that is the same as the
definition in this Convention. EUCol and EUCo2 are each a member of the European Union.
Under the Parent-Subsidiary Directive, interest paid by EUCo02 to EUCol would be exempt
from withholding by EUCo02. Therefore, EUCol would satisfy subclause (B)(1) of
subparagraph 7(e)(i), even if the rate of withholding on interest under the EU1-EU2 convention
were greater than zero.

Subclause (B)(1)(l) of subparagraph 7(e)(i) provides a rule in the case of dividends that

allows an individual to be treated as a company for purposes of the rate comparison test
described above. Because dividends beneficially owned by individuals a
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conducted in the Contracting State of residence for purposes of subclause (B)(1)(l) of
VXESDUDJUDSK  H L QHHG RQO\ EH 3VLPLIDU RU FRPSOHPHQIDU\" IR KH DFILYH WUDGH RU EXVLQHW
FRQGXFIHG LQ WKH VRXUFH 6IDIH DQG QRW IIKH 3VDPH RU FRPSIHPHQIDU\" IR WKH DFILYH WDGH RU
business conducted in the source State.

Example 15. FCo is a company resident in the other Contracting State. FCo is engaged
in the active conduct of a trade or business in the other Contracting State that is similar to the
business of USCo. FCo has been a resident of the other Contracting State for 12 months and has
owned 10 percent of the vote and value of USCo for 12 months. Individual Y is the sole
shareholder of FCo and a resident of State Y. The terms of the U.S.-Y income tax treaty with
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under paragraph (2) of Article 10 (Dividends) of the Convention and the U.S.-X treaty are the
same, and subclause (A) of subparagraph 7(e)(i) would be satisfied, dividends would not be
considered derived by FCo if FCo, and not XCo, had owned USCo through USLLC, by virtue of
subclause (C) of subparagraph 7(e)(i). Accordingly, FCo is not an equivalent beneficiary, and as
such, XCo is not entitled to treaty benefits with respect to the dividend paid by USCo through
USLLC.

Potential equivalent beneficiary status for residents of the same Contracting State as the
tested company

The second category of equivalent beneficiary, which is described in clause (ii) of
subparagraph 7(e), is for persons who are residents of the same Contracting State as the tested
company. Such persons will be equivalent beneficiaries if they are eligible for benefits by
reason of subparagraph 2(a), 2(b), 2(c) or 2(e), or under paragraph 5 as a headquarters company.
Headquarters companies, however, will solely be equivalent beneficiaries of the tested company
LI IKH fHWHG FRPSDQ\ LV SDLG LQIHUHWI RU GLYLGHQGY E\ D PHPEHU RI WKH KHDGTXDUKHUY FRPSDQ\{V
multinational corporate group. A rate comparison test applies, however, for any resident
satisfying the headquarters company test in paragraph 5 that derives interest from the other
Contracting State. Accordingly, because a headquarters company is only entitled to a rate of tax
of 10 percent on interest under subparagraph 2(f) of Article 11 (Interest), rather than zero
percent in paragraph 1 of Article 11, it may only qualify as an equivalent beneficiary if the rate
on interest applicable to the tested company is at least 10 percent.

Individuals who are residents of the same Contracting State as the tested company must
be determined to be residents under Article 4 (Resident) in order to be considered an equivalent
EHQHILFLDU\  $FFRUGLQJON LI VXFK DQ LQGLYLGXDOV D[ LV GHIHUPLQHG LQ ZKROH RU LQ SDUf RQ D
fixed-IHH S3IRUIDLI® RU VLPLODU EDVLY VXFK LQGLYLGXD0 ZL00 QRW EH FRQVLGHUHG DQ HTXLYDlent
beneficiary for purposes of Article 4.

Potential equivalent beneficiary status for residents of the Contracting State of source

The third category of equivalent beneficiary, which is described in clause (iii) of
subparagraph 7(e), applies to persons who are residents of the Contracting State of source. Such
persons will be equivalent beneficiaries if they are eligible for benefits by reason of
subparagraph 2(a), 2(b), 2(c) or 2(e), SURYLGHG KDl VXFK UHVLGHQIV] RZQHUVKLS RI IIKH DJJUHJDIH
vote and value of the shares (and any disproportionate class of shares as defined in subparagraph
7(c)) of the tested company under paragraph 4 does not exceed 25 percent.

Under the ownership requirement in subparagraph 4(a), ownership may be direct or
indirect, bull LQ WKH FDVH RI LQGLUHFI RZQHUWKLS HDFK LQWHUPHGLDIH RZQHU PXVI EH D 3TXDOLINLQJ
LQUHUPHGLDIH RZQHU™ DV GHILQHG LQ VXESDUDJUDSK |

Tested company claiming benefits based on a higher rate of tax applicable to a potential
equivalent beneficiary of a third State.

A tested company that fails paragraph 4 solely because it fails to satisfy the requirement
of subclause (B) of subparagraph 7(e)(i) or clause (ii) of subparagraph 7(e) may nonetheless be
entitled to benefits provided under paragraph 6 of Article 10 (Dividends), paragraph 3 of Article
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11 (Interest) and paragraph 3 of Article 12 (Royalties). See the explanation to those paragraphs
for when benefits may be provided and for the applicable reduced rate.

Qualifying intermediate owner

Subparagraph 4(a) requires that in the case of indirect ownership, each intermediate
RZQHU PXVIl EH D 3TXDOLI\LQJ LQUHUPHGLDIH RZQHU™ DV GHILQHG LQ VXESDUDJUDSh 7(f). A qualifying
intermediate owner is either (i) a resident of a state that has in effect with the Contracting State
from which a benefit is being sought a comprehensive convention for the avoidance of double
taxation that includes provisions addressing special tax regimes and notional interest deductions
analogous to subparagraph 1(I) of Article 3 (General Definitions) and subparagraph 2(e) of
Acrticle 11 (Interest) respectively, or (ii) a resident of the same Contracting State as the company
applying the test under subparagraph 2(d) or 2(f) or paragraph 4 to determine whether it is
eligible for benefits under the Convention.

Example 19. Assume the same facts as in Example 13, except that ZCo, a company
resident in State Z, has been interposed between XCo and HoldCo. As an intermediate owner,
=&R PXWI VDILVI\ WKH GHILQUILRQ RI 3TXDOLI\LQJ LQIHUPHGLDIH RZQHU” RI VXESDUDJUDSK | LQ RUGHU
for HoldCo to be eligible for the exemption from U.S. tax on the payment of U.S. source interest.
State Z does not have in effect a comprehensive convention for the avoidance of double taxation
that includes provisions addressing special tax regimes and notional deductions analogous to
subparagraph (1) of Article 3 (General Definitions) and subparagraph 2(e) of Article 11
(Interest), respectively. Accordingly, ZCo is not a qualifying intermediate owner under
subparagraph 7(f) and the requirements of subparagraph 4(a) are not fully satisfied, and HoldCo
will not be eligible for the benefits of the Convention.

The Base Erosion Test

Subparagraph 4(b) sets forth the base erosion test applicable for purposes of the derivative
benefits test. This test is qualitatively the same as the base erosion test in clause (ii) of
subparagraph 2(f), except that the test in subparagraph 4(b) treats as base eroding payments
amounts paid or accrued to (i) persons who are not equivalent beneficiaries, and (ii) persons who
are equivalent beneficiaries (A) solely by reason of being a headquarters company under this
Convention or a tested convention, (B) that are connected persons (as defined in subparagraph 1(m)
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&RPSDQ\ 51V JURW LQFRPH IRU WKH ID[DEOH SHULRG LQ TXHVILRQ FRQVLVIV RI RI 86
source interest and a $200 foreign source dividend which is exempt from tax under the law of the
other Contracting State. Company R seeks treaty benefits with respect to the $100 of U.S. source
interest income. Under the law of the other Contracting State, Company R, Company Y and
Company X are not allowed to participate in a common tax consolidation or other regime that
would allow the two companies to share profits or losses nor is there any loss sharing regime
DYDLODEOH ~ $FFRUGLQJON LQ UKLV H[DPSOH IKHUH LV QR WHWHG JURXS &RPSDQ\ 51V JURW LQFRPH LV
$100 (the U.S. source interest). Company R will fail the base erosion test of subparagraph 4(b) if
Company R makes base eroding payments of at least $50 to ineligible persons.

Paragraph 5

Paragraph 5 sets forth an alternative test under which a resident of a Contracting State that
is a headquarters company may receive treaty benefits with respect to dividends and interest paid by
PHPEHUW RI KH FRPSDQ\{V PX0ILQDILRQD0 FRUSRUDIH JURXS ~ $ KHDGTXDUIHUY FRPSDQ\{V PXUILQDILRQDO
corporate group means the company and its direct and indirect subsidiaries (and does not include
upper-tier companies). A resident of a Contracting State that does not qualify for benefits under
paragraph 2 may be able to qualify for benefits under paragraph 5.

A company seeking to qualify for benefits as a headquarters company must satisfy six
FRQGLILRQV  )LUVH WKH KHDGTXDUIHU FRPSDQ\{V SULPDU\ SODFH RI PDQDJHPHQI DQG FRQIUR) PXVI EH LQ
#KH &RQIUDFILQJ 6IDIH RI ZKLFK LW LV D UHVLGHQII  7KH WHUP 3SULPDU\ SODFH RI PDQDJIHPHQW DQG FRQIURY
is defined in subparagraph 7(d) and is the same test that is applied for publicly-traded companies.
Clause (ii) of subparagraph 7(d) allows the possibility that, in certain limited cases, the management
of a subgroup (such as a subgroup responsible for a regional area) may be exercised more by a
company that is not the top-tier company for the entire group of connected companies, and in
certain narrow cases a lower-tier company may satisfy the headquarters company test.

Second, the multinational corporate group must consist of companies resident in, and
engaged in the active conduct of a trade or business (as defined in paragraph 3) in, at least four
states (including either Contracting State), and the trades or businesses carried on in each of the four
states (or four groupings of states) must generate at least 10 percent of the gross income of the

group.

Example 21. Company X is resident in State X and is a member of a multinational
corporate group consisting of itself and its direct and indirect subsidiaries resident in State X, State
A, State B, State C, State D, State E and State F. The gross income generated by each of these
companies for Year 1 and Year 2 is as follows:

State Year 1 Year 2
X $45 $60

A $25 $12

B $10 $20

C $10 $12

D $7 $10

E $10 $9

F $5 $7
Total $112 $130

36




E/C.18/2016/CRP.16

37

For Year 1, 10






E/C.18/2016/CRP.16

country. For example, if a company that is a resident of the United States would like to claim the
benefit of the re-sourcing rule of paragraph 3 of Article 23 (Relief from Double Taxation), but does
not meet any of the objective tests of paragraphs 2 through 5, it may apply to the U.S. competent
authority for discretionary relief.

The competent authority of the Contracting State to which a request has been made shall
consult with the competent authority of the other Contracting State before either granting or
rejecting a request made by a resident of that other Contracting State.

Paragraph 7

Paragraph 7 defines several key terms for purposes of Article 22. Each of the defined
terms is discussed above in the context in which it is used.
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PART IV T EXAMPLE OF COMMENTARY TEXT ADDRESSING
THE DEFINITION OF AARSPECIAL TAX REGIMEO

Special Tax Regimes

Subparagraph 1(1 GHILQHV WKH WHUP 3VSHFLDO WID[ UHILPH = 7KH IHUP LV XVHG LQ RSHUDILYH SDUDJUDSKV
in Articles 11 (Interest), 12 (Royalties) and 21 (Other Income). Each of these paragraphs denies the
treaty benefits provided under the relevant article if the beneficial owner of an item of income is a
resident of the other Contracting State (the residence State), is a connected person with respect to
the payor of such item of income, and benefits from a special tax regime in the residence State with
respect to the particuldl LIHP RI LQFRPH  7KH IIHUP 3VSHFLDO D[ UHJLPH™ DOVR LV XVHG LQ SUILFOH
/L PLIDILRQ RQ %HQHILIV IRV SXUSRVHV RI IKH 3EDVH-HURVLRQ™ IIHVIV LQ VXESDUDJUDSKV G LL I L
E DQG I DV ZHW DV WKH GHILQUILRQ RI IKH WHUP 3TXDOLINLQJ LQUHUPHGLDIH RZQHU™ VHI IRUIK LQ
subparagraph 7(f) of that Article.

7KH DSSOLFDILRQ RI KH WHUP 3VSHFLDO ID[ VHILPH™ LQ SBUILFOHV DQG LV FRQVLVIHQW ZLIK lIKH ID[
policy considerations that are relevant to the decision to enter into a tax treaty or amend an existing
tax treaty, as articulated by the Commentary to the OECD Model, as amended by the Base Erosion
and Profit Shifting initiative. In particular, paragraph 15.2 of the introduction of the OECD Model
now provides:

36LQFH D PDLQ RENHFILYH RI WD [ IVHDILHV LV lIKH DYRLGDQFH RI GRXEOH WD[DILRQ LQ RUGHU lIR UHGXFH
tax obstacles to cross-border services, trade and investment, the existence of risks of double
taxation resulting from the interaction of the tax systems of the two States involved will be
the primary tax policy concern. Such risks of double taxation will generally be more
important where there is a significant level of existing or projected cross-border trade and
investment between two States. Most of the provisions of tax treaties seek to alleviate
double taxation by allocating taxing rights between two States and it is assumed that where
a State accepts treaty provisions that restrict its right to tax elements of income, it generally
does so on the understanding that these elements of income are taxable in the other State.
Where a State levies no or low income taxes, other States should consider whether there are
risks of double taxation that would justify, by themselves, a tax treaty. States should also
consLGHU ZKHIKHU WKHUH DUH HOHPHQIV RI DQRIKHU 6IIDIHTV WD VAVIHP WKDIi FRX0G LQFUHDVH WKH
risk of non-taxation, which may include tax advantages that are ring-fenced from the
GRPHVILF HFRQRP\ ~

7KH WHUP 3VSHFLDO WD[ UHJLPH™ PHDQV DQ\ (HJLVODILRQ UHJX(DILRQ Rr administrative practice
(including a ruling practice) that exists before or comes into effect after the treaty is signed and that
meets all of the following five conditions.

Under the first condition, described in clause (i) of subparagraph 1(1), a regime must result in one or
more of the following: (1) a preferential rate of taxation for interest, royalties, guarantee fees or any

40



E/C.18/2016/CRP.16

substantially all foreign source income for companies that do not engage in the active conduct of a
trade or business in that Contracting State. That is, clause (i) is intended to identify regimes that, in
general, tax mobile income more favorably than non-mobile income.

As provided in subclause (A), clause (i) shall be satisfied if a regime provides a preferential rate of
taxation for interest, royalties or guarantee fees, as compared to sales or services income. For
example, a regime that provides a preferential rate of taxation on royalty income earned by resident
companies, but does not provide such preferential rate to income from sales or services, would meet
this condition. Furthermore, a regime that provides a preferential rate of taxation for all classes of
income, but such preferential rate is in effect available primarily for interest, royalties, guarantee
fees or any combination thereof, would satisfy clause (i), despite the fact that the beneficial
treatment is not explicit)\ 0LPLIHG IR IKRVH FIDVWHV RI LQFRPH )RU H[DPSOH D D[ DXWKRULIN{V
administrative practice of issuing routine rulings that provide a preferential rate of taxation for
companies that represent that they earn primarily interest income (such as group financing
companies) would satisfy clause (i), even if such rulings as a technical matter provide the
preferential rate to all forms of income.

Similarly, as provided in subclause (B), clause (i) shall be satisfied if a regime provides for a
permanent reduction in the tax base with respect to interest, royalties or guarantee fees, as compared
to sales or services, in one or more of the following ways: an exclusion from gross receipts (such as
an automatic fixed reduction in the amount of royalties included in income, whereas such reduction
is not also available for income from the sale of goods or services); a deduction without any
corresponding payment or obligation to make a payment; a deduction for dividends paid or accrued;
or taxation that is inconsistent with the principles of Articles 7 (Business Profits) or 9 (Associated
Enterprises) of this Convention. An example of a tax regime that results in taxation that is
inconsistent with the principles of Article 9 is that of a regime under which no interest income
would be imputed on an interest-free note that is held by a company resident in a Contracting State
and is issued by a debtor that is a resident of the other Contracting State and is an associated
enterprise.

$ SHUPDQHQH UHGXFILRQ LQ D FRXQIU\YV Wax base does not arise merely from timing differences. For

example, the fact that a particular country does not tax interest until it is actually paid, rather than
when it economically accrues, is not regarded as a regime that provides a permanent reduction in
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permitting standard deductions, accelerated depreciation, corporate tax consolidation, dividends
received deductions, loss carryovers and foreign tax credits. Another example of a generally
applicable provision, in the case of the United States, are the entity classification rules set forth in
Treas. Reg. §§ 301.7701-1 through 301.7701-3.

The second condition, described in clause (ii) of subparagraph 1(1), is with respect to royalties only
and shall be satisfied if a regime does not condition benefits on the extent of research and
development activities that take place in the Contracting State. Clause (ii) is intended to ensure that
royalties benefiting from patent box or innovation box regimes are eligible for treaty benefits only if
VXFK UHILPH FRQIDLQV D QHXV UHTXLUHPHQIK  SR\DON UHJLPHV IIKDIl DUH QR GHIHUPLQHG IR EH 3DFIXDI0\
KDUPIX0™ EN IIKH 2 (&™V )RUXP RQ +DUPIX0 7D[ 3UDFILFHV JHQHUDOON ZRX0G QRI VDILVIN FODXVH LL

and therefore would not be treated as a special tax regime.

The third condition, described in clause (iii) of paragraph 1(I), requires that a regime be generally
expected to result in a rate of taxation that is less than the lesser of either 15 percent or 60 percent of
the general statutory rate of company tax applicable in the source State. The rate of taxation shall
be determined based on the income tax principles of the residence State. As is set forth in
paragraph [insert paragraph number] of the [insert reference to the relevant instrument], except as
provided below, the rate of taxation shall be determined based on the income tax principles of the
Contracting State that has implemented the regime in question. Therefore, in the case of a regime
that provides only for a preferential rate of taxation, the generally expected rate of taxation under
the regime will equal such preferential rate. In the case of a regime that provides only for a
permanent reduction in the tax base, the rate of taxation will equal the statutory rate of company tax
in the Contracting State that is generally applicable to companies subject to the regime in question
less the product of such rate and the percentage reduction in the tax base (with the baseline tax base
determined under the principles of the Contracting State, but without regard to any permanent
reductions in the tax base described in subparagraph (I)(i)(B)) that the regime is generally expected
to provide. For example, a regime that generally provides for a 20 percent permanent reduction in a
FRPSDQ\{V D[ EDVH ZRX0G KDYH a rate of taxation equal to the applicable statutory rate of company
tax reduced by 20 percent of such statutory rate. Therefore, if the applicable statutory rate of
company tax in force in a Contracting State were 25 percent, the rate of taxation resulting from such
a regime would be 20 percent (25 = (25*.20)). In the case of a regime that provides for both a
preferential rate of taxation and a permanent reduction in the tax base, the rate of taxation would be
based on the preferential rate of taxation reduced by the product of such rate and the percentage
reduction in the tax base.

The fourth condition, described in clause (iv) of subparagraph 1(l), provides that a regime shall not
be regarded as a special tax regime if it applies principally to pension funds or organizations that are
established and maintained exclusively for religious, charitable, scientific, artistic, cultural or
educational purposes (such as, in the case of the United States, organizations that are established
under Code section 501(c)(3)). Under clause (iv), a regime shall also not be regarded as a special
tax regime if it applies principally to persons the taxation of which achieves a single level of
taxation, either in the hands of the person or its shareholders (with at most one year of deferral), that
hold a diversified portfolio of securities, that are subject to investor-protection regulation in the
residence State, and interests in which
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nonresident shareholders); RICs are generally required to hold a diversified portfolio of securities;
RICs are subject to U.S. regulation under the Investment Company Act of 1940; and RIC interests
are marketed primarily to retail investors. In addition, under clause (iv), a special tax regime does
not include a regime that applies principally to persons the taxation of which achieves a single level
of taxation, either in the hands of the person or its shareholders (with at most one year of deferral),
and such persons hold predominantly real estate assets. For example, the U.S. regime for real estate
investment trusts shall not be treated as a special tax regime pursuant to clause (iv).

The fifth condition, described in clause (v) of subparagraph 1(l), provides that if after a bilateral
consultation, the Contracting State of the payor of the item of income (the source State) identifies a
potential special tax regime in the residence State, the source State must issue a notification to the
residence State through diplomatic channels of its determination that the regime satisfies clauses (i)
through (iv). Additionally, the flush language requires that the source State issue a written public
notification stating that the regime satisfies clauses (i) through (v). It is anticipated that in the case
of the United States, such written public notification would be issued through the Internal Revenue
Bulletin. The treatment of such regime as a special tax regime for purposes of the Convention will
be effective 30 days after the date of such written public notification.
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