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• Basic principles and objectives of income tax treaties

• Conditions to benefits under income tax treaties
• Treatment of personal services income
• Permanent establishment rules
• COVID-19 Impact
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U.S. Federal Tax Classifications
Corporation

Partnership

Hybrid (fiscally transparent for U.S. tax purposes; opaque for foreign law purposes

Reverse Hybrid (opaque for U.S. tax purposes; fiscally transparent for foreign law
purposes)

Branch
*Ownership is 100% unless otherwise noted
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Basic Principles and Objectives of Income Tax
Treaties
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Basic Principles and Objectives of Income Tax Treaties
Taxable Presence – Taxation of Non-U.S. Persons
• Taxation differs depending on type of income earned

• Non-business (passive) income
• 30% tax on gross amount of certain U.S.-source income
• Generally collected through withholding at source

• U.S. trade/business income
• Net basis tax on ECI (at the graduated rate)
• U.S. branch profits tax application

• Tax treaties may alter treatment of both types of income
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Basic Principles and Objectives of Income Tax Treaties
Objectives
1.

Facilitate international trade and investment by preventing double taxation of cross-border
transactions
•

Achieved primarily by assigning primary taxing jurisdiction to residence country and by

lowering or eliminating taxes levied by the source country (i.e., state where the relevant
income arises)
2.

Avoid discriminatory treatment of non-residents

3.

Prevent tax avoidance

4.

•

Limitation on benefits provision

•

Exchange of information provision

Permit reciprocal assistance in administering and enforcing tax laws
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Basic Principles and Objectives of Income Tax Treaties
Legal Basis for U.S. Tax Treaties
• U.S. Constitution, Article II, Section 2:
• “[The President] shall have the Power, by and with the Advice
and Consent of the Senate, to make Treaties, provided two
thirds of the Senators present concur….”
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Basic Principles and Objectives of Income Tax Treaties
U.S. Treaty Enactment Process and Current Treaty Network
•

How does a tax treaty become effective?
•

U.S. Treasury negotiates; administration official signs

•

Hearing before Senate Foreign Relations Committee precedes consideration by full Senate

•

Senate must "advise and consent" to ratification, by a two-thirds vote

•

Senate may give conditional consent by means of a reservation or understanding

•

President signs and instruments of ratification exchanged; treaty goes into force and
becomes effective as specified

•

Amendments to existing treaties, called “protocols,” are subject to the same approval procedures

as full treaties
•

U.S. has income tax treaties in force with nearly 70 other countries

•

Several treaties under negotiation or signed, but awaiting Senate approval

•

Some treaties currently in force are being renegotiated, or have been renegotiated and are
awaiting ratification
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Basic Principles and Objectives of Income Tax Treaties
Pending Tax Treaties

Treaty /
protocol

Signed

Status
Treaty approved by the Senate Foreign Relations Committee and referred to the full
Senate for ratification on 1 April 2014
Treaty approved by the Senate Foreign Relations Committee and referred to the full
Senate for ratification on 1 April 2014
Treaty approved by the Senate Foreign Relations Committee and referred to the full
Senate for ratification on 16 July 2014

Chile

4 Feb 10

Hungary

4 Feb 10

Poland

13 Feb 13

Vietnam

7 Jul 15

Norway

Not signed

Agreement on the text of the revisions to the treaty has been reached

Romania

Not signed

Agreement on the text of the treaty has been reached

Awaiting transmission by the President to the U.S. Senate
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Basic Principles and Objectives of Income Tax Treaties
Model Treaties
•

•

•

•

U.S. Model Income Tax Convention (“U.S. Model Treaty”)
• Starting point for U.S. negotiations
• Treasury technical explanation is official U.S. interpretation of provisions
• Updated periodically; most recent model released in 2016
• 2016 U.S. Model Treaty is similar to the prior model (published in 2006) in many respects, but there
are key differences
Organisation for Economic Cooperation and Development (OECD)
• Very useful commentary for interpreting treaty provisions
• Updated periodically; most recent model released in 2017
Multilateral Instrument (MLI)
• One of the outcomes of the OECD/G20 project to address base erosion and profit shifting (the
“BEPS Project”)
UN Model Treaty

•

•
•

Relative to US and OECD models, imposes fewer restrictions on the taxing rights of the
source country (more favorable to developing nations receiving foreign direct investment)

• Last updated in 2017
Note: Except as otherwise indicated, references to treaty articles herein are to the articles of the 2006
U.S. Model Treaty
Caution: Though most tax treaties in force are based on the above models, each treaty is separately
negotiated and is unique
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Basic Principles and Objectives of Income Tax Treaties
Rest of World (“ROW”) Treaty Network
• As U.S. tax practitioners, why do we care about the application of ROW
treaties?

• E.g., client is a U.S.-headquartered company expanding operations into
Country X and Country Y; do we recommend . . .
This?

Or this?

Or this?

US

US

US

Country X

Country Y

Country Y

Country X

Country X

Country Y
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Basic Principles and Objectives of Income Tax Treaties
The Multilateral Instrument – What is it?
•

The Multilateral Instrument (“MLI”) is one of the outcomes of the OECD/G20 project to
address base erosion and profit shifting (the “BEPS Project”)
•

The MLI particularly focuses on implementing the following key
recommendations/Action Plans of the OECD:
• Action 2 – Hybrid Mismatch Rules
• Action 6 – Preventing Treaty Abuse / Treaty Shopping
• Action 7 – Preventing Artificial Avoidance of Permanent Establishment (PE) Status
• Action 14 – Effective Dispute Resolution Mechanisms – MAP and Arbitration

•

Purpose: swift, coordinated, and consistent implementation of tax treaty-related BEPS
measures

•

The effect of the MLI is to transpose the above proposals emanating from the BEPS
Project into existing so-called Covered Tax Agreements or “CTAs”
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Basic Principles and Objectives of Income Tax Treaties
The Multilateral Instrument – What is it? (cont’d)
•

The MLI text was published on 24 November 2016 and was open for signature on 31 on December
2016

•

Nearly 100 countries (including the United States) participated in negotiation of the MLI

•

As at April 2020, the MLI covers 94 jurisdictions (with a further 4 having expressed intent to sign
up). The US has not signed up

•

The MLI entered into force on 1 July 2018 (3 months after at least 5 countries had signed and
ratified), but each signatory needs to ratify the MLI and so the date it comes into force will vary

•

MLI ‘modifications’ do not affect CTAs until entry into effect:
•

MLI enters into effect for a CTA with respect to non-resident withholding taxes on the first day
of the calendar year after it has entered into force with respect to the parties to the CTA

•

MLI enters into effect for a CTA with respect to all other taxes (e.g., business profits) for
taxable periods beginning at least six months after the MLI has entered into force in both
countries
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Basic Principles and Objectives of Income Tax Treaties
What is a Covered Tax Agreement?
•

Flexibility - countries that implement the MLI may specify which of their bilateral tax treaties
they intend to become CTAs, and optionality as to which provisions will apply
•

This efficiency is one of the MLI’s most significant features: one domestic ratification
process can alter a jurisdiction’s entire treaty network

•

An existing bilateral tax treaty becomes a CTA only if both parties to such treaty implement
the MLI and designate their treaty

•

Example:
•

Country A and Country B are parties to a bilateral income tax treaty currently in force
(the “A-B Treaty”)

•

Country A and Country B both implement the MLI

•

Country A designates the A-B Treaty as a CTA

•

Country B does not designate the A-B Treaty as a CTA

•

Result: The A-B Treaty is not a CTA and is not modified by the ML
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Basic Principles and Objectives of Income Tax Treaties
How Does the MLI Work?

• The MLI ‘modifies’ CTAs
• The MLI does not operate in the same way as an amending protocol,
which directly amends the text of the tax treaty to which it relates
• Instead, the MLI sits alongside the existing treaty, modifying its
application for the purposes of implementing the BEPS measures

• To the extent a CTA and MLI are incompatible, the MLI prevails
(being the agreement that is later in time)
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Basic Principles and Objectives of Income Tax Treaties
Taxes Covered by Income Tax Treaties
• U.S. taxes
• Federal income taxes
• Federal excise taxes on private foundations
• Not Social Security taxes
• Not state and local taxes

• Foreign taxes
• As enumerated in each treaty

U.S. Model Treaty, Art. 2
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Basic Principles and Objectives of Income Tax Treaties
Interplay between Tax Treaties and U.S. Domestic Law
• IRC §894(a)
•

Requires that due regard be given to treaty

• IRC §7852(d)(1)
•

Provides that “neither the treaty nor the law shall have preferential status by
reason of its being a treaty or law”

• Non-statutory authorities
•

Indicates that precedence is usually given to the most recently enacted authority
(later-in-time rule)

•

See Whitney v. Robertson, 124 US 190, 194 (1888); Rev. Rul. 80-223

• Treaties cannot create taxation, only reduce it
• Unless the context requires otherwise, terms not defined by a treaty are
generally defined under the domestic laws of the source state
London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
21

Basic Principles and Objectives of Income Tax Treaties
U.S. Treaty Analysis Outline
• Is there a Treaty in effect? Has it been amended by any protocols?
• Is the taxpayer a “resident” as defined by the Treaty?
• Is the “resident” entitled to Treaty benefits?
• Limitation on Benefits (LOB) article of the Treaty
• Treaty may not be available if U.S. perceives an abusive situation
and will apply U.S. anti-abuse case law and legislative provisions

• How does the Treaty treat the specific type(s) of income at issue?
• E.g., business profits
• E.g., dividends, interest, or royalties
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Basic Principles and Objectives of Income Tax Treaties
Claiming Treaty Benefits
•

Claim of benefits directed to source state by a resident of the other contracting state—the
state of residence

•

United States as source state:
•

Treaty benefits claimed by providing appropriate Form W-8 to a payor prior to the
payment of income for which treaty benefits are claimed

•

U.S. persons claiming treaty benefits with respect to foreign source income:

•

Many U.S. treaty partners require U.S. citizens and U.S. residents to provide a U.S.
Residency Certificate (Form 6166) in order to claim income tax treaty benefits; applied
for on Form 8802, and certificate typically received within 45 days

•

In the case of a fiscally transparent entity, Form 6166 will certify that its
owners/beneficiaries are tax residents of the United States

•

Some treaty partners permit reduction of tax by claiming benefits prior to payment,
similar to the United States; others may require treaty-based tax reductions to be
claimed via refund
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Basic Principles and Objectives of Income Tax Treaties
Mutual Agreement Procedures
•

Articles 25(1) and 25(2) of the 2016 U.S. Model Tax Treaty provide as follows:
•

Where a person considers that the actions of one or both of the Contracting States result or will

result for such person in taxation not in accordance with the provisions of this Convention, it may,
irrespective of the remedies provided by the domestic law of those Contracting States, and the time
limits prescribed in such laws for presenting claims for refund, present its case to the competent
authority of one or both of the Contracting States.
•

The competent authority shall endeavor, if the objection appears to it to be justified and if it is not

itself able to arrive at a satisfactory solution, to resolve the case by mutual agreement with the
competent authority of the other Contracting State, with a view to the avoidance of taxation that is
not in accordance with this Convention. Any agreement reached shall be implemented
notwithstanding any time limits or other procedural limitations in the domestic law of the Contracting
States. Assessment and collection procedures shall be suspended during the period that any
mutual agreement proceeding is pending.
•

U.S. Competent Authority (“CA”) manages Mutual Agreement Procedures (“MAP”) requests through the
Advance Pricing and Mutual Agreement (“APMA”) Program; procedures for requesting CA assistance set
out in Revenue Procedure 2015-40
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Basic Principles and Objectives of OECD Model Treaty
Mutual Agreement Procedure
• The MLI introduced a requirement for all treaties to contain a mutual
agreement procedure for resolving difficulties arising out of the application of
the relevant treaty; this has been incorporated into the OECD Model Treaty
• Article 25 of the OECD Model Treaty is very similar to Article 25 of the US
Model Treaty
• The key difference relates to the timing requirements under the OECD
Model. The case must be presented within 3 years from the first notification
of the action resulting in taxation
• Also an option to apply a mandatory binding arbitration regime where the
MAP has not produced a resolution within an agreed period
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Conditions to Benefits Under Income Tax Treaties
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Conditions to Benefits Under U.S. Income Tax Treaties
Residence
• Resident is defined as: “any person who, under the laws of that 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 State and any political subdivision or local authority thereof.” Article 4,
Paragraph 1
• A “resident” does not include a person who is subject to tax in the country with
respect only to:
• Income derived from sources within the country, or
• Profits attributable to a permanent establishment (PE) located in the
country
• Definition of ‘resident’ in OECD Model Treaty similar to US Model Treaty except:
• Does not include citizenship or place of incorporation
• Specifically includes recognised pension fund of the relevant state
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Conditions to Benefits Under U.S. Income Tax Treaties
Residence (cont’d)
• U.S. Model Treaty, Art. 4(1)
• Individuals – resident where subject to tax by reason of domicile,
residence, or citizenship
• Corporations – resident where subject to tax by reason of place of

management or place of incorporation
• Certain tax-exempt entities (e.g., charities, pension plans) – resident
where established and maintained
• Qualified governmental entities – resident where established

• Fiscally transparent entities (e.g., partnerships, disregarded entities)
generally are not themselves residents
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Conditions to Benefits Under U.S. Income Tax Treaties
Residence – Fiscally Transparent Entities

• Fiscally transparent entities (e.g., partnerships,
disregarded entities)
• Income item derived through an entity that is fiscally
transparent under the laws of either country is considered
derived by a resident of a country to the extent that the
item is treated for purposes of the taxation law of such
country as the income, profit, or gain of a resident (either
the entity or its owners)
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Conditions to Benefits Under U.S. Income Tax Treaties
Residence – Fiscally Transparent Entities
1. Residency tested
at ForCo 1 and
ForCo 2 levels
ForCo2

ForCo 1

2. Residency tested
at For. Hybrid level

ForCo 1

ForCo2

dividend

USCo

ForCo 1

ForCo2

For.
Rev.
Hybrid

For.
Hybrid

For.
PS

3. Residency tested at
ForCo 1 and ForCo 2
level

dividend

dividend

USCo

USCo
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Conditions to Benefits Under OECD Model
Residence – Fiscally transparent entities
•

Article 1 of the 2017 OECD Model was amended as a result of concerns about hybrid
mismatches so it now addresses fiscally transparent entities:
‘income derived by or through an entity or arrangement that is treated as wholly or

partly fiscally transparent under the tax law of either Contracting State shall be
considered to be income of a resident of a Contracting State but only to the extent
that the income is treated, for purposes of taxation by that State, as the income of a
resident of that State’
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Conditions to Benefits Under U.S. Income Tax Treaties
Tie Breaker Rules – Individuals
•

In Article 4, Paragraph 3 the U.S. Model Treaty provides tie breaker rules for
individuals
•

•

These provisions are identical to the provisions in the OECD Model Treaty in
Article 4, Paragraph 2

Provides for four (five) tests, applied in order:
1. Permanent home/center of vital interests
2. Habitual abode
3. Nationality
4. Competent authority
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Conditions to Benefits Under U.S. Income Tax Treaties
Tie Breaker Rules – Corporations
•

Article 4(4) of the 2006 U.S. Model Treaty breaks the tie based on country of
incorporation:
•

•

“Where by reason of the provisions of paragraph 1 a company is a resident of
both Contracting States, then if it is created or organized under the laws of one
of the Contracting States or a political subdivision thereof, but not under the laws
of the other Contracting State or a political subdivision thereof, such company
shall be deemed to be a resident of the first-mentioned Contracting State.”

Article 4(4) of the 2016 Model provides that if a company is a resident of both the
contracting states, such company shall not be treated as a resident of either
contracting state for claiming treaty benefits
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Conditions to Benefits Under OECD Model Treaty
Tie Breaker Rules – Corporations
•

Article 4(3) of the 2017 OECD Model Treaty was changed as a result of BEPS.

•

The previous system of treating a person other than an individual as resident in its
place of effective management has been replaced with a mutual agreement
procedure, having regard to:
• Place of effective management
• Place where incorporated or otherwise constituted
• Any other relevant factors

•

In absence of agreement, no relief or exemption from tax except to the extent and in
such manner as may be agreed upon by the competent authorities
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Conditions to Benefits Under U.S. Income Tax Treaties
Saving Clause
• U.S. treaties include a “saving clause.” U.S. Model Treaty, Article 1,
Paragraph 4:
•

“. . . this Convention shall not affect the taxation by a Contracting State of its
residents (as determined under Article 4 (Resident)) and its citizens.”

• A U.S. citizen or resident alien cannot claim treaty benefits to reduce or
avoid U.S. worldwide taxation
•

•

For example, a U.S. citizen or resident alien will be taxed by the United States on
a dividend, regardless of source because, as a U.S. citizen or resident alien,
such person is taxable on her worldwide income
If Country X also taxes her on the same dividend, Taxpayer will likely not qualify
for a foreign tax credit to reduce her U.S. tax on the income since the dividend is
U.S. source income (assuming paid by a U.S. corporation) and the foreign tax
credit is limited to the U.S. tax on foreign source income
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Conditions to Benefits Under U.S. Income Tax Treaties
Treaty Shopping
Problem: Cross-border dividend
subject to high taxes due to lack of
treaty

Potential solution: Route dividend through
holding company based in country with
favorable treaty network

FCo

FCo

$$0$
$

30%
statutory
withholding
tax rate

US
Subsidiary

Treaty
Holding
Company
US
Subsidiary

0% treaty
withholding
$$0$
$
tax rate

5% treaty

$$0$
withholding
$
tax rate

London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
37

Conditions to Benefits Under U.S. Income Tax Treaties
U.S. Response to Treaty Shopping
• Tax Treaty limitation on benefits (LOB) provisions
• See Article 22, U.S. Model Treaty

• Judicial doctrines
• Business purpose and substance over form

• Anti-abuse provisions
• Section 894(c), which denies treaty benefits to certain payments
to hybrid entities
• Section 7701(l), anti-conduit provision (Treas. Reg. §1.881-3)
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Conditions to Benefits Under U.S. Income Tax Treaties
Eligible Residents Under LOB provisions

Article 22(1) of the U.S. Model provides the basic rule: One
may not claim treaty benefits unless they are a “qualified
person” as defined in paragraph 2:
• Individual residents (no special restrictions)
• Publicly traded companies
• Subsidiaries of publicly traded companies
• 50% owned, vote and value, by five or fewer publicly
traded companies that are residents or qualifying
intermediate owners
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Conditions to Benefits Under U.S. Income Tax Treaties
Eligible Residents Under LOB Provisions (cont’d)

• Companies that meet both (i) stock ownership test and
(ii) base erosion test
• Certain governmental and tax-exempt entities
• Companies that meet active trade or business test
• Competent authority relief
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Conditions to Benefits Under U.S. Income Tax Treaties
LOB Publicly Traded Test
• Article 22(2)(c) provides that a company is a qualified person if
its principal class of stock (and any disproportionate class of
shares) is regularly traded on one or more recognized stock
exchanges and either:
• its principal class of stock is primarily traded on a stock
exchange in its country of residence; or
• the company’s primary place of management and control is in its
country of residence

• A corporation whose stock is publicly traded qualifies under
the LOB provision because it is unlikely a publicly traded
company would be used primarily for tax avoidance
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Conditions to Benefits Under U.S. Income Tax Treaties
LOB Ownership and Base Erosion Test
• Stock ownership test – Article 22(2)(e)(i)
• Designed to ensure that the ultimate beneficiaries of the income (e.g.,
the owners of a company) are primarily residents of the contracting
states
• Requires that at least 50% of the aggregate voting power and value be
owned, directly or indirectly, for “at least half the days of the taxable
year” by residents of the entity's contracting state who qualify for treaty
benefits
• Applies to individuals, qualified governmental entities, publicly
traded companies, charitable organizations, and pension funds

• Excludes subsidiaries of publicly traded companies
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Conditions to Benefits Under U.S. Income Tax Treaties
LOB Ownership and Base Erosion Test (cont’d)
• Base erosion test – Article 22(2)(e)(ii)
•

Designed to prevent the entity claiming treaty benefits from reducing its taxable
income (i.e., eroding the tax base) through the use of deductible payments (for
local law purposes) to persons that are not subject to the tax regime of either
State

•

An entity generally fails the base erosion test if 50% or more of its gross income
for the taxable year is paid or accrued, directly or indirectly, to persons who are

not residents of either State entitled to treaty benefits and in the form of
payments that are deductible for tax purposes in the entity’s State of residence
• Arm’s-length expenses incurred in the ordinary course of business for
services or tangible property are not included in “deductible expenses”
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Conditions to Benefits Under U.S. Income Tax Treaties
Exception for Income Derived from Active Trade or Business
•

Ineligible resident may still qualify for treaty benefits with respect to an item of income
if:
•

It engages in an active business in the country of residence

•

Income derived in the source country is derived in connection with or incidental
to that active business

•

If payment is from a related party, business in the residence country is
substantial in relation to activity in the source country

•

Rationale – taxpayer would not incur cost of doing business in country of residence
merely to obtain treaty benefits

•

Facts and circumstances test
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Conditions to Benefits Under U.S. Income Tax Treaties
Derivative Benefits
•

Many U.S. tax treaties (although not the 2006 U.S. Model Treaty) also contain a derivative benefits

provision
•
•

See, e.g., U.S. tax treaties with the UK, Belgium, Switzerland, Canada, and others

Policy:
•

If a treaty resident company is owned directly or indirectly by residents of another treaty country

that would have been entitled to the same level of U.S. treaty benefits if they had received the
U.S. income directly instead of through the treaty resident, there is little potential for “treaty
shopping,” and the taxpayer in question should be entitled to the benefits of its treaty of
residence
•

Note requirement to be “…entitled to the same level of U.S. treaty benefits”
•

In the case of dividends, interest, royalties, and possibly certain other items, would be entitled,
under the treaty between the potential equivalent beneficiary and the contracting state in which
the income arises, to a rate of tax with respect to the particular class of income for which
benefits are claimed that is "at least as low as" the rate provided for under the treaty between

the contracting states
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Conditions to Benefits Under U.S. Income Tax Treaties
Derivative Benefits (cont’d)
• The general framework of most derivative benefits provisions contains four
primary aspects:
•

A specified percentage of direct or indirect ownership (usually 95%);

•

That is concentrated in the hands of a limited number of owners - seven or fewer;

•

That themselves are “equivalent” treaty beneficiaries - usually from a country within a
regional trading block (e.g., EU, EEA, NAFTA); and

•

Satisfaction of a base erosion test

• Requirements vary from treaty to treaty – careful analysis required
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U.S. Domestic Law Anti-Abuse Rules
Section 894(c)
• Section 894(c) and Treas. Reg. § 1.894-1(d) deny treaty reduction in withholding
tax with respect to any item “derived through an entity” that is treated as fiscally
transparent if:
•

the income is not treated, for purposes of the Country X tax laws, as income of the
foreign person claiming the treaty benefits (i.e., the partners in a partnership),

•

the treaty contains no provision relating to the applicability of the treaty to income
derived through a fiscally transparent entity, and

•

the treaty country does not impose tax on the distribution of the income from such
entity to such person

• Applies to all tax treaties unless the treaty indicates otherwise or competent
authority agrees otherwise
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U.S. Domestic Law Anti-Abuse Rules
Section 894(c) (cont’d)

CanCo

Corporation
for Canada;
disregarded
in U.S.

U.S.
LLC
Interest
U.S.
OpCo

U.S. View
• Interest payment from OpCo to
U.S. LLC is actually a payment to CanCo
because U.S. LLC is disregarded entity
• Interest payment qualifies for reduced
withholding rate under U.S.-Canada treaty
• U.S. OpCo gets interest deduction
Canadian View
• When interest paid to U.S. LLC, no
Canada tax because of deferral rule
• When “interest” repatriated by U.S. LLC to
CanCo, it is a tax-free dividend
But under U.S. rules (and Canada-U.S.
treaty), treaty benefits denied and interest
payment subject to 30% withholding
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U.S. Domestic Law Anti-Abuse Rules
Anti-Conduit Rules

• Intended to combat treaty shopping by third-country residents
• Some financing structures may meet LOB tests but still must be
analyzed under the anti-conduit regulations
• Anti-conduit financing regulations allow the IRS to recharacterize a
multiple-party financing transaction for purposes of applying the 30%
withholding tax on U.S.-source fixed or determinable annual or
periodic income derived by a foreign person and not effectively
connected with that person’s conduct of a trade or business in the
United States
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U.S. Domestic Law Anti-Abuse Rules
Anti-Conduit Rules – Basic Example
• A lends money to B, for which B
pays interest to A, and B turns
around and lends that money to C,
for which C pays interest to B
• The regulations give the IRS
authority to collapse the loans and
treat A as having lent money to C
• As a result, the IRS will treat A,
rather than B, as having derived
interest from C for purposes of the
30% withholding tax
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Conditions to Benefits under OECD Model
Treaty Abuse / Treaty Shopping

•

Addition of new preamble “purpose” language regarding avoidance to specify that it
seeks the elimination of double taxation:
‘without creating opportunities for non-taxation or reduced taxation through tax evasion
or avoidance (including through treaty shopping arrangements aimed at obtaining
reliefs provided in this convention for the indirect benefit of residents of third States)’.

•

The Principal Purpose Test (PPT) and Limitation of Benefit (LOB) concepts were added
with optionality

•

The peer review report on Action 6 (March 2019) showed that countries have mainly
chosen to implement a PPT
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Conditions to Benefits under OECD Model
The Principal Purpose Test
•

Article 29(9) OECD Model Treaty

•

A benefit under the relevant treaty will not be available if:
‘it is reasonable to conclude, having regard to all relevant facts and circumstances,
that obtaining that benefit was one of the principal purposes of any arrangement or
transaction that resulted directly or indirectly in that benefit, unless it is established
that granting that benefit in these circumstances would be in accordance with the
object and purpose of the relevant provisions of this Convention’
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Conditions to Benefits under OECD Model
The Limitation of Benefit rule
Article 29(1)-(7) OECD Model Treaty
1.

Subject to paragraph 3 the treaty benefits are denied to a resident of a Contracting State who is not a ‘qualified person’

2.

‘Qualified person covers:

3.

a)

An Individual;

b)

A contracting state, its political subdivisions and their agencies and instrumentalities;

c)

Certain publicly traded companies and their affiliates;

d)

Certain charities and pension funds;

e)

Other entities that meet certain ownership and base erosion requirements;

f)

Certain collective investment vehicles

However, treaty benefits will still be available:
a)

In respect of certain income derived by a person that is not a qualified person if the person is engaged in the

active conduct of a business in its State of residence and the income emanates from, or is incidental to, that
business;
b)

to a person that is not a qualified person if at least more than an agreed proportion of that entity is owned by
certain persons entitled to equivalent benefits;

c)

4.

to a person that qualifies as a ‘headquarters’ company’

Further, the competent authority of a Contracting State is able to grant certain treaty benefits to a person where
benefits would otherwise be denied due to a person being a ‘qualified person’
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Permanent Establishment Rules
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Taxable Presence
U.S. Trade or Business (Taxation of Business Profits)

• Statutory threshold for taxing foreign person’s business
profits
• Engaged in “trade or business within the United States”
(IRC §§ 871 and 882)
• Typically a facts-and-circumstances test
• Generally found where there is considerable, continuous,
and regular activity
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Permanent Establishment (PE)
U.S. Model, Article 5
•

U.S. Model, Article 7
•

“The profits of an enterprise of a Contracting State shall be taxable only in that State unless

the enterprise carries on business in the other Contracting State through a permanent
establishment situated therein.”
•
•

Limits domestic law taxing jurisdiction

US Model, Article 5
•

PE: generally, a fixed place of business (e.g., office) through which the business of the

enterprise is wholly or partly carried on
•

Specific exclusions
•

Use facilities solely to store, display, or deliver goods belonging to enterprise

•

Maintain stock of goods solely for purpose of storage, display, or delivery, or processing by another
enterprise

•

Maintain fixed place of business solely to purchase goods, collect information, or conduct other
activity of a “preparatory or auxiliary” nature

•

The activities of a dependent agent who has and regularly exercises the authority to contract
on behalf of the principal can also create a PE
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Permanent Establishment (PE)
U.S. Model, Article 5 (cont’d)
•

Construction sites
•

A “building site or construction or installation project” constitutes a PE if, but only
if, it lasts more than 12 months

•

Services PE provisions in some treaties
•

Where an enterprise does not otherwise have a PE in a Contracting State, that
enterprise is deemed to have a PE in a Contracting State if and only if that
enterprise provides services in such Contracting State for an aggregate of 183
days or more in any 12-month period with respect to the same or connected

project for resident customers in such Contracting State (or for a Contracting
State PE of non-resident customers)
•

E.g., Seconded Employees: Under U.S.- Canada Treaty, if USCo’s employees
are in fact under the supervision of (seconded to) the Canadian affiliates, then
the services provided by these U.S. employees would not be counted in
determining whether USCo itself has a PE in Canada

London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
57

Permanent Establishment (PE)
OECD Model
•

The PE article was a focus of the BEPs taskforce, which was concerned with the prevention
of artificial avoidance of creating a PE. In particular, in relation to:
•
•
•

•

Sales negotiation processes and commissionaire arrangements;
The reliance on the exclusion for specific activities;
Deliberate fragmentation of activities

MLI and the updated OECD model now include additional provisions that deal with each of
these issues by:
•
•
•
•

Extending the definition of a dependent agent;
Excluding from independent agents those that are agents for closely related enterprises;
Making the specific exclusions subject to a general preparatory and auxiliary threshold; and
Including an anti-fragmentation rule
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Permanent Establishment
Sales and Marketing Activities

London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
59

Permanent Establishment
Sales and Marketing Activities
Pre-BEPS PE standard

MLI and Updated OECD Model

1. Marketing services arrangements have been routinely
used to promote and sell product in local countries
using a foreign principal trading company in order to
effect the final sale to customers (see diagram on
previous slide)

1.

Principal trading companies may have local country
PE exposure and be subject to tax on sales if
dependent agents including affiliated marketing
personnel are:
• actively involved in generating sales locally and
their efforts result in the successful conclusion of
sales contracts without material modification of
the contract; or
• they habitually conclude sales contracts on behalf
of the foreign principal

2. Model treaty Art. 5(5) - Dependent agent rule. No PE
on the part of the foreign principal was deemed to arise
unless dependent agents habitually concluded sales
contracts in the name of the foreign principal.
PE exposure in general was limited where local
country personnel did not habitually conclude sales
contracts with customers and it could be demonstrated
that there was active participation in the sales process
by the principal trading company

2.

Article 5(5) PE. A foreign principal trading company
will be treated as having a PE for the purposes of the
treaty when a person acting on its behalf
(commissionaire, broker, or general commission
agent) habitually concludes contracts or plays the
principal role leading to the conclusion of sales
contracts which are routinely concluded without
modification of the contract by the principal, and
these contracts are either in the name of the
enterprise; or for the transfer of the ownership of, or
the granting of the right to use, property owned by
the enterprise or that the enterprise has the right to
use; or for the provision of services by the enterprise
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Permanent Establishment
Independent Agents/Commissionaires

Parent company

Commission payment

Principal
(Company B)

Invoice for
Commission payment
Payment
Invoice

Tangible
property or
digital content

Commissioned agent
(Company A)
Initial
customer
inquiry

Customers
(CompanyA)
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Permanent Establishment
Independent Agents/Commissionaires
Pre-BEPS PE standard

MLI/Updated OECD Model

1. Under pre-BEPS rules, sales agents that were
economically and legally independent of a foreign
principal did not create a PE. These included certain
commissionaires, brokers, and general commission
agents

1. The independent agent exception to PE afforded has
been narrowed so that a person must be economically
and legally independent when selling on behalf of one
or more unrelated persons

2. Model treaty Article 5(6) rule – A PE is created where
a person other than an agent of an independent
status…is acting on behalf of an enterprise and
habitually concludes contracts in the name of the
enterprise

2. Model Treaty Articles 6 and 8 – A person acting
exclusively or almost exclusively on behalf of closely
related parties shall not be considered an independent
agent for purposes of asserting the independent agent
exception. A person will be considered to be closely
related to a company if the person possesses directly
or indirectly more than 50% of the beneficial interest
(which in the case of a company means more than
50% of the vote rights and value of the company’s
shares, or beneficial equity interest)
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Permanent Establishment
Specific Activity Exclusion
Pre-BEPS PE standard

MLI/Updated OECD Model

1. PE Exemption. A PE was not deemed to arise where the
activity was of a certain nature, one of these exceptions
includes activities that are of a preparatory or auxiliary
nature

1. The exemptions from creating a PE due to the activities being
of a specific nature will not apply unless the specific activity or
the overall activity of the fixed place of business is preparatory
or auxiliary in nature

2. Model treaty Article 5(4) rule
A PE does not include:
a) the use of facilities solely for the purpose of storage,
display or delivery of goods or merchandise
belonging to the enterprise;
b) the maintenance of a stock of goods or merchandise
belonging to the enterprise solely for the purpose of
storage, display or delivery;
c) The maintenance of a stock of goods or
merchandise belonging to the enterprise solely for
the purpose of processing by another enterprise;
d) The maintenance of a fixed place of business solely
for the purpose of purchasing goods or merchandise
or of collecting information, for the enterprise;
e) The maintenance of a fixed place of business solely
for the purpose of carrying on, for the enterprise,
any other activity of a preparatory or auxiliary
character;
f) The maintenance of a fixed place of business solely
for any combination of activities mentioned in
paragraphs (a) to (e), provided that the overall
activity of the fixed place of business resulting from
this combination is of a preparatory or auxiliary
character

2. Model treaty Article 5(4) rule
A PE does not include:
a) to (d) as before;
e) The maintenance of a fixed place of business solely for
the purpose of carrying on, for the enterprise, any other
activity;
f) The maintenance of a fixed place of business solely for
any combination of activities mentioned in paragraphs
(a) to (e),
provided that such activity or, in the case of subparagraph
(f), the overall activity of the fixed place of business, is of a
preparatory or auxiliary character
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Permanent Establishment
Anti Fragmentation
Pre-BEPS PE standard

MLI/Updated OECD Model

1. No standard applied with regard to enterprises
separating out functions, or deliberately splitting
contracts

1. Where the same enterprise (or a closely related
enterprise) carries on activities at the same place or
elsewhere in the same jurisdiction and that other site
constitutes a PE in its own right, or the overall activity
being carried out is more than preparatory or auxiliary
to the main business of the enterprise

2. N/A

2. Model Treaty Article 5(4.1) - The exclusions at
paragraph 4 will not apply to a fixed place of business
used or maintained by an enterprise if the same
enterprise or a closely related enterprise (see previous
slide) carries on business activities at the same place
or another place in the same state which constitute
complementary functions that are part of a cohesive
business operation and (a) that place or other place
constitutes a PE for the relevant enterprise/closely
related enterprise; or (b) the overall activity of the
activities being carried on by the two enterprises at the
same place or one enterprise at two separate locations
is not preparatory or auxiliary in nature
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Treatment of Personal Services Income
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Treatment of Personal Services Income
Overview
• U.S. Model Treaty provides different rules for different arrangements
involving personal services
• Independent Contractors
• Employees

• Special rules apply to athletes and entertainers; students/trainees;
directors fees
• U.S. Model Treaty also includes special rules for pensions and social
security
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Treatment of Personal Services Income
Independent Contractors
•

1996 U.S. Model Treaty, Article 14: “Income derived by an individual who is a resident
of a contracting state in respect of the performance of personal services of an
independent character shall be taxable only in that state, unless the individual has a
fixed base regularly available to him in the other contracting state for the purpose of
performing his activities. If he has such a fixed base, the income attributable to the
fixed base that is derived in respect of services performed in that other state may also
be taxed in that other state.”

•

Employee v. independent contractor: To be an independent contractor, an individual

must perform services for his or her own account and bear risk of loss
•

“Fixed base”: intended to have a meaning similar, but not identical, to permanent
establishment
•

Example: an office that’s available to a worker (whether it’s used or not)
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Treatment of Personal Services Income
Independent Contractors (cont’d)
•

Article governing treatment of independent contractors not included in 2016 model
treaties; remuneration for independent services now subject to PE rules under Article
5 and business profits under Article 7
•

•

Intended as a simplification rather than a material substantive change

U.S. tax treaties in force tend to vary materially from the model provision; for example:
•

Many treaties provide that the host country can impose tax even if no fixed base,
if worker has been present in the host country for a predetermined minimum
number of days of a year (e.g., U.S.-Australia tax treaty)

•

U.S. tax treaty with the Russian Federation precludes host country tax unless
income is attributable to a fixed base and worker has been in host country for
more than 183 days
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Treatment of Personal Services Income
Employees
•

U.S. model treaty, Art. 14, provides that, subject to certain exceptions, salaries, wages, and other
remuneration, including certain deferred compensation, derived by a dependent worker (i.e.,
employee) who is a resident of a contracting state for services provided in the other contracting
state (host state) may be taxed by the host state (i.e., no fixed base or PE attribution required)
unless:

•

the employee is present in the host state for a period of not more than 183 days in any 12month period commencing or ending in the taxable year;

•

the remuneration is paid by an employer who is not a resident of the host state; and

•

the remuneration is not borne by a PE or a fixed base which the employer maintains in the

host state
•

Much conformity with the model among treaties in force, but some variation; e.g., treaty with Egypt
uses a 90-day period instead of a 183-day period; treaty with Canada exempts remuneration of
USD 10,000 or less, even if other tests are not met
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Treatment of Personal Services Income
Employees (cont’d)
•

Example 1:
•

FCorp, a resident of Country A, sends an employee to work in the United States for two
months

•

Assume FCorp does not have a U.S. permanent establishment (as a result of the employee’s

activities or otherwise)
•

The income tax treaty between Country A and the United States includes a provision
identical to Article 14 of the U.S. Model Treaty

•

Remuneration with respect to the employee’s U.S. activities should be exempt from U.S.
federal income tax under the treaty

•

Example 2:
•

The facts are the same as in Example 1, except that the employee is seconded to a USCorp,
U.S. subsidiary of Fcorp

•

Remuneration with respect to the employee’s U.S. activities would not be exempt from U.S.
tax under Article 14 of the treaty
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Treatment of Personal Services Income
Entertainers and Athletes
•

See Art. 16 of the U.S. Model Tax Treaty

•

General rule for income from employment (Article 14) does not apply

•

Income derived from personal activities carried on in the host state as an “entertainer such as a theatre,

motion picture, radio or television artiste, or a musician or as a sportsman” may be taxed in the host state,
except where the gross receipts derived by such person from such activities don’t exceed USD 20,000
(30,000 in the 2016 model) for the year concerned
•

Basic premise: artists and athletes should be exempt from host country tax (similar to other
workers), but not to the same degree, because of the possibility that an artist or athlete may have

the opportunity to earn a relatively large amount of income in a short period of time
•

Article 16 applies to remuneration for performance, such as appearance fees, award or prize money, or a
share of gate receipts; other income (e.g., royalties from record sales and payments for product
endorsements) governed by general rules for employees/independent contractors

•

Special rule for remuneration earned through loan-out companies
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Treatment of Personal Services Income
Pensions and Social Security
Pensions:
•

Pension plan distributions and similar remuneration received by a resident of one country are taxable only by that country

•

Any amount arising in the other contracting state which would be exempt from tax if the beneficial owner were a resident
thereof is exempt from tax in the country of residence

•

This provision is subject to the saving clause, so a U.S. citizen who is resident in another country cannot claim

Social security:
•

Social security benefits paid by a contracting state to a resident of the other contracting state (state of residence) are taxable
only by the country making the payment (i.e., the source state)

•

Saving clause does not apply to this benefit, so a U.S. citizen may claim

Cross-border pension plan contributions (continued participation in home country plan):
•

Where a participant in a pension plan established under the laws of one state performs services in the other state (host

country), contributions to the plan and benefits accruing under the plan while the individual is working in the host country are
exempt from tax and are deductible by the employer in the host country, to the same extent such relief is allowed by the host
country to its residents, provided that:
•

The individual participated in the plan prior to working in the host country; and

•

The competent authority of the host country has agreed that the plan is sufficiently similar to plans recognized for tax
purposes by that country. Saving clause does not apply for U.S. residents who are not citizens or green card holders
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COVID-19 Impact
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COVID-19
Individual Residency – Concerns
• A person is temporarily away from their home (holiday, work) and gets
stranded by reason of the COVID-19 crisis and attains domestic law
residence there
• A person is working in a country (‘current home country’) and has acquired
residence status there, but they temporarily return to their ‘previous home
country’ because of COVID-19. They may either never have lost their status

as resident of their previous home country under its domestic legislation, or
they may regain residence status on their return
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COVID-19
Individual Residency – OECD Guidance
• Unlikely that ‘temporary dislocation’ as a result of the COVID-19 situation will
affect the treaty residence position
• Permanent home
• Habitual abode – frequency, duration and regularity of stays that are
part of the settled routine of an individual’s life
• Countries have already issued useful guidance and administrative relief on

the impact of COVID-19 on the domestic and tax treaty determination of the
residence status of an individual
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COVID-19
Individual Residency – U.S. Guidance
• US Domestic Law Income Tax Residency Rules
•

Green card test

•

Substantial presence test (day count test; certain days excluded under existing
exceptions)

• Specific Issues for Individuals
•

U.S. tax residency due to unexpected days in the United States

•

Loss of treaty benefits for non-residents performing services in the United States
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COVID-19
Individual Residency – U.S. Guidance (cont’d)
• Rev. Proc. 2020-20 (April 21, 2020)
•

For eligible individuals, expands medical exception to include a period of 60
consecutive days of physical presence in the United States

•

60-day period may be selected by the individual and may begin on or after
February 1, 2020 up to (and including) April 1, 2020

•

Eligible individual:
• Not a U.S. resident at the close of 2019

• Not a Green Card holder any time in 2020
• Present in the United States on each day of the selected 60-day period
• Does not become a U.S. income tax resident in 2020 due to days of presence outside
the selected 60-day period

•

60-day period also disregarded for purposes of determining eligibility for treaty
benefits with respect to employment or other dependent personal services
performed in the United States
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COVID-19
Individual Residency – U.S. Guidance (cont’d)
• Rev Proc 2020-27 (April 21, 2020) – Relief for U.S. citizens residing outside
the United States otherwise ineligible for Section 911 income exclusion due
to requirement to leave their current country of residence
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COVID-19
Corporate Residency – Concerns

• Potential change of ‘place of effective management’ as a result of a
relocation, inability to travel of CEOs or other senior executives?
• Potential trigger of double residency issues (but situations of dual residence
are rare)
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COVID-19
Corporate Residency – OECD Guidance
•

OECD guidance
•

Temporary change in location of the CEOs and other senior executives is an extraordinary
and temporary situation due to the COVID-19 crisis is unlikely to trigger a change in
residency.

•

Even in situations where there would be double residence of an entity, tax treaties provide tie
breaker rules ensuring the entity is resident in only one of the states. Competent authorities
deal with dual residency issues on a case-by-case basis by mutual agreement, considering:
• Where board meetings usually held
• Where the CEO and other senior executives usually carry on their activities
• Where senior day-to-day management of the company is carried on

• Where the person’s headquarters are located
•

For U.S. tax purposes, no corporate residency risk arising from COVID-19 crisis, because U.S.
domestic law determines corporate residency based solely on place of incorporation
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COVID-19
Permanent Establishment – Concerns
• Employees dislocated to countries other than the country in which they
regularly work, and that working from homes during the COVID-19 crisis, will
create a ‘permanent establishment’
• Potential to give rise to a dependent agent PE where an individual is
temporarily working from home for a non-resident employer

London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
82

COVID-19
Permanent Establishment – OECD Guidance
•

Unlikely that COVID-19 will create any changes to a PE determination

•

In general, a fixed place PE must have certain degree of permanency and be at the disposal of
an enterprise in order for there to be a fixed place of business for these purposes
•

Para 18 of the Commentary on Article 5: even though part of the business may be carried on

at a location such as an individual’s home office, that does not lead to the conclusion that
that location is at the disposal of that enterprise simply because that location is used by an
employee
•

Individuals working from home are typically doing so because of government directive: force
majeure not an enterprise’s requirement

•

Construction site PE – a site should not be regarded as ceasing to exist when work is
temporarily discontinued

•

A dependent agent PE may arise for an enterprise where the employee habitually concludes
contracts on behalf of the enterprise
•

Unlikely to be habitual if only for a short period because of force majeure/government

directives, but consider if employee was habitually concluding contracts in his/her home
country before the crisis
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COVID-19
USTB/Permanent Establishment – U.S. Guidance
•

FAQs issued on April 21, 2020; Treasury and IRS continuing to monitor

•

Activities carried on in the United States during a selected 60-day period (similar to
the one previously mentioned) will be disregarded in determining whether a non-U.S.
person is engaged in a U.S. trade or business or has a U.S. PE if:

•

Individual(s) performing the services are “temporarily present” in the United
States; and

•

Activities would not have been performed in the United States but for COVID-19
travel disruptions

•

Affected non-U.S. persons directed to retain contemporaneous documentation
regarding selected 60-day period and substantiating other relevant factual matters; be
prepared to provide to IRS upon request
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Appendix
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U.S. Model Tax Treaty – 2006 v 2016 Models
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Recent Developments
2016 U.S. Model Tax Treaty
•

On May 20, 2015, the Treasury Department released, for public comment, proposed
changes to the 2006 U.S. Model Tax Treaty and the U.S. Model Technical Explanation

•

•

According to Treasury officials, the proposed changes would:
•

Protect the U.S. tax base

•

Avoid instances of stateless income and double non-taxation

•

Make treaties more dynamic

On February 17, 2016, the Treasury Department released a revised U.S. Model Tax
Treaty, but did not release a technical explanation

•

Technical explanation was originally targeted for release in spring of 2016, but
has still not been released

•

Revisions made to most articles; only significant ones discussed here
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Recent Developments
Special Tax Regimes
•

The term “special tax regime” or “STR” defined in Article 3 (General Definitions)
•

Term is used in Articles 11 (Interest), 12 (Royalties), and 21 (Other Income)

•

New provisions deny treaty benefits in certain cases where a resident benefits
from a special tax regime in the state of residence

•

STR: any legislation, regulation, or administrative practice that provides a preferential
effective rate of taxation to interest, royalties, or other income, including through

reductions in the tax rate or tax base
•

“Notional interest deductions” for equity are not treated as “special tax regimes”

•

Substantial activity exception

•

Exception for certain collective investment vehicles (e.g., RICs and REITs)
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Recent Developments
Special Tax Regimes (cont’d)

• No statute, regulation, or administrative practice will be treated as a
“special tax regime” until the country invoking the “special tax
regime” provisions, after consultation with the other country, notifies
the other country of its intention through a diplomatic note and issues

a written public notification
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Recent Developments
Modifications to the LOB Article
•

New derivative benefits test added:
•

Not in 2006 U.S. model, but included in a number of U.S. treaties (e.g., treaties
with Germany and the UK)

•

No geographic limitation on location of the equivalent beneficiary, but must be a

“qualified intermediate owner”
•

Base erosion test more onerous than in existing U.S. treaties:
• Deductible payments to equivalent beneficiaries base eroding if recipient is a
connected person benefiting from a “special tax regime”
• Test applied to both company claiming benefit and its “tested group”
• Gross income excludes dividends that are effectively exempt
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Recent Developments
Example of LOB Ownership and Base Erosion Test (revisited)
• Can the Country X corporate parent of a U.S. subsidiary meet the
ownership/base erosion LOB test of the applicable treaty which is
identical to the 2016 U.S. Model Treaty under the following facts?
• Country X corporate parent is owned by four individuals resident in
Country X; the Parent projects the following for the current year:
• Gross income = $100 million, including $40 million of exempt
dividend income

• Corporate parent does not have any subsidiaries
• Deductible expenses:
• Service Fees to Country Y providers = $65 million
• Assume not made to a connected person benefitting from an STR

• Interest expense to Country Y subsidiary = $35 million
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Recent Developments
Example of LOB Ownership and Base Erosion Test (revisited)
(cont’d)
• No
• Country X corporate parent meets the ownership test – 100%
owned by individuals resident in Country X
• Corporate parent does not meet the base erosion test
• Gross income reduced by $40 million (exempt dividend amount)
• $35 million of deductible expenses (not including arm’s-length
payments in the ordinary course of business for services or
tangible property) represent more than than 50% of its gross
income, excluding exempt dividends ($60 million)
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Recent Developments
Modifications to the LOB Article
•

Other notable changes:
•

Ownership prong of the subsidiary of a publicly traded test can now be met if
each intermediate owner is a resident of the source state or is a “qualifying
intermediate owner”

•

Addition of base erosion prong to the "subsidiary of a publicly traded company"
test

•

Changes to make base erosion test more difficult to satisfy (consistent with base
erosion test of the derivative benefits provision)

•

Addition of a headquarters company test

•

Modifications to active trade or business test
• Elimination of the active trade or business test for holding and financing companies
• “Income derived from the other contracting state is derived in connection with, or is
incidental to” → “income derived from the other contracting state emanates from, or is

incidental to”
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Recent Developments
Tightening of the “triangular” provision
•

New paragraph 8, Article 1 (General Scope)
•

Denies treaty benefits in situations where a resident of a contracting state (state of residence) derives
income from the other contracting state that is treated as attributable to a PE situated outside of the state of
residence, and the resident is subject to a significantly lower tax rate with respect to the income attributable
to the PE

•

Contrast with triangular provisions of existing U.S. tax treaties that, where applicable, permit some reduction
of the withholding rates applicable to dividends, interest, and royalties (e.g., 1994 U.S.-France income tax
treaty)

•

Treaty benefits denied in two instances:
•

The profits of the PE are subject to a combined aggregate effective rate of tax in the state of residence and

the state in which the PE is situated that is less than the lesser of (a) 15% or (b) 60% of the generally
applicable tax rate in the state of residence; or
•

The third state in which the PE is situated does not have a comprehensive income tax treaty in force with
the source state, and the state of residence does not include the income attributable to the PE in its tax base

•

Leeway for competent authority of source state to override and permit treaty benefits, where

justified by the facts
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Recent Developments
Triangular provision – example
•

Facts:
•

Payments by USCo to FCorp are attributable

to its country Y branch, which constitutes a
PE

Fcorp
(country X)

•

The statutory CIT in country X = 20%

•

Interest/royalties not taxed by country X, but
subject to 12.5% effective rate in country Y

•

Country X treaty with the United States
contains a triangular provision identical to the

Branch

USCo

2016 U.S. Model

(Country Y)

•

Country Y has an income tax treaty in effect
with the United States

Interest/royalties

•

Result:

•

Benefits not denied under the triangular
provision because (i) country Y has a treaty in
place with the United States and (ii) effective
rate of tax more than the lesser of 15% or
60% of country X statutory rate, or 12%
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Recent Developments
Expatriated Entities

•

Revision of Articles 10 (Dividends), 11 (Interest), 12 (Royalties), and 21 (Other
Income) to impose full U.S. withholding tax in cases where the company paying the
dividends is an “expatriated entity”

•

In such cases, the dividends, interest, royalties, and other income may be taxed in

accordance with the domestic law of the United States for a period of ten years,
beginning on the date on which the acquisition of the domestic entity is completed
•

The term “expatriated entity” is defined in §7874(a)(2)(A)

•

The term “domestic entity” means the domestic corporation or partnership referred to

in §7874(a)(2)(A)(i)
•

The date on which the acquisition of the domestic entity is completed is the date on
which the requirements of §7874(a)(2)(B) are first satisfied
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Recent Developments
Subsequent Changes in Law
• New article 28 (Subsequent Changes in Law) give either country the option to
eliminate the availability of some treaty benefits if, after a treaty is signed, the
other country enacts legislation that implicates the terms of the treaty
• If changes in domestic tax law result in (i) the tax rate falling below the lesser of
(a) 15% or (b) 60% of the general statutory rate for companies in the other
contracting state, or (ii) the creation of a regime which exempts resident
companies from taxation on substantially all foreign source income, then either
contracting state may initiate diplomatic processes to amend the treaty, and,
failing that, the provisions of articles 10 (Dividends), 11 (Interest), 12 (Royalties),
and 21 (Other Income) may cease to have effect
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Taxation of Dividends, Interest, and Royalties
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Dividends, interest, and royalties
US Model
•

U.S. statutory withholding tax rates
•

30% tax on U.S. source dividends, interest and royalties derived by foreign persons (IRC
§§871 and 881)

•

U.S. Model, Art. 10 (dividends)
•

Tax rate is 5% for 10%-or-more corporate shareholder, and 15% for less-than-10% corporate
shareholder and individuals

•

Some newer treaties provide for 0% withholding on dividends if certain corporate ownership
thresholds met (80% or more: UK, Netherlands, Australia, Mexico, Germany, Belgium,

Finland, Denmark; Japan: more than 50%)
•

U.S. Model, Art. 11 (interest) and Art. 12 (royalties)
•

Provide exemptions from U.S. withholding tax
Note: Foreign residents must satisfy U.S. compliance requirements in order to obtain the
benefit of these provisions

London l Cambridge l Geneva l Milan l Padua l Sydney l Hong Kong l Singapore l Tokyo
New York l New Haven l Greenwich l Los Angeles l Rancho Santa Fe l San Diego l San Francisco l British Virgin Islands
100

Dividends, interest and royalties
OECD Model
•

Consider domestic law and the applicable double tax treaty between the two countries. Each treaty will
differ

•

The OECD Model sets out the following:
•

OECD Model Article 10 (dividends)

‘Dividends paid by a company which is a resident of a Contracting State to a resident of the other
Contracting State may be taxed in that other State’
•

Tax not to exceed 5% of the gross amount of dividends for 25%-or-more corporate
shareholders and 15% in all other cases.

•

OECD Model Article 11 (interest)

‘Interest arising in a Contracting State and paid to a resident of the other Contracting State may
be taxed in that other State’
•
•

Tax not to exceed 10% of the gross amount of interest

OECD Model Article 12 (royalties)
‘Royalties arising in a Contracting State and beneficially owned by a resident of the other
Contracting State shall be taxable only in that other State’

•

Note: If two EU countries consider whether EU directives could mitigate the withholding tax position
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