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Summary

During the 1%" Session of the United Nations Committee of Experts on Internat
Cooperation in Tax Matters, the Subcommittee on the UN Model Update was directed to
carry out further work on the issue of beneficial ownership.

This paper presents the issue at a hegiellto facilitate further discussion on the inclusion of

a clarification project in the work programme of the Subcommittee. To achieve this purpose
the paper focuses on the background to the OECD’s 2014 Model Update clarification project
along with a brieédescription of the resulting changes. Comment will also be made on the
possibility of incorporating the OECD'’s clarifications into the UN Model to the extent the
Committee agrees with the OECD'’s interpretation. Doing so would achieve in
consistencywithin the UN Model Commentaries, as the current Commentaries to Articles
10-12 have not incorporated the 2014 OECD Model guidance on beneficial ownership, but
the Commentary to new Article 12A (fees for technical services) does.

The present paper has be
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The concept of beneficial ownership in tax treaties

Introduction into the OECD and UN models

1. The concept of beneficial ownership
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between an Indonesigrarent guarantor andholly ownedissuer of loan notes incorpoea in
Mauritius would not be the beneficial owner of interest paid by the parent guarantor under a
loan agreemenbecause the interposed company could not enjoy the ‘full privilege’ of the
interest paid
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its decision by examining the substance of the arrangement and whether its purpose was
consistent with the object and intention of the trelatgontrast tdPrévostthe Supreme Court

found acompany may be a conduit even in cases where it has some authority over the income
received and no contractual obligation to pass it on.

10.  Earlier cases also remain relevant and demonstratengstanding nature of the issues
surrounding the concept’s interpretation. For example, the United States case Aiken Industries
v Commissioner of Internal Reven{i®71Y considered the general rule of interpretation in
the United Stateblonduras tax treaty required reference to domestic law. Del Commercial
Properties Inc v Commissioner of Internal Revenue (10883 decided for US tax authorities
where a Dutch company wanterposed between a US and a Canadian company because the
only benefit of doing so was a reduction in US tax. In the Dutch @faReyal Dutch Shell
(1994 the Court took a legalistic approach to determining beneficial owneisip
consideredvhetherthere was an absolute right to the incom@ncluding thatecipientwas

not the beneficial owner of income ihitasrequired to pass the largest part ofriisome to a

third party.This is not exhaustive and there are many other cases that couldusselisbere
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. Doesthe concept of/ternbeneficial owner’ take @omestic law meanintpllowing
the interpretive rules oArticle 3(2), or does it rathehave an international fiscal
meaning/ autonomous tregimeanin@

Is the concept intended to be a narrow and specifi@hnse rule, or a gene
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X The concept of beneficial ownership does not take its meaning from domestic law or
other OECD instrument, but rather has an autonomous treaty meaning

X The intention of the beneficial ownership concept was to clarify the use of the words
“paid to...a resident”in the Model and so should be read in that context

X Beneficial owners are those that have the right to use and enjoy the payment
unconstrained by cont
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23.  Asnotedatthe 17" Sessior’, it is important at least for the UN Model to provide some
guidance on the open questions relating to beneficial ownership to avoid unintended
differences of interpretation between the twod®els and to address the problems crebhted
conflicting court decisions. Undertaking a project will allthe Committee to identifgreas

in which it agres or disagres with the OECD on its guidance on the concept of beneficial
ownership.

24.  This work is relevant not only for articles-1@ of the UN Model, but also 12A (fees

for technical services). However, note the commentary on Article 12A already incorporates the
key elements of the 2014 OECD clarification language. Adopting the same approachi2or 10-
would promote consistency across allif Articles.

Other changes to Articles 1612

25. The texts of Articles 10 and 11 in the OECD Model were also amended in 2014 to
address an issue that was raised with how the provisions apply where the direct recipient of the
income and the beneficial owneean two different states.

26. Before the text was amended a literal interpretation of the words “such dividends and
“such interest” in 10(2) and 11(2) respectively could lead to the conclusion that the
dividend/interest income must be that paid direct to a resident of a Contractegrkia is
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Appendix

Proposed modifications to the UN Model Convention

Proposed changes are shown as lotcadditions andtrikethrough for deletions.

Proposed changes to Articles of the UN Modé&lonvention

Article 10

2. However,suehdividendspaid by a company which is a resident of a Contracting

Statemay also be taxed in that Statbe-Ceontracting-State-of- which-the-company-paying the
dividends-is-aresidentaadcording to the laws of that State, but if the beneficial owner of the

dividends is a resident of the other Contracting State, the tax so charged shall not exceed:

(@) _____per cent (the percentage is to be established through bilateral negotiations)
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situation qualifies as a resident but no potential double taxation arises as a consequence
of that status since the recipient is not treated as the owner of the income for tax
purposes in the State of residence. [the rest of the paragraph has been moved to new
paragraph 12.3]

12.3 It would be equally inconsistent with the object and purpose of the Convention
for the State of soue to grant relief or exemption where a resident of a Contracting
State, otherwise than through an agency or nominee relationship, simply acts as a
conduit for another person who in fact receives the benefit of the income concerned.
For these reasons, the report from the Committee on Fiscal Affairs entitled “Double
Taxation Conventions and the Use of Conduit Compah@sicludes that a conduit
company cannot normally be regarded as the beneficial owner if, though the formal
owner, it has, as a practical matter, very narrow powers which render it, in relation to
the income concerned, a mere fiduciary or administrator acting on account of the
interested parties.

1 Reproduced in Volume Il of the full version of the OECD Model Tax
Convention at page R6)-1.

12.4 In these various examples (agent, nominee, conduit company acting as a
fiduciary or administrator), the direct recipient of the dividend is not the
“beneficial owner” because that recipient’s right to use and enjoy the dividend is
constrained by a cotractual or legal obligation to pass on the payment received
to another person. Such an obligation will normally derive from relevant legal
documents but may also be found to exist on the basis of facts and circumstances
showing that, in substance, the rapient clearly does not have the right to use and
enjoy the dividend unconstrained by a contractual or legal obligation to pass on
the payment received to another person. This type of obligation would not include
contractual or legal obligations that are mt dependent on the receipt of the
payment by the direct recipient such as an obligation that is not dependent on the
receipt of the payment and which the direct recipient has as a debtor or as a party
to financial transactions, or typical distribution obligations of pension schemes
and of collective investment vehicles entitled to treaty benefits under the principles
of paragraphs 22 to 48 of the Commentary on Article 1. Where the recipient of a
dividend does have the right to use and enjoy the dividend unconstrained by a
contractual or legal obligation to pass on the payment received to another person,
the recipient is the “beneficial owner” of that dividend. It should also be noted that
Article 10 refers to the beneficial owner of a dividend as opposed tbe owner of
the shares, which may be different in some cases.

12.5 The fact that the recipient of a dividend is considered to be the beneficial
owner of that dividend does not mean, however, that the limitation of tax provided
for by paragraph 2 must automatically be granted. This limitation of tax should
not be granted in cases of abuse of this provision (see also paragraph 22 below).
The provisions of Article 29 and the principles put forward in the section on
“Improper use of the Convention” in the Commentary on Article 1 will apply to
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prevent abuses, including treaty shopping situations where the recipient is the
beneficial owner of the dividends. Whilst the concept of “beneficial owner” deals
with some forms of tax avoidance (i.e. those involving ¢hinterposition of a
recipient who is obliged to pass on the dividend to someosése), it does not deal
with other cases of abuses, such as certain forms of treaty shopping, that are
addressed by these provisions and principles and must not, therefore, be
considered as restricting in any way the application of other approaches to
addressing such cases.

12.6 The above explanations concerning the meaning of “beneficial owner”
make it clear that the meaning given to this term in the context of the Articlenust
be distinguished from the different meaning that has been given to that term in
the context of other instrumentd that concern the determination of the persons
(typically the individuals) that exercise ultimate control over entities or assets.
That different meaning of “beneficial owner” cannot be applied in the context of
the Article. Indeed, that meaning, which refers to natural persons (i.e.
individuals), cannot be reconciled with the express wording of subparagraph 2 a),
which refers to the situaton where a company is the beneficial owner of a
dividend. In the context of Article 10, the term “beneficial owner” is intended to
address difficulties arising from the use of the words “paid to” in relation to
dividends rather than difficulties related to
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2 See the Financial Action Task Force’s definition quoted in thgrevious
note.

1227 Subject to other conditions imposed by the Article and the other provisions of
the Convention the limitation of tax in the State of source remains available when an
intermediary, such as an agent or nominee located in a Contracting State or in a third
State, is interposed between the beneficiary and tyer bait the beneficial owner is a
resident of the other Contracting State (the text of the Model was amended in 1995 and
in 2014to clarify thls pomt which has been the consistent position ef—aibeer
countries) A A 5]

negetiations

Commentary on Article 11

18. The Commentary on th28102017OECD Model Convention contains the following
passages:

9. The requirement of beneficial owséip was introduced in paragraph 2 of
Article 11 to clarify the meaning of the words “paid to a resident” as they are used in
paragraph 1 of the Article. It makes plain that the State of source is not obliged to give
up taxing rights over interest income mgrélkecause that income was—immediately
receivedpaid direct to a resident of a State with which the State of source had
concluded a convention. [the rest of the paragraph has been moved to new paragraph
9.1]

9.1 Since the term “beneficial owner” was added d address potential
difficulties arising from the use of the words “paid to a resident” in paragraph 1,
it was intended to be interpreted in this context and not to refer to any technical
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State of residence. Where an item of income-is—+eceivpdithyto a resident of a
Contracting Statacting in the capacity of agent or nominee it would be inconsistent
with the object and purpose of the Convention for the State of source to grant relief or
exemption merely on account of the status of-the-immediatet recipient of the

income as a rédent of the other Contracting State. Fhe-immediatect recipient of

the income in this situation qualifies as a resident but no potential double taxation arises
as a consequence of that status since the recipient is not treated as the owner of the
income for tax purposes in the State of residence. [the rest of the paragraph has been
moved to new paragraph 10.1]

10.1 It would be equally inconsistent with the object and purpose of the Convention
for the State of source to grant relief or exemption where a resident of a Contracting
State, otherwise than through an agency or nominee relationship, simply acts as a
conduit for another person who in fact receives the benefit of the income concerned.
For these reasons, the report from the Committee on FistatsAéntitled “Double
Taxation Conventions and the Use of Conduit Compah@sicludes that a conduit
company cannot normally be regarded as the beneficial owner if, though the formal
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10.3 The fact that the recipient of an interest payment is considered to be the
beneficial owner of that interest does not mean, however, that the limitation of tax
provided for by paragraph 2 must automatically be granted. This limitation of tax
should not be grantel in cases of abuse of this provision (see also paragraph 8
above). The provisions of Article 29 and the principles put forward in the section
on “Improper use of the Convention” in the Commentary on Article 1 will apply

to prevent abuses, including treatyshopping situations where the recipient is the
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