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(FEEHI- 1)

©O) @
I | Brief Introduction )\
China-US Double Taxation e Basically following the two Models
Ag reement e The second DTA China concluded (1984)
e Modified shortly after (1986) to avoid
treaty shopping
May 2010, e Greatly facilitated economic exchanges
FENG Lizeng (China) and cooperation
e Large room for update after more than
\25 years /
® @

b

e Basically following the two Models
e Structure
e Content
o With exceptions

o For example, Article 4 (dual residency issue),
Article 5 ( exploration of natural resources),
Article 7 (deemed profit), No regulation on
International Traffic, etc.

- J

e The second DTA China concluded
e Year of starting (1982.9, first round)
e Number of rounds of negotiation (4 rounds)
e Final conclusion
e signature: 1984.4.30
o Date of coming into effect: 1986.11.21
e Date of application to income: 1987.1.1

- J

®

b

e Greatly facilitated economic exchange
and cooperation

- J

e Large room for update
e With domestic law changes
e China’s new enterprise income tax law
o Time
o Tax rates
« Resident
o With development of international taxation
e Updates of the OECD Model
e China’s participation in OECD affairs
e Development of economic globalization,

\ economic crisis and necessity for cooperation/

AW E
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Outstanding points in the DTA )\

e Article 4 (Resident)
e Dual residency
e Dual residency with third country
e Article 5 (Permanent establishment)

e Exploration or exploitation of natural
resources

e International traffic

\ e No definition, no regulation /

e Treaty rates for dividend, interest and
royalties----10 percent

e Article 10 (interest)
e Exemption in source State

e Article 11 (royalties)
e Source of royalties (the royalties relate to

the use of, or the right to use, the right or
property in one of the Contracting States)

o

©

@

e Article 12 (capital gains)
e Shares for real property
e Shares representing 25 percent
participation
e Article 16 (artistes and athletes)
e Exemption for programs under government
agreement

e Article 17(pensions)
\ e Pensions paid under social security systery

o Article 19 (teachers and researchers)
e Three year exemption period
o Article 20 (students and trainees)
e Grants or awards from tax-exempt
organizations
e Income from personal services ($5000)

e Only applicable for reasonable period of
education

@

o Article 21 (other income)
e Taxation in State where it arises

e Accompanying Protocol
o No restriction of future benefits
e Saving clause of US to tax its citizens
e Saving clause of US to collect other taxes
e Modifying tax rates on part of royalties
e Anti-shopping provision
o Clarification of international traffic, government
\ agreement on transportation on March 5, 1982.

e Later Protocol (1986)

e More clarification of anti-shopping provision
e Exchange of Notes (1984)

e On tax sparing credit

- J
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Determining
Beneficial Ownership Under Tax Treaties

Glovanna Terese Sparagna
Sutherland

Glovanna,sparagna@sutheriand.com
2010

Beneficial Ownership Concept (BOC)

« Item-by-item Limitation of Treaty Benefits

— Restricts treaty claims to “owner of income”

* The trend in recent income tax treaties with the United States is
towards restricting treaty benefits for items of income such as
dividends, interest, and royalties to the “beneficial owner” of such
income (the Beneficial Ownership Concept or “BOC”).

— Concern
Generaldv the beneficial owner of an item of income will be easily

identifie
Historically, concept used to distinguish “agency” ownership such as
that of nominee or trustee.
Today, virtual ownership of property or income is easy to accomplish
without legal title ownership.
Formality of legal title ownership creates potential for extending treaty
genet@(s to economic owners of income that do not qualify for treaty

enefits.

Sources of Beneficial Ownership Concept

« Treaty Definition of Beneficial Owner
« Under Article 3(2) in most treaties, the concept of “beneficial
owner” is either undefined, defined vaguely or by example, or
is defined by reference to the law of the source state.

« Civil Law Countries

+ Concept of beneficial ownership not recognized in Civil Law
jurisdictions

« Common Law Countries
+ Common derivation of meaning of ownership as the person
entitled to full use and enjoyment of property or income (ie.,
the beneficial owner) even though legal title in such asset or
income is held by another.

Implied Universal Meaning of BOC?

* Indofood International Finance
Ltd. V. JP Morgan Chase Bank
— Special purpose Mauritius vehicle
established to reduce withholding
tax otherwise applicable on loan
directly between PT Indofood and
JP Morgan Noteholders.
Condition in Loan | was that it
could be redeemed at par plus
accrued interest if Indonesian law .
asserted a withholding tax on
Loan Il interest payments in
excess of 10% provided that
Issuer had taken all reasonable
measures to avoid the increase in
the Loan Il withholding tax.
— In 2004, Issuer notified JP Morgan
Of |ntent|0n to redeem since it
bject to a greater than
10% withholding tax by Indonesia.
JP Morgan refused redemption
and UK lawsuit ensued.

PT Indofood
(Guarantor)
Indonesia

Indofood Issuer
Mauritius

JP Morgan Chase Bank
Trustee for Noteholders

Implied Universal Meaning of BOC?

* Indofood international PT Indofood
Finance Ltd. V. JP Morgan Indonesia
Chase Bank

— JP Morgan offer an alternate ~Loan mn
structure that would eliminate ——— oo N
the increase in the Indonesian™ > NEWCO 1
thhoId.lng tax. H Netherlands :

— Indonesia-Netherlands Treaty 1 J
provided that w/h tax would be
10% if PT Infofood was the
beneficial owner of the interest
income. Indofood Issuer

UK Court determined that Mauritius
neither Issuer nor Newco
woulid be regarded as the
beneficial owner of interest
paid by PT indofood.

“Loan Il

NP Morgan Noteholders|

Implied Universal Meaning of BOC?

* Indofood International Finance Ltd. V.

JP Morgan Chase Bank PIT ‘Iindofo_od
— Court Analysis ndonesia
« Declared that there was an
“international fiscal” meaning of Loan Il
the term not derived by the P it \
domestic laws of the contracting : NEWCO 1
states. 1
! Netherland:
« Considered the law of the source i etherlands !

state - here Indonesia- which held
that the beneficial owner is the sLoan I
only the entity which has the full
right and privileges to benefit Indofood Issuer
directly from the income.
Considered the OECD Model —
which looks to the entity with right
to receive the income.

Since Newco and Issuer would be
obligated to transfer the funds
received from PT Indofood to the
Noteholders.

Mauritius

|JP Morgan Noteholders|
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Comparison of BOC and LOB Concept

* Purpose of Concept

— Limitation of Benefits Article (LOB) and BOC serve difference
functions

« LOB attempts to guarantee sufficient nexus between owner of
income and treaty jurisdiction.

« BOC seeks to identify the real “owner” of the income since the
treat); of the real owner would be the relevant treaty to claim
benefits.

* Thus, identif}/ing the beneficial ownership is tested
independently of whether or not the real “owner” of the income
is a qualified resident under any applicable treaty.

Beneficial Ownership Concept

* Forms of Beneficial Ownership

1. Legal Title Ownership
— Legal titleholder enjoys all the benefits and burdens of
ownership over the asset such as the unqualified right to
sell tltwe asset or assumption of the risks inherent in the
assets.

2. Nominee/Agent Ownership
— Legal titleholder holds limited rights to dispose of assets
or enjoyment in economic risk of owning the asset but
may do so only at the direction of the beneficial owner
all economic benefits and burdens inure to the
principal or beneficiary.

®

UTHERLAND

Beneficial Ownership Concept

*  Forms of Beneficial Ownership

3. Collateral Holder

« Legal title held by creditor of beneficial owner as collateral for
extending credit.

» Repo transactions — Owner transfers collateral to creditor in
a purported “sale” in exchange for $xx. Creditor agrees to
sell the collateral back to the owner, and owner agrees to
repurchase the collateral back from the creditor at $xx upon
owner’s request. Creditor acquires limited rights to sell or
otherwise dispose of the collateral, except that creditor
retains income from collateral (usually securities) which is
sufficient to satisfy the periodic interest charge on a loan
equal to the amount of the purchase price for the collateral.

— Form governed jurisdictions may treat creditor as the
owner of the collateral.

— Substance governed jurisdictions may treat the
relationship as a loan and not sale; the owner retains
ownership of the collateral.

UTHERLA

Beneficial Ownership Concept

*  Forms of Beneficial Ownership

4. Intermediary or Conduit
+ Legal titleholder has apparent rights to receive and consume the
asset but is legally obligated to convey all benefits and burdens of
ownerihip in the property to another person (i.e., the beneficial
owner).

Form jurisdictions may treat the transaction according to the legal
owner of the income or asset even though the legal owner is
contractually obligated to transfer the income and benefits of
property ownership to others.

+  Substance jurisdictions may judge the owner of the benefits and
burdens of the property to be the “beneficial owner” for purposes
of applying any treaty. In this context, substance jurisdictions will
take info consideration all related contracts and agreements.

» See US cases discussed infra, Aiken, SD}, De!
Commercial.

@

@

UTHERLAND

Beneficial Ownership Concept

* Forms of Beneficial Ownership

5. Synthetic Ownership

— Commonly referred to as a “derivative” as party acquires
derivative rights in property through a contract.

— Under a contract, one party agrees to convey to another
a payment equal to the economic equivalent of owning
the asset. It is synthetic because neither party may own
the underlying referenced asset.

— Examples,

Stock lending transaction- Stock “borrowed” from
owner under contract to pay the lender an amount
that replicates the economics of ownership in the
stock (e.g., risk of loss or gain and replacement of
dividends paid during borrowed period) plus a fee.

Total Return Swap — Two parties holding a pool of
assets agree to swap the returns on such assets.

UTHERLA

Beneficial Ownership Concept

* Forms of Beneficial Ownership

6. Ownership by a Pass-Through (fiscally transparent) Entity

— Typically a pass-through entity will confer to its owners
unlimited liability for the assets, earnings, losses and
liabilities legally held by, on accrued in the name of the
pass-through entity.

— Example, a partnership, a branch

— While the pass-through entity may hold and exercise all
legal and economic rights and burdens in property, such
ownership consequences pass-through to the owners of
the pass-through entity.

254 A B A

%

2010 -9



@®

Development of BOC in US Treaties

« Older US Treaty Position
— Early US treaties
« Did not utilize the term “beneficial ownership”
+ Treaty protected income was either
— “derived by” or “derived from” a resident of the other state
» Korea (1976) (Arts. 12, 13, 14)
» Iceland (1975)
— “paid to” a resident
» Poland (1974)

« Except BOC term was first used in the 1966 Protocol to the
1945 U.S.-U.K. Treaty.

SUTHERLA

Current (2006) US Model Treaty Definition

« “Source State” interp ion for inif ial owner

+ Where a term has no Treaty definition, Art. 3 12 governs.

— Unless the context requires otherwise, a term undefined in a
treaty is defined under the internal laws of the country imposing
the tax.

— In the context of dividends, rents, royalties etc. the term
beneficial owner would be determined under the source state
laws.

« Art. 10 12 2006 US Model Treaty Definition

— The term beneficial owner is not defined in the Convention and
is therefore defined under the internal law of the country
imposing the tax (here, the source country under).

Revised OECD Commentary
+ BOC Extends Beyond Agents and Nominees

— Clarification of prior terms
« The requil icial ot ip was
paragraph 2 of Articie 10 to cfarify the meaning of the words
a0 4

introduced ir

“paid . . . to a resident” as the are used in paragraph 1 of the
Article.

— BOC has a broad scope
« The term “beneficial owner” is not used in a narrow, technicai
sense, rather it should be understood in its context and in light of
the object and purpose of the Convention . . . .

— BOC not determined solely by legal title
« Where an item of income is received by a resident of a
Contracting State acting in the capacity of agent or nominee it
wouid be inconsistent with the object and purpose of the
Convention for the State of source to grant refief or exemption
merely on account of the status of the immediate recipient of the
income as a resident of the other Contracting State.

OECD Commentary Art. 10 12

SUTHERLA

Revised OECD Commentary

« BOC Extends Beyond Agents and Nominees
— BOC identifies person with control of Treaty-protected Income

« 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 refationship, simply acts as
a conduit for another person who in fact receives the benefit of
the income concerned.

« [A] conduit company cannot normaily be regarded as the
beneficial owner if, though the format owner, it has as a practical
matter, very narrow powers which render it, in refation to the
income concerned, a mere fiduciary or administrator acting on
account of interested parties.

OECD Commentary Art. 10 12

@

Specific US Treaty Usage

+ US-PRC income Tax Treaty
« Under Art 3 12, unless the context provides otherwise, terms not
defined in the Treaty shall have the meaning of the Contracting
State imposing taxes pursuant to the Treaty.

« Arts. 9, 10, 11. In order to get treaty benefits, the item of income
must be beneficially owned by a resident of a Contracting State.
— “Although the language used, which is taken from the OECD
and U.N. Modefs, refers the recipient being the beneficial
owner, it is understood (consistent with the OECD
commentary) that the intended meaning is that the reduced
rate will apply when the beneficial owner is a resident of the
other contracting state, even when the recipient of the
dividend may be a nominee for such resident.”
Treasury TE Art. 9 12.

+ The PRC tax authority issued guidance in 2009 which defines a
“beneficial owner” and a “conduit company” for purposes of
applying China’s tax treaties.

Specific US Treaty Usage

« Japan-US Income Tax Treaty
« Under Art 3 12, unless the context provides otherwise,
terms not defined in the Treaty shall have the meaning of
the Contracting State imposing taxes pursuant to the Treaty.
— Terms are ambulator%_and depend on the meaning of
terms at the time the Treaty is being applied and not the
date of ratification. Treasury TE Art. 3 12.

+ Arts. 10, 11, 12. In order to get Treaty benefits, the item of
income must be beneficially owned by a qualified resident of
a Contracting State.

— BOC is not defined in the Treaty and so source state
law applies.

— The residence of a nominee or agent do not determine
eligibility for Treaty benefits. A dividend received by a
non-resident nominee on behalf of a resident of a
Contracting State would be entitled to Treaty benefits.
Treasury TE Art. 10 12.
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Specific US Treaty Usage

« Japan-US Income Tax Treaty
« Arts. 10, 11, 12. In order to get treaty benefits, the item of
income must be beneficially owned by a qualified resident of
a Contracting State.

— Under Art. 10 111, a resident of a Contracting State will
not be considered a “beneficial owner” of dividends in
respect of certain back-to-back preferred stock
arrangements.

“Colfectively, these limited “anti-conduit” rufes are
significantly narrower than similar rules that are prowded
under U.S. ic law, il (U.
regulations) . ... are included here at the request of
Japan in order to ensure that Japan can prevent residents
of third from impi the benefits
of the Convention in certain fimited circumstances. .
The United States intends that the inclusion of the limited
anti-conduit rules in particufar articies of the Convention
shall create no negatlve inference regarding the

ti-ab

rules .
Treasury TE Art 10 11

Sources of US Anti-Treaty Shopping Rules

R ive Sources
to US domestic law
— Judicial Principles
« Transitory steps disregarded under the “step-transaction” doctrine.
« Circular cash flows are disregarded.
— Statutory
« Transaction accorded US tax by its.
« Section 7701(1)
— Regulatory
« Treas. Reg. §1.881-3 et seq.
— IRS Guidance
+ Revenue Rulings and Notices
— Industry Directive on Total Return Swaps Used to Avoid
Dividend Withholding Tax

d by U.S. Treaties’ deference

BOC: Back-to-Back Loans

« Aiken Industries (1971) - FACTS
— Loans were nearly identical but not exact as to all terms.

Step 2

*Transfer of US Group Loan
+$2.250 m Principal

+4% interest rate

\-Due 1983

+Foreign Sub Notes
+$2.250 m Principal
*4% interest rate
*Demand notes
*No other income

Foreign Parent
lon-Treaty Resident
Bahamas.

Foreign Sub SPV
Treaty Resident
Honduras

UTHERLAN

BOC: Back-to-Back Loans

+ Aiken Industries (1971) - Cash Flows

— Was interest “received by” a resident of a Honduras for purposes
of the U.S.-Honduras Income Tax Treaty?

— No, Foreign Sub was merely a collection agent.

Foreign Parent
on-Treaty Residen{
Bahamas

«Distributed
100% of its
income as
Loan interest
to Foreign
Parent

Foreign Sub SPV
Treaty Resident
Honduras

+Loan interest
XX

®@

@

THERLAND

BOC: Back-to-Back Loans

« Aiken Industries (1971) - Cash Flows
— Rationale for treating Foreign Sub as a collection agent for
Foreign Parent.

“The words ‘received by’ refer not merely
to the of p
on a temporary basis of funds
" representing interest payments from a
y&;ggﬂ « Ccorporation of a contracting State, but

Foreign Parent
Von-Treaty Residenf

contempiate complete dommlon and
controi over the funds.”

“No ive il existed
between a United States corporation and
a Honduras corporation.

Treaty Rosidont
Hondur,

Foreign Sub “was committed to pay out
exactly what it coflected, and it made no
profit on the” US note and ali parties
were part of the same corporate group.

+Loan
interest xx

UTHERLAND

BOC: Back-to-Back Licenses

« SDI Netherfands BV (1996) - FACTS
— Back-to-back licenses covered materially different geographic
regions and produced a profit element to SDI BV.

SOl Bermuda +SDI Bermuda licensed to SDI BV

worldwide rights to certain
software on a non-exclusive basis.
+SDI BV also licensed other
foreign affiliates

*93% of SDI BV's profits were
paid to SDI Bermuda as a royalty
for the worldwide rights.

-License of , —
worldwide
rights to SOI
BV

SDI Antilles

sLicense of
-US

Lll.sicgnﬁ? of Netherlands —US Treaty
us gab exempled royalty payments made

by U

*IRS wamed to withhold on
portion of royalty payments
between SDI BV and SDI
Bermuda.

Foreign
Affiliates

256 A B A
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BOC: Back-to-Back Licenses

« SDI Netheriands BV (1996) - Holding
— Can IRS treat SDI BV as a conduit/withholding agent for US source
license payments to SDI Bermuda?

«Court considered “conduit”
authority relevant here.

¢+~ [501 Bermuda +SDI BV earned a spread on its
N 1 license activity. SDI BV retained 7%
;';‘;crﬁ‘vf&:’ of its profits after royalty to SDI

Bermuda.

*The two license agreements were

separate and distinct and SDI BV
“License of  had an independent role as a
non-US

«License of\,

licensee from SDI Bermuda.
n
US rights to soisv al
Us Sub l_l Netherlands

Although the SDI Bermuda
US Sub

rights tg SDI
BV SDI Antilles

royalties were derived from the US
payments to SDI BV the:
were separate arrangements.

Foreign
Affiliates

BOC: Equity Walls

« Del Commercial Properties (1999) - FACTS

Del Commercial
Financial

Integrated Plan

+ Delcom US needed funds to expand
and improve real estate holdings.

The funds were made available to
Delcom US via
. Bank loan to Del Commercial; due
7/15/1995; prime +1/2%

2. Del Commercial Unsecured Loan
to Del Holdings; prime +5/8%

3. Simultaneous capital contribution
of $14 m in exchange for common
stock of Delcom Caymans,
Delcom Antilles, Del Netherlands.

4. Del Netherlands Loan to Delcom
US — due 7/15/2015; prime
+1%%

BOC: Equity Walls
« Del Commercial Properties (1999) - FACTS

—— Canadian Bank

\ Cash Flow
Delcom Holdings} { Delcom US } + 1991 through June 1992, Delcom US

paid interest to Del Netherlands and all
‘

Del Commercial
Financial

Interest

the funds were funneled back to Del
Commercial which used the funds to
pay the Bank loan.

July 1992, Delcom US started paying
interest directly to Del Commercial
which used the funds to pay the Bank

Interest
« Delcom US withheld no taxes on its
+91- June 92 interest payments since it treated
—_— those payments as subject to zero
*As of July 92 i ing under the U land:
Treaty.

Del Netherlands

BOC: Equity Walls

« Del Commercial Properties (1999) — Legal Issue
— Was Del Netherlands the “beneficial owner” of income under US-
Netherlands Treaty? No, it was not the beneficial owner.

$14m loan| Canadian Bank

$14m loan Court’s Analysis
« Del Netherlands had no control over the

Eroceeds it “lent” to Delcom US as it only

ad “transitory” possession of the loan
proceeds.
Del Netherlands had minimal activity and
no officer with any substantive duties.
Security offered by Delcom US directly to

*Recast

el

Financial
Canada

Disregarded Bank established the link between the loan
‘_conduit to Delcom and loan to Del Commercial.

entities. Del Netherlands passed on the loan
ayments received from Delcom US to its

affiliates in order to service the Bank loan

and as of July 1992, Delcom US by passed

Del Netherlands.

Interest rate spread in Del Netherlands

was eliminated in 1992.

®

IRS Discretionary Power under Conduit Regulations

« Treas. Reg. § 1.881-3
— Authority
+ Gives IRS broad discretionary authority to disregard an entity as a
“conduit/intermediary” in certain “financing arrangement”.
— Recast financing will disregard “conduits”
« If authority applied, IRS will recast the financing arrangement (for
purposes of determining the appropriate amount of U.S. withholding
tax under the Code or any applicable treaty) as between a
“financing entity” and the “financed entity.”
— Broad interpretation of “financing arrangement”
« Financing arrangement can include funding through any debt,
lease, or license.
+ Redeemable equity investments can also be treated as part of a
financing arrangement.

cretionary Power under Conduit Regulations

« Treas. Reg. § 1.881-3
— Requirements for Recasting include -
« Conduit entities participate in a financing arrangement that reduces
withholding tax, and
« Participation of the conduit is pursuant to a tax avoidance plan
/f either of these are absent, the financing arrangement shouid not be
recast by the IRS.
— Factors that infer a tax avoidance
« Significant reduction in the withholding tax
« Putative creditor's ability to make the advance to the US debtor
« Short time period between the loan to the conduit and loan to the
US debtor.
— Factors that rebut a tax avoidance purpose
+ The intermediate entity conducts a significant active rents or
royalties business.
« The intermediate entity conducts significant risk management
activities of a financing business.
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RS Discretionary Power under Conduit Regulations

« Treas. Reg. § 1.881-3
— Simple guarantee of US debt by
a foreign related party will not,
by itself, cause a recast of the
transaction. -3(e) Example 3

Required Reduction of Tax —
(-3(e) Example 9)
« FP borrows from the public
on which no withholding tax

would be due under US law.

FP lends proceeds to DS.

« Since there is no reduction
of tax as a result of the
arrangement, FP is not
considered a conduit under
the anti-conduit rules.

*Example 9 of Regs

FP ~Issuance of
foreign public debt

«Loan of
proceeds
from PQ

Determining
Benefi

Glovanna Terese Sparagna

UTHERLAN

| Ownership Under Tax Treaties
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(FEEHI - 3)

Limitations of Benefits
(LOBSs) provisions in the US
model treaties and recent
US treaties.

Stuart Ison
Ernst&Young Tokyo
E ERNST & YOUNG

Qualityin Fserything We Do

Outline

Introduction

Evolution of LOB provisions
Typical modern US LOB Provision
US Japan LOB

US China LOB

US Korea LOB

Current issues

YyVYyVYVYVYVVYY

Page 2 2 ERNST & YOUNG
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Introduction

v

Purpose of treaties is primarily to prevent double
taxation, or increasingly non taxation of income.
Residence provisions and LOB provisions seek to
limit the benefit of treaties to persons that are bona
fide tax residents of one of the treaty states, and are
not located in that state simply to access treaty
benefits

» Many countries, including the US, also have
domestic law provisions that also limit the access to
tax treaties in abusive situations.

v

Page 3 E ERNST& YOUNG

AT

Evolution of LOB provisions

» 1977 US Model Treaty — restricted benefits with
respect to income that received favourable treatment
in the source state if a 75% ownership test was not
met. Only applied to corporations and with respect
to certain passive income.

» 1981 US Model Treaty —retained 75% rule, but also
added a base erosion test, unless tax avoidance was
not a principal purpose.

» 1981 US Model Discussion Draft — public company
qualification, foreign controlled or principal purpose
test

Page 4 S ERNST&YOUNG

Quakty s i e

Evolution of LOB provisions

» 1996 US Model Treaty

US public company and subsidiaries of public companies
Individuals who are tax resident

Qualified government entity

Resident tax exempt organizations

A company if over 50% or owned by one of the above 3

categories or by a US public company and a 50% base
erosion test is met

Engaged in an active trade or business — safe harbor
» Applies to items of income

If Competent Authority agrees

vYY vy

v

v

Page 5 Z ERNST& YOUNG
iy sy i We

GQuatty e

Evolution of LOB provisions

» 2006 US Model Treaty

» Significant changes from 1996
Public company rule refined
> Principal class of shares
> Disproportionate class of shares
» Primary trading or primary place of management and control rule
Tax exempt entities qualify only if 50% or more of
beneficiaries are resident in one of the states
Active trade or business safe harbor disappears replaced
by facts and circumstances test

v

v

v

» In general US Model Treaties have moved from general
subjective tests to more detailed objective tests.

Page 6 ZHERNST & YOUNG
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Typical Modern US Treaty

US public company — with rules for tracking stock
Individuals who are tax resident

Qualified government entity

Resident tax exempt organizations if over 50% of the
beneficiaries are residents of one of the states

A company if over 50% or owned by one of the above 3
categories or by a US public company and a 50% base
erosion test is met

Engaged in an active trade or business and if income is
derived in connection with or incidental to that trade or
business

If Competent Authority agrees

Derivative benefits rule

LA A A A

v

v v

Page 7 S ERNST & YOUNG
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US Japan 2003 Treaty

Generally follows other recent US treaties, however,
no derivative benefits provision.

Special provisions for:

» Tracking stock

» Hybrid entities

Conduit situations

v

v

v

Page 8 Y ERNST& YOUNG

[ ——————,

®

Why no derivative benefits provision?

» Lack of natural geographic grouping with countries
with comprehensive LOBs?

» Contrast US Canada treaty with no geographic
restrictions

» Practical issue that arises, even though Japan is not
utilized as a tax haven, because of mechanical rules

Page 9 Y ERNST & YOUNG

iy Eviing e O

US China Tax Treaty

» Similar to 1981 US Model Treaty with the following
differences:

» Base erosion test provides that if more than 50% of gross
income is paid out to a non treaty qualified party then no
treaty allowed
Reference to ownership by contracting states explicitly
includes ownership by local authority or political

v

subdivision.
» Before denial of benefits competent authorities must
consult.
Page 10 Y ERNST& YOUNG

Quitty syt e o

US Korea Treaty

» Similar to 1977 US Model Treaty

» Applies only to dividends, interest, royalties and
capital gain.

» Treaty is not available if tax on the above items of
income is substantially less than the tax generally
imposed by the contracting state and 25% or more of
the capital is owned directly or indirectly by persons
who are not residents of either Korea or the US.

Current Issues

» Complexity and uncertainty of application

» Lack of definition of key terms or consistency in the
definition of key terms among treaties

» Triangular situations

» Tracking (disproportionate) stock

» Derivative benefits

» Conduit arrangements

= agmersions s s
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