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I. THE PROBLEM STATED

A. Options in corporate financing

1. The methods by which companies are provided with their capital affect the taxation
of corporate income. This arises because the calculation of the taxable income of the company
and also that of the persons providing the capital are both affected by the way in which that
capital is provided. It is also the case that in countries which levy a tax on net wealth or capital,
the way in which a company is financed may have a direct effect on the taxable capital of the
company, since debt is usually deductible in arriving at the taxable amount. This report,
however, deals only with the taxation of corporate income and profits.

2. There are broadly two ways in which a company may be financed. One is by the issue
of shares in the equity of the company and the other is by borrowing. This report is mainly
concerned with the taxation problems which may arise from the balance between these two
methods of financing. These problems are sometimes referred to, though rather loosely, as
problems of ‘thin capitalisation’.

3. The differences between loan capital and equity capital may seem obvious but it is
nevertheless pertinent to spell them out briefly. First, there are legal differences. The owner of
shares is normally entitled to a proportion of the profits of the company. He is not normally
entitled to recover his original investment except on the dissolution of the company and the
risks he undertakes are normally limited to the amount of equity capital which he has
subscribed or has undertaken to subscribe. He would usually however be able to sell his shares
and thus recover the current value of his investment, which might be more or less than the
amount he originally invested. The provider of loan capital, on the other hand, is normally
entitled to a periodical amount of fixed interest on the amount lent, regardless of what profit, if
any, is made by the company. He is normally entitled to recover his investment after a certain
period. He may in some circumstances be able to make an earlier sale of his rights to another
person, at which point, as with shares, he may recover either more or less than his original
investment, although the factors affecting the sale value of a bond may well be different from
those affecting the sale value of a share. The provider of a loan risks, as does the shareholder,
the loss of his entire investment.

4. Second, there is an economic difference. The fact that loan creditors can look to a
periodic fixed reward for the use of their loan capital, and to the return of that capital itself at
the end of the loan period, while the subscribers of equity capital (or those who purchase their
shares) can be expected to wait for their reward, within reason, until the directors of the
company decide that profits can be spared for distribution rather than reinvestment, means
that a company which is mainly financed by equity capital can operate in a very different way
from one which is mainly financed by loans. For example it may be able to wait longer for the



expected profits to materialise and may have a better prospect of receiving trade credits from
suppliers, etc.

5. Perhaps the most important difference from the tax point of view is the fact that
equity investment is designed to produce a return for the investor in the form of a distribution
of taxable profits while the return on a loan investment is, for the payer, an expense which has
to be met before the profits can be established.

B. The choice of financing and the implications for taxation

6. In practice companies are frequently financed partly by equity contributions and
partly by loans. The proportion of a company’s capital which is financed by each method may
well be determined by considerations which arise from economic or commercial necessity or
desirability and have nothing to do with tax, and, on this basis, tax authorities have generally
tended, in the absence of contrary indications, to regard the way in which a company is
financed, as primarily a matter for the judgment of the parties concerned.

7. As a consequence of the fundamental difference between loan and equity capital,
however, the tax treatment of a company and the contributors of its capital also necessarily
differs fundamentally according to whether the capital is equity or loan capital. As already
pointed out, this may obviously be the case where the company’s capital is itself the subject of
taxation. With respect to the taxation of its income or profits, the basic difference is that the
shareholder’s reward — the distribution to him of profits, usually in the form of a dividend — is
not deducted in arriving at the taxable profit of the company. Indeed, this follows from the fact
that what the shareholder receives is a distribution of the profits themselves. Interest on a loan,
however, is usually allowed as a deductible expense in computing the taxable profits of the
company paying it (being effectively if not specifically regarded as an expense of earning those
profits).

8. Thus, in the national context, the rewards of equity financing are first taxed in the
hands of the company as profit as well as being subsequently taxed in the hands of the
shareholders as dividends, though the economic double taxation may be mitigated (most
commonly by giving a credit or some other relief to the shareholder in respect of the company’s
tax). In the international context, the company’s profits are similarly likely to be subjected to
tax in the country of source while shareholders also suffer source country tax on the dividend.
In both the national and the international context, the shareholder’s tax is likely to be withheld
by the payer but, in the international context, the amount withheld is more likely to represent
the shareholder’s final tax liability to the tax of the source country on that income (though rate
of the withholding tax may be limited under the equivalent in a bilateral treaty of Article 10 of
the 1977 OECD Model Double Taxation Convention — hereinafter referred to as the “OECD
Model”, or “the Model”). In the case of loan financing on the other hand the payments of
interest (except for excessive interest treated as constructive dividends) would effectively be
free of corporate income tax. In both the national and the international contexts the lender is
the only person likely to suffer tax on interest payments. In the international context, interest
payments, like dividends, are often subjected to a withholding tax, though the rates of such
taxes may, under tax treaties, be reduced (often to rates lower than those which would be
charged on dividends) or the payments may be exempted from tax altogether.

9. In the international context further complications may arise, for both dividends and
interest, by the tax treatment of the payments in the country of residence of the recipient,
including the application of any provisions for relieving double taxation. Although some



countries generally relieve double taxation by exempting income and others generally relieve
it by crediting foreign tax against their own tax, this difference is not always important in the
case of interest and dividends because most countries use the credit method in relation to both
types of income. However, the distinction between interest and dividends is important in this
context in some circumstances for two reasons: first, the rate of foreign tax creditable may
differ according to whether the income is of the one or the other kind; second, a special relief is
often given to a parent company which receives dividends from a subsidiary under what is
sometimes described as a “parent/subsidiary régime”, and this kind of relief is not given in the
case of interest received by a parent company. Thus, while credit for the tax of the country of
source in relation to interest is always limited to the tax charged on the interest itself, credit for
source country tax in respect of dividends may sometimes extend under a “parent/subsidiary
régime” to a part of the tax charged on the appropriate proportion of the underlying profits out
of which the dividend was paid — credit for underlying tax, or “indirect credit”. Similarly,
countries which ordinarily operate the exemption method will generally, under a “parent/sub-
sidiary régime”, simply exempt a dividend rather than relieve its double taxation by way of
credit. For a discussion of “parent/subsidiary régime” — see paragraph 42.

10. The broad effect of these two different tax treatments is that it may sometimes, from
the tax point of view, be more advantageous to a particular combination of company and
contributor to arrange the financing of the company by way of loans rather than by way of
equity contributions. Less frequently it may happen that in particular cases a tax advantage
arises from transferring funds as a distribution of profits rather than as a payment of interest.
However, tax authorities, for the most part, have been more concerned hitherto about the tax
advantages deriving from the use of loan capital rather than equity capital and the fact that
these may induce the parties concerned to provide what is essentially equity capital in the form
of a loan (sometimes described as “hidden capitalisation™). Tax motives —it is worth
repeating — may not be the only factor leading to the decision of a multinational enterprise to
use loan capital rather than equity capital in any particular case. The motive may be to
preserve the mobility of funds: it may well be easier to repay a sizeable loan than to pay an
equivalent amount in dividends, and such flexibility may seem desirable even where the
underlying intention is to provide long term capital; there may be a need to ensure that capital
is not unnecessarily tied up in one country if for example there is a possibility that, at some not
too distant period, it can be more profitably used elsewhere or may be needed to meet an
urgent and unexpected demand for funds. Other factors may also be relevant. Nevertheless,
the desire to benefit from tax advantages may be the sole or most important motive in this
context and tax authorities must therefore consider, in any particular set of circumstances,
whether or not this should influence the way they regard the use of a particular method of
financing.

1. “Hidden capitalisation” {more strictly perhaps “hidden equity capitalisation”) may
manifest itself in different ways. One such manifestation may be in the form of what is
sometimes described as “hybrid financing”. It is necessary at this stage to explain briefly what
is meant by this term. It derives from the fact that the broad distinction between debt
financing and equity financing, which is mentioned in paragraphs 2 to 4 above, may
sometimes be blurred since, for example, creditors may at some stage be able to convert their
debt into a participation in the equity of the company, or the interest which they are entitled to
receive may be closely dependent on the profits made by the company. In such situations it is
not always easy to classify the financing as purely debt finance or purely equity finance. As a
result, what is essentially equity capital may possibly be disguised as debt. But the use of a
hybrid type of financing does not inevitably mean that hidden equity capital is present. Nor is
hybrid financing the only form which hidden capitalisation can take.
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12. A description of various indications that hidden capitalisation may be present is
contained in paragraphs 75 and 76 below. One of these should be mentioned at this stage
however since the way in which it is very often described — i.e. as “thin capitalisation” — is often
loosely used to describe the whole range of forms of hidden equity capitalisation, and is indeed,
for brevity, so used in the title and frequently in the remainder of the body of this report. An
indication of the possible presence of hidden equity capitalisation is a high proportion of debt
to equity as a feature of the company’s capital structure. In such a case the company is
sometimes said to have a “high debt/equity ratio”. It is not at all clear what relationship
between debt and equity should be taken as the norm in deciding in any particular instance
whether a company’s debt is high in relation to its equity capital, but a high debt/equity ratio
may be an indication of an effort to achieve tax advantages by a disproportionate use of debt.
On the other hand, it may well be the consequence of decisions taken for purely commercial or
economic reasons and not to obtain tax advantages. It constitutes therefore merely an
indication, not proof, of hidden capitalisation.

13. Because the expression “thin capitalisation” is commonly used in its loose sense it has
been so used in this report — i.e. to describe the whole range of hidden equity capitalisation.
Where the text refers only to the specific phenomenon of a high debt/equity ratio or a high
proportion of debt to equity, it uses these words and does not use the term “thin
capitalisation”.

14. The possibility that tax considerations have beeen the main factor in influencing the
capital structure of a company is perhaps more obvious where the capital is provided by
majority shareholders or associated companies in a Group, but there could in some
circumstances also be tax advantages for unconnected parties in contributing capital by way
of a loan rather than as an equity participation.

15. The mechanism of hidden equity capitalisation may be exploited in a variety of ways
by a multinational group. The basic advantage is that, other things being equal, a group
consisting of a parent company in one country and a subsidiary in another may pay less tax in
total if the profits of the subsidiary are transferred to the parent in the form of interest which is
deductible in calculating the subsidiary’s taxable profits than they would if the profits were
transferred as a non-deductible dividend. The insertion into the group of an intervening
holding company in a tax haven may combine this advantage with the deferral, perhaps
indefinite, of any liability to tax on the income in the hands of the parent company.
Alternatively, the insertion into the parent/subsidiary group of one or more holding
companies in a country or series of countries linked by suitable tax treaties may enable the
funds available to be transferred as tax free interest to the country where, for the group’s
purposes, they can be most usefully employed. If it should at some stage become more
advantageous for the original profits to be transferred as a dividend, the capital structure may
well permit the payment of a very large dividend (notwithstanding that the basic equity
capital is very small) and it may be possible for interest payments to be waived at the same
time. The mechanism of hidden equity capitalisation can thus be exploited to achieve a
maximum of flexibility in the movement of funds within a multinational enterprise at a
minimum tax cost to the enterprise as a whole. The tax cost of the various manceuvres which
are possible will however depend on the way in which the domestic tax and other laws of the
countries concerned impinge upon them, and the presence or absence of appropriate relieving
provisions in any tax treaties between them. Moreover, if for example the country of the parent
exempts dividends from relevant foreign subsidiaries or gives the parent companies credit for
underlying tax, it may be more advantageous for the subsidiary’s profits to be transferred as a
dividend.

11



16. The transfer of profits in the form of interest may also be achieved by the use of
abnormal or excessive rates of interest on funds which have unchallengeably been provided as
loans, and this may also be a problem for tax authorities. It is sometimes dealt with by
domestic law and also by provisions in tax treaties.

C. Tax policy aspects

17. Faced with the fact that the use of loan financing rather than equity financing may
have consequences for tax revenue, those concerned with tax policy may have to consider a
variety of factors in deciding what, if any, action should be taken in relation to particular cases
of the use of loan financing. Some of these factors are detailed briefly below. It is not however
the purpose of this description to indicate what importance should be given to each factor or
what action should be taken in relation to them. At present, it is clear that they will be given
different weights in different countries, and that there is no generally accepted international
view about their relative importance or on the approach which should be adopted to the
various problems involved:

using loan finance rather than equity finance (for example the deduction of
dividends in the form of artificial interest payments in the calculation of
taxable profits, or the avoidance in full or in part of economic double taxation)
whilst others may not have the same opportunity to obtain such advantages
may make it necessary to consider whether the relevant law is adequately
equitable between taxpayers or neutral between the choices of action available
to them;
ii) The possibility that fiscal advantages gained by such artificial loan financing
X are increased if an associated lender is subject to tax at lower than normal
rates or is exempt from tax (for example, by virtue of being a charity or a
superannuation fund in some countries) or is able to offset the tax by reliefs
(for example because of unused tax credits) or has no taxable profits (for
example, because of the carry forward of losses) may make it necessary to
consider whether the income is adequately taxed in total, taking the payer and
recipient together;

iii) The possibility that foreign investors may obtain tax advantages in the country
of source by artificially using loan rather than equity financing for associated
enterprises may pose questions, for that country, about the adequacy of the
total tax charged on the payment (taking into account any tax charged in the
recipient’s country of residence) and the adequacy of the share of that total tax
received by the country of source. A wide variety of situations is possible, even,
in the extreme case, double exemption (where for example the country of
source exempts the payment from tax completely and for some reason no tax is
charged in the country of residence of the recipient). Depending on whether
the tax advantages in the source country derive from its domestic law or from a
tax treaty, consideration may have to be given in that country to the
introduction of amending legislation in the one case or the renegotiation of the
treaty in the other;

iv) 'The possibility that tax advantages gained in the source country by a foreign

y investor from the artificial use of loan financing may be received through a

K i) The possibility that some investors may obtain tax advantages by artificially

12



base company situated in a tax haven may raise similar questions but in a
possibly more acute form;

v) In any case where a payment is treated as interest for tax purposes instead of
as a dividend as a result of an artificial use of loan finance, and this reduces the
share of the total tax which is received by the country of source, that country
may legitimately consider whether it is receiving an adequate share of the
total tax;

vi) The possibility that the artificial use of loan finance rather than equity finance
may benefit a foreign enterprise operating through a subsidiary while it does
not benefit such an enterprise operating through a branch or other permanent
establishment (because interest paid to another company is deductible while
interest paid to the head office of the same enterprise is not deductible except
in special cases such as banks) may raise the question whether the law in this
context is adequately neutral between subsidiaries and branches;

vii) It is also possible to consider, from the viewpoint of neutrality, whether a
foreign parent company which is unable to benefit from an imputation system
because the tax credit is confined to domestic shareholders, may not try, by the
artificial use of loan finance, to obtain an advantage equivalent to that
provided by the operation of an imputation system to a domestic parent
company;

viii) The possibility that the capacity to derive tax advantages from the artificial
use of loan capital may overbalance the scales against equity capital, and may
even in consequence worsen the position of trade creditors in general or
undermine the stability of national or international investment, may also need
to be taken into consideration by the country concerned.

18. Where foreign investment is concerned, the action, if any, which is taken in the light
of these or other relevant considerations by the source country of any relevant payment, may
affect the tax revenue of the country of residence of the recipient of the payment. It is
appropriate therefore to consider the ways in which tax treaties may be involved.

D. Scope of the report

19. The 1979 Report on “Transfer Pricing and Multinational Enterprises” dealt briefly
with thin and hidden capitalisation in paragraphs 183 to 191 inclusive but it dealt with them
only briefly because they were not central to the issues with which that section of the Report
was primarily concerned. In that section the main problem for consideration was how interest
payments should be dealt with — i.e. the transfer pricing of loans. Thin or hidden capitalisation
rules deal however with a preliminary question — i.e. whether or not the payment concerned
derives from a loan. This preliminary question was left for possible detailed treatment at some
later date. The purpose of this report is to clarify some of the main issues involved. It does not
seek to define for international purposes acceptable proportions of debt to equity capital. Still
less does it seek to harmonize the domestic laws of OECD Member countries in the context of
thin or hidden capitalisation. Its purpose is simply to consider the elements of these
phenomena, to study the international effects of the varying national approaches to them, to
note how the relevant national legislation may be affected by tax treaties (in particular those
adopting the provisions of the OECD Model Convention) and to study how far unjustifiable
juridical or economic double taxation may be relieved, and how bilateral treaties might be
drafted so as to avoid such double taxation.

13



II. COUNTRY PRACTICES

20. This section examines briefly the ways in which the domestic legislation of Member
countries deals with the problems arising from thin or hidden capitalisation or other situations
facilitating the transfer of profit under the guise of interest. Few countries, however, have a
comprehensive set of rules or practices in this field.

21. As already indicated, in normal circumstances there is usually no difficulty about
accepting that a payment which is ostensibly interest is in fact what it claims to be. But in some
circumstances tax authorities feel obliged to question whether the form of the payment
reflects its true nature. In some countries therefore there are specific rules either to deem
certain interest to be a distribution of profit or to deem the relevant capital to be an equity
contribution and not a loan. These rules normally apply only or mainly in the context of
enterprises making payments to foreign associated enterprises.

A. Excessive payments of interest

22, Where a payment between associated enterprises is unchallengeably interest but the
rate of interest charged is higher than the arm’s length rate, the question of thin capitalisation
does not in strictness arise but the situation is one in which it may be possible to regard the
excess interest as effectively a transfer of profit (see Article 9 and Article 11[6] of the Model).
Some countries therefore, in addition to refusing a deduction for the excess interest in such
cases, would also treat it as a dividend. But this is not a universal practice.

B. Hybrid financing

23, Where the nature of the financing is, on the face of it, not clearly either debt or
equity, rules may be necessary to decide the issue. Such cases of “hybrid financing” may
include participating loans (i.e. loans where the interest payable depends in whole or in part on
the profits of the borrowing enterprise) or convertible loans (i.e. loans which can at some stage
entitle the lender to exchange his right to interest for a right to a share in profits) or in some
cases sleeping partnerships, or securities where either the right of ownership or the rights
attaching to the securities themselves are closely connected with the ownership of shares in the
same company. Country practice is not uniform. Participating loans are sometimes, but not
usually, treated as equity contributions. Convertible bonds are usually treated as loan capital
until they are actually converted but in some cases are automatically treated as equity.
Sleeping partners may or may not be treated as shareholders.

14



24, Rules which have been introduced to treat interest arising from hybrid financing as a
distribution of profit have, moreover, sometimes themselves been artificially exploited to give
either debtor or creditor a tax advantage, creating a necessity for additional, often complex
legislation!.

C. Approaches to the treatment of interest as a distribution of profit

25. Where the nature of the financing is ostensibly debt and even where the rate of
interest is not excessive and the nature of the financing is not hybrid, the laws in some
countries, however, treat interest paid as a distribution of profit for tax purposes, under certain
conditions, as a consequence of approaching the matter in one or other of a variety of ways. In
the use of these approaches the emphasis on different factors or combinations of factors often
varies from country to country. '

i) General anti-abuse approach — arm’s length principle

The basis of many of these approaches is to look at the terms and nature of the
contribution and the circumstances in which it has been made and to decide, in
the light of all the facts and circumstances, whether the real nature of the
contribution is debt or equity. Some countries apply particular rules in this
connection. Others would use more general rules if these are available, such as
general anti-avoidance legislation, provisions against ’abuse of law’, provisions
allowing the substitution of substance for form, or enabling abnormal acts of
management to be disregarded. Another example of this kind of approach may
be described as an arm’s length approach. Under this the decision is based on
the size of the loan which would have been made in the arm’s length situation.
The underlying thought is that if the loan exceeds what would have been lent in
the arm’s length situation then the lender must be taken to have an interest in
the profitability of the enterprise and his loan, or at any rate the excess of it over
the arm’s length amount, must be taken to be effectively designed to procure a
share in the profits. Some countries in fact employ this particular kind of
approach. Others think that it could be used in appropriate circumstances. A
high debt/equity ratio would clearly be one factor to be taken into account in
using any of these approaches but would not necessarily be the deciding factor.
It does not appear that such approaches have been used very extensively in
practice as a basis for treating interest as a distribution for tax purposes. The
main difficulty in using any of these approaches is the absence of any clear
guidelines as to what are the practices adopted by independent parties, and thus
the difficulty of devising any consistent practice (where the parties to a
suspected artificial use of loan rather than equity capital are in fact at arm’s
length, then evidence as to what is normal between other parties at arm’s length
may carry little weight in any case);

iil) Fixed ratio approach

In an effort presumably to overcome these difficulties some countries have
adopted what may perhaps be described as a “fixed ratio” approach. Under
this, if the debtor company’s total debt exceeds a certain proportion of its equity
capital, then the interest on the loan or the interest on the excess of the loan over
the approved proportion is automatically disallowed or treated as a dividend. A
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few countries employ such a fixed ratio in relation to associated enterprises,
usually in fairly restricted circumstances, as the sole determinant of the issue.
Others use it as a safe haven rule, giving the taxpayer the option of showing that
the relevant company’s own debt/equity ratio is an arm’s length ratio or is
otherwise acceptable.
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III. RELEVANCE OF TAX TREATIES

A. The problems stated

General

26. When, in seeking to counter any tax advantages which the taxpayer may derive from
thin or hidden capitalisation, or to protect the revenue against tax loss from these phenomena,
tax law or practice treats a prima facie payment of interest as a dividend, the consequence of
this treatment is usually to deprive the payer of a deduction for the payment and possibly also
to apply, in connection with the payment, the rules which deal with dividends instead of those
which deal with interest. Where the payment is to a non-resident the question then arises of
how this adjustment is affected by any relevant tax treaty. Whether any particular bilateral
tax treaty affects the issue will of course depend on the terms of that treaty. In the following
paragraphs this report considers the questions which arise under treaties using the provisions
of the 1977 OECD Model, with occasional reference to provisions which, though not in the
Model, may in fact appear in a number of bilateral treaties. A number of articles of the Model
may be of relevance and each of them is considered in turn.

Article 9 of the Model — arm’s length principle

217. Article 9(1), in the case of associated companies where “conditions are made or
imposed between the two enterprises in their commercial or financial relations which differ
from those which would be made between independent enterprises” allows “any profits which
would, but for those conditions, have accrued to one of the enterprises, but by reason of those
conditions have not so accrued” to be “included in the profits of that enterprise and taxed
accordingly”. The relevance and application of Article 9 in this context raises a number of
complex issues. There are four main questions.

28. The first is whether Article 9 itself provides any rules to decide whether a payment
which is prima facie interest should be treated as a distribution of profit, i.e. whether under this
Article it is possible to deem the nature of the payment to be something other than interest.
The Article is concerned with the adjustment of profits which have ostensibly arisen to one
person but which, in the arm’s length situation, would have arisen to another. It is not in terms
concerned with the adjustment of distributions of those profits, or the definition of interest and
distributions. The basic question seems to be therefore whether, in the arm’s length situation,
the interest which is deemed to have been a distribution of profit would have been a profit of
the ostensible debtor, and, if so, whether Article 9 is apt to allow it to be attributed to him.
Article 9 is clearly applicable in deciding the amount of any payment which should be
regarded as deductible in arriving at the profits of one or other associated person, and thus in
deciding the rate of interest which should be allowed in calculating the amount of the relevant

17



deduction for the payment in arriving at the debtor’s taxable profits. The question is whether
part or all of the payment can be disallowed as a deduction under Article 9 on the grounds
that, in the arm’s length situation, it would have been a distribution of profit and thus not a
deductible expense. An extension of this question is whether the disallowed payment can then
be treated in all other respects as a distribution.

29. On the assumption that Article 9(1) does apply there is a further question as to how
it applies — i.e. does it limit any adjustment made under domestic thin capitalisation rules to
the amount necessary to bring the relevant taxable profits to the “arm’s length” profit. In this
context it is relevant to consider whether Article 9(1) is:

a) Restrictive or limitative in its scope (in the sense that it prohibits adjustments of
profits in circumstances which are not strictly in accordance with the conditions
which it enumerates — e.g. prohibits the adjustment of profits to an amount
exceeding the arm’s length amount); or is

b) Illustrative or exemplary (in the sense that it tends only to provide a
“conventional” or “treaty” framework for adjustment of profits, and would not
prevent a country from making, in accordance with its domestic law, an
adjustment to the taxable profit which would bring it to an amount exceeding
that which would correspond with the arm’s length profit).

30. The “illustrative” interpretation would, it has been suggested, enable a country to
make adjustments to profits on the basis of its domestic legislation without having to
demonstrate that the conditions of Article 9 were being complied with, provided that it was
clearly understood that the country would adjust only the profits of its residents and that the
adjustments would not be contrary to any other express provision of the relevant tax
treaty.

31. If, in principle, a deduction can be refused under Article 9(1) on the grounds that the
payment would be a distribution if in similar circumstances it was paid to a person at arm’s
length, there is nevertheless a third question. This is whether, in applying Article 9, the tax
authority

a) hasto be governed in deciding on the nature of the payment by other definitions
of dividends and interest contained in the Model, i.e. those in Articles 10and 11
respectively; or

b) may, under Article 3(2) of the Model apply its own domestic rules. (Arti-
cle 3(2) provides that “As regards the application of the Convention by a
Contracting State, any term not defined therein shall, unless the context
otherwise requires, have the meaning which it has under the law of that State
concerning the taxes to which the Convention applies”).

32, The fourth question in relation to Article 9 is, assuming that the Article does apply,
what practical guidelines or standards are available to assist in the application of whatever
interpretation of Article 9 is accepted.

Articles 10 and 11 of the Model

33. The Model defines “dividends” and “interest” in Articles 10 and 11 respectively. A
basic question is therefore whether those definitions require payments which are prima facie
interest to be treated as interest even if the domestic thin capitalisation rules of the country of
source treat them as dividends.
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34. These definitions are specific to the particular Articles — i.e. the term “dividends” is
defined by Article 10 as it is used in Article 10 and the term “interest” is defined in Article 11
as it is used in Article 11. A preliminary question is therefore whether the definitions apply
outside the Articles in which they appear.

35. The term “dividends” as used in Article 10 is defined by Article 10(3) as “income
from shares, ‘jouissance’ shares or ‘jouissance’ rights, mining shares, founders’ shares or other
rights, not being debt-claims, participating in profits, as well as income from other corporate
rights which is subjected to the same taxation treatment as income from shares by the laws of
the State of which the company making the distribution is a resident”. The phrase “not being
debt-claims” has raised the question whether income from something which purports to be a
debt claim is precluded by Article 10 from being treated as a dividend. If it is not, a further
question arises, viz. whether the income arises from a “corporate right”.

36. The Commentary on Article 10 envisages, however, it has been argued, that
disguised distributions of profit which are treated as dividends by the State of which the
paying company is a resident, may be included as dividends (see paragraph 27 of the
Commentary which says explicitly that payments which are regarded as dividends may
include, inter alia, disguised distributions of profits). The Commentary also, it has been
argued, recognises (in paragraph 15 d) — which, however, is concerned with the meaning of
the term “capital” rather than with what is meant by any particular type of capital) that
interest may be treated as a dividend. Paragraph 15 d) says that “when a loan or other
contribution to the company does not, strictly speaking, come as capital under company law
but when, on the basis of internal law or practice (‘thin capitalisation’ or assimilation of a loan
to share capital) the income derived in respect thereof is treated as dividend under Article 10,
the value of such loan or contribution is also to be taken as ‘capital’ within the meaning of
sub-paragraph 2 a) of the Article”.

37. The term “interest” as used in Article 11 is defined in Article 11(3) as “income from
debt-claims of every kind, whether or not secured by mortgage and whether or not carrying a
right to participate in the debtor’s profits, and in particular, income from government
securities and income from bonds or debentures”. It has been argued that the phrase “whether
or not carrying a right to participate in the debtor’s profits” prevents the interest on
participating bonds and other interest closely related to the company’s profitability from
being treated as a dividend under the Convention even though it may be treated as a dividend
under the domestic thin capitalisation rules of the country of source.

38. The Commentary on Article 11 elaborates this phrase as follows: “Debt claims, and
bonds and debentures in particular, which carry a right to participate in the debtor’s profits
are nonetheless regarded as loans if the contract by its general character clearly evidences a
loan at interest. In the contrary case, where the participation in profits rests upon the provision
of funds that is subject to the hazards of the enterprise’s business, the operation is not in the
nature of a loan and Article 11 does not apply”.

39. Article 10 and Article 11 are, however, mainly concerned with the tax treatment of
recipients of dividends or interest by the country of source. They do not, directly at any rate,
deal with the question of deductibility [which is explicitly dealt with in Article 24(5)]. They
do, nevertheless, where interest is treated as a dividend in the source country for the purpose of
calculating the paying company’s profits, pose two questions. One is how the payment should
be treated in the source country for the purposes of that country’s tax on the recipient — some
countries would treat it in all respects as a dividend for this purpose; others might merely
disallow it as a deduction while continuing to treat it in every other way as interest. The other is
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whether the recipient’s country of residence is obliged to accept the treatment as a dividend
and give relief accordingly, e.g. by way of credit for the dividend rate of withholding tax, or by
way of relief under a special “parent/subsidiary régime”.

40. Paragraph 6 of Article 11 provides that “Where, by reason of a special relationship
between the payer and the beneficial owner or between both of them and some other person,
the amount of the interest, having regard to the debt-claim for which it is paid, exceeds the
amount which would have been agreed upon by the payer and the beneficial owner in the
absence of such relationship, the provisions of this Article shall apply only to the
last-mentioned amount. In such case, the excess part of the payments shall remain taxable
according to the laws of each Contracting State, due regard being had to the other provisions
of this Convention”. This paragraph therefore raises the question of whether or to what extent
it coincides or conflicts with Article 9 of the Model where interest is paid betwen associated
persons, and especially in cases affected by rules dealing with thin capitalisation.

Article 23 of the Model (with particular reference to parent companies and other
substantial shareholders)

41. It may be important in applying under a bilateral treaty the equivalent of Article 23
of the Model, to decide whether or not a payment of interest which has been disallowed as a
deduction and perhaps treated in all other respects as a dividend by the source country is to be
regarded as interest or as a dividend by the country of residence of the recipient. As mentioned
earlier, this could be important for one of two reasons — either because the rate of source
country withholding tax which is creditable may differ according to whether the payment is
treated as interest or as a dividend, or because of the possibility that, as a dividend, the
payment may attract relief under a “parent/subsidiary régime”. Article 23 of the Model does
not provide any guidance in the matter.

42. Article 23 of the Model in fact does not provide for any special relief for dividends
paid by a subsidiary company to its parent company. But paragraphs 49 to 54 inclusive of the
Commentary on that Article indicate that Contracting States are free to choose their own
methods of providing such a relief, and many do, either unilaterally or in accordance with
bilateral treaties. The relief may take the form of credit for underlying tax (indirect credit) or
it may take the form of complete exemption of the dividend (where in the case of other
dividends credit would be given for tax deducted from it). The first form is likely to be used by
countries generally operating the credit system of relief for double taxation while the second is
likely to be used by countries generally operating the exemption system for this purpose. A
third form is to assimilate the treatment of a dividend from a foreign subsidiary to that of a
dividend from a domestic subsidiary. In countries where dividends from domestic subsidiaries
are exempted this may, in effect, be indistinguishable from the second form. What constitutes
a “parent/subsidiary relationship” for this purpose may however vary from country to
country.

Article 24 of the Model (non-discrimination)

43, A further question is whether the non-discrimination Article (Article 24) may
prevent the treatment of interest as a distribution of profit under thin capitalisation or hidden
capitalisation rules if the treatment applies only in respect of payments to non-residents.
Paragraphs 5 and 6 of Article 24 may be of relevance in answering this question.
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44. Paragraph 5 of Article 24 provides that “Except where the provisions of paragraph 1
of Article 9, paragraph 6 of Article 11, or paragraph 4 of Article 12, apply, interest, royalties
and other disbursements paid by an enterprise of a Contracting State to a resident of the other
Contracting State shall, for the purpose of determining the taxable profits of such enterprise,
be deductible under the same conditions as if they had been paid to a resident of the
first-mentioned State™. If paragraph 1 of Article 9 applies to enable interest to be treated as a
dividend under thin capitalisation rules, this paragraph accordingly appears not to prevent
it.

45. Paragraph 6 of Article 11 allows an excessive payment of interest to be reduced for
the purposes of the Article in certain circumstances to the amount which would have been paid
if the parties to the transaction had been at arm’s length. (The relationship between this arm’s
length provision in Article 11(6) and the main arm’s length rule in Article 9 is discussed in a
later paragraph of this report). The excess amount of the interest remains taxable according to
the laws of the two Contracting States “due regard being had to the other provisions of the
Convention”. It has been argued that some, if not all, of an interest payment treated as a
dividend under thin capitalisation rules could thus remain liable to be so treated
notwithstanding paragraph 5 of Article 24. The Commentary on this paragraph does not,
however, throw any further light on this aspect.

46. Paragraph 6 of Article 24 provides that “Enterprises of a Contracting State, the
capital of which is wholly or partly owned or controlled, directly or indirectly, by one or more
residents of the other Contracting State, shall not be subjected in the first-mentioned State to
any taxation or any requirement connected therewith which is other or more burdensome than
the taxation and connected requirements to which other similar enterprises of the
first-mentioned State are or may be subjected”. On the face of it this provision might, it has
been argued, prevent the operation of rules which disallow the deduction of interest paid to
non-resident sharecholders of companies controlled by non-residents if under similar
circumstances, the interest would be deductible for a company which was not controlled by
non-residents. The Commentary on this paragraph does not deal with the point.

Article 25 of the Model (mutual agreement procedure)

47. If one country treats an interest payment as a dividend and the treaty partner
country continues to regard it as interest, the question arises of whether it may be possible to
arrive at a solution to any consequent problems of double taxation under Article 25 (mutual
agreement between tax authorities).

B. Consideration of the effect of tax treaties

Article 9 of the Model — Impact in general

48. It was generally accepted by the Committee that Article 9 of the Model is relevant to
the question of thin capitalisation. It was accepted that the Article itself did not draw a clear
line in positive terms between what was interest and what was a distribution of profit. It was
agreed however that the Article is relevant not only in determining whether the rate of the
interest concerned is an arm’s length rate but also in determining whether a prima facie loan
canbe regarded as a loan or should be regarded as some other kind of payment (depending on
whether or to what extent the funds would have been contributed as a loan in the arm’s length
situation).
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49. The basis for this view is as follows. Article 9(1) allows the tax authority of a
Contracting State to adjust the taxable profit of an enterprise of that State to include profits
which have not accrued to it in its accounts but which would have accrued to it in the arm’s
length situation. Thus, if profits have not accrued to the enterprise in its accounts because it
has paid what it has described as interest to an associated enterprise and this payment has
been deducted in arriving at the profits shown in the accounts but, in the arm’s length
situation, the payment would not have been deductible, then, in adjusting the taxable profits
of the enterprise to include the payment, the tax authority would be acting in conformity with
Article 9(1). Provided therefore that the re-categorisation of interest as a distribution of profit
under domestic thin capitalisation rules has the effect of including in the profits of a domestic
enterprise only profit which would have accrued to it in the arm’s length situation there is
nothing in Article 9 to prevent operation of those rules.

Article 9 — Whether restrictive or illustrative?

50. If however the effect of such re-categorisation goes beyond this and includes more
than the arm’s length profit in the taxable profit of the domestic enterprise, the answer to the
question whether Article 9 may inhibit the operation of the relevant thin capitalisation rules
may depend on whether Article 9 is held to be “restrictive” or merely “illustrative™ in its scope.
There is some diversity of opinion about this. One group of countries takes the view that where
a provision similar to Article 9(1) is included in the convention, it simply prohibits an
adjustment of the profits of the resident company to any amount exceeding the arm’s length
profit. Another group of countries takes the view that while Article 9(1) permits the
adjustment of profits up to the arm’s length amount it does not go beyond that to prohibit the
taxation of a higher amount in appropriate circumstances. A third group, while accepting that
there is an absence of such a prohibition in the language used, nevertheless takes the view that
the practical effect of Article 9 must often be to impose such a restraint. They point out that
the other Contracting State is not obliged to accept an adjustment which is not in conformity
with the arm’s length principle and would be entitled to include, in its own tax charge on the
profits of its own resident associated entity, the portion of the adjustment in the paying
country which exceeds the arm’s length profit in that country. It may do this in order to bring
the profits of its own entity up to the arm’s length profit in its own country, with the result that,
under Article 9(2), the associated company in the other country whose profits were adjusted
in the first place would be able to initiate a claim to a corresponding adjustment to reduce its
profits for tax purposes to the arm’s length amount. The Committee generally agreed that, in
principle, the application of rules designed to deal with thin capitalisation ought not normalily
to increase the taxable profits of the relevant domestic enterprise to any amount greater than
the arm’s length profit, that this principle should be followed in applying existing tax treaties,
in particular in the operation of the mutual agreement procedure under the equivalent of
Article 25 of the Model, and that it should also be followed in the negotiation of bilateral
treaties in the future.

Article 9 — Whether definitions in Articles 10 and 11 apply

51, If, in seeking to apply Article 9, it was thought necessary to decide whether a
payment should be regarded as a dividend or as interest, the fact that Article 9 does not itself
provide a definition of either term raises the question whether it would be appropriate to apply
the definitions in Articles 10 and 11, with the result that, for example, a payment which was
clearly interest as defined in Article 11(3) would have to be treated as interest for the purposes
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of Article 9, notwithstanding that domestic thin capitalisation rules treated it as a distribution
of profit. The fact that these Articles specifically define “dividends” as the term is used in
Article 10 and “interest” as the term is used in Article 11 may be thought to imply that the
definition in each of these two Articles does not apply in relation to any other Article of the
Model. However, under the legal practice of some countries this would not prevent the
definitions from being used in relation to other Articles if definitions were required for the
purpose of interpreting those other Articles. Under such legal systems, indeed, the definitions
in Artices 10 and 11 might well be preferred to other definitions, on the basis that Articles 10
and 11, being Articles of the treaty in question, provided definitions in the closest relevant
context. It may be important in consequence to consider these definitions, in thin
capitalisation cases, where Article 9 is concerned, as well as where Articles 10 or 11
themselves are concerned. The basic question in relation to Article 9 would however be not so
much whether an ostensible payment of interest was a dividend as such, but whether it was a
part of the arm’s length profit of the paying entity.

52. Where the Contracting States would not be obliged under their domestic law to use
the definitions in their equivalents of Articles 10 and 11 of the Model in the application of
other provisions of their bilateral treaty, it seems that they would be under no obligation to
follow such definitions in deciding whether a payment (and the amount of any deduction
allowable for it) could be adjusted under Article 9. Indeed it seems likely that the Contracting
States would be able to use the definitions of interest and dividends in the relevant provisions
of their domestic law and thus, if appropriate, those provided by their rules about thin
capitalisation (whether Article 3(2) would help them in this context is not clear: there is no use
of the term “interest” in Article 9 of the Model). ‘

53. Where the law of one or other of the Contracting States would regard the definitions
in Articles 10 and 11 as valid in deciding whether or not the amount of a deduction for such a
payment could be adjusted under Article 9, it may be necessary for the Contracting States to
vary the wording of the equivalent of Article 11(3) in their bilateral treaty so as to protect the
operation of their thin capitalisation rules, and to ensure, if appropriate, that payments of
interest which are treated as dividends under those rules are treated as dividends for the
purposes of those corresponding to Articles 10 and 11 of the Model and are also treated as
dividends for the purposes of other provisions in the treaty such as those corresponding to
Articles 9 and 23. Indeed this may be the most satisfactory course for them to follow in the
circumstances.

54. On the other hand, the Model does not specifically require that any payment defined
as interest must ipso facto be deducted in arriving at the taxable profits of the payer. Although
the Model does provide [in Article 24(5)] that, in certain circumstances, if interest is
deductible when it is paid to a domestic resident it must also be deductible when paid to a
resident of the other Contracting State, this leaves open the question whether the interest
would be deductible in the first place. The answer to this question should be the same where
the interest is paid to a resident as it is where the interest is paid to a non-resident. However,
unless the payment is capable of being regarded as an expense of earning the relevant profits
there seems to be no necessary reason why it should be deducted in arriving at the taxable
amount of those profits. If in fact the payment is not an expense of earning the profits but is a
distribution of profit, it may be arguable therefore that it may be added back to the taxable
profits of the paying entity notwithstanding that it is defined as interest and may indeed be
treated in the same way as interest under Article 11. In such a case the automatic application
of the definitions in Articles 10 and 11 to the remainder of the treaty may not create difficulty
where the domestic thin capitalisation rules of the Contracting State are consistent with
Article 9 of the Model.
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Article 9 — Practical Guidelines

55. The question of what practical guidelines and standards are available to assist in the
application of Article 9 is dealt with in more detail in Section IV below.

Articles 10 and 11 of the Model

56. In considering the terms of the definitions of dividends and interest in Articles 10 and
11 of the Model in this context, the following points were made. The majority opinion was that
the specific exclusion of income from debt-claims from the definition of “dividends” in
Article 10(3) did prohibit the treatment of interest as dividends under thin capitalisation
rules, except where the relevant payments could be regarded as “income from other corporate
rights which is subjected to the same taxation treatment as income from shares” by the laws of
the relevant country. There seem to be two possible but divergent interpretations of this
phrase. A narrow interpretation, based on the fact that interest is defined in Article 11(3) as
including income from debt-claims of every kind, would exclude income arising from a
debtor-creditor relationship as well as income from all other financial relationships not clearly
constituting a participation in the membership of a corporate body. On this view the reference
in Article 10(3) to “other corporate rights” is to rights which are not themselves debt-claims
(rights which are debt-claims having already been excluded, on this view, from the scope of
the definition by the reference to shares etc “not being debt-claims”™). A broader interpretation
would include income arising from any financial relationship which is treated as constituting a
corporate right under national law. In fact it might be said that the reference to income from
such other corporate rights would make no sense if it was limited to income from shares or
other corporate rights already covered in other parts of the definition, and it seems clear also
(e.g. from paragraph 15(d) of the Commentary on Article 10) that the Model was not
designed to frustrate domestic rules for the countering of abusive arrangements such as might
be the effect of thin capitalisation. In deciding this question therefore the majority of the
Committee felt that it would in certain cases be appropriate to regard as a dividend a payment
which had been treated as a dividend under national rules dealing with thin or hidden
capitalisation.

57. In seeking to define the circumstances in which it would be appropriate to do this, the
Committee was guided by that part of the Commentary on Article 11 which indicates (see
para. 37 above) that debt-claims which carry a right to participate in the debtor’s profits are
regarded as loans if the contract, by its general character, clearly evidences an interest-
bearing loan but, where the participation in profits rests on the provision of funds that is
subject to the hazards of the enterprise’s business, the operation is not in the nature of a loan.
The conclusion reached therefore was that Articles 10 and 11 of the Model did not prevent the
treatment of interest as dividends under national rules dealing with thin or hidden
capitalisation where the contributor of the loan effectively shared the risks of the company’s
business.

58. The fact that the contributor of the loan does share the risks of the borrowing
company’s business will normally have to be established by reference to all the relevant
circumstances. The absence of any legal obligations to pay other debts of the company will not
necessarily dispose of the matter. A strong risk that a major creditor may not be able to recover
his loan may, from the economic point of view, mean in certain circumstances that, effectively,
he shares just as much in the risks of the debtor’s business as if he was a shareholder. An
indication that the risks of the business may perhaps be regarded as effectively shared by the
creditor in this way may be derived from the fact that the loan very heavily outweighs any
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other contribution of capital to the debtor company (or replaces a substantial proportion of
other capital which has been lost) and is substantially unmatched by redeemable assets. This
may not be a sufficient indication under the laws of every country — it might be necessary, for
example, to show that the creditor would participate in any profits of the business or that the
repayment of the loan was subordinated to claims of other creditors or to the payment of
dividends, or that the level or payment of interest would depend on the profits, or that there
were no fixed provisions for repayment of the loan by a definite date. However, there could
well be other indications that the creditor effectively shared in the risks of the enterprise’s
business.

59. In the light of the inclusion of income from participating bonds in the definition of
interest in Article 11(3), it was also agreed that interest on participating bonds was not
normally to be regarded as a dividend, and it was further agreed that interest on convertible
bonds was not normally to be regarded as a dividend until such time as the bonds were actually
converted into shares.

60. It was agreed, however, that, in order to remove any danger of ambiguity or overlap
between the types of income dealt with respectively by Articles 10 and 11, it should be made
clear that the term “interest” as used in Article 11 did not include items of income which were
dealt with under Article 10. It was also agreed that it would be desirable to remove the possible
ambiguity in Article 10(3) which may support the narrow interpretation described in
paragraph 56 above. ‘

Article 9(1) and Article 11(6} of the Model

61. It was generally agreed that Article 9(1) and Article 11(6) may both apply in
certain circumstances to allow a tax authority to adjust the rate of interest to that which would
have been paid between independent parties and that, in this respect, both provisions had the
same effect. It was also agreed, however, that Article 11(6) permits only the adjustment of the
interest rates and not the reclassification of the loan in such a way as to give it the character of
a contribution to equity capital. For such an adjustment to be possible under Article 11(6) it
would be necessary to substitute other words for the phrase “having regard to the debt claim
for which it is paid”. (Article 11(6) excludes, from the operation of Article 11, interest which
“having regard to the debt-claim for which it is paid, exceeds the amount which would have
been agreed upon” in the arm’s length situation. In some bilateral treaties the Contracting
States have, in fact, in order to overcome this difficulty, excluded instead interest which “for
whatever reason” exceeds the amount which would have been agreed upon in the arm’s length
situation). It was agreed, nevertheless, that Article 11(6) could affect not only the recipient
but aiso the payer of excessive interest, and, if the laws of the source country permitted, the
excess amount could be disallowed as a deduction, due regard being had to the other provisions
of the Convention.

62. As Article 11(6) is drafted in the Model moreover it creates some possibility of
conflict with Article 9, even if the more precise definition of interest in Article 11(3) is not
regarded as conclusive for the purposes of Article 9 — the amount of interest might be adjusted
under Article 9 but it might nevertheless still be argued that the unadjusted amount should be
treated as interest for the purposes of withholding tax etc. under Article 11.

Article 23 of the Model (parent/subsidiary régime, eic)

63. Since Article 23 of the Model gives no guidance as to whether interest treated as a
dividend under thin capitalisation rules in the country of source should also be treated as a
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dividend in the country of residence of the recipient, the problem ordinarily has to be solved by
reference to the particular terms of any relevant bilateral treaty or by the domestic law of the
country of receipt.

64. Where a bilateral treaty provides reliefs under an Article equivalent to Article 23 of
the Model, the Committee agreed that, in the case of interest treated as a dividend under the
partner country’s thin capitalisation rules, the country of residence of the lender would, in
certain circumstances, clearly be obliged by the treaty to give these reliefs as if the payment
was in fact a dividend (e.g. credit for withholding tax suffered at the rate applicable to a
dividend, and, where the bilateral treaty provides it, relief under a parent/subsidiary régime)
if the text of the Article in question gave the reliefs in respect of “income defined as dividends
in Article 10” or even as “items of income dealt with in Article 10”. This obligation would
arise to the extent that the relevant rules conformed to the provisions of Articles 9, 10 and 11
of the Model as interpreted in the previous paragraphs of this Report (i.e. if the contributor of
the loan effectively shared the risks of the borrowing company’s business, and the profit as
adjusted in consequence did not exceed the profit which would have been made at arm’s
length).

65. If the text of the relevant Article simply gave the relief in respect of “dividends”
without referring to Article 10, and if there was no generally applicable definition of dividends
elsewhere in the relevant bilateral treaty, the meaning of “dividends” for this purpose would
depend on the domestic law of the country of residence of the lender, which would not
necessarily accept any extended definition of “dividends” provided by the thin capitalisation
rules of the country of the paying company. Nevertheless, the Committee felt that the country
of the lender ought to give the reliefs due under the relevant Article, if need be by way of the
mutual agreement procedure, in three situations where adjustments had been made under
thin capitalisation rules: viz

a) Where the interest was treated as a dividend in the country of source by the
operation of Article 9 — in such a case the country of residence of the recipient
would, if it agreed that the original treatment of the payment as a dividend was
justified, be obliged under Article 9(2) to make a corresponding adjustment
and it would be in accordance with the spirit of this obligation to accept the
treatment of the payment as a dividend for the purposes of its own tax.
Logically this rule should also apply to payments considered by the source
country under Article 11(6) not to be interest (because excessive) and thus
treated as a dividend;

b) Where the country of residence of the lender operated similar thin capitalis-
ation rules and would treat the payment as a dividend in a reciprocal situation,
i.e. if the payment were made by a company in its territory to a shareholder in
the partner country;

c¢) Where in any other case the country of residence of the lender recognised that it
was proper to treat the interest as a dividend.

Article 24 of the Model (non-discrimination)

66. a) The Committee agreed that, if interest is treated as a dividend under thin
capitalisation rules in conformity with Article 9(1) or Article 11(6) then
Atrticle 24(5) does not operate to prohibit that treatment. If, however, the
treatment is not in conformity with these rules and at the same time the thin
capitalisation rules apply only where the creditor is non-resident, then
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67.

68.

69.

b)

c)

Article 24(5) would prevent interest being treated as a dividend under the
rules;

So far as concerns Article 24(6), the Committee took the view that this
paragraph is relevant to thin capitalisation but is worded in very general terms
and aims broadly at preventing “tax protectionism” — i.e. the deterrence by tax
measures of investment from outside the country. It had not, the Committee
considered, been designed to deal with measures introduced to prevent the
transfer of profits in the guise of interest. Because it is in such general terms, the
Committee concluded, it must take second place to more specific provisions in
the treaty. Thus Article 24(5) [referring to Article 9(1) and Article 11(6)]
takes precedence over it in relation to the deduction of interest;

The Committee noted that, notwithstanding the provision of Article 24 of the
Model, France has in this context, reserved the possibility of applying the
provisions in its domestic laws relative to the deduction of interest paid by a
French company to a foreign parent company.

Article 25 of the Model (mutual agreement procedure)

The Committee agreed that Article 25 provided an appropriate framework for the
solution of problems which arose out of the application of measures dealing with thin or hidden
capitalisation and which produced taxation contrary to the letter or spirit of the Convention
including otherwise unrelievable double taxation, whether juridical or economic.

It is necessary, however, to distinguish between the three different categories of cases
dealt with by Article 25. Article 25 provides, in brief, as follows:

)

i)

iii)

Paragraphs 1 and 2 provide for the elimination, by mutual agreement between
the competent tax authorities of the Contracting States, of taxation which is
not in accordance with the Convention, such as double taxation which might
arise from different approaches by the two Contracting States to the
interpretation of the Convention in particular cases;

Paragraph 3 of the Article provides, in its first sentence, for the resolution by
mutual agreement between those competent authorities of general doubts or
difficulties arising as to the interpretation of application of the Convention;
Paragraph 3, second sentence, authorises the competent authorities to consult
together for the elimination of double taxation in cases not provided for in the
Convention.

The Committee agreed that:

a)

b)

In relation to the first category —taxation in individual cases — the text of
Article 25 enabled adjustments to be made by mutual agreement to eliminate
double taxation not in accordance with the Convention in the same way where
thin capitalisation rules were in point as in other types of cases, provided that
the relevant adjustment was based on the application of a substantive provision
of the Convention, for example, the application of Article 9, Article 11(6),
Article 23, or Article 24(5) of the Model;

In relation to the second category — general problems of interpretation or
application of the Convention — Article 25 enabled the competent authorities
to endeavour to resolve by mutual agreement, for example, the general problem
of whether interest which was treated as a dividend under thin capitalisation
rules in a country (being the country of source) could qualify for reliefs under a
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parent/subsidiary regime granted by the other country (being the country of
residence of the recipient) when these reliefs were provided by the relevant
bilateral treaty;

The third category of relief providable under Article 25 (i.e. relief for double
taxation not otherwise provided by the Convention) offered wide opportunities
for the competent authorities to resolve problems arising from the operation of
thin capitalisation rules only if the domestic law of the countries concerned (i.e.
specific legislation, the rules of the constitution or the general principle of the
laws) empowered them to relieve double taxation not specifically covered by
tax treaties.
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IV. PRACTICAL APPLICATION OF ARM’S LENGTH PRINCIPLE
IN RELATION TO THIN CAPITALISATION

70. It is clear from what has been said in Section III above that in cases where thin
capitalisation rules have international implications it is important that their application
should accord with the arm’s length principle as delineated in Article 9(1) of the Model
Convention. Consideration is therefore given in the following paragraphs to the practical
application of this principle in such circumstances. It is recognised however that it is difficult
to provide precise guidelines for drafting national legislation on these questions. The
comments in the following paragraphs may nevertheless, it is hoped, be helpful in this
context.

71. The matter was considered briefly in the 1979 report on “Transfer Pricing and
Multinational Enterprises” (paragraphs 183 to 191 inclusive) (referred to hereafter as “the
1979 Report™), and it is pertinent to refer now to what was said then. The 1979 report
indicated that thin capitalisation could create problems for tax authorities and described the
different ways in which some Member countries sought to deal with these problems. It pointed
out that the operation of different rules by different countries created a distinct possibility that
the same financial transaction could be treated as a loan by one country and as an equity
contribution by another. This, it commented, was an unsatisfactory situation which it would
be desirable to improve. The report posed the question whether, in time, Member countries
could move in directions which would achieve such an improvement by effectively
harmonizing their domestic legislation in this field. But it did not provide any but the most
tentative guidelines as to how this might be done. Its Recommendations are contained in
paragraph 191 which it is appropriate to quote here in full. The paragraph reads:

“191. It is generally recommended that a flexible approach should be adopted in
which the special conditions of each individual case would be considered, although it
is realised that such an approach would call for sufficient qualified staff to carry out a
somewhat sophisticated analysis and could, if cases were numerous, thus raise
problems for some tax administrations. A hard and fast debt-equity rule would,
however, not be appropriate for the solution of problems raised by the determination
of the nature of a financial transaction. Financing practices differ too widely from
one country to another, and, within a given country, between different categories of
enterprises. Most of the countries whose practices are described in the previous
paragraphs, therefore, refer to a number of factors which are of significance in
distinguishing a loan from an equity contribution. On the same reasoning, it is
considered that a rule based on the fact that the owner of the shares was non-resident
would not be appropriate for general adoption either.”

72. As has already been pointed out, the arm’s length principle is relevant in deciding
whether or not a prima facie payment of interest derives from a loan or from an equity
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contribution because, if more than the arm’s length profit on the relevant transaction is
charged to tax, economic double taxation may arise as a result. This would create a situation in
which Article 9(2) or some similar provision might be invoked to secure a reduction of the tax
charged in the first country to tax on the arm’s length profit there. More generally, however,
the Committee takes the view that, at any rate in cases where fraud or abusive avoidance
arrangements are not concerned, it would be inconsistent with the spirit of Article 9 of the
Model if the arm’s length principle which is expressed in that Article was not followed in
answering the question whether or not a prima facie payment of interest derives from a loan or
from an equity contribution.

73. Article 9 may not however be strictly applicable. If the loan which is being treated as
an equity contribution is a loan between ostensibly independent persons, and Article 9
therefore does not apply, as may possibly be the case if the thin capitalisation rules attack
abusive arrangements designed to conceal the fact that the real parties to the transaction are
associated enterprises, then it is very doubtful whether the tax authorities of the paying entity
would be able to adjust the payment, but also very doubtful, if they did adjust it, whether they
should be obliged to make any special effort to relieve double taxation arising from the
operation of such measures.

74. Where Article 9 is, in terms, applicable, i.e. broadly, where the relevant transaction
is one between associated persons, it is relevant to consider how far the various methods of
deciding whether a payment should be treated for tax purposes as interest or as a dividend, are
consistent with the Article. As already indicated, these methods generally follow one or other
of two main approaches.

75. The first main approach depends very much on the particular facts and circum-
stances of each case. The authorities would seek to decide what is the real nature of the
payment in the light of reason and the general observation of commercial activity. In such an
examination a variety of factors would be relevant including evidence of what happens or
could reasonably be expected to happen between independent parties. It could thus be
relevant, inter alia, that the borrowing enterprise was a company which had a high
debt/equity ratio either before the loan was granted or as a result of it, that the loan was
designed to finance the long term needs of the borrower, that the loan was contributed
proportionately to existing shareholdings or as a condition of such shareholdings, that the loan
was designed to improve the financial situation arising from heavy losses, that the interest
payable was dependent on the result of the company’s business, that the loan was convertible
at some stage into a share of the company’s equity, or that the interest exceeded a reasonable
commercial return on the money lent. Another relevant factor might be that the payment of
interest on the loan or the repayment of the amount lent was subordinated to the rights of other
creditors, and yet another might be the absence of fixed provisions for repayment of the loan
by a definite date or the presence of provisions making repayment dependent upon the level or
timing of profits. The presence of any one of such factors by itself would not necessarily be
conclusive evidence, though it might be an important indication, of hidden equity
capitalisation, but the presence of several such factors would be more indicative and clearly
the indications would be stronger the more such factors were present.

76. In considering these factors the question may be asked whether an independent
person would have provided such a high proportion of the capital of the enterprise in the form
of a loan. In some cases it could perhaps be shown that no independent person would be
satisfied with the fixed interest return envisaged in the relevant transaction, bearing in mind
the risk involved and the profit potential of the enterprise, but would require a share in the
profits as a condition of providing the funds. Or it might perhaps be shown that no independent

30



person, bearing in mind the poor economic condition of the enterprise, would make a loan to it
at all. It may be necessary indeed to adopt an approach comparable to that which a banker
would adopt, and to ask whether, considering the borrower’s financial and economic
condition, an independent bank would have provided the funds as a loan on the terms actually
agreed between the parties. Too rigid a reliance on this approach may not however be wholly
satisfactory since it is possible that a parent company might have a better understanding of the
profit potential of its own subsidiary than would a banker looking at the matter from the
outside, and it might in consequence be reasonable to accept (if such was in fact the case) that
an independent person who was as fully informed as the parent company might lend where a
bank would hesitate to do so. Where it is a question of the supply of additional capital by way
of loan it may be appropriate to ask — again looking at the subsidiary’s economic situation with
a banker’s eye — whether in the circumstances an independent person would perhaps lend to
protect his original investment, or, on the contrary, would decide to cut his losses.

717. There is a considerable amount of evidence about the forms of financing which are in
fact used in particular cases in the open market. But it may sometimes be very difficult to
discern what adjustment should be made in any particular case of arrangements between
associated enterprises in order to bring those arrangements into line for tax purposes with the
arrangements which would be made by independent parties in the relevant circumstances.
This is because a wide range of open market forms of financing may be available and
appropriate for any particular type of case, depending to a certain extent on varying market
conditions. Nevertheless there may be sufficient general evidence of the ratios between equity
and loan prevailing in the market place to indicate any very wide divergence from the normal
in any particular case.

78. Much would obviously depend, in the operation of such an approach, on the
judgment of the tax authorities in the first place and, in the last resort, on the judgment of the
courts or tribunals deciding appeals against the decisions of the tax authorities. Nevertheless,
methods of deciding questions which follow from such a facts and circumstances approach are
clearly consistent, it seems to the Committee, with the arm’s length principle to the extent that
they use evidence of transactions between independent persons and apply this evidence in a
reasonable manner.

79. Another approach is to deem ostensible payments of interest to be distributions of
profit if the debt/equity ratio of the paying company exceeds a fixed ratio. Such a ratio is
bound to be arbitrary to some degree, even though it might be fixed by reference to the kind of
ratio commonly found in the open market. Where however such a ratio is employed merely as
a kind of ‘safe haven’ rule, leaving the relevant company the option of showing that the actual
ratio of the company’s debt to its equity capital is an arm’s length ratio (perhaps, for instance,
by demonstrating that it corresponds to the ratio which is characteristic of independent
companies in the same kind of business in the same country) then this too could be regarded as
compatible with the arm’s length principle. It is relevant to point out however that the
availability of such an option nevertheless imposes on some taxpayers a burden of proof which
may be quite heavy. It is important therefore that any safe haven ratio which is adopted by a
tax authority should allow as high as possible a proportion of debt to equity or should be
otherwise so flexible as to minimise the number of taxpayers who are obliged to make use of
the option. Where, on the other hand, a fixed debt/equity ratio is employed by the tax
authorities without allowing such an option, then the majority of countries consider that the
results would undoubtedly be inconsistent with the arm’s length principle. The lower the ratio
of debt to equity permitted by such a rule, and the more rigid the practice followed in applying
it, the more serious may be the danger of producing a result which is both inconsistent with the
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arm’s length principle and disadvantageous to the taxpayer. Moreover the lower the ratio the
greater may be the risk of economic double taxation and the possibility that the tax authorities
of the country of the lender will find it difficult to accept the result and give satisfactory relief
from double taxation. Similarly the higher the ratio the greater will be the likelihood of
producing a result which unduly favours the taxpayer.

80. Where abusive arrangements are relevant in this context and general anti-evasion or
anti-avoidance rules (such as those against “abuse of law” or those substituting substance for
form) are invoked to deem interest to be a distribution of profit, it is for consideration whether
or not the tax law should require the authorities to ensure that taxation arising from the
impact of such measures conforms with the arm’s length principle. The Committee however
makes no comment on the point.

81. The preceding paragraphs deal with questions relating to the taxation of income and
profits. It seems to the Committee that where, in accordance with the arm’s length principle, a
loan is effectively recategorised as an equity contribution for those purposes, it might prima
facie be similarly recategorised for the purposes of the taxation of the capital of the
company.
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V. CONCLUSIONS AND SUGGESTIONS

A. General

82. The conclusions of paragraph 191 of the 1979 report still represent the view of the
Committee. While the Committee in 1979 generally recommended flexible methods of
deciding the question whether a prima facie payment of interest should be treated for tax
purposes as interest or as a distribution of profit and recommended against using hard and fast
debt/equity ratios, or rules based on the fact that the shareholder receiving such interest
payments was a non-resident, the 1979 report essentially left Member countries to devise and
implement whatever rules seemed appropriate to each individual country in these matters. In
this, paragraph 191 reflected the absence of any firm international consensus on how thin
capitalisation problems should be dealt with.

B. Summary of conclusions concerning the application and interpretation of tax treaties

83. The Committee has nevertheless now reached conclusions on a number of points
concerning the relationship between tax treaties and domestic rules about thin capitalisation.
These are summarised below.

84. As regards Article 9 of the Model, the Committee is of the opinion that:

a) The Article is relevant when countries are applying their domestic rules about
thin capitalisation (see paragraph 48);

b) The Article is not only relevant in adjusting the rate of interest, but also, in
appropriate circumstances, in determining whether what is presented as a loan
should be considered as a contribution to equity capital (see also para-
graph 48);

¢) The Article does not prevent the application of national rules on thin
capitalisation insofar (but only insofar) as their effect is to assimilate the profits
of the borrower to an amount corresponding to the profits which would have
accrued in an arm’s length situation (see paragraph 49).

85. As regards Articles 10 and 11 of the Model, the Committee is of the following
opinion:

a) Article 10 deals not only with dividends as such but also with interest on loans
insofar as the lender effectively shares the risks run by the company. When
interest of this kind is in point Articles 10 and 11 do not prevent the treatment
of interest as dividends under the national rules on thin capitalisation of the
borrower’s country (see paragraph 57);
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86.

87.

b)

c)

i) In the light of the definition of interest in Article 11(3), interest on
participating bonds should not normally be regarded as a dividend,

ii) Interest on convertible bonds should not normally be regarded as a
dividend until such time as the bonds are actually converted into
shares,

ifi) Article 11(6) enables the amount of interest to be corrected but not the
recharacterisation of the relevant loan as a contribution to equity capital
(see paragraph 59);

It is desirable to remove a possible danger of ambiguity or overlap between the

types of income dealt with respectively by Articles 10 and 11 (see para-

graph 60).

Asregards Article 23 of the Model and certain additions to that Article which appear
in a number of bilateral treaties, the Committee is of the opinion that:

a)

b)

When by the application of its national rules about thin capitalisation, the
country of the borrower has assimilated a payment of interest to a distribution
of profit, the country of the lender would in certain circumstances clearly be
obliged under particular bilateral treaties, as the result of a combination of
Articles corresponding generally to Articles 10 and 23 of the Model, to give
relief for any juridical or economic double taxation of the interest as if the
payment was in fact a dividend (such as credit for tax withheld at the source at
the rate appropriate to a dividend and, possibly, application of a parent/sub-
sidiary regime) (see paragraph 64);

In other cases also (see paragraph 65), the country of the lender ought to give
relief for any juridical or economic double taxation of the interest as if the
payment was in fact a dividend, if need be by way of the mutual agreement
procedure, in three situations, viz:-

1) Where the interest has been treated in the country of source as a dividend
or distribution of profit under rules which are in accordance with
Article 9(1) or Article 11(6) and where the country of the creditor agrees
that it has been properly so treated and is prepared to apply a
corresponding adjustment as provided for article 9(2),

i)  Where the country of residence of the lender, also having provisions
against thin capitalisation, would apply these provisions (i.e. would
assimilate the payment to a dividend) in a reciprocal situation (i.e. when
the payment was made in the same circumstances by a company
established in its territory to a resident in the other Contracting
State),

iif) In all other cases where the country of residence of the lender agrees with
the adjustment made by the country of residence of the borrowing
company.

As regards Article 24(5) of the Model the Committee came to the conclusion
that it follows from the wording of Article 24(5) that the country of the
borrower is not prohibited from assimilating interest to dividends under thin
capitalisaton rules which are consistent with Article 9(1) or Article 11(6).
However, if interest is assimilated to dividends under rules which are not
consistent with these Articles, and if the rules apply only to non-resident

34



lenders (and not to resident lenders) then Article 24(5) does prohibit such an
assimilation [see paragraph 66(a)];

b) As regards Article 24(6) of the Model the Committee came to the conclusion
that Article 24(6), though relevant in principle, is worded in such general terms
that it must take second place to more specific provisions in the treaty and that
Article 24(5) would, in particular, take precedence over it in relation to the
deduction of interest [see paragraph 66(b)];

¢) France has entered a general reservation on the effect of Article 24 in the
context of rules about thin capitalisation [see paragraph 66(c)].

88. As regards Article 25 of the Model, the Committee (see paragraph 69) concluded
that:

a) Paragraphs (1) and (2) of Article 25 enable adjustments to be made by mutual
agreement in individual cases, to eliminate double taxation not in accordance
with the Convention, in the same way where thin capitalisation rules are in
point as in other types of cases, provided that the relevant adjustment is
supported by a provision -of the Convention corresponding for example to
Article 9, Article 11(6), Article 23, or Article 24(5) of the Model;

b) Insofar as paragraph (3) of Article 25 offers the possibility of generally
resolving difficulties and doubts encountered in the interpretation or applica-
tion of the Convention, it enables the Contracting States to endeavour to
resolve by mutual agreement the question of whether, and if so under what
conditions, interest may be treated as dividends under thin capitalisation rules
in the country of the borrower and give rise to relief for double taxation in the
country of residence of the lender in the same way as for dividends (for example
relief under a parent/subsidiary regime when such relief is provided by the
relevant bilateral treaty);

¢) In certain circumstances Article 25, which offers the competent authorities of
certain countries the possibility to resolve problems of double taxation not
foreseen by the convention, may also provide for the possibility to solve
problems arising from the operation of thin capitalisation rules.

C. Final remarks

89. The Committee emphasizes that the application of rules designed to deal with thin
capitalisation ought not normally to increase the taxable profits of the relevant domestic
enterprise to an amount greater than the profit which would have accrued in the arm’s length
situation, that this principle should be followed in applying existing tax treaties, in particular,
for example, in the operation of the mutual agreement procedure under the equivalent of
Article 25 of the Model, that it should also be followed in the negotiation of bilateral treaties
in the future, and that it should be taken into account in any future revision of the Model. It
should be noted, however, that Germany has certain reservations on the way in which the
report uses the “arm’s length principle” (see note 2).

90. The Committee urges that national thin capitalisation rules should provide sufficient
flexibility to allow the relief of any consequent double taxation where such relief is
appropriate, and, further, that where double taxation arises because of a conflict of view
between tax authorities about the nature of a prima facie payment of interest, or the impact of
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rules about thin capitalisation, the tax authorities concerned should endeavour to resolve the
conflict by mutual agreement under the relevant bilateral tax treaty.

91.

The Committee also suggests that the considerations set out in the above Report

should be taken into account by OECD Member countries in the application of existing
bilateral tax treaties and in the negotiation of new such treaties.

NOTES AND REFERENCES

Thus in the United Kingdom until recently certain companies seeking new finance found it
advantageous to borrow from banks in such a way that the interest was treated, under
United Kingdom law, as a distribution of profit for tax purposes. This was achieved by giving the
lending bank a connected right to a small participation in the company’s profits. The companies
were induced to make this kind of arrangement because they were unlikely to derive any benefit
from a deduction for interest for some years to come and were open to an offer of a substantially
reduced rate of interest in return for providing the banks with an advantage. The companies were
unlikely to make any taxable profits for some years to come because, quite apart from any possible
deductions for interest paid, they were carrying forward heavy losses or massive reliefs for capital
investment or large reliefs for inflationary increases in the prices of new stock. The banks could
benefit from the receipt of distributions rather than interest because they could use the advance
corporation tax (ACT) paid in respect of the “distributions” as a credit against the ACT which they
would have to pay on making distributions to their own shareholders, and could effectively pass the
distributions directly on to their own shareholders without first including them in the total of their
taxable profits. The banks thus paid no tax on the remuneration which they received for making the
loans and in consequence were able to make the relevant loans at a lower rate of interest than they
would otherwise have felt the need to charge. For the companies the immediate benefit of a lower
gross rate of interest outweighed the more or less indefinitely deferred benefit of a possible tax
deduction for a larger gross amount even if this might have produced a lower net expenditure.

The Federal Republic of Germany welcomes the report as a highly important contribution to
understanding problems of thin capitalisation but cannot accept it without a general reservation,
essentially with respect to the way it makes use of the “arm’s length principle”. In this context the
Federal Republic of Germany:

— Takes note, that the report is based rather on the notion of an “arm’s length profit” rather than
on the generally accepted notion of an “arm’s length price”;

~ Points out that the consensus regarding the actual application of the “arm’s length principle” is
extremely vague and precarious™;

— Regrets that the report might lead to diminishing the protection provided for under Article 25 of
the OECD Model against discrimination, namely where a state’s thin capitalisation rules are
justified by a one sided claim to stay within the “arm’s length principle”.

The Federal Republic of Germany, furthermore, reserves its attitude to the report’s
mterpretatnon of the dividend definition. It is, however, ready to co-operate in the spirit of the report
in order to avoid double taxation by mutual agreement.
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THE TAXATION OF INCOME DERIVED FROM
ENTERTAINMENT, ARTISTIC AND
SPORTING ACTIVITIES



INTRODUCTION

1. This is the second study that the Committee on Fiscal Affairs has undertaken on the
problems that arise in the taxation of itinerant activities!. It examines the tax treatment of
resident and non-resident artistes and athletes.

2. The report is based upon 19 country submissions? and, unless otherwise indicated,
the descriptions provided refer to 1986. The replies were analysed by the Working Party on
Tax Evasion and Avoidance and the tax treaty aspects of the report were prepared by the
Working Party on Double Taxation of the Committee on Fiscal Affairs.

3. The purpose of the report is to describe the main problems which arise in taxing
income from entertainment, artistic and sporting activities at the national and international
level and to suggest ways in which these problems can be overcome.

4. The structure of the report is as follows: Part I outlines the problem; Part II
examines the information needs of tax authorities; Part III looks at the assessment and
collection of tax and Part IV at the influence of double taxation conventions. Some concluding
comments and suggestions for improvement are provided in Part V.

5. Since the main focus of the report is on the tax treatment of “artistes and athletes”, it
may be as well to define these terms. For the purpose of the report, these terms are taken to
cover any person engaged, either individually or as a member of a group, in public
entertainment or sporting activities (see Part IV B(i) for an elaboration of this definition). The
terms “artistes and athletes” are also used in the title of Article 17 of the 1977 Model
Convention on Income and Capital (hereafter referred to as the 1977 Model Convention). A
number of countries, however, prefer the term “entertainer” to “artiste” and “sportsmen” to
“athlete” and the texf and commentary of Article 17 used the terms artiste and entertainer
almost interchangeably. To simplify matters, however, this report uses the terminology
“artiste and athlete”, though it has been agreed that in any general revision of the 1977 Model,
the term “sportsmen” will replace “athletes”. Sometimes the term “performer” is used as a
shorthand term for persons carrying out public entertainment, artistic or sporting activi-
ties.
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Part I
THE PROBLEM STATED

6. The world of entertainment is characterised by: short-term activities (frequently
one-off performances); an increasingly blurred distinction between dependent and indepen-
dent services and business activities; sophisticated tax avoidance schemes. There are no
reliable quantitative estimates available of tax non-compliance in this area, whether in terms
of the amount of income involved or revenue forgone. Nevertheless, where countries have
undertaken systematic audits (e.g. in Canada and the Netherlands) of these activities, they
have shown clear evidence of non-compliance in this area. Studies undertaken a few years ago
in Canada, for example, indicated a practice of not reporting income, whether consciously or
unconsciously, amongst performers at the low end of the income scale whose activities are
particularly transient in nature. The United Kingdom has a similar experience. Performers in
the lower ranks rarely disclose casual earnings from jobs outside their profession. With the
co-operation of management, club entertainers frequently understate their earnings.

7. Sophisticated tax avoidance schemes, many involving the use of tax havens, are
frequently employed by top-ranking artistes and athletes. Whilst some countries do not
consider such activities of major importance, given the limited number of persons involved in
international activities of this sort and the relatively small amounts of revenue involved, there
is general agreement that where a category of — usually well-known — taxpayers can avoid
paying taxes this is harmful to the general tax climate, which therefore justifies coordinated
action between countries3.

A. The business

8. The problems of effectively taxing artistes and athletes are rooted in the diverse
forms their activities take. Success can be sudden but ephemeral. Relatively unsophisticated
people — in the business sense — can be precipitated into great riches, income sources can be
many and varied. Travel, entertainment and various forms of ostentation are inherent in the
business and there is a tendency to be represented by adventurous but not very good
accountants. These activities have evolved rapidly in recent years, taking new presentational
and organisational forms. The established performer operating with an easily defined role is
still common but the industry is increasingly characterised by loosely and multi-aspect
groups. The best examples of this are seen in the pop-music industry which operates through
complicated chains of limited companies, partnerships, joint ventures and sole trading
enterprises.

9. Apart from the performers themselves, the industry covers a large entourage,
including managers, various administration and publicity staff and road crews. Some
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members of a group receive music and /or writing royalties and fees; they all receive different
types of record and broadcasting royalties. Frequently sources of income in different parts of
the world are taken through different compgnies. Such forms of organisation have developed
in response to the needs of a business which crosses international and occupational boundaries.
It is likely that the inventiveness and complexity of the industry will continue to expand, and
perhaps extend into other aspects of the entertainments business.

B. Scope of the report

10. The diversity of situations described above makes it difficult to cover in a single
report all the relevant taxation aspects. The empbhasis in the present report is on issues which
are specific to the industry. General domestic problems relating to any dependent or
independent services which were already dealt with in an earlier report (see note 1) are
therefore not dealt with here. A case in point is sportsmen employed permanently in a country
(such as professional soccer players) who are normally considered as employees of their
clubs?,

11. The distinction between professionals, semi-professionals or amateurs is often a fine
one in practice, and is not elaborated upon in this report. There are obviously cases
— potentially numerous — where, for instance, amateurs obtain compensation for their
expenses (or more), and where professionals exercise some undeclared activities when they are
not officially working. Problems related to these casual earnings are not limited to the
entertainment field and are subject to the usual checks required on “black” activities.

12. Performers may receive a wide variety of types of income, whether directly or
indirectly, and not all of which are related to actual performances. Artistes, for example, will
frequently receive copyright royalties or other income related to the sales of records; they may
benefit from free advertising, or even receive fees for advertising their own name. Sportsmen
may receive remuneration from manufacturers of sports equipment on condition that they use
the manufacturer’s brand or publicise the products of the same brand. Payments for
advertising goods not related to the entertainer’s activities are not infrequent. For the most
famous, the variety of contracts and types of income call for worldwide financial and tax
planning with the assistance of specialised advisors. From the tax authorities’ point of view,
this diversity of income sources raises a number of assessment problems.

13. In a number of cases, artistes and athletes may make more money from these related
activities than from their activities as performers. However, this report concentrates, in the
first instance, on income related to actual performances, even though this distinction may be
artificial in some cases.

C. Main principles

14. The main principle which underlines this report is that income from entertainment
and sporting activities should be taxed in the same way as income from any other activities.
Exceptions to this principle should be kept to a minimum. Problems can arise because some
governments may accept that a particular event is a “cultural exchange” and, therefore, no tax
should be imposed on profits arising from it. Nevertheless, in practice, such events are
generally staged for the purpose of profit and granting special treatment to some events of this
kind makes it more difficult to resist similar claims from other domestic circles on the grounds
of fair competition. Country experiences suggest that some tax authorities are better able to
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resist the “cultural exchange” pressure groups than others, or are better placed to check that
the income generated is taxable in the residence country. Similar problems arise in the context
of “charitable events” (where it is assumed that there is no “income” produced by the event),
or tax-free performances by State-supported troupes. In all such cases, the Committee
considers that tax privileges should be limited to genuine, justified cases, for instance, to
events organised as part of an official “cultural exchange programme”.

15. The second principle upon which this report is drafted is that artistes and athletes
are, as are other taxpayers, fully liable to tax in their country of residence and, ideally, should
be taxed accordingly. Whilst certain countries provide for exemption of foreign income, the
amount of income earned abroad should be known when, under the general income tax, this
affects the progressive rate that is applied to other income sources.

16. However, as is usually the case with itinerant activities, the country of residence has
difficulty in identifying the activities of its residents abroad. It will therefore have to rely
mostly on information provided by the country where the activities are exercised. For this
reason, and also in order to avoid practical difficulties, it is felt that the principle on which
Article 17 of the 1977 Model Convention is based should be followed. The main purpose of
this report is therefore to help Member countries to establish a system by which the income of
artistes and athletes could effectively be taxed in the country of performance.

17. In taxing artistes and athletes, tax authorities encounter problems first in obtaining
information about the performances taking place and secondly in the assessment and
collection of tax which arise from the nature of the trade or the use of legal avoidance
schemes.

41



Part 11
THE NEED FOR INFORMATION

o

18. It is in the nature of the trade that entertainment, artistic and sporting activities
should be advertised, so as to attract the public. However, such publicity very much depends
on the importance of the event and experience shows that, in many cases, a large part of these
activities do not come to the attention of the tax authorities. Furthermore, even when an
activity is noticed, problems often arise in identifying the performers themselves.

A. Country experiences

19. The experience of countries participating in the study show that, generally speaking,
relying on the taxpayers themselves to report accurately the amount of income earned at home
and abroad is even less realistic in the entertainment area than in other areas, considering how
easy it is for a number of performers to conceal such income. Also it is commonly believed in
the entertainment world of some countries that all sums earned abroad are free of domestic
tax, and returns and accounts frequently reflect this belief. In the absence of other checks, the
tax authorities will therefore not be able to impose tax on such activities.

20. Where artistes and athletes perform dependent services in most countries, they will
come under PAYE or a wage-tax system and their employers (if situated in the country) will
report that part of their income. Where, however, the employer is a controlled limited
company, the importance of the case may often not be realised by the tax authorities. The
PAYE file may contain only the entertainer’s real name, not his stage name, and the name of
the company may not suggest an association with the entertainment business. This problem is
accentuated where, as increasingly occurs, a multiplicity of controlled limited liability
companies are created to receive various streams of income. Additional problems can occur if
the employer is situated abroad (e.g. non-compliance with PAYE regulations). In the absence
of any PAYE system, information obtained through the usual reporting system for wage
earners may not be useful, as a lot of time may elapse since the income was earned, and the
entertainer’s position (or residence) may have changed.

21. Most difficulties arise with self-employed artistes and athletes, and it is mainly for
them that an effective information-gathering system is desirable. Yet, it is usually difficult to
identify and locate such people, even in cases where written contracts exist, because of a
number of factors: the use of pseudonyms or stage names on agency contracts; the use of false
social security numbers where these are noted on entertainment contracts; the fact that
payments for services are made in cash, after deductions for agents’ fees; the difficulty
inherent in tracing and locating people two or three years following the rendering of the
service.

42



B. Sources of information

22. The difficulties set out above require early receipt of information concerning the
performance itself, preferably before it takes place. Countries have reported a number of
possible non tax-related sources, general sources information, such as newspaper and other
advertising, specialised magazines and periodicals. Prize monies earned by major athletes
sometimes also appear in the specialised press (Ireland). Most reputable concert agents, radio
and television companies give advance notice of visits to the United Kingdom; so do major
impresarios in the Netherlands. In some countries (such as France), authors’ or artistes’
associations are useful sources of information on forthcoming or past performances. Advance
information concerning incoming foreign entertainers may also be obtained through
immigration or other Government departments (Sweden, United Kingdom), although work
permits do not necessarily specify where the entertainer is to appear, nor when or how often
(Sweden). As regards athletes taking part in international tournaments, another important
source of information may be the national sports federations, which in the context of
sanctioning the arrangements of sports events in their country, may be able to identify foreign
athletes participating at such events. Finally, in some countries information will be given in
advance for tax reasons (e.g. to obtain a reduction of withholding tax in Canada, or a “tax
card” in Denmark).

23. In most countries, however, information is usually available only after the event
through contacts with local tax offices (Belgium, where a local tax is levied), reports by
entertainment agencies, theatres, broadcasting authorities etc. As noted earlier, the
information will frequently be available too late for an effective taxation of the performer.
Also, in many cases, the promoter is a non-resident, so that the possibility of obtaining
information even after the event is rather slight (cf. Part IV).
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Part HI1

ASSESSMENT AND COLLECTION OF TAX
UNDER DOMESTIC LEGISLATION

24. Although countries’ experience in assessing and collecting tax on artistes and
athletes vary, a number of difficulties in this area have been reported. The following
paragraphs briefly describe problems arising in assessing or collecting tax on non-resident and
resident performers, as well as some existing counteracting measures.

A. Problems in taxing non-resident artistes and athletes

1. Dependent services

25. In some countries, tax does not have to be paid on income earned by non-residents in
respect of dependent services in the country if the employer is a foreign company which does
not maintain a permanent establishment in that country. This opens up wide avenues for tax
avoidance, the most famous one being known as “slave agreements” with foreign employers.
Other countries whose tax systems are not restricted in this way and which can tax domestic
source income providing it relates to duties undertaken in that country also find that “slave
agreements” are used to negate or reduce the tax charge. Payment is made to the artistes or
athletes from abroad to convert the income to an overseas source. This may remove the income
from the scope of charge completely (this is, for example, the case in Australia).

26. In a typical case of a “slave agreement”, the performer receives a salary from a
foreign employer for services undertaken in the country of performance. There is no legal
relationship between the domestic promoter of an event and the entertainer. The foreign
company enters into a contract with the promoter. This provides for a lump-sum payment
which represents the fee for the entertainer’s appearance as well as a fee for the company for
planning and organisation. This payment is usually made abroad often before the
performance is given. As contracts are signed and other business is done abroad, it is not
possible to contend that the company is carrying on a trade or business in the country of
performance. Quite often the salary due to the performer from the company is paid outside the
country of performance. Many of these foreign employers are companies controlled by the
performers themselves and are based in tax havens (rent-a-star companies). There are also
organisations® which specialise in entering into employment agreements with artistes and
athletes.

217. Another problem experienced by tax authorities which retain domestic taxing rights
despite the interposition of a “slave company” is determining what proportion of the
entertainer’s salary relates to his or her performance in the country. The obvious method
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— time apportionment of the remuneration provided in the service agreement — is clearly open
to abuse having regard to the “sham” nature of the agreement®,

28. When dependent services are performed directly for the domestic promoter, tax
assessment raises in principle less difficulties. Artistes and athletes will frequently be subject
to the PAYE or wage tax (or précompte) on income paid to them, and the income tax
legislation may well provide for a legal liability for the person paying the remuneration
(Austria, Belgium, Germany, Netherlands, for instance)’. However, although the control
problems involved are similar in nature to those arising for other dependent activities, they are
increased by the itinerant character of the activities performed and the difficulty in obtaining
adequate information (see Part Il above) so that the usual assessment and collection
instruments (e.g. withholding) cannot in practice be used effectively.

2. Independent services

29. Problems arising in taxing independent services provided by artistes and athletes are
substantially similar to the problems usually met in this general area. However, they are
aggravated by the mobility of the taxpayers involved, including the ease with which they may
change status at will, as between dependent or independent services. Frequent changes of
employers or contractors, who themselves often have a rather ¢lusive character and are
subject to more lenient reporting requirements, and the fact that they can frequently leave a
country without notice, open up wide possibilities of evasion and make assessment and
collection of tax problematic in the absence of any withholdirig tax (see paragraphs 45 to 47
below).

30. A particular problem which arises in assessing income from the self-employed where
no withholding tax exists is the basis and timing of assessments. The assessment of tax on the
professional income of the self-employed is established during the year after the receipt of the
income and in the majority of cases, the tax would not be collectable until after the person
concerned had left the country.

31. Even where a withholding tax exists on payments made to non-residents in respect of
services performed in the country, some avoidance problems may arise. For example, if there is
no requirement that a promoter withholds tax when the payment is to a domestic company
(e.g. in Canada), non-resident peformers will form such a company, which they will use for
contracting to appear in the country, with a domestic address (generally that of a lawyer) to
receive the income. The money is then deposited in a bank account in the country and
immediately thereafter withdrawn by the non-resident performer.

3.  Other

32. Business income from entertainment, artistic and sporting activities of a non-
resident will usually be taxed only if a permanent establishment is maintained in the country.
In some countries certain income received by artistes and athletes is considered under
domestic law to be business income. Opportunities for tax avoidance or non-taxation are
rather wide in this case8.

33. In some cases, the entertainer’s performance is “sold” to local organisers as part of a
complete show. As the contract for the “package” does not refer to any particular performer
and includes various types of services, the “package” may hardly be considered as
performance of artistic activities. It would then avoid taxation in the country as there is no
permanent establishment there.
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34. Another case of possible abuse by non-residents is that relating to liability in respect
of payments made for recordings. The United Kingdom noted, for example, that these are
assessed to tax on the basis of “royalties” paid on sales in a year in which the performer is
present in the country provided the recording was made in that country under a contract with a
resident company. Liability is very easily avoided especially where the recording is for a large
multinational corporation by, for example, making the contract with a non-resident
subsidiary.

B. Problems in taxing resident artistes and athletes

35. Although the taxation of resident performers raises mainly problems of enforcing
existing, more general, domestic legislation, this is also an area of widespread non-compliance.
Resident performers exercise, in effect, itinerant activities within the country. Problems in
taxing them are, in many respects, not dissimilar to the ones arising for taxing non-
residents.

36. As mentioned earlier in the report, a major administrative problem is obtaining
information about the activities — combatting understatement or non-disclosure of earnings
and income splitting amongst controlled limited companies — and ensuring that data are
available to the tax authorities at the right place at the right time - artistes and athletes are
notoriously dilatory about their financial affairs and there is always the danger of the tax
authorities being left with an empty basket.

37. Tax authorities experience special difficulties where the legislation does not provide
for withholding tax in respect of services performed by self-employed persons who are
residents. Even where performers are provided by agencies, contracts are sometimes
considered as “contracts for services” rather than “employment contracts” (Canada). In some
countries, problems arise due to the fact that a large number of organisers are non-commercial
and not taxable; they have therefore no tax interest in keeping accounts or giving information
to tax authorities.

38. Tax administrations are particularly vulnerable in respect of overseas engagements
and they have to rely heavily on the individual declaring the income. The entertainer’s
remuneration is often paid in respect of activities which are partly exercised abroad without
specification of the share of remuneration which is attributable to domestic activities.
Practical difficulties therefore arise as to the appropriate tax base. Furthermore, extravagant
deductions for “business” expenses are frequently claimed.

39. Special mention should be made of arrangements by which resident — usually well
known — performers endeavour to take themselves out of the self-employed status into a
dependent one. This is in general for the purpose of accumulating income abroad, by setting up
a sham company in a tax haven, or by using specialised “employer” agencies abroad and the
problems discussed in paragraphs 30 and 31 above then arise.

40. However, this may also have purely domestic reasons. Canada and the Uni-
ted States, for example, experienced difficulties with individuals who are involved in
entertainment activities and who have entered into corporate arrangements whereby they
incorporate a company (usually the performer holds the shares himself) which then contracts
with the performer, as its employee, for his services. The tax advantages of such corporate
arrangements lie in the fact that the corporate rate of tax is usually less than that of a
high-income individual. Also, the corporation may “employ” the performer’s spouse, thus
achieving a splitting of income. Certain expenses such as agent’s fees may be written-off by
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the corporation against the amounts received. These expenses would not be allowable to an
individual as a deduction from employment income.

C. Measures taken or under consideration

41. The present section sets out various measures which have been tried, or are being
considered, to improve compliance in the area of entertainment, artistic and sporting
activities®. The fact that similar problems arise in different countries in taxing effectively
artistes and athletes, wherever the activities are exercised, points to the necessity of having
proper domestic procedures both for domestic tax purposes and for assisting other countries.
This section therefore also considers some wider policy issues involved when trying to devise
efficient instruments for taxing resident and non-resident artistes and athletes on the one
hand, and other performers of dependent or independent services, on the other.

1. Measures mainly directed at improving compliance by residents

42. Certain countries (e.g. France, United Kingdom) have general powers to call for
returns of payments (fees, commissions, etc.) made by residents to people not in their
employment (whether resident or non-resident). Given the known low level of voluntary
compliance by those in the entertainment, artistic and sporting worlds, such information is
considered by these countries to be essential to combat tax avoidance and evasion.
Administratively, such legislation will be more effective where machinery exists to ensure that
the information reaches the tax file of the person concerned at the earliest opportunity. In the
United Kingdom’s experience, these arrangements need to be backed up by monitoring new
developments and the emergence of new talent with a view to taxing them before they spend
their money. Moreover, a centralised approach is considered essential to ensure that they are
dealt with satisfactorily, i.e. by bringing together all the relevant personal and associated
company files. An unco-ordinated action, where various offices are unaware of the whole
picture, invariably proves to be less successful.

43. Another measure which has been adopted by both France and the United Kingdom
is the ability to “look through” controlled overseas companies set up by residents to receive
income relating to their activities, and over which they retain control. In neither case are the
provisions restricted to the entertainment and sporting fields. The French scheme, which now
also applies to non-residents, is outlined in paragraphs 55 and 56 below. The United Kingdom
legislation has not proved of significant practical value in this particular field although its
existence does serve as a deterrent to blatant abuse.

2. Measures concerning non-residents

a) Income tax provisions

44, In the absence of special legal instruments concerning artistes and athletes (or
self-employed generally), some countries (e.g. the United Kingdom until recently) have
adopted a centralised approach to deal with the liability to tax of foreign visitors. Such an
approach requires direct links between the tax office and the industry and that the tax office is
kept informed of visits by major non-resident performers.

45. Most countries feel however that tax authorities need special techniques for
assessing and collecting tax on artistes and athletes. In principle, an effective instrument
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available under domestic legislation to deal with situations where income is paid to itinerant
people is withholding taxes. While they can usually be levied on income from dependent
services, withholding taxes are also levied on income from independent services paid in some
countries to non-residents (e.g. Austria, Belgium, Canada, Germany, Japan, United King-
dom). Similar techniques are used under the special “artiste taxes” referred to in
paragraphs 48 to 53 below.

46. In some countries, specific rules apply to artistes and athletes. In countries where
non-residents are liable to income tax only if the income is derived through a permanent
establishment or a fixed base, some improvement can be made by deeming the income paid to
non-resident artistes or athletes as being earnings derived from employment (Netherlands) or
by providing that the taxation right can be exercised even if the performer does not maintain a
permanent establishment in the country (Austria and Germany). In Portugal and Spain,
non-resident artistes are subject to a 5 and 18 per cent withholding respectively. In
Switzerland, income tax is levied at source on income paid to non-resident performers,
according to a graduated four-band tax schedule, after deduction of expenses.

47. Considering the aim of taxing effectively income from entertainment, artistic and
sporting activities in the country of performance, the Committee considers that, in the context
of the general income tax, domestic legislation should ideally provide for tax to be withheld at
source on payments to non-resident artistes and athletes!?. In order to be most effective, this
should apply also where the artiste or athlete has no fixed base or is an employee of a foreign
company having no permanent establishment in the country. Also for the sake of
effectiveness, the rate of such withholding should probably be set at a rather high level.
Finally, where withholding tax is levied, the payer of the income could be held responsible for
the payment of the tax (as is presently the case in Austria, Belgium, Germany, Netherlands
and the United Kingdom with effect from 6th April 1987).

b) Special taxes on artistes and athletes

48. Special artiste taxes are levied instead of general income taxes in Norway and
Sweden on non-resident artistes and athletes performing services in these countries. The basic
object of these taxes is to ensure payment of tax where the remuneration of the artiste and
athlete is paid, i.e. at source, under a technically convenient form!!. As they are constructed,
these taxes are often considered as a tax on the organiser, which gives rise to claims for
exemptions, taking the system further away from its starting, basic principles.

49, In both Norway and Sweden these taxes are final taxes and are fixed at a certain
percentage of the estimated gross income derived by the performer (30 and 15 per cent in
Sweden and Norway, depending upon whether the performer just takes part in a performance,
or arranges it himself). These taxes, which are therefore a simplified form of, and a substitute
for, ordinary income tax, are always taken as income tax for double taxation convention
purposes.

50. The organiser of the event is responsible for the payment of the tax, whether or not he
is the artiste or athlete. In Norway, he is also liable to file a detailed statement on the
arrangement with the collecting authority, and to present contracts on request. In Sweden, a
prior authorisation for the performance is necessary in most cases, but after an amendment in
1977 failure to request authorisation does not entail any fine.

51. Experience shows that in certain respects, such special taxes also are open to abuse.
Detecting the activities is a major issue; especially so as work permits, which should in
principle be issued prior to the performance, are not required for citizens of Nordic countries.
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Assessment problems arise, such as the use of foreign controlled companies and of double
contracts. Finally, collection problems may- also arise where, as in Norway, collection takes
place only after the performance, no prepayment or security for payment being required. The
combination of a low rate of tax on artistes and athletes and of the requirement that, after six
months in the country, the performer is subject to ordinary income tax, opens up possibilities
of evasion and creates administrative difficulties!2,

52. A major problem, as seen in Norway and Sweden, arises from the fact that the tax is
perceived as a tax on the organiser, not on the artiste or athlete. The impression prevails that
the income of non-resident performers is not taxed. It is argued that the tax is an unjustified
additional levy on domestic cultural activities and is inequitable because substantial
exemptions are provided for in practice (in Sweden by way of tax relief for performances
which form part of cultural exchanges).

53. It is noted that these provisions are under review and that suggestions have been
made to improve information gathering through stronger reporting obligations (Norway), as
well as assessment and collection of the tax. In Sweden, special attention is being paid to the
problems connected with imposing tax on a gross remuneration without taking into account
the variety of expenses attributable to different kinds of performances, Experience in these
countries seems to indicate that implementing such a tax requires special care if it is to be
effective. It also raises policy questions of a wider nature to which paragraphs 60 to 63 below
are devoted.

3. Counteracting the abusive use of “artiste” companies

54. Counteracting the use of “slave” contracts with “artiste companies™ is rather
difficult where there is no domestic provision to “pierce” the corporate veil (e.g. as is the case in
the Netherlands). Special measures to deal with situations like these have been taken in
countries like Austria, France, Germany and the United Kingdom and some United States
provisions are also of relevance. The Austrian income tax legislation provides (since 1972)
that independent personal services income of non-resident artistes and athletes in respect of
performances exercised in Austria is subject to withholding tax even if diverted to a third
person (e.g. an artiste company). The recent United Kingdom provisions are similar in
effect.

55. Since 1972, the French legislation contains special provisions, which are not
restricted to the entertainment area, and under which income received by a person outside
France as remuneration for services rendered in France by another person shall be liable to tax
received by companies registered outside Frange for services performed in France or abroad
by individuals resident of France if the latter had “direct or indirect control” of the companies,
or when such companies have no industrial or commercial activity other than the provision of
services or, in any event, where the companies were registered in a country which had no
general income tax treaty with France. The wording of these 1972 provisions left to the tax
administration the burden of showing that the person was a resident in France, and
investigations encountered a number of practical difficulties. The main virtue of the provision
was reported to be its dissuasive aspect.

56. The French provisions were revised in 1980 to cover performers of services who are
non-residents as well as residents of France, and companigs as well as individuals. They apply
in all cases where the person receiving the payment is situated in a low-tax country. In other
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cases they apply unless the performer shows that he has no control over the person, or that the
latter exercises mainly an industrial or commercial activity. Finally the person receiving the
remuneration is jointly responsible for the payment of the tax and the tax authorities may now
collect the amounts necessary for the payment of the tax from third parties (e.g.
organisers).

57. On 20th December 1985 a provision of the German Income Tax Law went into
effect which classifies as taxable domestic income from trade or business, income derived from
artistic, athletic or similar performances exercised in Germany or from their exploitation,
including income derived from other services connected with these services. This applies
regardless of to whom the income accrues. It is not necessary for there to be a permanent
establishment or permanent representative in Germany. In addition, income tax shall be
withheld from such income regardless of to whom the income accrues.

58. In the United States, the Internal Revenue Service has ruled (Revenue ruling
74.330) that where, among other things, the artiste or athlete retains control over the detailed
organisation of his work, an employer-employee relationship does not exist. This ruling helped
defeat the improper use of a tax convention by claiming exemption under the 183-day rule.
Also in the United States, foreign personal holding company provisions extend to income from
the performance of certain personal service contracts. Thus a United States artiste or athlete
who is a 25 per cent or more shareholder in a foreign personal holding company cannot avoid
United States tax by performing services for that entity.

59. Although experience as to the efficiency of some of these measures is still limited, the
Committee considers that they constitute a useful means of counteracting the use of
shadow-companies within the framework of income tax legislation!3.

4. Some policy issues

60. When discussing possible suggestions for improving domestic legislation generally,
rather far-reaching policy questions arise. Even though agreeing that taxation should in
principle take place at the place of performance and that distortions in tax treatments should
be avoided, countries vary in the ways their systems are devised, which has a bearing on
answers to the following two questions:

1. How far should resident and non-resident artistes and athletes be treated alike
or differently?

2. How far should artistes and athletes be treated differently from other
performers of dependent, or independent services?

61. On the first point, differences in treatment which exist in some countries distort
competition and produce claims for a harmonized system whereby resident and non-resident
artistes and athletes would be treated alike and pay the same tax. This would also eliminate an
incentive to engage in tax avoidance by altering the residence status and would avoid some
administrative difficulties (e.g. where a resident performer is a member of a non-resident
band, which may be unknown to the organiser of an event). More generally, it could be argued
that given the nature of the trade, and the fact that some tax problems (e.g. for detecting the
activities) arise in both situations, a similar system should apply to residents and
non-residents.

62. Setting up special systems for taxing artistes and athletes, however, necessarily
divorces them from other categories of taxpayers, whether resident or non-resident. In some
countries, it seems that this could create difficulties, even though special systems could be
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devised to deal with certain other categories (e.g. sub-contractors). There is a feeling, in these
countries, that counteracting tax avoidance and evasion in this area should preferably use
ways and means which would not divorce the artiste or athlete from the main categories of
taxpayers to which they belong, i.e. providers of dependent or independent services.

63. It may be noted that, in order to avoid any differences in treatment, a withholding tax
can be made to cover all the self-employed, not only self-employed artistes or athletes, or
independent contractors. It could apply both to residents and non-residents. Also, as seen
under French legislation, some counteracting measures in the case of dependent services
(foreign “artiste company”), can be made to apply to all types of services concerned. Such
more general instruments would be of use in dealing with income from other types of itinerant
activities. ’
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Part 1V

THE INTERPRETATION AND APPLICATION OF BILATERAL
DOUBLE TAXATION CONVENTIONS

A. Introduction

64. There are many provisions in the 1977 Model Convention which can affect the
taxation of artistes and athletes. Such persons are often in the position of receiving income of
various kinds and from several sources as the circumstances in which they carry on their
activities can vary widely.

65. However, the taxation of their incomes is governed essentially by the provisions of
Article 17 of the Model Convention which stipulates:

“l. Notwithstanding the provisions of Articles 14 and 135, income derived by a
resident of a Contracting State as an entertainer, such as a theatre, motion
picture, radio or television artiste, or a musician, or as an athlete, from his
personal activities as such exercised in the other Contracting State may be
taxed in that other state.

2. Where income in respect of personal activities exercised by an entertainer or an
athlete in his capacity as such accrues not to the entertainer or athlete himself
but to another person, that income may, notwithstanding the provisions of
Articles 7, 14 and 15, be taxed in the Contracting State in which the activities
of the entertainer or athlete are exercised”.

66. The reasons for these provisions in the Model are set forth in the five paragraphs of
the Commentary, on which an observation was made by Canada and the United States.

B. “Personal Scope’ of Article 17

1. Definitions of “artistes” and “athletes”

67. The first issue considered was whether the terms “artistes” (as it appears in the title
of Article 17), “entertainers” and “athletes” were sufficiently broad to cover all the persons it
is wished to tax under Article 17.

68. As far as “artistes” are concerned, it was noted that paragraph 1 of the Article
included examples of persons who would be regarded as such. However, these examples should
not be considered as exhaustive. It was agreed that it was not possible to give any precise
definition of “artiste”, and that a wide variety of situations could arise. On the one hand, the
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term clearly includes the stage performer, film actor, actor (including for instance a former
athlete) in a television commercial. Article 17 may also apply to artistes and athletes
participating in activities which are of a political, social, religious or charitable nature, if an
entertainment character is present. On the other hand, conference lecturers and persons
interviewed on television are clearly not “artistes” in the meaning of Article 17. There is
however a variety of intermediate situations where say, appearance on television or in public
could generally be seen as “acting” for entertainment purposes, thereby falling under
Article 17. In this grey area, it is necessary to review the overall balance of the activities of the
person concerned.

69. A discussion was held on whether and how Article 17 applied to the intermediate
case of the “actor/producer” (or the television presentator/producer, or the dancer/chor-
eographer). The conclusion was that in such cases, it is necessary to look at what the individual
predominantly does in the country where the performance takes place. If his activities in that
country are predominantly of a performing nature, Article 17 will apply to all the resulting
income he derives. in that country. If, on the other hand, the performing element is a negligible
part of what he does in that country, the whole of the income will fall outside Article 17. In
other cases, an apportionment might be necessary.

70. As far as athletes are concerned, it was agreed that the intention was to cover
sportsmen in the broad sense of the word. The term is not restricted to what are traditionally
thought of as athletic events (e.g. running, jumping, javelin throwing). It also covers, for
example, footballers, golfers, jockeys, cricketers and tennis players, as well as racing
drivers.

71. Article 17 also applies to other participants in public entertainment such as billiard
players, and participants in chess or bridge tournaments.

2. Support staff, impresarios

72. Consideration was given to whether, under the present wording of Article 17, there
was some scope for covering “support” staff of artistes and athletes. There was agreement that
a narrow interpretation should prevail and that both the intention and the language of
Article 17 do not presently allow the taxation under Article 17 of producers, film directors;
choreographers, technical staff, etc. Other Articles of the 1977 Model Convention would
apply to such support staff (generally Articles 14 or 15 and in certain cases Article 7).

73. While income received by impresarios, etc. for arranging the appearance of an artiste -
or athlete is outside the scope of Article 17, any income they receive on behalf of the artiste or
athlete does of course come within the Article.
74. It was therefore agreed that income of intermediaries could be covered only by
supplementing the text of the Article, for example along the following lines:
“The rule laid down in paragraph 1 shall apply to income from the personal activities
exercised, in an independent capacity or as an employee, by any person participating
in the organisation or carrying out of such performances by artistes or athletes”.

3. Interpretation of the expression “personal activities”

75. The expression “personal activities” in paragraph 1 of the Article seems to indicate
that the paragraph applies to income accruing to the individual “performer”. However it is
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usual for orchestras, choral societies and sports teams to be incorporated. The question
therefore arises as to whether only the income received by the members of the incorporated
orchestra, etc. come within paragraph 1, or whether income that accrues to the company as
“company earnings” is also covered by that paragraph.

76. The conclusion reached on this question was that paragraph 1 applied to income
derived directly or indirectly by an individual artiste or athlete. In some cases the income will
not be paid directly in the State where the performance takes place to the individual or his
impresario or agent. For example, a member of an orchestra may be paid a salary rather than
receive payment for each separate performance. In this case the Contracting State where a
performance takes place is entitled, under paragraph 1, to tax an appropriate proportion of the
musician’s salary. Similarly, where an artiste or athlete is employed by e.g. a one person
company, the State of source may tax an appropriate proportion of any remuneration paid to
the individual. In addition, where its domestic laws “look through” such entities and treat the
income as accruing directly to the individual, paragraph 1 enables the State where the
performance takes place to tax income derived from appearances in its territory and accruing
in the entity for the individual’s benefit, even if the income is not actually paid as remuneration
to the individual (see paragraphs 85 to 93 below for the interpretation of the provisions of
paragraph 2).

C. Income covered by Article 17

1. Income other than remuneration accruing to artistes or athletes

77. In view of the difficulties inherent in taxing artistes and athletes, who receive a large
variety of types of income from different sources, from the viewpoint of double taxation, the
first question which arises concerns the scope of Article 17, i.e. what types of income are, or
may be, subject to its provisions.

78. One possible interpretation, the narrowest, is that only income deriving directly from
an exhibition — normally in public or on television, in respect of live performance or of the first
transmission of a recording — of the artistes’ or athletes’ talents falls under Article 17, and ali
other types of income should be taxed in accordance with other relevant rules of the 1977
Model Convention. The argument advanced in support of this interpretation is that, subject to
the provisions of Article 17, artistes or athletes should not in principle be taxed differently
from those in other professions, whether self-employed or in dependent employment.

79. Thus, income derived from contracts for the reproduction of an artiste’s work (for
example, on record, cassette or video-cassette), being in the nature of a royalty, should be
governed by Article 12 (cf. paragraph 13 of the Commentary on Article 12). Income from
other independent personal services would come under Article 14. This would apply in
particular to income from sponsorship and to remuneration received from commercial
enterprises for using, and therefore promoting, sports equipment and clothing. As to business
income not expressly mentioned in Article 17, it would come under Article 7.

80. The contrary opinion is that the links which exist between the different activities of
performers, the complexity of the contracts (often so-called package deals) governing the
exercise of these activities, and the forms of payment received (frequently qualified as
“royalties” for tax avoidance purposes) make it impossible for tax authorities to identify each
of them separately, and since the payments are connected, they should all be brought within
the scope of Article 17.
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81. The Committee recognised that the complexity of such situations does indeed give
rise to serious difficulties even though some of the problems were not specific to this area. It
felt that resorting systematically to the solution proposed in paragraph 80 above would
however render meaningless many of the provisions —in particular Articles 12 and 14 ~
dealing with other indirect income habitually received by artistes and athletes over and above
monies paid as direct remuneration. Moreover, there will frequently be substantial
administrative difficulties in taxing such indirect income in the country where the
performance takes place, as contracts concluded with a firm in one country (for example, for
advertising) will very often cover the exercise of activities throughout the world. The country
where the performance takes place will frequently not be informed of the existence of such
income and any apportionnment of it (e.g. on the basis of the relation to a specific
performance) would be problematic, with a risk of double taxation.

82. The Committee considered that it would not be appropriate to bring genuine
royalties into the scope of Article 17. It was noted that the definition of “royalty” under
Article 12 was rather restrictive and a number of countries would not consider advertising and
sponsorship fees as royalty income. Countries would of course be able to check that what was
described as a royalty by the taxpayer really was a royalty in the meaning of Article 12: if it
were not, then Article 17 might apply.

83. It was therefore agreed that, with regard to the application of Article 17, account

should be taken of the extent to which the income was connected with the actual activity of the -
artiste and athlete in the country concerned. In general, Articles other than Article 17 would

apply whenever there were no direct link between the income and a public exhibition by the

performer in the country concerned. On the contrary, advertising or sponsoring income paid

especially in connection with a performance (whether before or after the event) or a series of
performances, would fall under Article 17.

84. Finally, it was agreed that compensation paid to an artiste and athlete when a
performance had to be cancelled by the organiser came under Article 21 dealing with “other
income”. Such compensation is therefore taxable only in the artiste’s or athlete’s country of
residence.

2. Income paid to a person other than the artiste or athlete

85. As noted in paragraph 76, paragraph 1 of the Article applies to income derived
directly or indirectly by an individual artiste or athlete from his/her personal activities. In
some cases, the State where the performance takes place will be in a position to tax at source at
least part of such income. However, it will not always be so, €.g. when income has been paid by
the organiser to a management company for the appearance of a group of sportsmen, or when
a team, troupe, orchestra, etc. is itself constituted as a legal entity.

86. In the case of incorporated teams, orchestras etc., income for performances will
normally be paid to the entity. Individual members of the team, orchestra, etc. will be liable to
tax under paragraph 1, in the country in which a performance is given, on any remuneration or
other income directly or indirectly accruing for their benefit as a counterpart of the
performance. The question arises as to whether and how the profit made by the legal entity
itself from the performance is taxable.

87. Because of the reference to “personal activities” in paragraph 1 of Article 17, the
consensus was that this paragraph was not applicable to such profit of the legal entity, which
raised the question whether paragraph 2 of the Article was applicable.
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88. Paragraph 2 of Article 17 provides that when income in respect of personal activities
exercised by an artiste or athlete “in his capacity as such” accrues to another person, that
income may be taxed in the country in which the activities of the artiste or athlete are
exercised. The original purpose of the provision was “to counteract certain tax avoidance
schemes” by an artiste or athlete under contract with a company which is in effect under his
control. The artiste might claim exemption from tax at source under the 183-day rule, the
company paying him not being taxable in the absence of a permanent establishment (see
paragraph 4 of the Commentary on Article 17 of the 1977 Model Convention).

89. The Committee found that there was nothing in the text of paragraph 2 to preclude
its application to incorporated teams, troupes, etc., even though the original intention was
different. It was therefore agreed that the provisions in Article 17 enabled tax to be levied
on:

— The amounts paid to artistes or athletes through a separate entity but accruing to
them;

— The amounts allocated to an entity, but not paid to the artiste or athlete, which
“has the effect of indirectly taxing the profit element kept by the entity.

90. A few countries, however, considered that paragraph 2 should apply only in cases of
abuse, especially bearing in mind the text of paragraph 4 of the commentary to
Article 17.

91. The Committee noted that the legislation of some countries makes it possible to “look
through” arrangements involving entities and to deem the income to be derived by the artiste
or athlete: where this is so, paragraph 1 enables them to tax income resulting from such
activities in their territory. Other countries cannot do this. Where a performance takes place in
such a country, paragraph 2 permits such countries to impose tax on the profits directed from
the income of the artiste or athlete to the entity. It may be, however, that the domestic laws of
some countries do not enable them to apply such a provision. Such countries are free to agree
to alternative solutions or to leave paragraph 2 out of their bilateral conventions (cf.
paragraph 5 of the commentary).

92. Having earlier considered the application of paragraph 2 to payments made to an
entity in respect of artistes’ and athletes’ performances where they do not control the entity or
benefit from that income (see paragraphs 89 and 91 above), the Committee agreed that there
areeven stronger reasons for allowing the country of source to tax the whole of the income paid
to a performer’s own entity. The Committee also noted that similar considerations as set out in
paragraph 83 above as regards the nature of the income covered by the Article also apply
here. '

93. In the German view the taxation of income derived by a company resident in a third
country for activity exercised in Germany by artistes employed by it should take account of
the legal relationship between the German organiser and that company. If there is no Double
Taxation Agreement with the third country, the Federal Republic of Germany under its
domestic legislation (see paragraph 57) can fully tax such income. Withholding tax is levied
on gross receipts at the rate of 15 per cent. The same applies to third countries with whom
there is an Agreement containing a provision corresponding to paragraph 2 of Article 17 of
the OECD Model Convention.
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D. Other relevant issues

1. Computation of income

94. The Committee noted that Article 17 says nothing about how the income concerned
is to be computed. It is for a Contracting State’s domestic law to determine the extent of any
deductions for expenses. Domestic laws differ in this area, and some provide for taxation at
source at an appropriate rate based on the gross amount paid to artistes and athletes. Such
rules may also apply to income paid to groups or incorporated teams, troupes, etc.

2. Allocation issues

95. The Committee considered whether allocation issues arising for the application of
Atrticle 17 called for special solutions. As noted earlier, only that part of the amounts paid to
an incorporated troupe, orchestra, etc., which accrues to artistes and athletes from the
“personal” exercise of their talents is taxable under the terms of paragraph 1. It will therefore
often be difficult to determine the assessment basis for a specific performance — particularly
when the members of the troupe are paid salaries by the company, receiving remuneration
covering the “world-wide” activities of the troupe. Only estimates will be possible, and the tax
authorities of the country of source and of the country of residence may not agree on the
estimate.

96. Similar difficulties will arise for the application of paragraph 2 of the Article where it
is difficult to isolate the proportion of “artistic” income e.g. in a lump sum payment made to a
non-resident company that is attributable to services which are recognised as not falling under
Article 17,

97. The Committee recognized the difficulties involved in separating out, where
necessary, “artiste income” and “income from other services™, or in apportioning an artiste or
an athlete’s salary, or sponsoring income, in order to assess the sums taxable in the country of
source. As noted earlier (cf. paragraph 94), the Article says nothing as to how the income
concerned is to be computed and domestic laws apply. The Committee agreed that the
problems involved did not differ from other “classical” allocatjon problems and did not cali for
special comments.

3. Cultural events such as those supported from public funds

98. The Committee noted an increasing trend in the organijsation of cultural events, with
related claims for tax exemption, which have sometimes led to abuse. The decision as to
whether special concessions should be granted to artistes or organisers of such events should
best be left to bilateral agreement between Contracting States. However it seems desirable
that a standard provision be suggested for insertion in bilateral cgnyentions. Such exemptions
should be based on clearly definable and objective criteria to ensure that they are given only
where intended. Discretionary expressions such as “cultural exchange” may easily result in
obscurity as to what exactly should be covered by the exemptien. For instance, exemption
could be limited to events specifically funded by government or where specific conditions are
fulfilled (e.g. activities of non-profit organisations). Such a clause might read as follows:
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“The provisions of paragraphs 1 and 2 shall not apply to income derived from
activities performed in a Contracting State by artistes or athletes if the visit to that
State is substantially supported by public funds of the other Contracting State or a
political subdivision or a local authority thereof™.

4. Subsidiary right to tax for the country of residence

99, The provisions of Article 17 could lead to double non-taxation where, on the one
hand, the country of the artiste’s or athlete’s performance cannot exercise the taxing powers
afforded it under the convention (for example, because under domestic law the income is not
taxable or is specifically exempted) and, on the other hand, the country of residence applies
the exemption method to relieve double taxation. This is seen as a major tax compliance issue
in the countries of residence. The problem is of direct concern only to those countries of
residence which apply the exemption method for relieving double taxation (either under
internal law or under a convention). The problem arises not only where the income is not taxed
at source; even when income is taxed in the country in which it is earned, the rate is often
considerably lower than that of a progressive scale of taxation which would be applied by the
country of residence. Some countries are very dissatisfied with this situation and resort to the
use of the credit method in such cases.

100. The Commentary on Article 17 refers to this problem when dealing with the special
case of artiste companies (in paragraph 5 of the text) and suggests as a solution, that either the
credit method be used, or a subsidiary right to tax for the country of residence should be
recognised. That country would be allowed to tax the income in question when this has not
been done in the country where the performance takes place. The first of these solutions is also
referred to in a more general context in paragraphs 32 and 47 of the Commentary on Article
23A. In cases where a country is unable to use the credit method, it should of course adopt the
second solution.

101. The Committee’s conclusion on this point is that there is nothing to prevent two
Contracting States from adopting one or other of these two possible solutions in a bilateral
convention. They should endeavour to do so when there is a high risk of double non-taxation,
tax avoidance or evasion.

5. Triangular cases

102. A number of difficulties experienced by countries involve three-country situations.
One case is where the artiste resides in State A, performs in State S and is employed under an
exclusive “slave” contract by a “shadow company” situated in a non-treaty country B (e.g. a
tax haven) and which supplies the entertainer’s services to a producer in State S against
payment of a fee. The question then arises as to whether State S may tax remuneration in
respect of the entertainer’s performance. An affirmative answer should be given to this
question since Article 17 of the convention between A and S, which applies to the artiste
resident in A, confers on State S the power to tax, and furthermore this power is not
circumscribed by any convention between A and B.

103. In another three-country situation, the artiste is resident in a third State B, while the
“shadow company” is established in State A. Even if there is a convention between A and S,
the “shadow company” in State A could not argue that the remuneration paid by the producer
of the performance in State S constitutes business income received without the intervention of
a permanent establishment, since paragraph 7 of Article 7 stipulates that the Article does not

58



apply to “items of income which are dealt with separately in other Articles” of the convention
between A and S.

104. Consequently, it appears to matter little where the performer resides since this will
either be in a State that has signed a convention with State S (where the activity is
performed), under the terms of which State S has the right to tax, or else in a State which has
not a convention with State S, whose right to tax therefore cannot be limited.
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PartV
CONCLUSIONS

A. Suggested improvements in the domestic sphere

105. This survey of the difficulties encountered by tax administrations in taxing
effectively artistes and athletes, as well as discussions on country experience with
counteracting legislation, led the Committee to suggest some tentative recommendations.
Having agreed on the principle that activities should be taxable in the country of performance,
it was found that there were many instances where, for practical or legal reasons, such
taxation was presently not possible or was ineffective. Improvements should therefore be
looked for in the first instance in the domestic sphere. Admittedly, in providing for domestic
changes, countries may have different approaches as to the proper way of dealing with
resident and non-resident artistes and athletes, or with performers and other taxpayers and
these are referred to in the next section. However, the following suggestions for improvements
can be offered:

a) Exemptions from tax for artistic or athletic events vary in degree among
countries and depend on sovereign rights. Where they exist, however, they may
lead to considerable inequalities, thereby discouraging tax compliance. Also
from a technical point of view special concessions to some parts of the industry
may be detrimental to the good functioning of the tax system;

b) Information: an effective and comprehensive information-gathering system is
required. Setting-up specific units for this purpose would facilitate centralising
the information available and communicating with foreign partners (see
section B below);

¢) Assessment and collection: in addition to stricter accounting and reporting
obligations on organisers, withholding tax systems at fairly high levels could be
set up to cover payments to self-employed artistes and athletes and persons
(including companies) providing the services of artistes and athletes. Although
special taxes constitute a useful system for taxing such people, they appear to
have drawbacks especially in an international context. From the investigation
point of view, a centralised approach to deal with larger domestic cases or with
the liability of foreign artistes and athletes is desirable.

B. Suggested improvements in the international sphere

1. Increased exchange of information

106. It emerges from country experiences that, with the exception of a few countries, little
information is obtained through the exchange of information article of double taxation
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conventions. The Committee recommends that Member countries make a more intensive use
of such exchanges, either upon request, or preferably spontaneously, when tax authorities of a
Contracting State come to learn that some of their residents are about to visit the other State,
or when a resident of that State has performed services in the first-mentioned State. It is
suggested that competent authorities could usefully issue special instructions or guidelines for
dealing with exchanges of information in this area. In the absence of effective exchanges,
income of artistes and athletes is likely to go very lightly taxed, or even not taxed at all when
exemption is provided for in the State of performance.

107. Admittedly it may be difficult for a State to inform the other of impending visits
there. However, some countries with a sophisticated (possibly centralised) information system
on artistic and sporting activities may be in a position to send such advance information. As to
information which the State of residence of the performers would need for its domestic
taxation, there are quite a few details the transmission of which could be agreed upon and
organised: information necessary to verify the facts about the performance, the amounts paid
(both remuneration and tax levied at source), the nature of the tax at source, the residence
claimed by the entertainer etc. The Committee noted that in countries where special taxes
existed (Norway and Sweden), these taxes were covered under bilateral conventions but
exchanges of information provisions did not operate in practice, because such taxes were
handled by authorities or agencies outside the ordinary tax administration, who were not
familiar with exchange of information procedures under double taxation agreements.
Although quick, automatic or spontaneous exchanges would be desirable, the relevant
procedures are therefore difficult to establish in this case.

2. Assistance in collection

108. As seen when reviewing domestic aspects of taxing entertainment activities,
substantial tax collection problems arise by reason of the mobility of artistes and athletes,
especially for countries where artistes and athletes are taxed by assessment. Also, it is in the
nature of the industry that large tax bills relating to a period of popularity and affluence
sometimes arrive at a time when popularity has waned and the money gone. Some countries
appear to be reasonably successful in ensuring compliance which combines a monitoring
system on the movements of artistes and athletes with tax arrears together with a centralised
approach to deal with such people visiting the country. In most cases, however, international
co-operation is required also in this area. Countries which have, or could have, domestic
powers to enforce payment of taxes levied abroad should therefore be encouraged to conclude
conventions providing for assistance in the recovery of tax claims, whether bilaterally (cf.
OECD Model) or multilaterally.

109. Finally, it should be noted that in cases where different national interpretations of
the relevant provisions in double taxation agreements lead to double taxation, countries
should be prepared to use the mutual agreement procedure to resolve such differences.
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NOTES AND REFERENCES

The first was entitled, “Trends in International Taxation: Leasing of Equipment and Hiring-out of
Labour”, OECD 1985.

Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, Japan,
Luxembourg, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, United Kingdom and
the United States.

Only Switzerland reported no particular problem in this area.

Unreporting of income may of course happen there too (e.g. partial payments “off the books”) but
again, the same problem arises for other professions.

Reported to be mostly situated in Switzerland and Liechtenstein.
This also creates problems under double taxation conventions which are dealt with in Part IV.

For practical reasons, the wage tax is sometimes taken as a final tax (e.g. in Germany and the
Netherlands).

Another interesting case of avoidance is the following:

A restaurant makes a contract with a foreign company, according to which the musicians,
show-stars, etc., employed by the company, perform in the restaurant. The restaurant only supplies
the space and does not itself pay any performance or other fees. The foreign company receives the
proceeds from the admission fees. There is a great temptation for the company to leave the proceeds
undeclared in its home country.

Measures which exist in certain countries for counteracting general tax avoidance are nor referred
to in this Section, although they may well be of use in certain instances.

Problems may arise where tax is withheld only on payments to non-residents (see Canadian
experience, paragraph 31 above).

A similar tax was imposed until 1982 in Denmark. When the period of performance exceeded 14
days, or in case of total engagement of at least one week, payments to non-resident artistes were
characterised as income subject to limited taxation in Denmark, and were subject toa 20 per cent
gross tax at source. A recent change in jurisprudence now prevents tax authorities from levying the
tax; the income is now taxable only if the artiste stays in Denmark for more than 6 months.

Following an increase in the rates of the special tax on entertainers in Norway from
1 January 1983 (from 10 to 20 per cent to 15 to 30 per cent on gross payments), experience
suggests that an appropriate balance in tax levels has now been found, thereby reducing the
speculation seen earlier in the advantages of paying special tax instead of the ordinary income
tax.

It is also worth mentioning that measures of this kind may apply, as in the case of France, to the
performance of services of any kind, not only to that of artistes and athletes.
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Annex

ARTICLE 17

ARTISTES AND ATHLETES

1. Notwithstanding the provisions of Articles 14 and 15, income derived by a resident of a
Contracting State as an entertainer, such as a theatre, motion picture, radio or television artiste, or a
musician, or as an athlete, from his personal activities as such exercised in the other Contracting State,
may be taxed in that other State.

2. Where income in respect of personal activities exercised by an entertainer or an athlete in his
capacity as such accrues not to the entertainer or athlete himself but to another person, that income may,
notwithstanding the provisions of Articles 7, 14 and 15, be taxed in the Contracting State in which the
activities of the entertainer or athlete are exercised.

COMMENTARY ON ARTICLE 17 CONCERNING THE TAXATION
OF ARTISTES AND ATHLETES

1. Paragraph 1 provides that entertainers and athletes who are residents of a Contracting State
may be taxed in the other Contracting State in which their personal activities as such are performed,
whether these are of an independent or of a dependent nature. This provision is an exception to the rules
in Article 14 and to that in paragraph 2 of Article 15, respectively.

2. This provision makes it possible to avoid the practical difficulties which often arise in taxing
entertainers and athletes performing abroad. Moreover, too strict provisions might in certain cases
impede cultural exchanges. In order to overcome this disadvantage, the States concerned may, by
common agreement, limit the application of paragraph | to independent activities by adding its
provisions to those of Article 14. In such a case, entertainers and athletes performing for a salary or
wages would automatically come within Article 15 and thus be entitled to the exemptions provided for in
paragraph 2 of that Article.

3. The provisions of the Article do not apply when the entertainer or athlete is employed by a
government and derives the income from that government. Such income is to be treated under the
provisions of Article 19. Certain conventions contain provisions excluding entertainers and athletes
employed in organisatons which are subsidised out of public funds from the application of Article 17.
The provisions of the Article shall not prevent Contracting States from agreeing bilaterally on particular
provisions concerning such entertainers and athletes.

4. The purpose of paragraph 2 is to counteract certain tax avoidance devices in cases where
remuneration for the performance of an entertainer or athlete is not paid to the entertainer or athlete
himself but to another person, e.g. a so-called artiste-company, in such a way that the income is taxed in
the State where the activity is performed neither as personal service income to the entertainer or athlete
nor as profits of the enterprise in the absence of a permanent establishment. Paragraph 2 permits the
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State in which the performance is given to impose a tax on the profits diverted from the income of the
entertainer or athlete to the enterprise where for instance the entertainer or athlete has control over or
rights to the income thus diverted or has obtained or will obtain some benefit directly or indirectly from
that income. It may be, however, that the domestic laws of some States do not enable them to apply such
a provision. Such States are free to agree to alternative solutions or to leave paragraph 2 out of their
bilateral convention.

5. Where in the cases dealt with in paragraph 2 the exemption method for relieving double
taxation is used by the State of residence of the person receiving the income, that State would be
precluded from taxing such income even if the State where the activities were performed could not make
use of its right to tax. It is therefore understood that the credit method should be used in such cases. The
same resuit could be achieved by stipulating a subsidiary right to tax for the State of residence of the
person receiving the income, if the State where the activities are performed cannot make use of the right
conferred on it by paragraph 2. Contracting States are free to choose any of these methods in order to
ensure that the income does not escape taxation.

Observation on the Commentary

6. Canada and the United States are of the opinion that paragraph 2 of the Article applies only to
cases mentioned in paragraph 4 above and these countries will propose an amendment to that effect
when negotiating conventions with other Member countries.

Reservations on the Article

7. Greece and Portugal reserve the right to apply the provisions of Article 17, not 19, to income of
government entertainers and athletes.

8. Japan reserves the right to apply the provisions of this Article to income derived in connection
with trade or business by entertainers or athletes who are employed by the government.

9. The United States reserves the right to limit paragraph 1 to situations where the entertainer or
athlete is present in the other State for a specified period or earns a specified amount.
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