
It's Essential 169

Taxation of Trusts: Dealing with 
   the divergence problem

Treaty Shopping

FOCUS AND SCOPE

Treaty shopping, the practice of structuring cross-border 

business and investment transactions in order to take advantage 

of favourable Double Tax Agreements (DTAs), is a topic of 

major importance in global taxation. It touches on many areas 

affecting government policy, including national sovereignty, the 

impact of European Union Directives, the significance of bilateral 

agreements between countries and trade liberalization. In this 

paper, John Marcarian examines the practice in detail, asks 

whether it is still a problem, and discusses the methods which 

Australia’s DTAs and domestic tax laws adopt to deal with the 

practice. Examples and case studies are provided.

BACKGROUND

Treaty shopping is a technique used by persons or entities that 

“shop” for a favourable DTA in order to structure their business 

and investment transactions to obtain treaty benefits in ways 

that were originally unintended by the bilateral treaty partners. 

In a simple example, an entity which is resident in one country 

and which wishes to do business or invest in a second country 

will establish a presence in a third country in order to take 

advantage of more favourable provisions in the DTA between the 

third and second countries.

Treaty shopping is regarded by revenue authorities and by 

the OECD as a major problem, and an abusive practice which 

should be eliminated. There are, however, jurisdictions which 

appear to tolerate the practice, and there are tensions and 

inconsistencies between domestic tax laws and tax treaty law 

and practice which would appear to offer opportunities for use 

of the technique. For example, in the European Union there are 

differences between EU Directives on the one hand and DTAs 

between individual EU members that provide scope for the 

exploitation of differences between European tax regimes.

Some jurisdictions have tried to use domestic tax laws to 

override DTA provisions, in order to combat the practice. This 

is regarded as an unsatisfactory solution to the problem; the 

preferred remedy is to renegotiate DTAs rather than to override 

them. So far as Australia is concerned, it is the author’s view 

that Part IVA of the Income Tax Assessment Act 1936 has design 

flaws which render it an inadequate weapon to deal with the 

myriad of treaty shopping possibilities affecting Australia.

The author believes that while Australia’s DTA policy is far 

from consistent it is undoubtedly the case that Australia has 

taken a proactive, though piecemeal, anti-treaty shopping 

approach in those DTAs where Treasury has cause for concern.

IMPACT

It is clear that opportunities exist around the world to practise 

treaty shopping. In the author’s view, clients and their taxation 

advisors should not consider embarking on any form of cross-

border transaction without a thorough understanding of the 

issues involved in treaty shopping. Given that Australia’s 

economic growth depends largely on the flow of investment 

capital both into and out of Australia, tax planning opportunities 

available in jurisdictions which compete with Australia for 

investment capital should also be available in this country. 

Limiting the attractiveness of Australia as a place to invest for 

third country residents has potential to harm our economic 

growth.
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\\ Article Summary

INTRODUCTION

The topic of treaty shopping is a highly 

emotive one for the simple reason that 

it touches on so many areas affecting 

government policy, including national 

sovereignty, the impact of European 

Union (“EU”) Directives, the significance of 

bilateral agreements between countries and 

trade liberalization.

It is submitted that the questions posed 

above are (within the field of international 

tax law) among the most significant 

questions that can be posed today.
1

That treaty shopping is of major 

importance in global taxation is without 

doubt. It has been perceived as a problem 

as early as 1962 when the first preventative 

measure was enacted in Switzerland.
2
 

Treaty shopping was always viewed by the 

OECD as a major problem and a practice 

which must be eliminated as abusive.
3

This article will focus on the above 

questions with the aim of providing the 

reader with the answers based on the 

“current” state of play in Australia and 

internationally.

What is “treaty shopping”? 

The first part of the article will provide the 

author’s view of the generally accepted 

“answer”. An example will be provided to 

illustrate the concept.
4

Is “treaty shopping” still a 
problem?

From the perspective of a revenue authority 

I would submit (based on the evidence that 

lies herein) the answer is an unequivocal 

“yes”. From the perspective of the taxpayer 

(and their tax advisor) the answer is 

“sometimes”. 

This is because ample opportunities 

exist to practice treaty shopping and a 

number of international examples will be 

highlighted below.

It will also be seen that a number of 

countries adopt a “liberal” interpretation of 

a tax treaty when in fact their domestic law 

would prevent a particular transaction or 

arrangement from succeeding.

This section will consider the operation 

of S 3A of the International Agreements 

Act 1953 (“the IAA”), a unilateral provision 

introduced, to prevent treaty shopping 

in relation to the sale of Australian real 

property interests. 

The paper will then examine Part IVA of 

the Income Tax Assessment Act 1936 (“the 

1936 Act”) to consider its application to 

treaty shopping.
5
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Assess how if at all treaty 
shopping is addressed in 
Australia’s DTA’s?

It is submitted that Australia’s past and 

current treaty policy is unclear and currently 

inconsistent. Respected commentators 

have stated that “working out Australia’s 

treaty policy and its evolution…is a form of 

divination that few people have the desire 

to practice”.
6

The paper will focus on measures 

that Australia has adopted in particular 

agreements to counter “treaty shopping” 

including:

■ the Australian/US DTA
7
 (“the US DTA”);

■ the Australian/Russian DTA
8
 (“the 

Russian DTA”);

■ the Australian/Chinese DTA
9
 (“the 

Chinese DTA”); and 

■ the Australian/Vietnam DTA
10

 (“the 

Vietnamese DTA”);

My view is that currently treaty shopping 

appears to be alive and well and able to be 

practiced depending upon the particular 

treaty used as an access point to Australia 

and the type of gain or benefit sought to be 

achieved.

WHAT IS “TREATY SHOPPING”? 

Treaty shopping is a technique followed 

by persons or entities that “shop” for a 

favourable DTA in order that they can 

structure their business and investment 

transactions to obtain treaty benefits in 

ways that were originally unintended by the 

bilateral treaty partners. 

Edwardes-Ker states:
11

“Because tax treaty benefits cannot be denied to 

those proving their entitlement to such benefits, 

'treaty-shopping' may be advantageous. Treaty 

shopping typically arises because no (or only 

an unattractive) tax treaty exists between an 

investor’s residence State and a source State. 

The treaty-shopping investor will then typically 

decide to establish a (base or conduit) company 

or other entity allegedly resident in a third State. 

This entity will then seek to claim the benefits of 

an attractive tax treaty between this third State 

and the source State”.

The actual practice of “treaty shopping” 

can be appreciated by way of an example. 

Let us assume an example involving 

three countries, Taxalot, Fairalot & Notazot.

Taxalot. It levies a 40 per cent corporate 

tax rate and a 30 per cent withholding tax 

on dividend, interest and royalty payments 

made to non-residents. The withholding 

tax rate is reduced to 10 per cent under 

Taxalot’s DTA’s. Taxalot has a DTA with 

Fairalot, but not with Notazot.

Fairalot. It levies a 15 per cent corporate 

tax rate and provides a credit (on a “gross 

up” basis) for foreign taxes paid. It does 

not require withholding taxes on dividends, 

interest and royalty payments to be 

withheld on payments to non-residents. 

Notazot. It avoids double taxation by 

using the exemption method, that is, 

it does not tax its residents on income 

earned outside its territory.

Robber Hood Inc is a resident of 

Notazot. 

It owns a patent and is interested in 

licensing it to Maid Marion Co in Taxalot.

Since there is no tax treaty between 

Taxalot and Notazot, Taxalot would impose 

a 30 per cent withholding tax rate to any 

royalty payments made to Robber Hood 

Inc by Maid Marion Co. 

Let us assume that royalty payments are 

expected to be $200,000 from Maid Marion 

Co to Robber Hood Inc. 

The net after-tax cash receipt would be 

$140,000 as illustrated in Table A.

Table A
Licensing the patent directly

Taxable Income (Royalty) $200,000

Taxalot withholding tax at 30% $ 60,000

Notazot income tax Exempt

Net after-tax income $140,000

However Robber Hood Inc may be able to 

take advantage of the reduced 10 per cent 

withholding tax rate available under the 

Taxalot-Fairalot DTA.

Robber Hood Inc establishes a 

subsidiary, Robber Sub in Fairalot which 

will be a resident of that country. Robber 

Hood Inc sells the patent to Robber Sub for 

its “market value”.
13

Robber Sub licenses the patent to Maid 

Marion Co for a licence fee of $200,000.

As a result of Robber Sub’s residence 

in Fairalot the royalty payments from 

Taxalot qualify for the reduced 10 per cent 

withholding tax rate available under the 

Taxalot/Fairalot tax treaty. 

Hence Robber Sub receives $180,000 

net after Taxalot’s tax.

The $20,000 withholding tax paid in 

Taxalot is credited by Fairalot against 

Robber Sub’s corporate tax liability. Robber 

Sub’s net after tax income is $170,000 in 

Fairalot.

Robber Sub distributes its profits to 

its parent, Robber Hood Inc, by way of 

dividend payments. 

Under Fairalot’s tax laws, the $170,000 

dividend payments to Robber Hood Inc are 

exempt from withholding tax. 

Therefore for Robber Hood Inc the 

dividends would represent the final next 

after tax income as calculated in Table B.

Table B
Licensing the patent indirectly through 
Fairalot

Taxable income (royalty) $200,000

Taxalot reduced withholding tax at 10% ($20,000)

Net after Taxalot tax $180,000

Fairalot corporate tax at 15% ($30,000)

Fairalot tax credit $20,000

Net profit available for distribution $170,000

Fairalot withholding tax at 0% Exempt

Notazot income tax Exempt

Net after tax income $170,000

Thus is can be seen that the benefit of 

treaty shopping in the above example is 

$30,000. 

IS “TREATY SHOPPING” STILL A 
PROBLEM?

Before commencing a detailed answer to 

this question it is worth recalling a recent 

comment by Second Commissioner of the 

John Marcarian, Managing Director, CST Tax Advisors
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Australian Taxation Office, Jim Killaly on 

the work of the OECD against harmful tax 

practices.

Mr. Killaly states that “the OECD work 

is not about harmonising tax systems, or 

even expecting havens to have tax systems 

remotely like those of developed countries. 

It is about competing fairly!”
14

One would respectfully suggest that 

the word “fairly” depends entirely on one’s 

perspective. 

As we will see my view is that treaty 

shopping is alive and well. This view is 

supported by opportunities that exist in 

many current DTA’s between countries as 

well as due to the recent initiatives in the 

EU.

It is submitted that the opportunities for 

treaty shopping will continue to flourish 

despite the general policy thrust of the 

OECD.

It is also submitted that the current Part 

IVA
15

 of the 1936 Act is due to its design 

flaws not an adequate weapon to deal with 

the myriad of treaty shopping possibilities 

affecting Australia. 

Vienna Convention on the Law of 
Treaties (“VCLT”)

A useful point to start in considering the 

context from which treaty shopping arose 

in international tax is the VCLT.

The VCLT was enacted in 1969 and it 

entered into force in 1980.
16

Article 26 of the VCLT contains the 

doctrine of “pacta sunt servanda” which 

means that every treaty in force is binding 

upon the parties to it and must be 

performed by them in good faith.

Article 27 of the VCLT states that a party 

may not invoke the provisions of its internal 

law as justification for its failure to perform 

a treaty. 

These two articles are very important 

in public international law. If domestic law 

overrides a tax treaty, the State would 

violate its international obligations.

Thus the above principles “seem” to 

permit treaty shopping if a taxpayer is able 

to find a circumstance where the taxpayer 

can benefit from a DTA.

It must be noted that many countries 

frown on treaty shopping as they believe 

that it reduces the bilateral treaty function 

to a “treaty with the world”.
17

The OECD
18

 has concluded that treaty 

shopping is undesirable since it frustrated 

the spirit of the DTA if not the legal 

provisions in the DTA. 

Despite this the report concluded that 

anti-treaty shopping provisions under 

domestic law should not override treaty 

provisions. 

This is because every DTA is binding on 

the parties and under the VCLT should be 

performed in “good faith” even if benefits 

were conferred on an improper basis. 

The suggested remedy is to renegotiate 

the treaty rather than override the treaty.

When a country unilaterally commences 

overriding a tax treaty this can lead to 

retaliatory action by the other contracting 

state to the detriment of its own nationals. 

See the discussion below on Australia’s 

attempt at treaty override in the context of 

S 3A of the IAA.

Examples of Treaty Shopping 
Opportunities Currently Available

Set out below are three examples of treaty 

shopping which are able to be implemented 

at the present time.

Hong Kong Investor in UK Property19

In this example Mr Lee, a Hong Kong 

resident, had the opportunity to buy some 

property in the United Kingdom at a price 

which he believed would provide him a 

profit on re-sale. 

Mr Lee could not do the deal directly as 

he would be liable to UK tax on the profit. 

However his tax advisor suggested that 

he form a Jersey resident company which 

did the deal instead. 

Mr Lee had to make sure that the Jersey 

company was “managed and controlled” in 

Jersey.
20

 

 A final addition to the strategy was to 

establish a zero-tax company – typically a 

Jersey exempt company so that when the 

“profit” was made on the sale by the Jersey 

company a 90 per cent commission was 

paid to the zero tax company.

The Jersey tax collector was happy to 

treat this commission as tax deductible. Mr 

Lee therefore would only pay 2 per cent tax 

in Jersey.

The transaction is shown in the diagram 

below:

The United Kingdom is very tolerant of the 

use of its treaties with the Channel Islands. 

Another area in which treaty shopping 

is available involves trusts as can be seen 

from the following example.

Hong Kong Investor in Spanish Company

In this example a Mr Lee wishes to invest in 

a Spanish Company to make a capital gain.

If he invests directly he is advised that 

he will be subject to tax on any gain that he 

makes.

Therefore Mr Lee decides to use a UK 

Trust established some years earlier which 

holds an international share portfolio.

As Mr Lee is not resident in the UK 

his UK trust is free from tax in respect of 

foreign income and free of tax also on 

capital gains.

The trust may be largely for the benefit 

of Mr Lee and his family however the UK 

treaty with Spain exempts the trust from 

Treaty Shopping
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tax on such capital gain.

This is classic treaty shopping because 

the benefit of the UK/Spain DTA does 

not go to a UK taxpayer, but to someone 

resident in Hong Kong!

The transaction is shown in the diagram 

below:

An example which highlights the use 

of treaty shopping involving Australia 

concern’s Mr Lee’s cousin, Mr Sang, a 

resident of Luxembourg.

Luxembourg Investor Acquiring Shares in 
Australia

Mr Sang is the director of a company 

that specialises in investing in mining 

companies around the world.

Mr Sang is examining the question of 

whether he should establish an entity either 

in Hong Kong or Singapore to acquire the 

Australian mining company shares.

Mr Lee suggests that the subsidiary be 

established in Hong Kong. 

However Mr Sang favours Singapore 

for a number of reasons – including the 

existence of a DTA between Australia and 

Singapore. 

An advantage of utilizing Singapore to 

establish his company is that as unfranked 

dividends will predominantly be paid to 

SingCo they will be subject to a maximum 

rate of withholding tax of only 15 per cent.

If the dividend was paid directly to 

Hong Kong Co or Luxembourg Co the 

withholding tax rate would be 30 per cent 

under Australia’s domestic tax law. 

Mr Sang was concerned about 

Australia’s general anti-avoidance provision 

Part IVA of the 1936 Act.

However Mr Sang was advised by Senior 

Counsel in Australia that S 177CA of the 

1936 Act deems a tax benefit to arise under 

the anti-avoidance provisions of Part IVA of 

the 1936 Act if a complete defeasance (but 

not merely a reduction) of withholding tax is 

achieved.
21

The example of this structure would be 

as follows:

Support for Treaty Shopping 
Opportunities Internationally

European Developments

European tax law is developing a new legal 

environment, which will cause a gradual 

elimination of Member States’ national 

tax sovereignty and will offer taxpayers a 

serious protection of their individual rights 

under the jurisdiction of the European Court 

of Justice (“ECJ”)
22

.

ECJ – Case D (C-376/03) 

D-case (c-376/03) has resulted in the 

taxpayer’s protection in the field of 

direct taxation in respect of cross border 

transactions being significantly increased. 

That case concerned a German taxpayer, 

holding property in the Netherlands, who 

sought to avoid the imposition of the Dutch 

wealth tax.

Dutch law would have allowed Mr D 

to avoid the tax if he was Belgian (under 

the tax treaty between the Netherlands 

and Belgium) – but as Mr D was a 

German resident, the treaty between the 

Netherlands and Germany provided no 

such relief.

Mr D’s tax advisors brought the case 

before the Dutch court which then referred 

two major questions to the ECJ for 

preliminary ruling. 

These questions were:

1. Whether the situation in which a 

domestic taxpayer is entitled to the 

deduction of a tax allowance from 

wealth tax liabilities whereas a non-

resident taxpayer has no such right 

is discriminatory in accordance with 

existing Community law (prohibition of 

nationality discrimination – Article 56 

in conjunction with Article 12 of the 

European Community Treaty); and

2. If not whether it makes a difference 

that the Netherlands has granted such 

entitlement to residents of Belgium in 

the double taxation agreement (Most 

Favoured National Treatment); 

In the opinion of Advocate General 

Colomer the answer to the first question 

was “Yes” and the answer to the second 

question was “No”. The significance of 

these answers cannot be understated.

In answering “Yes” to the first question, 

Advocate Colomer stated:

“I propose that the Court of Justice should rule 

that the free movement of capital within the EU 

precludes national legislation which, in relation to 

wealth tax, grants resident taxpayers entitlement 

to an allowance which it denies to non-resident 

taxpayers…”(emphasis added).

In answering “No” to the second question, 

Advocate Colomer stated:

“The fact must not be overlooked that 

national provisions, which include validly 

concluded and ratified international treaties, 

must not infringe the fundamental freedoms 

of the European legal system. I am 

aware of the danger, which the foregoing 

considerations imply for the equilibrium 

and reciprocity, which prevail in the system 

of double taxation treaties, but those 

difficulties must not become obstacles to 

the establishment of the single market” 

(emphasis added).

John Marcarian, Managing Director, CST Tax Advisors
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Thus is it clear from Case D that national 

legislation to prevent treaty shopping must 

not be viewed as effective in the face of EU 

law and the “fundamental freedoms of the 

European legal system”

There is little doubt that tax treaties of 

Member States are in open conflict with 

European Community Law. 

The primacy of EU law is evident 

whereas Member State’s sovereignty is 

relative and depends on recognition.

EU Directives

It is interesting to note that the Directives 

themselves have no “anti-shopping” 

provisions.23 

Therefore there is increased scope 

internationally to continue to exploit 

differences in the tax regimes of Europe. 

The EU Council Directive 2003/49/EC 

provides for no tax on interest and royalty 

payments.
24

 

From the perspective of the tax advisor 

these developments are extremely 

promising because the EU now includes 

jurisdictions which are effectively zero-tax 

jurisdictions. 

That means that businesses can operate 

in and through the EU, using its entire 

web of tax treaties and Directives, to bring 

money into the EU on a tax favoured basis; 

take it out to an EU jurisdiction where there 

is no tax; and then finally pass it along to 

an international offshore financial services 

centre at no cost.

An example of such an international 

offshore financial services centre is the low 

tax regime of Cyprus.
25

Cyprus has adopted, in its law all the EU 

Directives
26

 and it has fully complied with 

the OECD criteria. 

It has provided in its tax system, a tax 

rate of 10 per cent which is the lowest in 

Europe. 

It has a DTA network with 33 countries 

and by virtue of its place in the EU it 

offers via its Cyprus Holding Company the 

following:

■ The ability to extract dividends at low or 

zero tax;

■ The ability to receive dividends at low or 

zero tax; and 

■ The ability to dispose of international 

holdings without any capital gains tax;

The door to the EU therefore appears wide 

open.

From a taxpayer perspective the most 

encouraging aspect of the new landscape 

is that the European Commission is 

prepared to accept “low-tax offshore 

centres”.
27

The key feature which distinguishes the 

Directives from DTA’s is that the Directives 

have no “limitation of benefits” provisions, 

so that it makes no difference whether 

the shareholders of the company which 

is invoking the Directive are resident in 

the treaty jurisdiction, or whether a proper 

amount of tax is paid.

From the perspective of the taxpayer this 

is a highly important and desirable result. 

EU Council Directive 2003/49/EC on 

interest and royalties provide clear support 

for the use of conduit companies.
28

It is difficult to speculate how long this 

combination of new EU jurisdictions sporting 

very interesting and low-tax regimes with 

the Directives is going to last and whether at 

some point the EU will introduce limitation of 

benefit clauses to its Directives.

However as the law stands treaty 

shopping into and out of the EU is 

fundamentally easier and more flexible even 

for residents of countries that have no DTA 

with EU countries.

For the sake of completeness is it worth 

mentioning that some countries have tried 

to have their domestic policies block the 

implementation of the benefit of the EU 

Directives.
29

How successful these unilateral 

measures will be remains to be seen. 

Unlike the Vienna Convention on the law 

of interpreting treaties – EU directives have 

force of law. 

For example France recently had its “exit 

tax” struck down by the ECJ.
30

Other Country Support for Treaty 
Shopping

Austria
31

 considers treaty shopping as 

acceptable under its domestic law. The tax 

authorities cannot challenge it even if the 

sole purpose is tax avoidance provided it 

is lawful. 

Netherlands does not support 

comprehensive anti-treaty shopping 

provisions as it supports the free flow of 

capital. The concept of “fraus legis” applies 

to all Netherlands tax laws.
32

However the tax authorities in the 

Netherlands refuse to apply this principle 

when it comes to Netherlands tax treaties.
33

 

Case Law Example of Treaty 
Shopping Problems

Perhaps the best known Australian case 

involving treaty shopping is Lamesa.
34

 

Lamesa’s case35

The Lamesa case concerned the taxation 

of a non-resident investor on the sale of 

shares in Australian companies and the 

interpretation of the Australian/Netherlands 

DTA
36

 (“the Dutch DTA”). 

The Court in that case was primarily 

concerned with whether the DTA provided 

“protection” from Australian tax on the sale 

of shares.

Lamesa agreed that the profit was 

included in its assessable income under the 

1936 Act. It however sought protection of 

the profit under the “Business Profit” Article 

7 of the Dutch DTA.

Treaty Shopping

“
”

the door to the EU... appears wide open
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The Commissioner sought to tax the 

profit under Article 13 of the Dutch DTA37 

but the Commissioner failed in his attempt 

to do so.
38

Interestingly though the Australian 

Taxation Office did not argue Part IVA. 

As noted by Ian Gzell QC
38

:

“The Commissioner did not rely on Part IVA in 
Lamesa. 

Had he argued that the interposition of the Dutch 
Company between GEILP in the US and ARL in 
Australia could be ignored under Part IVA…the 
profits were still beyond Australia’s taxing power 
because of the business profits article in the 
Australia/US treaty. 

Like the Australia/Netherlands treaty the capital 
gains article in the Australia/US treaty is limited 
to real property and land rich companies (as it 
then was!)”(emphasis added)

Clearly then Part IVA would have been an 

ineffective tool in this situation.

Treaty Override

Following the decision in Lamesa, S 3A of 

the IAA was introduced in an attempt to 

ensure that the ATO would not “fail” again 

in similar circumstances. 

There was a delay between the Federal 

Court decision on 20 August 1997 and the 

introduction of legislation on 9 December 

1999.
39

With respect to the ATO it is not certain 

that a provision of this type would be 

effective if challenged by a treaty partner 

for a number of reasons, including:

■ Applying this provision to transactions 

commenced before April 1998 is far too 

severe;

■ The unilateral abrogation of Australia’s 

treaty obligations by amending domestic 

law is not effective because a change 

such as the one made actually requires 

the acceptance of a bilateral agreement 

between treaty parties;

■ There is a lack of certainty arising 

from leaving the term “alienation or 

disposition” undefined.

That Australia has “practiced” treaty 

override is clear.
40

 This may provoke a 

number of responses by an affected treaty 

partner.
41

It is submitted that treaty override is a 

“clumsy” solution to address a perceived 

problem which is better dealt with by 

pressing for renegotiation of the offending 

article.

Applying Part IVA to “Treaty Shopping”

It is clear that Part IVA of the 1936 Act is 

able to be used against “treaty shopping” 

due to the operation of S 4(2) of the IAA.
42

 

Unlike other jurisdictions Australia does 

not have specific treaty shopping legislation 

in its domestic law.

Currently – Part IVA of the 1936 Tax Act 

only operates if there is a “tax benefit” as 

defined. 

A treaty will normally provide a benefit 

by “excluding” the right of Australia to tax. 

That was the type of benefit which arose in 

Lamesa.

It is considered that the benefit available 

to Lamesa under the Dutch DTA did not 

amount to an exclusion from assessable 

income for the purposes of Part IVA of the 

1936 Act.
43

The profit on sale of the shares was 

included in Lamesa’s assessable income. 

The effect of the treaty was that Australia’s 

right to tax that assessable income was 

forgone.

Therefore this point of distinction 

highlights another opportunity for the treaty 

shopper to structure their circumstances 

so that no “tax benefit” can be said to have 

arisen in Australia.

Part IVA Developments

It is worth noting that the current Part 

IVA was addressed by the Review of 

Business Taxation Committee in which 

recommendations were suggested.
44

The Federal Government in the second 

stage response to the Ralph Report
45

 

has accepted that the definition of a “tax 

benefit” should be expanded and that it 

should include treaty shopping.
46

Recommendation 6.3
47

 is particularly 

relevant to the concept of treaty shopping. 

The commentary to this recommendation 

in the Ralph Report notes that this revised 

“tax benefit” definition would apply to 

treaty shopping by for example the re-

routing of royalty payments through a 

series of countries having tax treaties with 

Australia so as to minimise a withholding 

tax liability.

As this would be a “tax benefit” it would 

be subject to Part IVA
48

 of the 1936 Act.

At present, the Government has not 

tabled any draft legislation or Bill in regard 

to the expanded definition of tax benefit 

so it is difficult to know how it may actually 

operate in practice.

It has been noted that “significant 

legislative pressures associated with 

tax reform have meant that these 

proposed amendments have not yet been 

introduced”.
49

The Government has announced via a 

press release (Treasurer Press Release No 

16 of 22 March 2001) that any amendments 

to Part IVA will have effect from the date of 

introduction into Parliament of the relevant 

legislation.

It will be interesting to see what final 

form the proposed amendments take and 

how they enhance the application of Part 

IVA to prevent treaty shopping.

HOW IS TREATY SHOPPING 
ADDRESSED IN AUSTRALIA’S 
DTA’S?

Before considering this part of the question 

it is useful to consider two preliminary 

matters, namely:

1. The role of Australian courts in 

interpreting DTA’s; and

2. How international models deal with 

“treaty shopping”

The Role of Courts

While there are specific rules for the 

interpretation of DTA’s, judges draw on their 

domestic “conditioning” to apply a mindset 

to the task of interpretation.
50
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In the early days of Australian judicial 

interpretation a “literal approach” was 

taken.
51

 

Australian courts have in recent times 

moved away from adopting a literal 

approach to a “purposive approach” to 

construction.

This is to say that “the construction 

will be accepted which gives effect to the 

legislative purpose and emphasis”
52

 of a 

particular provision of a DTA.

How this is done when a term in a 

DTA is undefined and applied in a foreign 

language is vitally important. 

I discuss below the Chinese DTA and in 

particular, the term “principal purpose”.
53

 

As this term is not defined in the Chinese 

DTA it would be interpreted according to 

the current Australian judicial approach to 

interpreting words using their common law 

meaning in Australia.

However should the term be of 

significance to an Australian company 

seeking to obtain benefits in China, there 

may be two problems, namely:

1. The general interpretation of the term in 

a foreign language (ie Mandarin); and

2. The unique legal concepts employed in 

China.
54

This example highlights an inherent 

problem that faces taxpayers when 

considering the impact of relatively new 

DTA “anti-treaty shopping” provisions.

How International Model 
Agreements deal with Treaty 
Shopping

A. The United States Model Income Tax 
Convention55

This convention contains an extensive 

Limitation on Benefits (“LOB”) Article which 

will be discussed below.

It is sufficient here to say that during the 

negotiations between the United States 

and Australia – Australia accepted by and 

large the LOB clause (though not identical) 

of the Convention.
56

 

This represented a significant departure 

from past treaty practices.
57

At this stage it is also worth noting that 

only three of Australia’s DTA’s contain LOB 

provisions but the trend towards including 

them seems to be gathering momentum.

B. The UN Model Convention58

The Convention was written more from the 

viewpoint of the developing nations than 

the first world countries. There is thus no 

LOB Article in this convention.

It is also worth noting that the definition 

of resident allows for the possibility of 

a conduit entity being established as a 

resident of a developing country.

C. The OECD Model Convention59

Whilst there is no LOB Article in the 

model convention, the Commentaries to 

Article 1 do contain substantial discussion 

approving the application of provisions in 

bilateral DTA’s in order to limit the ability 

of third state residents to obtain DTA 

benefits.
60

Australia for its part has in a number of 

agreements implemented such bilateral 

provisions.

Australia’s approach

The provisions discussed below are “treaty 

shopping” provisions mentioned in certain 

DTA’s that Australia has entered into.
61

The following clauses are designed to 

limit and counter treaty shopping:

1. The LOB clause;

2. “Beneficial Ownership” limitation in 

Interest, Dividend & Royalty Articles;

3. Principal purpose “residence clause” as 

mentioned in the Chinese DTA;

4. Article 16(7) of the US DTA;

5. Article 23(7)(c) of the Vietnamese DTA;

>> 1. Limitation on Benefits

This type of provision is not a usual feature 

of Australia’s DTA’s. It was insisted upon 

by the US and a provision of its type also 

exists in the Russian DTA.

Nonetheless it is a weapon available to 

Australia to deal with treaty shopping. That 

it came about as a result of US insistence
62

 

is not the presently relevant. 

The LOB article in the US DTA is far 

more extensive than the previous version.

It incorporates many of the features in 

the 1996 US Model Convention.

 Under the new US LOB article there are 

essentially three tests employed:

■ The “qualified persons test” – generally 

benefits of the DTA are only available to 

qualified persons;
63

■ The “active trade or business test
64

” – if 

a person is not a “qualified person” that 

person will nevertheless be entitled to 

DTA benefits if they are engaged in the 

conduct of an active trade or business in 

the country of residence;

■ The “competent authority 

determination”.65

By contrast the Russian DTA LOB provision 

is far more specific and confined in its 

operation when compared to the US DTA.

Article 23 of the Russian DTA provides 

that benefits shall not flow to income or 

profits arising from specific activities where 

under the law or administrative practices of 

a contracting state, those income or profits 

are taxed concessionally and in relation to 

that treatment the information is dealt with 

in a manner which is beyond the usual or 

general protection of information provided 

for tax purposes.66

This has led commentators to speculate 

whether this relates to some particular 

suspicion on Australia’s part regarding 

Australia’s dealing with Russia.67 This 

seems plausible given that there is no such 

concept covered in other recent protocols 

such as Canada and the US.

>> 2. “Beneficial Ownership” Limitation

It is worth noting that only the “beneficial 

owner” is able to benefit from articles 

in many of Australia’s DTA’s relating to 

interest, dividends and royalties. 
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Thus a conduit company which is acting 

as a nominee or in an agent capacity 

would not receive the benefit of the treaty 

protection. 

This is clear based on the OECD 

Model Commentary. In fact the 1987 

OECD
68

 report stated that a conduit 

company acting as an administrator for its 

shareholders with very narrow powers was 

similar to an agent or a nominee. 

Consider the case where third country 

shareholders form an overseas company in 

a country with which Australia has a DTA 

eg Singapore. Often these shareholders 

will utilize nominee directors with the sole 

aim being to access Australian sourced 

dividends or interest and benefit from low 

rates of withholding tax.

It is submitted that the “beneficial 

ownership” limitation could be applied to 

prevent such a company claiming treaty 

protection for Australian sourced dividends, 

interest and or royalties.

>> 3. “Principal Purpose” Residence 
Clause

A very interesting and recent development 

is Article 4(5) of the Chinese DTA.
69

 

This article is clearly aimed at preventing 

treaty shopping.

Article 4(5) states that:

“If a company has become a resident of a 

Contracting State for the principal purpose of 

enjoying benefits under this Agreement, that 

company shall not be entitled to any of the 

benefits of Articles 10, 11 and 12”.

As stated above there is no definition of 

“principal purpose” in the agreement.

Thus the provision appears quite far 

reaching in its application. 

Its effect on “treaty shopping” seems 

thus to turn on how a particular Contracting 

State views the activities of a company 

attempting to benefit from the treaty. 

Let us assume that a Seychelles resident 

has say, three purposes, in establishing a 

company in Australia to do business wholly 

in China. These purposes are as follows:

1. To obtain entry to a growing market 

place – 30 per cent of the purpose;

2. To diversify business risk away from its 

reliance on its home market – 34 per 

cent of the purpose;

3. To obtain a favourable benefit under the 

China DTA – 36 per cent of the purpose. 

On these facts it would seem open for a 

Chinese court to interpret the third purpose 

to be a “principal purpose”. That is even 

though other purposes add to 64 per 

cent of the total purpose – a 36 per cent 

purpose may be “principal purpose”. 

This opens the possibility for 

considerable ambiguity affecting genuine 

business transactions.
70

 

>> 4. Article 16(7) of the US DTA

Within the US DTA LOB provision there is 

a clause that has potentially far reaching 

effects.

Article 16(7) provides that:

“nothing in this Article shall be construed 
as restricting, in any manner, the right of a 
Contracting State to apply any anti-avoidance 
provisions of its tax law”. 

This on its face seems directed at 

allowing the application of Part IVA of the 

1936 Act to apply. 

However as S 4(2) of the IAA already 

does this one consequence of this may be 

aimed at preserving the application of Part 

IVA of the 1936 Act and other domestic 

anti-avoidance rules and negating any 

argument based on John’s case.71

Importantly the above article does also 

seem to allow for the application of any yet 

to be introduced Australian “anti-avoidance 

provisions” to operate to strike down DTA 

benefits.

This has the effect of allowing Australian 

domestic law application other than that 

law envisaged in S 4(2) of the IAA.

It remains to be seen if a provision of 

this nature becomes part of Australia’s new 

DTA policy.

>> 5. Article 23(7)(c) of the Australia-
Vietnam DTA72

This restriction on DTA benefits is 

significantly narrower than the US DTA but 

nonetheless is important in its own right.

Article 23(7)(c) states that:

“any scheme entered into by an Australian 

resident with the purpose of using Vietnam as a 

conduit for income or as a location of property 

in order to evade or avoid Australian tax through 

the exploitation of the Australian foreign tax 

credit provisions or to confer a benefit on a 

person who is neither a resident of Australia, nor 

of Vietnam”.

The above quote merely uses the words 

“with the purpose” – without additional 

words such as “dominant” or “principal” or 

“main”.

This provision is aimed at treaty 

shoppers and limits the availability of “tax 

sparing” credits if there was the requisite 

avoidance purpose.

Therefore if the purpose (even a 0.1 per 

cent purpose!) of entering the scheme was 

to confer a benefit on a person who was 

not an Australian or Vietnamese resident 

this clause could have application to deny 

treaty benefits.

CONCLUSION

The Future for “Treaty Shoppers”

Whilst Australia’s DTA policy is far from 

consistent it is undoubtedly the case that 

Australia has taken a proactive anti-treaty 

shopping approach (albeit on a piecemeal 

basis) in those DTA’s where Treasury has 

cause for concern.73 

“
”

limiting the attractiveness of Australia 
as a place to invest for the 'third country 

residents' has potential to harm our 
enconomic growth
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Also Australia has submitted when 

required to ensure that bilateral DTA 

parties’ own policy objectives are met.

From a practitioner’s perspective it will 

be interesting to see the following forces at 

work:

1. A pro-treaty shopping policy (tacit or 

express) within EU Directives;

2. Considerable opportunities to “treaty 

shop” into and out of the EU under 

Community law;

3. A relaxation of source taxation rules in 

Australia as they apply to non residents;

4. Proposed changes to Part IVA of the 

1936 Act; and

5. The direction in which Australia’s 

treaty policy develops having regard 

to the LOB type provisions in three of 

Australia’s recent DTA’s.

Australia’s economic growth depends 

largely on the flow of investment capital 

both into and out of Australia.

As such it is submitted that “tax 

planning” opportunities available in 

jurisdictions which compete with Australia 

for investment capital should also be 

available in Australia.

At a time when Europe is moving 

to become a very attractive place to 

invest from a tax perspective – Australia 

should recognise that investors from 

countries “outside” those with which it 

has concluded bilateral tax treaties – have 

substantial capital which can benefit our 

economy.

Limiting the attractiveness of Australia 

as a place to invest for “third country 

residents” has potential to harm our 

economic growth.

John Marcarian

Managing Director, CST Tax Advisors
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