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Is it not Time to Correct the OECD MC Commentary on CFC’s?
Johann Müller (International tax professional) · Monday, May 18th, 2015

Whoever thinks that a resident company’s income is protected from taxation in countries where it
has no PE, is in for a rude awakening; it is not. The allowance for CFC rules in the OECD Model
Convention (hereafter “MC”) commentaries is so all encompassing that it covers far more than just
the taxation of a subsidiary’s income.

According to paragraph 23 to the commentary on article 1 of the OECD MC, “The use of base
companies may also be addressed through controlled foreign companies provisions. A significant
number of member and non-member countries have now adopted such legislation. … a common
feature of these rules, … is that they result in a Contracting State taxing its residents on income
attributable to their participation in certain foreign entities. It has sometimes been argued, based on
a certain interpretation of provisions of the Convention such as paragraph 1 of Article 7 … that this
common feature of controlled foreign companies legislation conflicted with these provisions. For
the reasons explained in paragraphs 14 of the Commentary on Article 7 … that interpretation does
not accord with the text of the provisions. It also does not hold when these provisions are read in
their context. … It is recognised that controlled foreign companies legislation structured in this
way is not contrary to the provisions of the Convention.

Article 7’1 reads “Profits of an enterprise of a Contracting State shall be taxable only in that State
unless the enterprise carries on business in the other Contracting State through a permanent
establishment situated therein. …”  This seems clear.

A plain reading interpretation is also confirmed by paragraph 1 of the commentary to article 7
which reads “… It incorporates the basic principle that unless an enterprise of a Contracting State
has a permanent establishment situated in the other State, the business profits of that enterprise
may not be taxed by that other State unless these profits fall into special categories of income for
which other Articles of the Convention give taxing rights to that other State.”  I will refer to this as
the “guardian function” of article 7 going forward.

Nonetheless, paragraph 14 of the commentary on article 7 reads “… The paragraph does not limit
the right of a Contracting State to tax its own residents under controlled foreign companies
provisions found in its domestic law even though such tax imposed on these residents may be
computed by reference to the part of the profits of an enterprise that is resident of the other
Contracting State that is attributable to these residents’ participation in that enterprise. Tax so
levied by a State on its own residents does not reduce the profits of the enterprise of the other State
and may not, therefore, be said to have been levied on such profits … .”
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This seems in direct contradiction to the commentary under paragraph 1 here before, just as it
seems in direct contradiction of the very essence of CFC legislation.  Surely the whole point of
CFC legislation is to tax the income of the foreign subsidiary, even before it gets distributed. It is
all about the income, not the dividend.  That is why countries with a dividend exemption system
switches over to a credit system (also for underlying taxes at the foreign subsidiary’s level):  it is to
TAX that income, not to exempt it. I do not know a single country that would apply a CFC regime
to a foreign subsidiary’s income to prevent deferral, and then exempt that CFC income as a tax
exempt dividend under a participation exemption.

The story goes further. Both paragraphs 23 to article 1 and 14 to 7, also make reference to
paragraph 37 to article 10’5.  Article 10’5 prohibits so-called secondary withholding tax on
dividends. So it should come as no surprise that the commentary in paragraph 37 states that that
paragraph does not forbid CFC rules. After all, these taxes go in opposite directions: in secondary
withholding tax rules, the subsidiary country tries to tax the parent’s parent on dividends (it is in
effect an anti-treaty shopping measure protecting source taxation by combating intermediate head
offices or holding companies); in CFC rules, the parent country tries to tax the subsidiary’s profits
(i.e. it has nothing directly to do with either protecting source at the subsidiary country level, or
with treaty protection). So article 10’5 is irrelevant.

It would have been far more appropriate for the commentary to address CFC rules under article
10’1, if one were to address CFC rules under article 10 at all. Article 10’1 reads, “Dividends paid
by a company which is a resident of a Contracting State to a resident of the other Contracting State
may be taxed in that other State”.

To show just how far the current commentaries on CFC’s are removed from the logic of the rest of
the MC commentary, consider the following texts from the commentary on article 10:

Paragraph 2: “The profits of a business carried on by a partnership are the partners’ profits …” vs

Paragraph 3: “The position is different for the shareholder; … the company’s profits are not his;

so they cannot be attributed to him.”

To be fair, paragraph 3 does also say “He is personally taxable only on those profits which are
distributed by the company (apart from the provisions in certain countries’ laws relating to the
taxation of undistributed profits in special cases).”  But why specifically mention CFC legislation
in all other places, except here, where it makes most sense?  Besides, “certain countries” sounds
like an exception, much more than it sounds like the general rule, BEPS action 3 wants CFC’s to
be.

Me thinks the commentary to 10’1 would be much more useful, if paragraph 3 hereabove (or a new
3.a) mentions that the shareholder country does not have to wait until a dividend is actually paid,
but can tax the shareholder as if a dividend has been paid as an anti-abuse measure either in case of
deferral, or BEPS.   This would be far clearer, far more to the point, far more relevant to the treaty
paragraph commented, and thus technically far more robust, than the sticky tape approach of the
current paragraph 37. It also would facilitate a far more targeted exception to the guardian rule of
article 7’1.  This is the way exceptions should be (narrow), rather than the current wide wording
which even makes article 9 superfluous (see hereafter).

There is a bigger problem: the current line of argument in paragraph 14 to the commentary on
article 7, completely undermines the guardian function of 7’1 and paragraph 1 of its commentary.  
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After all, if taxing ACo in A, based on the profits of BCo in B, is not prohibited by article 7’1, then
nothing stops reading paragraph 14 of the commentary on article 7’1 such that BCo could be
ACo’s parent (e.g. as the CFC version of a secondary withholding tax where the actual secondary
distribution is preempted), or BCo could be an ACo sister (e.g. in a TP dispute and who then still
needs article 9)?

So all the above leads to the question why the commentary does not simply say it as it is.  Yes,
CFC rules infringe on article 7, paragraph 1, or at least on the spirit of article 7, paragraph 1, but
that infringement is justified because CFC rules are anti avoidance rules and article 7, paragraph 1,
is not meant to protect passive income from taxation indefinitely.   Maybe the political climate was
such in 2010 that it was not possible to say that national anti-abuse rules cannot override a treaty,
but in a BEPS world, that is no longer the case.

Fixing the commentaries in paragraph 23 to article 1, paragraph 14 to article 7’1, and paragraphs
37-39 to article 10, will restore the guardian function of article 7’1 and the internal harmony with
paragraph 1 of the commentary to article 7’1.  It is time for a bit of cleanup, and the OECD paper
on Action 3 of the BEPS action plan provides an excellent opportunity thereto.

________________________
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