
© Civic Research Institute
Journal of Taxation and Regulation of Financial Institutions

Vol. 27, No. 5, May/June 2014
Authorized Reprint























The new text would be supported by the adop
tion of additional commentary. An example in the 
proposed commentary explains how the provision 
would be applied: 

* * * State A and State B have concluded a treaty iden
tical to the Model Tax Convention. State A considers
that an entity established in State Bis a company and
taxes that entity on interest that it receives from a
debtor resident in State A. Under the domestic law
of State B, however, the entity is treated as a partner
ship and the two members in that entity, who share
equally all its income, are each taxed on half of the
interest. One of the members is a resident of State B
and the other one is a resident of a country with which
States A and B do not have a treaty. The paragraph
provides that in such case, half of the interest shall
be considered, for the purposes of Article 11, to be
income of a resident of State B.

The proposed commentary explains that the ref
erence to "income derived by or through an entity 
or arrangement" is to be given a broad meaning. It 
is intended to cover any income that is earned by 
or through an entity or arrangement, regardless of 
( 1) the view taken by each Contracting State as to who
derives that income for domestic tax purposes and
(2) whether or not that entity or arrangement has legal
personality or constitutes a person. It would cover
income of any partnership or trust that one or both
of the Contracting States treats as wholly or partly
fiscally transparent. It does not matter where the
entity or arrangement is established. The paragraph
applies to an entity established in a third State to the
extent that, under the domestic tax law of one of the
Contracting States, the entity is treated as wholly or

partly fiscally transparent and income of that entity 
is attributed to a resident of that State. 

In the case of an entity or arrangement which is 
treated as partly fiscally transparent under the domestic 
law of one of the Contracting States, only part of the in
come of the entity or arrangement might be taxed at the 
level of the persons who have an interest in that entity or 
arrangement, as described in the preceding paragraph; 
the rest would remain taxable at the level of the entity 
or arrangement. This provision is intended to apply to 
( 1) trusts that are fiscally transparent when distribu
tions are made from current income and (2) a separate
taxpayer for accumulated income. To the extent that
the trust qualifies as a resident of a Contracting State,
the provision will ensure that the benefits of the treaty
will also apply to the share of the income that is taxed
at the trust level by the jurisdiction of residence.

The proposed paragraph does not prejudge whether 
the transparent entity or its members are the beneficial 
owners of the income. Thus, for example, a fiscally 
transparent partnership that receives dividends as an 
agent or nominee for a person who is not a partner does 
not preclude the State of source from considering that 
neither the partnership nor the partners are the beneficial 
owners of the dividend. The fact that the dividend may 
be considered as income of a resident of a Contracting 
State under the domestic law of that State is not control
ling on the tax treatment of the source State. 

CONCLUSION 

The OECD discussion draft on hybrid entities is an 
ambitious attempt to limit tax planning that has ex
isted for decades. Whether it can be implemented uni
versally remains an open question at this time. • 
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